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Introduction

The Netherlands traditionally has a strong agro-food sector. The post-war development of
knowledge was directed towards high-productivity agriculture. While this approach was very
successful, it has now become apparent that there is a drawback to this success. Specialization
not only leads to economic profit, but also to environmental pressures and encroachment on
public spaces. The agro-food sector is running into ecological and social barriers. There is a
clear need for a more sustainable development in the sector, that gives attention to not only
‘prosperity’, but also to ‘planet’ and ‘people’.

TransForum was created to address this challenge. The needed development calls for innovations
and new insights. Therefore, TransForum has a double goal: to demonstrate, together with
entrepreneurs that there are viable new pathways, and to prove, together with knowledge
institutions, that the needed knowledge can be delivered.

We try to deliver these results in a combination of a practice program and a scientific program.
The programs are meant to deal with three main obstacles in a route towards sustainable de-
velopment in agriculture. First, there is a tendency to only search for new potential within your
own sector (in business) or discipline (in science). Second, there is a strong bias on the function
of agriculture in relation to regional development, blocking new combinations of functions.
Third, in almost all explorations the value added is supposed to be in the primary production
of the chain. Possibilities further in the chain are overlooked, and ‘knowledge about primary
production’ is not seen as an asset. We try to tackle these obstacles by creating consortia of
people from business, knowledge institutions, (local) authorities and societal organizations.

The scientific program is meant to address knowledge questions that arise from the practice
projects. To that end a division into five sub themes is developed that reflect different aspects
of the innovation process. These themes are: (1) Images of sustainability, (2) Inventions for a
sustainable agriculture (3) Organization of Innovation and Transition (4) Mobilization of Sus-
tainable Consumption and (5) Design of an Innovation-Enhancing Environment.

This publication contains a number of commissioned position papers that were helpful to focus
the scientific program. However, we feel that the content of these papers deserves broader at-
tention. We hope that after reading them, you will agree.

Henk van Latesteijn
General Manager TransForum



Mobilication of sustainable consumption

Prof.dr.ir. J.C.M. van Trijp
Wagening University & Research Centre

The scientific theme “Mobilization of sustainable consumption” focuses on the demand side of
sustainability and the activities of actors close to, and including, the end consumer and citizen.
Autonomous consumer demand for more sustainable products and services is currently too
weak for the market to self-regulate on purely economic incentives only. Complementary ef-
forts are required in terms of social corporate responsibility of food companies and retailers,
strengthening of consumer demand and citizen pressure and transitions at the farm level.

The position papers that have been commissioned focus on the role of farmers and firms in
bringing about sustainable agriculture.

Ingenbleek, Crul, Frambach and Rietveld (2005) provide an overview of the marketing and
strategy literatures on corporate social responsibility and from that develop a perspective on
marketing strategies for sustainability in agriculture, arguing that market forces and sustain-
able development do not necessarily contradict. The paper addresses three important routes
to stimulate CSR activity in agricultural firms: naming, shaming and pre-competitive efforts to
change the rules of competition.

Pennings and Kalogeras (2005) focus specifically on the farm level strategic decision making to
adopt sustainable production systems, a decision often requiring a drastic re-allocation of the
farmer’s economic resources. The authors argue that the global shape of the utility function
may be influenced by personal characteristics of the decision maker, and the firms environ-
ment.

Ingenbleek, Backus and Verhallen(2005) provide insights on value pricing capabilities as a
means to base prices on customer value information. Value pricing capabilities are under the
surface of many developments in agribusiness, such as a transition of food supply chains to
food demand chains. Therefore, value pricing is also a promising price strategy for sustain-
ability.

Together these papers provide an important perspective on the activity and decisions at the
level of stakeholders “close to the end-consumer” in accomplishing the transition toward more
sustainable consumption. They have been an important source of inspiration in the shaping of
the final scientific program.

THE MOBILISATION OF SUSTAINABLE CONSUMPTION

Marketing Strategies for Sustainability
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Abstract

This paper analyzes the literature in marketing and strategy on CSR, and develops a concep-
tualization of marketing strategies for sustainability. The discussion of the relevant literature
and the conceptualization that is based on it, suggest that market forces and sustainable de-
velopment do not necessarily contradict. Responsible marketing strategies have to this respect
a mirror function in the market: They show that responsible market offerings —either on the
store, category, brand, or product level- can acquire a permanent foothold in the market. To
grow beyond the segment of highly involved consumers, however, a value strategy promises
more potential. Firms that set out to create superior customer value are most likely to gener-
ate superior profits and to use resources to improve relevant sustainability issues in the People
and Planet domains on a larger scale. This is especially the case if the competitive advantage
of the firm depends on marketing assets (such as brand names or relationships with custom-
ers), unique resources (that are difficult to imitate by competitors), and if resource inputs are
critical to competitive advantage of firms (such as a strong position on the labor market). This
process of improving sustainability issues is enhanced by stakeholder pressure, responsible
competitors, and value-based rather than efficiency-based competition. To this respect, the
process of “naming and shaming” is likely to stimulate sustainable development through mar-
ket forces: positioning offerings that consumers perceive as sustainable, strengthening brand,
category, and store images with sustainability attributes, and weakening those images that
are considered undesirable for sustainable development. Given the central role of value-based
competition in this process, strategic innovation is discussed as a central process of strategic
change towards value-based competition. The paper discusses the implications for transition
to sustainable agriculture and suggests directions for future research.

THE MOBILISATION OF SUSTAINABLE CONSUMPTION

1. Introduction

“Humanity has the ability to make development sustainable to ensure that it meets the needs of
the present without compromising the ability of future generation to meet their own needs.”
This way, the World Commission on Environment and Development introduced the agenda for
sustainable development (Brundtland et al 1987, p. 8). The call may be seen as a response to
the post war period that was marked by a growth of population, consumption, and produc-
tion. Gradually, the insights emerged that natural resources can be depleted, that environment
and ecosystems are vulnerable, and that differences between North and South are increasing.
Solutions with a short-term focus or a limited scope on environment or poverty alone were no
longer seen as sufficient. To sustain resources for future generations one should aim for devel-
opment in which improvements of an ecological, socio-cultural, and economic nature go hand
in hand. This idea of sustainable development is comprehended by the World Bank in the Triple
P-concept: People-Planet-Profit (Serageldin 1996; Serageldin and Steer 1994).

Although the call for sustainability predominantly emerged from shortcomings in the first two
domains (social and ecological aspects), it seems that in many cases the economic component
prevents development from becoming sustainable. On a micro-level, environment-protecting
innovations are rejected by producers because of the cost increases associated with them. For
the same reason many consumers prefer less-sustainable products for a lower price over more-
sustainable products for a higher price. Similarly on a macro-level, the tension between eco-
nomic growth and sustainability is an important hurdle in international treaties such as the
Kyoto treaty. In a business environment that is increasingly marked by international competi-
tion (think for example of WTO agreements), governments can’t simply enforce enterprises to
adopt sustainable production methods, without harming the competitive positions of these
firms. Public policy therefore increasingly stimulates firms to search for creative solutions that
enhance sustainable development (e.g. CEC 2001; World Bank 1992).

Therefore, it is important to understand the marketing strategies that are sustainable in terms
of social, ecological and also financial aspects. In this paper we will provide a state of the art
review of marketing and strategy literature on corporate social responsibility (CSR), in order to
develop a conceptualization of different marketing strategies for sustainability. CSR refers to
the obligations of the firm to society (Brown and Dacin 1997), or more specifically, the firm’s
stakeholders (Clarkson 1995; Maignan and Ferrell 2004). As such, the domain of CSR may be
broader than the domain of sustainability'. CSR is however a central concept in private efforts

1 The Socrates database (cf. Sen and Bhattacharya 2001) distinguishes, for example, six domains of CSR: (1) community
support (e.g., education and housing initiatives), (2) diversity (e.g. sex-, or race-based diversity record), (3) employee
support (e.g., job security), (4) environment (e.g., pollution control, animal testing), (5) foreign operations (e.g., over-
seas labour practices), and (6) product (e.g., product safety, R&D/innovation).
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that contribute to sustainability (Sen and Bhattacharya 2001; Smith 2003). Importantly, both
concepts acknowledge that firms’ investments in responsibility should go hand in hand with
long-term profitability (Handelman and Arnold 1999; Grewal and Dharwadkar 2002). Although
we will refer predominantly to examples from agribusiness, our conceptualization can theo-
retically be generalized across different industries.

In the following, we will first discuss the CSR literature, followed by a conceptualization of
marketing strategies for sustainability. We will distinguish two groups of marketing strategies
for sustainability: responsibility (differentiation on the basis of sustainability alone) and value
strategies (differentiation on the basis of multiple consumer benefits). It is argued that value
strategies have more potential to affect “mainstream” production than responsibility strate-
gies. Subsequently, it is analyzed which factors motivate producers to include sustainability
attributes in value strategies. Next, we provide a literature review on how firms can switch to
new value creation strategies (strategic innovation). Finally, we will discuss the conclusions and
implications including directions for future research and implications (with a specific interest
in sustainable agriculture in The Netherlands).

THE MOBILISATION OF SUSTAINABLE CONSUMPTION

2. Corporate Social Responsibility

While CSR seems to be more prominent than ever (according to Bhattacharya and Sen (2004)
more than 80% of the Fortune 500 companies address CSR issues on their websites), the idea
that business has societal obligations was evident at least as early as the nineteenth century
(Smith 2003). Visionary business leaders built for example factory towns to provide workers
and their families with housing, medical support, and education.

The first academic interest in what we now call CSR, started approximately 50 years ago (Bowen
1953). Given the few empirical studies on the effects of CSR other than its impact on a firm's fi-
nancial performance (see for reviews Orlitzky et al. 2003, and Margolis and Walsh 2003a), there
are however still many issues to investigate. Research on CSR effects on other stakeholder
groups than shareholders has mainly focused on consumer responses to CSR (e.g., Brown and
Dacin 1997, Klein and Dawar 2004; Sen and Bhattacharya 2001) and employee responses to CSR
(e.g. Maignan, Ferrell and Hult 1999; Turban and Greening 1997). The literature on the con-
ceptualization of CSR, on the other hand, is abundant (see for influential conceptualizations
of CSR: Carroll 1979; Clarkson 1995; Wood 1991). In the following, we will go deeper into the
concept of CSR, followed by an outline of the theoretical arguments for CSR. Subsequently we
address the question why firms differ in their CSR policies and discuss the consequences of CSR
that are found in empirical studies.

The CSR-concept

One of the earliest conceptualizations of CSR stems from Howard R. Bowen's (1953) work So-
cial Responsibilities of the Businessman. Bowen proposed an initial definition of the social
responsibilities of businessmen: "It refers to the obligations of businessmen to pursue those
policies, to make those decisions, or to follow those lines of action which are desirable in term
of the objectives and values of our society” (p. 6). The view of CSR as a social obligation has
been advocated in later conceptualizations (e.g., Carroll 1979; Wood 1991) and contemporary
marketing studies (e.g. Brown and Dacin 1997; Sen and Bhattacharya 2001). Carroll (1979), for
example, distinguishes different types of societal obligations based on different societal ex-
pectations, i.e., (1) economic responsibilities (a firm must produce goods and be economically
viable), (2) legal responsibilities (a firm must obey the law), (3) ethical responsibilities (a firm
must follow ethical norms which go over and beyond legal requirements), and (4) philanthropic
responsibilities (a firm must proactively give back to society). Another influential conceptuali-
zation stems from Wood (1991, p. 693), who defines CSR not only in terms of obligations, but
also in terms of processes and outcomes: ‘a business organization’s configuration of principles
of social responsiveness, processes of social responsiveness, and policies, programs, and ob-
servable outcomes as they relate to the firm’s societal relationships (p. 693).

MARKETING STRATEGIES FOR SUSTAINABILITY 7



Clarkson (1995) is one of the first who argued that the notion of social obligation is too broad
to facilitate the effective management of CSR. Clarkson (1995; see also Donaldson and Pres-
ton 1995; Jones 1995; Smith 2003; Maignan and Ferrell 2004) argues that businesses are not
responsible towards society as a whole but only to those who directly or indirectly affect or
are affected by the firm’'s activities, i.e., a firm’s stakeholders (Freeman 1984). Stakeholders
can be regrouped into four main categories (Henriques and Sadorsky 1999): (a) organizational
stakeholders (e.g., employees, customers, shareholders, suppliers), (b) community stakeholders
(e.g. local residents, special interest groups), (c) regulatory stakeholders (e.g., municipalities,
regulatory systems), and (d) media stakeholders. According to the stakeholder view of CSR ‘or-
ganizations act in a socially responsible manner when they align their behavior with the norms
and demands embraced by their main stakeholders’ (Maignan and Ferrell 2004, p. 6). This view
of CSR clearly directs a firm’s CSR efforts towards specific issues and desired impacts, which
enhances the manageability and measurability of these efforts (Clarkson 1995). As Smith (2003,
p.68) puts it: “CSR is fundamentally about obligations to stakeholders”.

Theoretical arguments for CSR

In addition to the debate in the literature about ‘to whom' an organization is responsible, the
discussion on ‘why’ an organization should behave responsibly has also received attention.
There are two complementary theories that explain why a firm should behave responsibly to-
wards its major stakeholders: (1) resource-dependence theory (Pfeffer and Salancik 1978), and
(2) institutional theory (DiMaggio and Powell 1983).

Resource-dependence theory states that “an organization must attend to the demands of
those in its environment that provide resources necessary and important for its continued
survival” (Pfeffer 1982, p. 193). Each stakeholder group has specific resources which differ in
importance to the firm. More specifically, employees provide labor, expertise, and creativity;
shareholders provide capital; customers offer their loyalty; and regulators can give permission
to expand facilities (Maignan and Ferrell 2004). Stakeholders can provide resources to a firm
that are needed for its long-term success, or withdraw them. The more critical the resources
held by a stakeholder group are to a firm, the more power the stakeholder group has over the
firm (Agle, Mitchell and Sonnenfeld 1999; Frooman 1999).

Institutional theory views companies as embedded in both the economic and institutional envi-
ronments. The institutional environment refers to the cultural meanings, ideals, and accepted
social norms associated with a given society or community. These norms usually serve as implic-
it and flexible guidelines (as opposed to explicit regulations) to which companies must adhere
in order to maintain a ‘social fit’ with key stakeholders. When a company achieves this socio-
cultural alignment it is considered to be legitimate or institutionalized (DiMaggio and Powell
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1983; Suchman 1995). Legitimacy is “a generalized perception or assumption that the actions
of an entity are desirable, proper, or appropriate within some socially constructed systems of
norms, values, beliefs, and definition” (Suchman 1995, p. 574).

Handelman and Arnold (1999) have demonstrated the important role that legitimacy plays
for a firm in obtaining support from its environment. Their study indicates that in general
only those actions of the company that are perceived to be legitimate, will lead to supportive
behavior. Deterioration in stakeholders’ assessment of a firm's legitimacy would serve as a key
warning that the firm is not adhering to the norms of the economic and institutional environ-
ment. Such information indicates that the firm offers its stakeholders not enough justification
for its long term existence, and thus, stakeholders can find fewer reasons to offer the firm their
resources. Furthermore, organizational studies indicate that organizations facing legitimacy
challenges often lose their unrestricted access to markets, limiting strategic choice and perhaps
causing them to become non-players in certain markets (Deephouse and Carter 2004).

In short, whereas resource-dependence theory emphasizes the need to address stakeholder is-
sues because stakeholders possess critical resources, institutional theory emphasizes the need
for organizations to play by the rules of a given society or community in order to obtain these
resources. These theoretical arguments are recognizable in the main motivations for CSR that
prevail in the literature (Wood 1991; Swanson 1995; Smith 2003). These motivations either stem
from a firm’s enlightened self-interest (the ‘instrumental’ perspective that has emerged from
resource-dependent theory), or from a firm’s desire to do good (the ‘normative’ perspective
that has emerged from institutional theory). A firm’s motivation to engage in CSR might reflect
a mixture of these motivations (Smith 2003). Companies who are more driven by a desire to do
good will deal with certain issues independently of any stakeholder pressure: they deal with
an issue because they believe it is ‘the right thing to do’. Companies who are more driven by
instrumental motivations will deal with specific issues in order to maintain their legitimacy in
the eyes of important stakeholders whose resources are needed for the firm’s long-term sur-
vival (Maignan and Ferrell 2004).

Why do firms’ CSR policies differ?

Since stakeholders provide resources and grant legitimacy to organizations that are both es-
sential for their long-term survival, CSR is presumably important to every company. In prac-
tice, however, CSR policies of firms differ widely (Smith 2003). In the literature three types of
explaining factors are found: industry differences, stakeholder differences, and firm differ-
ences.

Industry differences. Rehbein, Waddock and Graves (2004) found evidence in their study of
shareholder activism that certain industries are more vulnerable than others. For example, two
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industries that receive most activist attention for their environmental and energy practices are
refining, rubber and plastic, and telephone and utilities. An industry with few obvious environ-
mental problems such as wholesale hardly gets attention from shareholder activists.

Stakeholder differences. As pointed out earlier, a firm can have many stakeholders whose
demands may vary widely and may even conflict. What is perceived to be legitimate organi-
zational behavior in the eyes of one set of stakeholders may not be legitimate in the eyes of
another stakeholder group (Suchman 1995). Consequently, company actions that stimulate the
flow of resources from one set of stakeholders might inhibit company access to resources from
another group. An obvious example is the conflict of interest that arises when a firm eliminates
the training and travel budgets of its employees, in order to cut cost and be able to deliver on
a profit forecast promised to its shareholders. Another example comes from organic agricul-
ture where the gains in animal welfare of animals that are kept outdoors should be weighted
against increased environmental pressure. The more powerful a stakeholder group is because
of the critical resources it possesses, and the greater the ability of stakeholders to cooperate on
an issue (and thus form a ‘block’), the more willing a company will be to have a positive impact
on the issue(s) of concern to that stakeholder group (Maignan and Ferrell 2004).

Firm differences. Firms may respond differently to societal issues. These differences may be ex-
plained from differences in size, social norms, and interactions between the firm's stakeholder
orientation and its stakeholders.

First, with respect to size, Rehbein, Waddock, and Graves (2004), empirically find that larger
companies receive more attention from pressure groups, often regardless of their performance
on a particular stakeholder issue.

Second, differences in organizational norms can influence CSR responses. Although oil compa-
nies Shell, BP and Exxon face similar stakeholder pressures, differences in organizational norms
cause big differences in how each responds to these pressures. Shell (www.shell.com) and BP
(www.bp.com) have chosen to adopt a true stakeholder orientation and to actively work with
stakeholders to resolve issues, while Exxon (Economist 2003) has only one measure it wishes to
be held accountable for: its profit performance. To this respect, the concept of stakeholder ori-
entation was introduced by Maignan and Ferrell (2004). They define stakeholder orientation as
“the degree to which a firm understands and addresses stakeholder demands” (p. 10). A stake-
holder orientation consists of three sets of behavior — based on Kohli and Jaworski’s (1990)
concept of market orientation: (1) the organization-wide generation of intelligence pertaining
to the nature of stakeholder groups, norms and issues, along with the evaluation of the firm’s
impact on these issues; (2) dissemination of stakeholder intelligence, i.e., facilitating flows of
this information among organizational members; and (3) responsiveness to stakeholder intel-
ligence, i.e., implementing initiatives to actually meet stakeholder demands.

Third, an interaction between the firm’s stakeholders and its stakeholder orientation may ex-
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ist (Maignan and Ferrell 2004). The degree to which an organization is stakeholder oriented is
likely to be influenced by stakeholder power and stakeholders’ ability to cooperate with the
firm. Vice versa, this cooperation is likely to positively influence a firm’s impact on the issues
raised by stakeholders.

Consequences of CSR

In examining the consequences of CSR, research has predominantly focused on economic per-
formance (Margolis, Walsh, and Weber 2003). Research on how CSR affects other types of per-
formance is scarce. As a result, little is known about the actual impact of CSR activities on spe-
cific stakeholder issues and societal welfare in general. More is known about the CSR effects
on consumers, employees, and financial performance. For an overview of the most important
empirical studies in each area, see Table 1. The key findings are discussed below.

MARKETING STRATEGIES FOR SUSTAINABILITY 1



TABLE 1: Overview Most Important Studies on CSR Effects

Authors

Objectives

Proposed Theory

Tested Variables

Method (n)

Key Results

(1) Consumer
Brown and Dacin (1997)

Creyer and Ross (1997)

To explore the influence of two types of
corporate associations — corporate ability
(CA) and corporate social - on consumer
responsibility (CSR) product evaluations.

To explore the relationship between firm
behavior and purchase intention

Corporate associations serve as an important
context for the evaluation of a
company'’s product.

Consumers are expected to use an aspiration-based
reference point when evaluating firm behavior

CA and CSR associations, corporate
evaluation and product evaluations.

Importance of ethicality, willingness
to reward / punish, expectations re.
ethicality of corporate behavior

Two surveys
(163, 127)

and one
experiment (200)

Survey (280)

CSR associations positively influence product evaluations
via corporate evaluation.

¢ Ethical behavior is rewarded by a willingness to pay
higher prices

¢ Unethical behavior is punished by a demand for lower
prices

Handelman and Arnold
(1999)

To provide evidence of the main effects
of institutional (CSR) actions and the
interaction effect between CSR

and economic actions.

Based on institutional theory companies need
to take both the task and institutional
environment into account in order to

achieve legitimacy and thus customer support.

Store image attributes (performative
actions), CSR (institutional actions),
legitimacy and support (word-
of-mouth, purchase intention)

Scenarios (216)

e CSR activities have a direct, positive effect on support

e Companies who fall below a certain threshold of
responsible behavior are hampered in the
effectiveness of their economic-oriented actions.

Klein and Dawar (2004)

To examine the possibility that the CSR halo
affects consumers’ attributions in a
product-harm crisis.

CSR beliefs moderate consumers’ perception of
the locus of the crisis event as internal or external,
whether they see it as stable or temporary,

and whether they believe it to have been
controllable or not.

Product crisis, CSR, locus, stability,
control, blame, product evaluations,
buying intentions, importance of
CSR in decision-making

Scenarios
(150, 150)

* CSR associations have a strong and direct influence
on (1) attributions and (2) brand evaluationsin a
nonproduct evaluation setting

e Attributions mediate the effect of CSR on evaluation
only for CSR-sensitive consumers

¢ A negative CSR image has a stronger impact on
attributions than a positive CSR image.

Sen and Bhattacharya
(2001)

To understand when, how and why
consumers react to CSR

Consumers reactions to CSR are contingent on the
congruence between consumer and company —
which in turn is moderated by CSR support

CSR information, CSR support, CSR
domain, C-C congruence, company
evaluation, purchase intentions, new
product quality information, CSR-CA
beliefs

Two experiments
(277, 320)

e Both company-specific factors and individual-specific
factors are key moderators in consumers’ CSR responses
e All consumers react negatively to negative CSR
information, while only those consumers supportive
of the CSR issues conveyed react positively to
positive CSR information

(2) Employees
Maignan, Ferrell and
Hult (1999)

12

To understand the nature of corporate
citizenship (CC), its cultural antecedents
and its business benefits.

THE MOBILISATION OF SUSTAINABLE CONSUMPTION

Organizational culture guides the way managers
address CSR issues for their company and the
way these issues are addressed influences
business outcomes

Market, humanistic and competitive
orientation, CC, employee

Two surveys
among managers

¢ Market and humanistic oriented cultures encourage CC
e CCis found to be systematically associated with

commitment, customer loyalty, (229, 154) enhanced levels of employee commitment,
business performance customer loyalty and business performance
MARKETING STRATEGIES FOR SUSTAINABILITY 13



Authors Objectives Proposed Theory Tested Variables Method (n) Key Results
(Sanchez and Brock To explore the outcomes of perceived Perceived discrimination will act as an incremental Role conflict, role ambiguity, Survey (139) e Perceived discrimination has an incremental negative
(1996) discrimination among minorities and source of work stress — going over and above role perceived discrimination, effect on organizational commitment and job
its consequences for diversity management conflict and ambiguity, and will adversely organizational commitment, job satisfaction and a positive relationship with work tension.
contribute to employee outcomes satisfaction, work tension
Smidts, Pruyn and Organizational communication to employees — External organizational prestige and the Adequacy of information on (1) Survey (1,127) e External organizational prestige enhances employee

Van Riel (2001)

both in terms communication content and
climate — augments the effect of

external organizational prestige on
employee identification.

way in which adequate information is
communicated towards employees (i.e.,
communication climate) influence
employee identification

organization and (2) role of employee,
communication climate (openness, .
supportiveness, participation), external
organizational prestige, organizational

identification

identification

The effect of adequacy of information on employee
communication is mediated through
communication climate

Turban and Greening
(1997)

N\ .

Investigate the relationship between socially
responsible firms, their reputation and
their attractiveness to potential applicants.

A firm’s CSR provides potential applicants

with signals about the organization’s value
system, which influence applicants’ perceptions
working conditions and subsequent
attractiveness to the organization.

Corporate Social Performance (CSP),

Reputation, Organizationa

Attractiveness as an employer

Secondary data o
I was used to

establish a firm’s .
firm’'s CSP; 189
companies were
rated on reputation
and attractiveness

Firms higher on CSR have more positive reputations
than firms lower on CSR

Firms higher on CSR are more attractive

employers than firms lower on CSR

(.)) rlllclllLIclI pleUlllldllkC
Aupperle, Carroll and
Hatfield (1985)

Investigate the relationship between social
responsibility and profitability.

Different orientations on CSR (following
Carroll’s categorization of economic, legal,
ethical and discretionary components of
CSR) will lead to variation in profitability

Orientation toward CSR an
profitability (ROA)

d Forced-choice .
survey
instrument (241)

Varying levels of CSR orientation were not found
to correlate with performance orientation

Frooman (1997)

Examine the link between socially
irresponsible and illicit behavior and
shareholder wealth

Enlightened self-interest as a reason for
corporation to act in a socially responsible
and lawful manner as this is in the long-term
interest of a firm’s shareholders.

CSR events and stock prices

Meta-analysis of .
27 event studies

Shareholder wealth is decreased when firms act
in a socially irresponsible or illegal manner.

Hillman and Keim (2001)

14

Explore the link between shareholder value,
stakeholder management, and social issues.

THE MOBILISATION OF SUSTAINABLE CONSUMPTION

Building better relations with primary
stakeholders could lead to increased
shareholder wealth by helping firms develop
intangible, valuable assets which can be
source of competitive advantage.

Shareholder value creation
(Market Value-Added or M

stakeholder management (SM), social

issue participation (SIP)

Secondary data .

VA), were used to
evaluate 308 o
firms on each

variable.

There is a positive link between shareholder value
and stakeholder management

There is a negative link between shareholder
value creation and social issue participation.

MARKETING STRATEGIES FOR SUSTAINABILITY
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Authors

Objectives

Proposed Theory

Tested Variables

Method (n)

Key Results

Margolis and Walsh
(2003)

Investigate the link between Corporate Social
Performance and Corporate Financial
Performance

Using corporate resources for social issues not
related to primary stakeholders may not
value for shareholders.

Corporate Social Performance and
Corporate Financial Performance

Meta-analysis of
127 studies that
have investigated
the link between
and CFP

e There is a positive correlation between a company'’s
social performance and its financial performance.

Orlitzky, Schmidt and
Rynes (2003)

Investigate the link between Corporate Social
Performance and Corporate Financial
Performance

(1) CSP increases managerial competencies,
contributes to knowledge about the firm’s

market, social, political, technological and other
environments, and thus enhances efficiency, and
(2) CSP helps the firm to build a positive reputation
and goodwill with its external stakeholders

(3) Prior high levels of CFP provide slack

resources necessary to engage in CSR

Corporate Social Performance and
Corporate Financial Performance

Meta-analysis
of 52 studies

e There is a positive correlation between a company’s
social performance and its financial performance.

e There is a bidirectional causality between CSP
and CFP

Russo and Fouts (1997)
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Investigate the link between environmental
performance and economic performance
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A resource-based view of the firm has been
adopted to theorize a positive link between
environmental and economic performance.
This link is expected to be moderated by
industry growth

Environmental performance,
economic performance (ROA)
and industry growth

Secondary data
were used to
evaluate 243
firms on each
variable.

e Results indicate that “it pays to be green”
e This relationship strengthens with industry growth
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Consumers. Recent research suggests that there is a positive relationship between a compa-
ny’s CSR actions and consumers’ attitudes toward that company and its products (e.g., Brown
and Dacin 1997; Creyer and Ross 1997). Sen and Bhattacharya (2001; 2004) have extended this
stream of research by examining when, how and for whom specific CSR initiatives work. Their
research reveals four key findings. First, consumers differ significantly in their responses to
CSR activities; what works for one consumer segment may not work for another. Second, the
impact of CSR activities on ‘internal’ psychological states of consumers (e.g., attitudes, attribu-
tions) is greater and easier to assess than ‘external’ behavioral outcomes (e.g., purchase behav-
ior, word-of-mouth). Third, the company is not the only one that benefits from engaging in
CSR initiatives. CSR activities may contribute to consumer well-being and to the awareness and
attitudes of people toward the issues that CSR-activities deal with. TPG's collaboration with
the UN food program may, for example, have increased the awareness and attitudes of people
regarding the world food problem and the UN. Finally, consumers are more sensitive to ‘irre-
sponsible’ than ‘responsible’ corporate behavior. In other words: there is an asymmetric effect
and ‘doing bad’ hurts more than ‘doing good’ helps. This finding is supported by other studies.
Handelman and Arnold (1999) demonstrate that companies who fall below a certain threshold
of responsible behavior are hampered in the effectiveness of their economic-oriented actions.
Klein and Dawar (2004) show in their study of halo-effects of CSR in a product-harm crisis that
a negative CSR image has a stronger impact on attributions than a positive CSR image.

Employees. In general, acting responsibly towards employees leads to favorable outcomes such
as employee commitment and increased levels of employee identification with the organiza-
tion (Maignan, Ferrell and Hult 1999; Smidts, Pruyn and Van Riel 2001). Perceived discrimina-
tion, on the other hand, has a negative effect on organizational commitment and job satisfac-
tion (Sanchez and Brock 1996). Another interesting finding stems from research of Turban and
Greening (1997): firms that are perceived to have an overall positive CSR track record are more
attractive employers to potential applicants than firms with a less favorable record.

Financial performance. Both Margolis and Walsh (2003) and Orliztky, Schmidt and Rynes (2003)
have found - based on a meta-analysis of respectively 127 and 52 studies investigating the
link between corporate social performance (CSP) and corporate financial performance (CFP)
- that ‘CSP and CFP are generally positively related across a wide variety of industry and study
contexts’ (Orlitzky et al. 2003, p. 406). Explanations for this positive link are: CSP (1) increases
managerial competencies, (2) contributes to knowledge about the firm’s market, social, po-
litical, technological and other environments, and thus enhances organizational efficiency. In
addition, CSP helps the firm to build a positive reputation and goodwill with its stakeholders
(e.g., Hillman and Keim 2001; Orlitzsky et al. 2003; Turban and Greening 1997). Frooman (1997)
demonstrates that shareholder wealth is decreased when firms act in a socially irresponsible or
illegal manner. There is also a negative link between shareholder value creation and the use
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of corporate resources for social issues unrelated to primary stakeholders (Hillman and Keim
2001). This underlines the importance of adopting the stakeholder perspective of CSR in order
to establish a positive link between CSR and financial performance.

To summarize, in a consumer context CSR tends to be more a necessary condition for a compa-
ny than something that leads to positive outcomes per se. Sen and Bhattachary (2001) indicate,
however, that consumers who are supportive of the CSR domain chosen by the company react
positively to CSR initiatives. In an employee context, CSR generally leads to positive results,
both in terms of current and future employees. Finally, there is a positive link between CSR and
financial performance under the condition that companies use their corporate resources to ad-
dress key stakeholder issues that are closely linked to the core processes of the firm.
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Strategy, marketing strategy, and marketing strategies for sustainability

Strategy can be defined as ‘the —implicitly or explicitly- chosen route by management to accom-
plish the company goals it has formulated, calculating for a changing environment and ensur-
ing the fit between the organization and the environment’ (Nijssen and Frambach 2001, p. 15).
To this respect, corporate strategy (strategy of the entire corporation), and business strategy
(strategy of a specific business unit within that corporation) are distinguished from function-
al strategies (strategies of functional areas like production, purchasing, R&D, and marketing
within that business unit). Marketing strategy thus is a functional strategy that translates the
business strategy into marketing mix elements (such as products, prices, communications, and
distribution) through processes of segmentation, targeting and positioning. However, because
marketing is on the borderline between the firm and its market, it is often involved much more
in formulating general business strategies than other functional areas (Nijssen and Frambach
2001).

A marketing strategy for sustainability can now be defined as a functional strategy of a busi-
ness that translates (and in return influences) the business strategy into a marketing mix in such
a way that it contributes more to the ecological and/or socio-cultural domains of sustainability
than the strategies that competitors pursue, while aiming at superior financial performance.

The concept of marketing strategy for sustainability evaluates sustainability relative to com-
petitors. With respect to the P of profit this is in line with Hunt and Morgan’s (1995) argument
that in firm practice there is no possibility for firms to maximize profits because firms lack the
information to do so. Instead they aim to achieve superior financial performance, which is fi-
nancial performance compared to some point of reference, often a close competitor. Superior
financial performance stems from market positions of competitive advantage: a position on a
market or market segment that is more favorable than those of competitors in terms of the
perceived benefits that are offered to customers, and/or the efficiency by which these benefits
are produced (Hunt and Morgan 1995).

Our definition however suggests that not only Profit, but also People and Planet are evaluated
relative to competitors. Here we follow the same line of reasoning as with respect to profits:
as firms lack the ability to evaluate the maximization of profits, they are unable to determine
a maximum contribution to ecological or socio-cultural issues. They can however pay more
attention to it than competitors do. If they do so in a manner that also generates profits, it
contributes to sustainable development (Brundtland et al. 1987).
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Marketing strategies for sustainability do not by definition contribute to all aspects of sustain-
ability. As suggested before, which issues the firm specifically deals with may depend on its
industry, its stakeholders and its organizational characteristics. As argued both by Smith (2003)
and Bhattacharya and Sen (2004), developing the right CSR strategy requires an understand-
ing of what differentiates an organization — its mission, values, and core business activities.
In practice, these are likely to be the ecological and/or socio-cultural issues that the firm will
harm the most by fulfilling its mission (these will often be the issues that stakeholders hold the
business responsible for).

The different marketing strategies for sustainability

Sustainability brings about higher costs for which the consumer - being the ultimate customer
in a supply chain — should pay the price. 2 A marketing strategy for sustainability therefore
requires in the end consumer choices in which the consumer includes its concerns about sus-
tainability issues (Meulenberg 2003). We argue that these concerns may be expressed in four
consumer choices: (1) the choice for the store where they make their purchases, (2) the product
categories that they choose to buy (or refuse to buy), (3) the brands they prefer within those
categories, and (4) the final choice for a certain product. The distinction between these four
choices is not uncommon. Marketing literature has developed for example different decision
models for these choices (cf. Leeflang, Wittinck, Wedel, and Naert 2000).

With respect to the decision how firms can position themselves as compared to competitors in
a marketing strategy for sustainability, two options can be distinguished: those that differenti-
ate only on the basis of product attributes that deal with the sustainability issues, and those
that differentiate also on other product attributes. In the first case, a market offering is aimed
to be essentially the same as the mainstream product, but more sustainable. In the latter case,
the product differs from competitors’ product in various ways.

Combining the customer and competitor dimensions reveals eight marketing strategies for
sustainability (see Table 2). Strategies that differentiate on sustainability alone are labeled
responsibility strategies, whereas strategies, in which sustainability is one out of several at-
tributes to differentiate the offering, are labeled value strategies. We will discuss these groups
of strategies below.

2 Firms may be active in business-to-business markets, but according to the rationales of demand-driven chains (Verhal-
len, Gaakeer, and Wiegerinck 2004), it is their mission to strengthen the market position of a customer company, that
can in turn strengthen its position at the next stage of the chain, leading in the end to a stronger position on the
consumer market (Anderson and Narus 1999).
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Table 2: Marketing strategies for sustainability

Consumer choice that the strategy targets

Differentiation: Store choice Category choice  Brand choice Product choice
Sustainability Responsible Responsible Responsible Responsible
only store strategy category strategy brand strategy  product strategy
Sustainability Valuable store  Valuable Valuable Valuable

along other strategy category brand product
attributes strategy strategy strategy

The conceptualization accounts for the fact that the final marketing strategy is unique for
every firm, because the processes of segmenting, targeting, and positioning are different.
Different businesses may use different bases to segment the market into different relatively
homogeneous groups. They may also differ in the choice of market segment that they target
to sell their products and services. For example: despite the similarities between Coca-Cola and
Pepsi Cola, Coca-Cola targets a broad consumer market, whereas Pepsi segments its market on
the basis of age, targets the younger segment, and positions itself compared to Coca-Cola with
its products and communication as the “younger” brand (Tedlow 1996).

Responsibility strategies

Firms that follow responsibility strategies differentiate themselves from competitors on the
basis of one or more sustainability issues only. As such, their basic aim is to show that business
in a certain industry should not necessarily be at the expense of certain ecological and/or so-
cio-cultural issues. Hence, environmental or social interest groups generally have an important
stake in these firms, or even founded them (see Roozen and Van der Hoff 2001, for a descrip-
tion of the foundation and development of Fair Trade operations).

In a responsible store strategy, stores aim to attract consumers because they sell sustainable
products. Nature shops that exclusively sell organic products, and the Body Shop selling en-
vironment-friendly cosmetics that are not tested on animals, are to this respect prominent
examples. In a responsible category strategy, it is often not a firm but a group of firms, stake-
holders, and/or the government that promotes a specific category that contributes more to-
ward sustainable development than the categories by which it can be substituted. Examples
include campaigns that aim to convince people to save energy, become vegetarians, or to use
a bike rather than a car. In a responsible brand strategy, a brand is developed to communicate
sustainable attributes of the products that are sold under the heading of that brand. For exam-
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ple: “the green cow” is a brand of organic dairy products. If we see a brand as a distinguished
name and/or symbol (such as a logo, a trade mark, or package design) that is meant to identify
products or goods from a seller or group of sellers in order to differentiate these products from
competitors (Aaker 1991), then also labels such as Eko (organic) and Fair Trade can be seen as
responsible brand strategies because consumers often have associations with these labels of
products without knowing precisely the circumstances under which they are produced. Finally,
in a responsible product strategy, firms try to pursue consumers to choose the more sustainable
product from their product line, such as a hybrid car (that uses electricity in addition to fuel)
from a brand that also offers cars with regular fuel engines.

Value strategies

In a value strategy firms create multiple benefits to consumers. Value is defined as: ‘the sum
total of all benefits that customers perceive to receive if they accept the market offering’
(Hunt’s 2000, p. 32). If firms include sustainability attributes among the benefits that they cre-
ate for customers, a value strategy is a marketing strategy for sustainability. In a valuable store
strategy a firm sets out to create benefits to consumers, such as locations that are easy to reach
for consumers, assortment variety, service, private labels, product quality, etc. (e.g. Hoch et al.
1999; Levy and Weitz 1998; Steenkamp and Wedel 1991). In the Netherlands, Albert Heijn is the
best known example of a retailer that sets out to create superior value to consumers. Albert
Heijn also includes several sustainability attributes in this strategy (Remmers 2004). In a valua-
ble category strategy, a specific category of products is perceived as more valuable by consum-
ers than categories that may substitute it. Many consumers have, for example, a higher overall
quality perception of veal than of other types of meat. Recently, the Dutch veal producers have
jointly started a project to increase animal welfare in their sector. Similarly, in a valuable brand
strategy a firm sets out to build brand equity: positive consumer associations that relate to a
specific brand (Aaker 1991). A brand like Iglo is supported by a sustainable agriculture initia-
tive through its mother company Unilever, and participates in sustainable fishing initiatives
such as Marine Stewardship Council (Ingenbleek and Meulenberg 2005). In a valuable product
strategy, a firm includes a product in its product line that offers several more valuable features
than alternatives. A French supermarket offers for example veal with a different taste, color
and higher degree of animal welfare within its store brand (Schuttelaar & Partners 2003).

Resources for responsibility and value strategies
The resource-based view of the firm suggests that strategy and performance are consequences
of a firm’s tangible and intangible resources (e.g. Dierickx and Cool 1989; Penrose 1959; Wern-

erfelt 1984). Resources may include for instance machinery, distribution channels, R&D capa-
bilities, and specific skills. The resource-based view suggests that resources are imperfectly
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mobile and heterogeneous, meaning that each firm has a unique stock of resources that can’t
always be bought or sold in the market (Hunt and Lambe 2000). A typical example of an im-
perfectly mobile resource is a competence: “an ability to sustain the coordinated deployment
of assets in a way that help the firm achieve its goals” (Sanchez, Heene, and Thomas 1996, p.
8). Day (1994, p. 38) emphasizes the complex nature of competencies as “complex bundles of
skills and collective learning, exercised through organizational processes, that ensure superior
coordination of functional activities.” The competence-based view emphasizes that firms have
a core competence that is rooted in the culture of an organization and therefore difficult to
imitate by competitors. A core competence enables an organization to create value in differ-
ent market offerings and product lines and thus provides access to a variety of markets (Hamel
and Prahalad 1994).

The core competence of firms that pursue responsibility strategies will reflect their mission to
improve one or more sustainability issues. The fundamental difference in resources between
them and their competitors is their strong stakeholder orientation (Maignan and Ferrell 2004),
resulting in, among other things, knowledge on how to produce by more sustainable methods
(such as specific knowledge on protection of ecosystems or poverty reduction). In addition,
knowing that firms that pursue responsibility strategies are basically doing the same thing
as their competitors, only in a more sustainable manner, they need similar resources as their
competitors (Dess and Davis 1984). Hence, they will also have a strong competitor orientation
(Day and Wensley 1988).

Because of their strong orientations to stakeholders and competitors (which are deeply rooted
in the organizational cultures), firms that pursue a responsibility strategy are likely to pen-
etrate markets in which (1) certain sustainability issues are considered most problematic, and
(2) in which competitors’ offerings can be copied relatively easy. With respect to the latter:
firms are likely to focus on those products or categories that require relatively few resources
and that need a long time to be developed, such as specific technological competencies in food
processing. For example: organic products were initially merely fresh products that predomi-
nantly required agricultural knowledge and a distribution channel. Only recently, an increasing
number of processed foods are found on the shelves, often developed in collaboration with
manufacturers that have the specific knowledge to develop and produce these products.

The aim to create superior customer value is reflected in the core competence of firms that
pursue a value strategy, in particular by a strong market orientation (Day 1994; Hunt and Mor-
gan 1995; Slater 1997). A market orientation consists of orientations towards customers and
competitors (Hunt and Morgan 1995) that are rooted in the culture of an organization (Hom-
burg and Pflesser 2000). By generating, distributing, and using market information (Kohli and
Jaworski 1990), it injects business processes with a superior understanding of the market (Day
1994), resulting in the creation of superior customer value (Hunt and Morgan 1995). A market
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orientation doesn’t only provide firms with a superior understanding of the customers’ wants
and needs and the alternatives that he or she considers, but is also stimulates the search for
technological solutions to satisfy those wants and needs (Han, Kim, and Kim 2001).

The effectiveness of responsibility and value strategies

Because firms that pursue a responsibility strategy take more care of certain natural or socio-
cultural resources than their competitors, they are less efficient. In other words: firms that
exploit resources can produce in principle at lower costs than firms that take care of those re-
sources. To cover these costs, products will be priced at a higher level. Hence, firms that pursue
responsibility strategies will be dependent on the existence of a market segment of consumers
who are willing to pay a premium for the specific sustainability attributes (Ingenbleek and
Meulenberg 2005).

Firms that pursue a value strategy, typically develop products that offer superior value to cus-
tomers, so called product advantage (Atuahene-Gima 1996; Gatignon and Xuereb 1997). A
meta-analysis on new product performance suggests that relative product advantage is the
major driver of new product performance (Henard and Szymanski 2001). Creating customer
value is likely to yield higher customer satisfaction and loyalty, to attract new customers and to
increase sales to current customers (Woodruff 1997). Hence, the creation of customer value on
the basis of a market orientation leads to superior performance for firms (Kirca, Jayachandran,
and Bearden 2005; Rodriguez Cano, Carrilat, and Jaramillo 2004).

For the sake of sustainable development, it is therefore important that the efforts of private
businesses are not limited to responsibility strategies. To grow beyond the market segment of
responsible consumers, it is key to pursue value strategies. In order to make these strategies
“sustainable” it is important to understand why and under which conditions firms that follow
a value strategy are more likely to increase the sustainability component of their strategy.

How do value strategies become sustainable?

Firms that pursue a value strategy don’t necessarily include sustainability attributes in their
strategies. Certain factors may enhance their efforts to do so (see Figure 1). Following the re-
source-based view of the firm, firms try to improve their resource stock in order to strengthen
their market position and financial performance. Once the competitive position becomes less
advantageous due to competitive pressures, the firm should again strengthen resource stock to
develop innovations that strengthen its market position (Hunt 2000). Following the rationales
of this theory, specific characteristics of the firm’s resource stock may strengthen the extent
to which the firm uses its resources in value creation that includes sustainability attributes in
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market offerings. Moreover, this process of resource use to improve sustainability along value
may be increased or decreased under certain conditions of the business environment in which
the competitive process takes place.

Figure 1: Conceptual framework of value creation including sustainability attributes

Business Environment characteristics:
Stakeholder pressure

Presence of responsible competition
Degree of cost-based competition
Degree of value-based competition
Target market consistency

Resource characteristics: Incorporation of
Marketing Assets + R sustamability
Uniqueness ol resource stock 7| attributes in value
Resource Acquisition Position strategies

Resource characteristics

Marketing assets. Sustainability attributes affect consumer perceptions (see Table 1). Some
consumers may see these attributes as beneficial, but, more importantly: if firms that follow a
value strategy appear to fall short on sustainability issues, it will harm the overall value percep-
tion (Sen and Bhattacharya 2001). Ingenbleek and Meulenberg (2005) see this as an important
reason of why large firms in agribusiness are increasingly involved in codes of conduct for
sustainable agriculture. A prominent example is Utz Kapeh that certifies coffee on sustainabil-
ity issues such as environment and poverty reduction. It involves several major coffee brands
among others DE (Sarah Lee) and private coffee labels of Albert Heijn and C1000. Engaging in
this kind of programs enables firms to protect their —perhaps most valuable- resources such
as their brand and (store or category) image, and customer relationships (marketing assets).
Hence, firms that have strong marketing assets are more likely to include sustainability at-
tributes in a value strategy.

Uniqueness of resource stock. Firms that have a unique resource stock will be more likely to
include sustainability attributes in a value strategy. Because of their unique resources, their
market offerings are difficult to copy by competitors. The value they offer is for example based
on patented technologies, unique relationships with suppliers (Burt 1992), or a long history
of development that raised entry barriers (Porter 1980). Because of the uniqueness of the re-
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sources that underlie the market positions of these firms, their position of competitive advan-
tage is sustainable in the sense that it will be profitable in the long run. In order to maintain
this lucrative market position, firms should sustain resources for future generations (cf. the
resource-dependent motivations for CSR discussed before). For example: an important motiva-
tion for Unilever to participate in the Marine Stewardship Council is that it still aims to produce
its Iglo fish fingers for generations to come (Unilever 2003).

Resource acquisition position. In the dynamic process of competition firms need to continu-
ously strengthen their resource stock (developing competencies, acquiring new facilities, mate-
rials, etc.). Firms that have a positive image in sustainability matters —or at least not a negative
image- may have a broader access to suppliers and resources. Organizational studies indicate
that organizations facing legitimacy challenges often lose their unrestricted access to markets.
This limits their strategic options and perhaps causes them to become non-players in certain
markets (Deephouse and Carter 2004). The evidence is particularly clear when it comes to firms’
positions in the labour market (see Table 1). Firms that depend on specific types of labour (such
as highly trained technical skills) or any other resource inputs that may be harmed when a firm
is seen as less legitimate, are therefore more likely to include sustainability attributes in value
strategies.

Business environment characteristics

Several factors from the business environment of firms may increase the chance that firms
indeed use their resources to include sustainability attributes in their value strategies, or the
degree to which they do.

Stakeholder pressure. It is clarified by literature on stakeholder orientation: firms are not just
responsible to society in general but to stakeholders (Clarkson 1995; Maignan and Ferrell 2004).
The degree of pressure of these stakeholders (and direction of this pressure) may influence the
firm's actions in resource deployment for sustainability attributes in value creation. Pressure
from action groups resulted for example in McDonald’s and Burger King to impose criteria re-
garding animal welfare on its meat suppliers. Similarly, it moved Nike to abandon child labour
from its production facilities in developing countries.

Presence of responsible competition. Action groups on sustainability aspects such as child la-
bour, poverty, ecosystems, and environment may be, however, at arm'’s length from the firm.
Following Henriques and Sadorsky’s (1999) conceptualization of stakeholders, they are com-
munity stakeholders, rather than organizational stakeholders (the latter have a much more
direct stake in the organization). By establishing or funding firms that pursue responsibility
strategies, these groups may strengthen their influence on business and thus achieve goals that
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are otherwise hard to achieve, because the organization is too distinct from the (to their eyes)
“harmful” businesses. The presence of “responsible” competitors may stimulate firms that fol-
low value strategies to include sustainability attributes in their processes of value creation. The
aforementioned example of Utz Kapeh in which several major coffee brands participate, may
have been stimulated by the fact that these brands were competing for some time with Fair
Trade coffee.

Degrees of cost-based and value-based competition. In addition to responsible competition,
firms will also face actions by other competitors. The way these firms compete may influence
the extent to which firms that follow value strategies pay attention to sustainability issues. In
the process of competition, firms improve their resource stock to strengthen market positions
by using their resources in more effective and/or efficient ways than competitors (Hunt 2000).
Competition that focuses predominantly on effectiveness —the creation of customer value-,
will favor the creation of sustainability attributes. Firstly, because the creation of customer
value is the critical success factor in these markets, competitors will take more precautions to
protect the value they created. Hence, they will also take precautions to avoid the critique of
competing in unsustainable ways. Secondly, sustainability may be another way to differentiate
from competitors, especially if other means of differentiation become exhausted. On the Swiss
food retailing market, for example, market leader Migros is challenged by market follower
Coop. Both supermarkets compete essentially on value. To distinguish themselves they have
developed and now promote “ethical” store brands that impose high sustainability standards
on suppliers regarding many issues (Ingenbleek et al. 2004). If competition, however, focuses
predominantly on efficiency —lower costs that enable lower prices—, competitors lack these
reasons and are more likely to economize on sustainability issues in order to compete more ef-
ficiently. Hence, sustainable development will be enhanced by fierce value-based competition,
but will be decreased by intense price competition that requires low costs.

Target market consistency. Finally, if firms target specific market segments that appreciate
specific sustainability issues (Sen and Bhattacharya 2001), then adding sustainability attributes
to valuable offerings will increase the overall value perception of consumers. Sustainable de-
velopment is therefore more likely to be successful in markets with consumers that are highly
involved in sustainability issues.

How can value strategies be generated?
Knowing that value strategies provide an important opportunity to increase sustainability,
the question remains how value strategies can be generated? In other words: how can firms or

business systems that have no strong tradition in creating customer value strategically switch
to value creation? This question received increased attention over the last years for sound rea-

THE MOBILISATION OF SUSTAINABLE CONSUMPTION

sons. Since the mid-1980s strategic management has been complemented by managers’ inter-
ests for operational aspects of business. Total quality management, supply chain management,
and just-in-time production have gained interest. New buzzwords included Business Process
Reengineering and the Lean and Mean Corporation. Within some companies, operational ex-
cellence has even become the focal point and has almost substituted strategy.

Operational effectiveness is however not the same as strategy (Porter 1996). Although op-
erational effectiveness is an important aspect of a firm’s business model, it doesn’t generate
new value and it can be imitated by competitors. It therefore doesn’t yield a sustainable posi-
tion of competitive advantage. Replacing strategy development by operational effectiveness
is therefore a dangerous practice. How firms can revive their strategy and create new value
to customers is a topic that increasingly gains attention in marketing literature. Although this
literature is still dispersed over different topics, the term strategic innovation becomes increas-
ingly popular to indicate the relationships between these topics (Gary 1998; Kim and Renee
2004; Markides 1997; 1998; Vijay and Chris 2004).

In the following we will first explain what strategic innovation is. Next, we will discuss which
resources firms may need to engage in strategic innovation in order to generate new value
strategies.

Strategic innovation

To get a grasp of what is meant by strategic innovation, it is useful to present some definitions.
Markides (1997) defines strategic innovation as ‘breaking the rules of the game in its industry
to find new sources of innovation.” Kim and Mauborgne (1997) define value innovation as a
concept that ‘makes the competition irrelevant by offering fundamentally new and superior
buyer value in existing markets and by enabling a quantum leap in buyer value to create new
markets’. Schlegelmilch et al. (2005) define it in their overview as ‘the fundamental reconcep-
tualization of the business model and the reshaping of existing markets (by breaking the rules
and changing the nature of competition) to achieve dramatic value improvements for custom-
ers and high growth for companies.’

A number of features of strategic innovation can be distilled from these articles: (1) strategic
innovation is about the reinvention of a firm’s business model; (2) it is a disruptive market
force; (3) the foundation for strategic innovation is build on the delivery of superior customer
value; and (4) strategic innovation is about an innovative strategy not an innovation strategy.
Strategic innovation goes beyond product innovation. It creates value by competing on differ-
ent dimensions of the business model resulting in a new set of market boundaries. It thus goes
beyond the traditional concepts of competitive strategy (Porter 1980) and growth strategy
(Ansoff 1985).
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A business model can be defined in terms of what value is offered, to whom it is offered, and
how it is offered (Abell 1980). According to many authors, these three fundamental questions
underpin the business model of a firm (Markides 1998; Schlegelmilch, Diamantopoulos, and
Kreuz 2005; Vijay and Anil 2001). In short, strategic innovation is about redefining a firm’s busi-
ness model by changing the “who”, “what” and/or “how".

First, with respect to the “what” dimension of the business model, firms will generally need a
deep understanding of the wants and needs of customers in order to understand what custom-
ers perceive as valuable. One way to achieve this is by defining market offerings in terms of at-
tributes, and examining how customers evaluate the performance of these attributes (Wood-
ruff 1997). After all, value is the sum total of all benefits that customer perceive to receive with
a product or service (Hunt 2000). By increasing the understanding of how valuable different
attributes actually are, a firm may become inspired to improve these attributes, thereby creat-
ing new customer value (Woodruff 1997). New technologies may also provide a basis for value
creation, the so-called “technology push”. Technology defines the attributes that customers
subsequently may perceive as valuable (Adner 2002; Gatignon and Xuereb 1997). New tech-
nologies may therefore result in new value, under the condition that the firm understands the
value potential of the technology.

Second, with respect to the “who” dimension of the business model: value is created for a
certain market or market segment (Hunt and Morgan 1995). Strategic innovation therefore not
only involves changes in what is created, but also who considers it valuable what the company
creates. Strategic innovation can thus occur by defining new segments of customers currently
not served by competitors. Looking to the market from different directions it may result in the
discovery of “a hole in the market” (Kim and Mauborgne 1997).

Third, the “how"” dimension of the business model, refers to the way value is delivered to cus-
tomers. Value is created by “the commingling of the firm with entities in its external environ-
ment” (Srivastava, Shervani, and Fahey 1998). Cartwright and Oliver (2000) refer to such a net-
work as a value web. According to Cartwright and Oliver (2000) the true value creation takes
place when several organizations share common technologies or intellectual capital. Strategic
innovation therefore can also take place beyond the boundaries of the firm. By creating new
kinds of value webs customer value can be redefined or delivered in an alternative way. Litera-
ture has recently began to explore the creation of value in different network structures and
relationships (Anderson, Hakansson, and Johanson 1994; Frels, Shervani, and Srivastava 2003;
John, Weiss, and Dutta 1999; Wathne and Heide 2004).
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Resources for strategic innovation

No matter whether a firm strategically innovates on the “what”, “who"” or “how” dimension,
in all cases a new insight provides the basis for the changes in the resource stock (how), that
lead to value (what) for a certain group of customers (who). With respect to value creation,
marketing literature has for example paid attention to learning orientation (Sinkula, Baker,
and Noordewier 1997; Slater and Narver 1995) and proactive market orientation (Narver, Slater
and Maclaughlin 2004). The ability to sense and respond to new technologies is identified by
Srinivasan, Lilien, and Rangaswamy (2002) as technological opportunism. Willingness to can-
nibalize is a firm characteristic that refers to the willingness to invest in these new technolo-
gies at the expense of currently profitable technologies (Chandy and Tellis 1998). An emerging
customer segment orientation (the gathering and dissemination of information on potential
customers), besides a mainstream orientation, helps firms with the identification of potential
customers and thus potential for value delivery (Govindarajan and Kopalle 2005). Vise versa,
a close relationship with current customers can lead to institutionalized thinking (Hamel and
Prahalad 1994) and a myopic view of the marketplace (Christensen and Bower 1996).

These orientations are necessary to remain flexible in a dynamic environment, and to keep an
open eye to opportunities and threats (Danneels 2003). In other words: the ability of continu-
ously changing and reinventing the business model is a resource in itself. Teece, Pisano, and
Shuen (1997) refer to this respect to dynamic capabilities, which they define as “the firm’s abil-
ity to integrate, build and reconfigure internal and external competences to address rapidly
changing environments.” When organizing for strategic innovation a firm can also choose to
maintain the current business model while implementing the new business model. This re-
quires an ambidextrous organization that can manage both business models simultaneously
(Abell 1999; O'Reilly and Tushman 2004).

Firms must redefine the foundations of their business models, this involves the ability and will
to deviate from established ways. Strategic firms must be able to conjure a different world, to
see things with different eyes (Denrell and March 2001). This talent for deviance is what sets
strategic innovators apart from their competitors and leads firms to places where the competi-
tion cannot follow. Firms that manage to change their market positions based on operational
excellence and efficiency into positions based on superior customer value, change the course of
action in the competitive process and provide a stronger basis for sustainable development.
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This paper analyzed the literature in marketing and strategy on CSR, and developed a concep-
tualization of marketing strategies for sustainability, including the dynamics of the competitive
process that may stimulate the development of sustainability attributes in value strategies. The
discussion of the relevant literature and the conceptualization that is based on it, suggest that
market forces and sustainable development do not necessarily contradict. Responsible market-
ing strategies have to this respect a mirror function in the market: They show that responsible
market offerings —either on the store, category, brand, or product level- can acquire a perma-
nent foothold in the market. To grow beyond the segment of highly involved consumers, how-
ever, a value strategy promises more potential. Firms that set out to create superior customer
value are most likely to generate superior profits and to use resources to improve relevant
sustainability issues in the People and Planet domains on a larger scale. This is especially the
case if the competitive advantage of the firm depends on marketing assets (like brand names
or relationships with customers), unique resources (that are difficult to imitate by competitors),
and if resource inputs are critical to competitive advantage of firms (such as a strong position
on the labor market). This process of improving sustainability issues is enhanced by stakeholder
pressure, responsible competitors, and value- rather than efficiency-based competition. To this
respect, the process of “naming and shaming” is likely to stimulate sustainable development
through market forces: positioning offerings that consumers perceive as sustainable, strength-
ening brand, category, and store images with sustainability attributes, and weakening those
images that are considered undesirable for sustainable development. Given the central role of
value-based competition in this process, strategic innovation was discussed as a central process
of strategic change towards value-based competition. Strategic innovation may bring agribusi-
nesses to a position of sustainable development that also promotes sustainability in the People
and Planet domains.
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Future research

We suggest two major directions for future research: strategic innovation and sustaining com-
petitive advantage.

Strategic innovation. After the Second World War, the major goal of agriculture was to feed
the rapidly growing population (except for the horticultural sectors). Agriculture therefore
held a special position in the economy and was protected and stimulated by national and
European policies. The resulting system was marked by efficient large scale production proc-
esses, with little product differentiation and an increasing burden for the environment and
ecosystems. While the walls of protection are gradually torn down, the sector faces an increas-
ingly competitive international playing field on which it should gain positions of competitive
advantage in order to survive. Moreover, in order to deal with growing concerns of citizens and
stakeholders regarding environmental and social aspects such as animal welfare and farmer
incomes, agricultural systems should develop marketing strategies for sustainability in order to
be both profitable and sustainable.

A first direction for future research is therefore focused on strategic innovation: how agricul-
tural systems can innovate in order to achieve positions of competitive advantage based on
resources that create superior customer value. The mechanisms of strategic innovation should
be studied in other industries as they are unlikely to be found in agribusiness itself. In other
words: agribusiness may learn from the successful strategic innovations of other businesses.
The pattern of successful strategic innovation that emerges from such an analysis can subse-
qguently be applied to agribusiness. To this respect, research should also examine the feasibility
of processes of strategic innovation for agribusiness. It may identify the necessary conditions
that should be met before strategic innovation may take off.

Sustaining competitive advantage. Whereas strategic innovation enables firms to capture a
position of competitive advantage, the subsequent issue is to make competitive advantage
sustainable: making sure that it will not erode in the competitive market that is influenced
by stakeholders, consumers, public policy and the like. Literature provides several theoretical
arguments for the protection of positions of competitive advantage including entry barriers
(Porter 1980), network structures (Burt 1992), competencies that can’t be copied by competi-
tors (Hamel and Prahalad 1994) and property rights (Grosman and Hart 1986; Hart and Moore
1990). Whereas research has predominantly focused on competitive forces, also stakeholder
pressures, responsible competition, consumer price sensitivity and other forces may harm com-
petitive positions.
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Research should identify these forces and determine when and under which conditions they
may harm competitive advantage and determine how they interact. Such a research effort
would have important implications for sustainability, because it would also indicate how posi-
tions of competitive advantage of firms that compete in unsustainable ways can be eroded
effectively. It should therefore also test the relationships between sustainability and value-
and efficiency-based competition (see for example Figure 1). These research efforts may both
focus on the business and consumer level as unit of analysis. Research on the business level may
focus on inspiring sectors or industries within agribusiness (such as the horticultural sector) or
beyond agribusiness. Research on the consumer level may focus on how consumers develop
perceptions and associations with mainstream products and brands when they are continu-
ously confronted with responsible alternatives to mainstream products. Such a research effort
would make clear the actual effects of responsible marketing strategies, such as organic and
Fair Trade.

Another important direction for future research is the development of value pricing compe-
tencies that enable firms to turn competitive advantage effectively into profitability. This di-
rection for future research will be discussed in the position paper by Ingenbleek, Backus, and
Verhallen (2005).

Implications

Our research has several implications for public policy, stakeholders (in particular non-govern-
mental organizations) and agribusiness regarding the actions that they may take to contribute
to sustainable agriculture before the process of strategic innovation takes off. The implications
can be grouped under three headings: (1) the direction in which the process of competition is
developing, (2) the “shaming” process, and (3) the “naming” process.

The direction of the competitive process

It is agribusiness (including retailers and processing firms) that determines the direction of the
process of competition. Market positions can be strengthened by improving efficiency and
the value that is offered to customers. Firms and sectors that are stuck in a process of efficient
competition, and that realize that in the long-run competitors will become more efficient,
may develop scenarios on how they can change the “rules” of competition in their market and
change the process towards value creation by changing their business model.

Public policy may guide the process of competition in directions that are desirable for sustain-
able development. Because price competition is not desirable for sustainable development,
regulating measures that avoid excesses in price competition may be effective to guide the
competitive process in the direction of value-based competition.
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The “shaming” process

The “shaming” process —supporting stakeholders in their efforts to create negative associa-
tions with brands and store names that compete in an unsustainable manner-is in principle the
task of stakeholders that may make consumers aware of unsustainable practices of businesses.
Stakeholders should therefore not only search for a dialogue with agribusiness, but continu-
ously move between the two options of collaboration and shaming, in which the latter option
may sometimes be more effective to increase sustainable development than the first. Public
policy may stimulate these efforts. Stakeholders may be supported both directly (for example
by subsidizing these organizations), and indirectly, by supporting specific responsibility strate-
gies (the way public policy supports for example organic agriculture).

If public policy decides to support responsibility strategies, market share doesn’t seem to be
the appropriate metric for evaluation. Responsibility strategies are successful (1) if they achieve
a stable foothold in the market, thus increasing the awareness of consumers, and (2) if they
generate responses from mainstream competitors. This implies that marketing activities of
responsibility strategies should target the awareness stage of the adoption process of consum-
ers, rather than the actual purchase decision. It also implies that growth of responsibility strat-
egies should focus on an increase of the number of product categories, rather than an increase
of market share within a category.

The “naming” process

The "naming” process is the task of agribusiness, in particular those firms that direct themselves
towards consumers (predominantly retailers and brand manufacturers). The process therefore
doesn’t start with explicated wants and needs of consumers, but with those market actors that
are in direct contact with the consumer and can create positive associations of sustainability to
brand names and store or category images.

Public policy may support business initiatives that aim to create sustainability attributes in their
value strategies. Public policy should safeguard the “naming” process by ensuring that creating
sustainability attributes is rewarding, in the sense that window-dressing is avoided (creating
consumer associations of sustainability without taking actual sustainability measures). To this
respect, public policy should protect labels and brands. It may also support these initiatives
financially, for example by cross-compliance and other arrangements that reduce the costs of
primary producers to switch to sustainable methods of agriculture.

In short, sustainable development can be improved through market forces, but it will follow
the rules and the pace of the market. In the end, agribusiness decides how it competes and by
which pace it innovates in a direction that will support or will not support sustainable develop-
ment. Stakeholders can directly influence the process by targeting brands, stores and catego-
ries that it considers unsustainable; public policy can support and safeguard those initiatives
that it considers desirable and it may help the competitive process in the right direction for
sustainable development.
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The adoption of sustainable agricultural production systems and policies has received much
attention from researchers and policy makers in recent years (e.g., Douglas, 1984, Francis and
Younberg, 1990, Westgren, 1999, Harris, 2000). Research has been conducted on the economic
viability of sustainable production systems. However, much of this research has been frag-
mented with little coordination and integration (Comer, et al, 1999). Most studies have taken
the perspective of the researcher or professional conservationist, instead of that of the deci-
sion process of decision makers of Small and Medium Size Enterprises (SMEs) (Norries and Batie,
1989). Hence, there is a need to better understand the SME’s decision-making processes in
order to explain and predict SMEs’ decisions, i.e., whether or not to adopt sustainable produc-
tion practices.

The transition from a conventional production system to a sustainable one (i.e. from conven-
tional production practices to organic production practices) implies that SMEs have to change
their production practices and decide on the reallocation of their economic resources rather
drastically. The decisions to adopt sustainable production processes are considered strategic.
Strategic decisions are concerned with the levels of resources needed to achieve organiza-
tional goals and involve long-run relationships between the organization and its environment
(Steiner and Miner, 1977). These types of decisions are important in terms of actions taken and
resources committed (Eisenhardt and Zbaracki, 1992), and they have far reaching consequences
for an organization’s structure (Quinn, et al, 1988).

Strategic decisions entail a high degree of risk (Jemison, 1987; Bromiley and Miller, 1990, Col-
lins and Ruefli, 1992). Various empirical studies (e.g., Smidts, 1997, Pennings and Smidts 2000)
have hypothesized that risk attitudes, as measured by the curvature of the decision maker’s
utility function (i.e., Pratt-Arrow coefficient of risk aversion), drive decisions.?> Hence, one
may hypothesize that, knowing the curvature of a decision maker’s utility function, one can
predict whether an SME is going to switch its production practices to sustainable (i.e. organic)
practices or not (or vice versa). However, Rabin (2000) and Rabin and Thaler (2001) argue that a
local measure of utility, such as the curvature of a decision maker’s utility function, may not be
of great interest when trying to understand decision makers’ behaviour over a wide outcome
range. Furthermore, Pennings and Smiths (2003) have shown that strategic behaviour is more
strongly related to the global shape of the utility function than to local measures of risk-aver-
sion (i.e., the local shape of the utility function). The global shape of a decision-maker’s utility
function seems to reflect the manager’s decision structure (i.e., choice of production process),

3 In the expected utility model, the curvature of the utility function reflects the risk attitude of a decision maker (Keeney
and Raiffa, 1976). A concave utility function indicates risk-averse behaviour and a convex utility function indicates risk-
seeking behaviour.
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whereas the local shape of the utility function seems to drive the tactical decision-making
processes (e.g., trading behaviour). Pennings and Smidts (2003) examined two broad classes
of shapes: fully concave, fully convex and the S-shape (convex/concave). The S-shaped form
of the utility function has been proposed in prospect theory (Kahneman and Tversky, 1979).
It is likely that there are more than just two functional forms. Pennings and Garcia (2005) ad-
dress this issue of functional forms in their call for further research. Their work shows that the
global shape of the utility function is a predictor of actual strategic behaviour (in their case,
the strategic asset allocation of portfolio managers). They argue that the utility concept can be
a powerful concept when the full outcome domain of the utility function is examined. In ad-
dition, their empirical analysis provides evidence that the shape of the utility function differs
among real decision makers and that this heterogeneity drives the heterogeneity in strategic
behaviour. While prediction can be considered important, it does not necessarily explain actual
strategic behaviour. A question that needs to be answered in order to explain actual strategic
behaviour is: “What drives the global shape of the utility function?” Addressing this question
will be helpful for policy makers who guide SMEs in their transition to sustainable production
systems.

Our empirical domain will be farmers transforming from conventional to sustainable farm
practices (and vice versa). The agricultural domain is an excellent example of SMEs confronted
with the question whether or not to make a strategic decision towards sustainable production
processes. The agricultural sector in the Netherlands and the EU-15 countries is confronted
with questions from society about their farm practices. Large-scale commercial farms in the
Netherlands employ production systems that use a lot of scarce resources and produce nega-
tive externalities. These resource and environmental issues, in combination with the fact that
many of these production systems are not sustainable, has raised concerns on the part of policy
makers, agribusiness companies, activist groups, and the farm community. Farmers who wish
to switch to sustainable agriculture are concerned about the economic viability of this farm
type. Farmers who have made the transition have been confronted with large uncertainties
regarding costs and revenues, which have led some farmers to reverse their decision, back from
sustainable production practices to conventional practices.

In order to gain insight into the issues mentioned above, we describe what we are presenting
in this TransForum position paper and what we propose to do in future TransForum research.
First, we define the concepts of risk perception and risk attitude and their role in risk behav-
iour. Second, we explain the strategic nature of the SME’s decision to switch from a convention-
al production system to a sustainable one using the strategic management literature. Third, we
discuss the importance of decision-making under risk in agriculture. Furthermore, we discuss
why the local shape of the utility function, often used as a measure for a decision-maker’s

4 In prospect theory, the shape of a decision maker’s utility function is assumed to differ between the domain of gains
and the domain of losses. The proposed convex/concave utility function predicts risk-seeking behaviour in the domain
of losses and risk-averse behaviour in the domain of gains.
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risk attitude, may not be related to SME's strategic behaviour. We propose that it is the global
shape of the utility function that drives strategic behaviour. Fourth, we discuss techniques that
elicit a decision maker’s utility function. Finally, we propose research hypotheses and related
research questions for a TransForum research program on risk and transition to sustainable
production practices of SMEs.

The paper is organized in a straightforward manner. Section 2 discusses the concepts of risk
perception and risk attitude, their relationship and their relationship with risk behaviour. Sec-
tion 3 elaborates on the distinction between operational/tactical versus strategic decisions.
Section 4 contains a selected review of research topics that have been studied in decision mak-
ing under risk in agriculture and discusses the concepts of risk-attitude and utility functions.
Section 5 contains presentations of the major approaches towards risk attitude in economics
and management, selected elicitation techniques for assessing utility functions, and the func-
tional forms of the utility functions. Section 6 concludes with propositions for research with
respect to SMEs’ risk behaviour towards the transition from a conventional to a sustainable
production system.
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2. Risk Perception & Risk Attitude: Their Role in (Risk)

Behaviour

Risk and uncertainty influence almost all decisions because most decisions are made in a con-
text in which future pay-offs are unknown and uncertain.® Particularly SMEs’ decisions regard-
ing the transition to sustainable production practices are made in a context in which the pay
offs of such a transition are highly uncertain. Managing or reducing such risk involves manag-
ing the vulnerability and volatility of cash flows to help create firm (shareholder) value (Srivas-
tava, et al. 1998). In this position paper we are interested in SMEs risk behaviour regarding the
transition towards sustainable production practices.

Pennings et al. (2002) showed that by de-coupling risk behaviour into the separate components
of risk perception and risk attitude a more robust conceptualization and prediction of decision
makers’ behaviour can be obtained. Risk may be perceived differently across SMEs, and how
SMEs cope with perceived risk will depend on their risk attitude. Before a SME can respond to
risk, risk must first be perceived or identified (Trimpop 1994). Stone et al. (1994) models the
identification of risks as a cognitive process of identification, storage, and retrieval. While a
transition to a sustainable production process might be considered risky by economic stand-
ards, the level of risk it presents to a SME depends on its risk perception. A SME that believes
that it can predict the pay offs of such transition will perceive that transition as less risky than
would a SME that feels that it cannot predict well the expected pay offs of such a transition.
Let's define the two main drivers of risk behaviour using the work by Pennings and Wansink
(2004). Risk perception reflects the SME's interpretation of the likelihood of exposure to the
content of the risk (e.g., uncertain pay offs when switching to a sustainable production proc-
ess) and is defined as a SME’s assessment of the risk inherent in a particular decision situation.
On the other hand, risk attitude reflects the SME’s general or consistent predisposition toward
the risk content (e.g., uncertain pay offs when switching to a sustainable production process).
It is important to emphasize that risk attitude and risk perception are two different concepts.
Whereas risk attitude deals with the decision-maker’s interpretation of the content of the risk,
and how much he or she dislikes risk, risk perception deals with the decision-maker’s interpre-
tation of the likelihood of being exposed to the content of a particular risk.

The notable work of Arrow (1971) and Pratt (1964) provides insight into the relationships be-
tween risk perceptions and risk attitudes, and risk behaviour. In Pratt and Arrow’s work, risk
behaviour, reflected in the risk premium, is a function of risk aversion and the variance in ad-

5 In this position paper we do not make Knight's (1921) distinction between risk (randomness with knowable probabili-
ties) and uncertainty (randomness with unknowable probabilities), since within our context (transition to sustainable
production practices) it is often unknown whether or not the probabilities are known.
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ditional wealth. Pennings and Wansink (2004) showed that the Pratt and Arrow framework im-
plies that the interaction between risk attitude and risk perception (the latter reflected in the
variance of additional wealth) drives the risk premium and hence, risk behaviour. That is, the
greater the risk perceived the more risk-averse SMEs will avoid the risk. In comparison, less risk-
averse SMEs will be less prone to avoid risk. Hence risk perception may strengthen or weaken
the relationship between risk attitude and risk behaviour. In this position paper we are focus-
ing on the role of risk attitude (and, not discussed yet, the shape of the decision-maker’s utility
function) on strategic decisions (such as the decision whether or not to switch to a sustainable
production method). Because of space limitations we will not further elaborate on the concept
of risk perception, as it is a moderator in the relationship between risk attitude and behaviour,
and not necessarily a driver.
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3. Operational/Tactical versus Strategic Decisions

The conceptual foundations of strategic management were developed in the 1960s. Since that
time, the strategic decision-making and/or management area has received much attention.
Moore (1992), in an exhaustive overview on strategic management advances, presents the key-
ideas of the authorities in the field, such as Chandler (1962), Ansoff (1965, 1984), Porter (1980,
1985), Andrews (1987), Quinn (1980). Although strategic theory and practice have been subject-
ed to intensive research, using headings as business management or corporate strategic plan-
ning, which caused confusion about the exact content of the term, Moore (1992) argues that
‘the sector has always addressed the same issue: the determination of how an organization, in
its entirety, can be best directed in a changing world’. A central question that has been raised
by researchers and practitioners is: How does an organization configure and direct its strategic
activity to meet its economic objectives? To answer this question, a definition is needed that
distinguishes the different kinds of decisions (operational/tactical versus strategic ones). The
nature and the content of the decisions that decision makers deal with can be classified within
the framework of decision classes, as developed in the strategic management literature.

The notion of decision classes was introduced by Ansoff (1965). He identified four basic deci-
sion types: strategy, policy, programme, and standard operating decisions. These decisions
types deal with events that do or do not recur. Hence, these decisions are made under uncer-
tainty. The associated risk is related to the quantity and quality of knowledge of the decision-
maker (i.e., manager). The alternatives and the assigned probabilities for the occurrence of
each alternative within each of these decision classes can often be identified.

Based on this concept, Ansoff (1965) ranks the above mentioned decision classes in the order
of increasing level of ignorance among decision makers about alternative choices. Ignorance,
in this context, means the extent to which the decision maker takes possible alternatives and
the probability that a particular alternative might occur, into account when making decisions
(e.g., Gavetti and Rivkin, 2005). The operational decisions, which include the standard operat-
ing procedures, rank lowest. These operating activities address the most frequently occurring
and/or best-known events. The co-ordination of operating procedures in “a time-phased ac-
tion sequence” is related to establishing a programme. These two types of decisions, the op-
erational decisions and the decisions related to coordination, are associated with conditions of
certainty or partial risk. Next in the ranking are policy decisions that are made under risk and
uncertainty. Finally, strategies are at the top of the ranking and are “forced under conditions
of partial ignorance” for the decision makers.

operational procedures. Besides the nature of each decision class, their precise definitions have
been developed and discussed frequently in the management and marketing science litera-
ture, using terms like strategy, structure, and process (Moore, 1992).
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Based on the work by, amongst others, Antony (1965), Capon et al, (1987), Bowman and Asch
(1987), March (1988), Papadakis and Barwise (1998), we propose the following three criteria as
the most important for describing the aforementioned decision classes: a) the nature of the
activity that each decision deals with, b) the time Within this hierarchical framework of “the
total decision space”, which is based on the different levels and sublevels of each decision class,
the firm is viewed as a “resource-conversion process” (with human, physical, and monetary ele-
ments). So, the key-issue is how this process is managed. Since the nature of activities for each
decision class differs, Ansoff (1965) identified three major decision classes: strategic, adminis-
trative, and operating decisions. Strategic decisions deal with the allocation of total resources
among product-market opportunities. Administrative decisions are related to the organiza-
tion, acquisition, and structuring of resources for optimum performance. The related policy
issues, discussed above, are incorporated in this second class. Operating decisions include the
budgeting and scheduling of resource applications and their related specific dimension of each
type of decision, and c) the level of risk exposure associated with the decision. Below we pro-
pose definitions for each decision class in a way that will be useful to the position paper’s
research objectives:

Strategic decisions may affect the whole company or a major part of its objectives and policies
for an extended period of time (up to a period of 3-5 years). These types of decisions tend to
deal with the levels of resources needed to achieve organizational goals and involve long-term
relationships between the organization and its environment. Strategic decisions entail invest-
ment opportunities with high risk levels;

Administrative or tactical decisions may affect how the organization works for a limited pe-
riod of time and they are primarily concerned with the most appropriate use of the resources
already available in the company. These decisions take place within the context of the previous
strategic decisions and have a longer time span than operational activities (e.g., one financial
year). Most of the tactical decisions are made under certainty or partially risky circumstances
(e.g. application of production technology);

Operational decisions involve the day-to-day, well-established procedures (e.g., supervision
and control of resources) and, as such, realize the potential of tactical and operational deci-
sions. The procedures used in operational decisions are classified as routine and information is
unlikely to surprise the decision maker.

Among the three decision classes defined above, the strategic decisions are the ones that seem
to take up much of the time of top management in every organization and have several distin-
guishing features compared to tactical and operational decisions. In large organizations, top
management has a direct role in formulating the planning framework for strategic decision
making (Marsh et al, 1988), because strategic decisions seem to involve the commitment of sig-
nificant economic resources and have major long term consequences that are hard to reverse
(Barwise et al, 1986). In addition, they often lead to changes in the firm’s organizational struc-
ture (Kriger and Barnes, 1992) and involve novel, complex, ill-structured, and interdependent
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issues (Mintzberg et al, 1976), which entail high uncertainty (Bourgeois and Eseinhardt, 1988).
While considerable attention has been paid to strategic decision making in large and diver-
sified organizations, hardly any work has been done on the factors that drive the strategic
decisions of owner-managers of SMEs (Robinson and Pearse, 1984; Shuman and Seeger, 1986).
Research has not explicitly considered the characteristics of decision-makers in SMEs, when
examining SMEs’ strategic behaviour. Decision-makers’ strategic choices reflect their strengths
and weaknesses and satisfy their personal needs and objectives (Curtis, 1983). Thus, the factors
that may drive strategic behaviour of SMEs seem to depend on the specific decision context.
To better understand strategic behaviour of SMEs in the domain of this position paper, the
following questions need to be addressed (Andrews, 1987; Singleton and Hovden, 1987): What
are the strategic opportunities that stakeholders and managers of SMEs are confronted with?
What are the managerial capabilities and preferences of individuals to cope with a highly risky
economic investment? What are the financial constraints that investors face with respect to
their capital sources and anticipated returns? Do the strategic activities meet the desired level
of economic contribution to society as a whole?

Here, we are interested in understanding the drivers of strategic decisions. That is, the SME's
decision-making behaviour regarding the transformation from a conventional SME to a sus-
tainable SME. Furthermore we study the factors (e.g., farmers’ risk behaviour) that drive the
behaviour of SMEs, when considering such a transition. Transforming to a sustainable produc-
tion process implies that SMEs have to change their practices drastically. In fact, it implies a
total overhaul of the SME’s production process and marketing strategy. Such a transition af-
fects the whole enterprise, a major part of its objectives and policies for an extended period
of time, and hence is a strategic decision made under risk. In the next section, we elaborate
on the importance of risk preferences for the decision maker’s (i.e., the farmer’s) behaviour
concerning operational and tactical decisions in the context of agriculture, and we discuss how
the decision-maker’s strategic behaviour under risk can be predicted by examining the global
shape of the utility function.
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Much theoretical and empirical work has been done in analyzing decision-maker behaviour
under risk. Particularly in (agricultural) economics and management literature, there is a wide
variety of research propositions on how risk preferences influence producer behaviour.

4.1. Selected Literature Overview

The dominant paradigm in (agricultural) economics and management science is the expected
utility model (Meyer, 2002). The expected utility model is concerned with choices among risky
prospects whose outcomes may be either single or multidimensional (Schoemaker, 1982). The
goal of a decision maker (e.g., farmer) is the maximization of expected utility. In the expected
utility framework, the shape of the utility function is assumed to reflect a decision maker’s
risk preference (Pratt 1964; Arrow, 1971). Therefore, the expected subjective utility function
of any prospect reveals the individuals attitudes towards risk. There is a continuous stream of
research on decision makers’ risk preferences in agricultural economics (e.g., Anderson, et al,
1977; Smidts, 1990; Just and Pope, 2002; Hardaker et al, 2004; Eeckhoudt et al, 2005). Most
of that research uses objective and subjective expected utility models and psychometric con-
structs, when analyzing producers’ risk behaviour. Several authors have shown that decision
makers can be simultaneously risk seeking and risk averse in different domains, implying that
risk attitude is context specific (e.g., Payne et al, 1980; Smidts, 1997; Pennings and Smidts,
2000). We provide a short review of empirical and theoretical research topics that have been
addressed frequently in the agricultural economics and management science literature, in the
domain of risk and behaviour, in the context of agriculture.

Operational risky decisions concerning the optimum level of pesticides, use of fertilizers and
biological pest controls, are analyzed in Carlson (1970), Moscardi and de Janvry (1977), Re-
icheldefer, K. (1977), Thornton (1985), Babcock et al, (1992), Greene et al, (2001), and Rook and
Carlson (2001). These studies seem to suggest that the aversion of farmers towards risk, which
is explained by a set of socioeconomic and structural variables, may be a critical factor for the
determination of the use of pesticides or fertilizers during the production process. Also, risk-at-
titude is frequently cited as a determinant for the adoption and utilization of new technologies
in day-to-day farm operations (e.g. Feder et al, 1981). Huisjman (1986) analyses how farmers’
risk aversion causes slow adoption of new technologies. Murat and Khana, (2003) examine the
extent to which farmers’ risk aversion and uncertainties about production (e.g., soil fertility,
weather) have an impact on their decisions to adopt site-specific technologies. Other studies
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(e.g., Just and Pope, 1978; Roosen and Hennessy, 2003) have tried to identify the risk prefer-
ences of farmers using certain risk-reducing inputs during the life-cycle of a production phase.
Empirical studies of the choice of farm cropping plans as a decision under risk have been con-
ducted by, amongst others, Bousard and Petit (1967), Officer and Halter (1968), Scott and Baker
(1972), Lin et all, (1974), Brink and McCarl (1978), and Linder and Gibbs, (1990). These studies
explain the crop-related resource restrictions that farmers face and suggest that the choice of
an optimal production level under these restrictions is, in most cases, influenced by farmers’
risk preferences.

In many countries farmers have the opportunity to reduce price risks, which affect their income
by means of various financial and marketing arrangements. Various authors, among others
Franscisco and Anderson (1972), Webster and Kennedy (1975), Dillon and Scandizzo (1978),
Bond and Wonder (1980), Biswanger (1980), and Antwood and Bushema (2003), have conduct-
ed studies that deal directly with the attitudes of farmers towards income risk. These studies
examine the effects of external environmental factors (e.g., policy changes, market volatility in
periods of crisis), as well as farm-specific characteristics, on producers’ risk behaviour. Studies
by Martin and Hope (1984), Goodwin and Schoeder (1994), Collins (1997), Pennings and Meu-
lenberg (1997), Pennings and Leuthold (2000), Pennings and Garcia (2001), Grimes and Meyers
(2001), Bjornson and Carter (2001), and Roe et al. (2004), among others, show that risk attitude
is the most important variable related to hedging behaviour, both from a theoretical and em-
pirical point of view. There is a large body on hedging in financial and agricultural economics
literature, assuming that farmers can reduce price risk by offsetting the cash value of inven-
tories, growing crops, and processing commitments with futures contracts. Futures markets,
which are an example of a risk-reducing market institution, are widely available in industrial
countries and help farmers to overcome price risk. In addition to futures and options markets,
the most important risk-reducing alternatives include cooperative marketing and marketing
boards. Zeuli (1999) discusses how agricultural cooperatives might enhance the risk-mitigation
role they play for farmers.

Other studies in business economics and marketing-management literature have examined
producers’ risks regarding marketing-channel contracting and financial management decisions.
Smidts (1990; 1997) investigates farmers’ decision-making process with respect to the choice
of a marketing strategy for ware potatoes. Pennings and Wansink (2004) provide evidence,
by integrating elements from both the marketing and finance literature, that the interaction
between risk attitude and risk perception is a strong predictor of contract behaviour. Pennings
and Smidts (2000) provide valuable insights regarding the role that the risk attitudes of farm-
ers, who are managers of SMEs, play in dynamic markets, as reflected in their market orienta-
tion and innovativeness, their desire to reduce fluctuations in profit margins, and their actual
market behaviour (e.g., trading behaviour, choice of marketing channel, use of price-risk man-
agement instruments). Chatterjee et al, (1999) and Wang et al, (2003) discuss how price risks
are associated with specific investments and how stakeholders need to diversify their product
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portfolio when a firm is in financial distress. Other studies in behavioural finance explain how
certain groups of investors behave, and, particularly, what kind of portfolios they choose to
hold (e.g., Barberis and Huang, 2001; Huberman, 2001; Grinblatt and Keloharju, 2001).

The literature reviewed above shows that risk is an important issue in agriculture and that it
has an impacton the economic performance of producers. Furthermore, it indicates that pro-
ducers’ risk attitudes influence producers’ day-to-day behaviour (operational) and short-term
(tactical) decisions. However, our understanding of how risk attitude is related to strategic de-
cisions is very limited. While such knowledge seems to be imperative for agricultural risk analy-
sis, its research implications and for policy makers (Lagerkvist, 2005), to the knowledge of the
authors hardly any study has been made on SME’s strategic risk behaviour. We may hypothesize
that risk attitude, as measured by curvature of the utility function, may influence strategic deci-
sions. The rationale for this hypothesis is that strategic decisions, particularly the ones that we
focus on (i.e., transition to sustainable production systems) are made under uncertainty. The
uncertainty in this context is related to the economic viability of such a transition. Work done
by Pennings and Smidts (2003) seems to question the validity of this hypothesis. They found
that it is the global shape of the utility function that predicts strategic behaviour, instead of
the risk attitude measured by the curvature of the utility function (which is a local measure).
Theoretical and empirical work needs to be done on identifying the role of risk attitude and
the global shape of the utility function on strategic behaviour. Such research will enable us to
better understand and predict strategic decisions (e.g., transformation of SMEs toward sustain-
able production practices) and will guide policy makers in developing programs that influence
such a transition in an effective and efficient manner.

4.2. Strategic Behaviour & Shape of Global Utility Function

Recent research by Pennings and Smidts (2003) and Pennings and Garcia (2005) has shown that
strategic decisions are not so much related to the curvature of the utility function (i.e., the
Pratt-Arrow coefficient of risk attitude), as to the global shape of the utility function. The glo-
bal shape of the utility function is defined as the shape of the utility function across the entire
relevant outcome domain (the outcome domain can be price, income, profit, etc.). Pennings
and Garcia (2005) elaborate on Pennings and Smidts’ work (2003) and indicate that the curva-
ture of the utility function is a unidimensional measure, when measured with only one param-
eter (which is often done in the literature, where exponential and power functional forms are
used to describe the decision maker’s utility function). Most studies that use a Pratt-Arrow type
of risk-aversion coefficient assume that the “curvature” is constant across the whole outcome
range. This assumption implies that all information is collapsed in one parameter (one dimen-
sion), and hence it is very likely that a lot of relevant information is lost. One could think about
this issue as running a factor analysis with only one factor; collapsing a multi-dimensional space
into a single-dimension space. When the global shape is taken into account, one recognizes
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that the curvature of the utility function may be different for different parts of the outcome
range (e.g., an S-shaped utility function shows a convex curve below the point of inflexion and
a concave utility function above). The approach of the global utility function treats the utility
function as a multidimensional concept.

While Pennings and Smidts (2003) show that strategic behaviour can be predicted by examin-
ing the global shape of decision-makers’ utility functions, they do not explain why a particular
shape is associated with a particular strategic decision. This issue, which is crucial for the ob-
jectives of this position paper, will be addressed in this proposal. Pennings and Smidts (2003)
used two functional forms (i.e., two shapes): fully concave or convex (which basically reflects
the unidimensional “curvature”, i.e., the Pratt-Arrow approach) and an S-shape (which reflects
Prospect Theory). In section 6, we propose several research objectives relevant to the examina-
tion of the actual shapes of the global utility function and the decision-maker’s characteristics
that influence the functional form of that shape. The development of an empirical research
design based on these research objectives allows us not only to test the hypothesis whether
the global shape of the utility function drives strategic behaviour, but also to understand why
it does. Thus, not only will we be able to predict strategic behaviour, but we will also be able
to explain strategic behaviour. The latter is crucial for policy makers and SMEs that are dealing
with strategic decisions (e.g., a transformation to sustainable agricultural production systems).
A question related to the why-question is: does the global shape of the utility function of a
decision maker change over time?

The two questions raised above must be addressed empirically if one wishes to understand
what the drivers are of strategic decisions and how policy measures may affect those decisions.
For example, if we are interested in stimulating farmers to make a strategic decision towards
sustainable agriculture, we have to know the underlying drivers. Suppose we find that the
global shape of the utility function is the driver, than the question becomes how policy mak-
ers can influence that shape. Much literature argues that preferences (and hence utility) are
constructed (James Bettman, see the discussion of Pennings and Smidts 2003) and hence are
driven by variables that describe the environment (such as the competitive environment; e.g.,
full competition vs. oligopoly). Others have argued that the global shape of the utility function
is driven by personal characteristics of the decision maker and hence is a personality character-
istic (Pennings and Garcia 2005).

Before formulating research propositions and questions for a future TransForum research
project that may provide answers to the questions raised above, we need to make sure that we
are able to measure risk attitude and the global shape of the utility function in a valid and reli-
able manner. The next section deals with risk attitude and utility measurement issues.
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Measurement Issues

Extensive research has been done on how to measure risk preferences. In the literature, two
major approaches towards risk attitude measurement can be distinguished: measures derived
from the utility framework (von Neumann and Morgenstern 1947, Schoemaker 1982, Fishburn
1988), and measures derived from psychometrics (e.g., Miller et al. 1982, MacCrimmon and We-
hrung 1986, Shapira 1995). Since the way in which risk attitude is conceptualized and measured
affects our understanding of decision making under risk, it is important to understand the
validity of risk-attitude measures.

The expected utility (EU) model formulates decision making under risk as a choice between
alternatives, each represented by a probability distribution. Decision makers are assumed to
have a preference ordering defined across the probability distributions. Risky alternatives can
be ordered using the utility function u(x). In this model, the curvature of the utility function
u(x) reflects risk attitude (Keeney and Raiffa 1976). It is important to note that risk attitude
refers to the curvature of the utility function for a specific domain, e.g., monetary outcomes
of a business. Within the expected utility approach, one can also adjust the utility for strength
of preference, in order to obtain a more accurate measure of risk attitude: the intrinsic (rela-
tive) risk attitude (Ellsberg 1954, Dyer and Sarin 1982, Bell and Raiffa 1982). The intrinsic risk
attitude approach assumes that an individual’s preference for risky choice alternatives is a
combination of: (1) the strength of preference the individual feels for certain outcomes, and (2)
attitude towards risk (cf. Smidts 1997). The outcomes of a lottery are transformed into subjec-
tive values under certainty by the strength-of-preference function v(x), and these subjective
values are subsequently evaluated under risk.

An observed difference between the utility and the strength-of-preference function is attrib-
uted to the influence of risk preference. Risk aversion (as indicated by u(x)) is thus seen as the
effect of diminishing marginal value (indicated by v(x)) plus an aversion against the dispersion
in subjective values (intrinsic risk attitude) (Smidts 1997). The traditional measure of risk atti-
tude, the curvature of u(x), in this view, thus reflects risk attitude and strength of preference
combined. Several studies have provided empirical support for the relevance of the intrinsic risk
attitude. Significant differences between u(x) and v(x) were found by Krzysztofowicz (1983a, b)
after analyzing data of 34 respondents and by Keller (1985) in a study of 12 graduate students
providing risky and riskless judgments. Recently, Smidts (1997) found strong empirical support
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for the hypothesis that risk attitude and strength of preference are two distinctive constructs
in a real economic setting with a large sample size (h=253) and a longitudinal design. Also the
study by Weber and Milliman (1997) provided empirical support for the intrinsic risk construct.
Potentially, intrinsic risk attitude is a more accurate measure of the true risk preference of an
individual (Weber and Milliman 1997, Smidts 1997, Pennings and Smidts 2000). Therefore, we
expect that the intrinsic risk measure will perform better on construct validity than the risk at-
titude obtained by the certainty equivalence technique (e.g., lotteries) only.

In the standard psychometric approach, constructs such as risk attitude are measured by ask-
ing a respondent to indicate the extent to which he or she (dis)agrees with a set of statements
(Nunnally and Bernstein 1994). Kunreuther and Ginsberg (1978), MacCrimmon and Wehrung
(1986), and Shapira (1995), amongst others, conducted large-scale surveys and interviews in-
vestigating risk preferences using psychometric scaling procedures. Several researchers devel-
oped risk attitude scales and tested their psychometric properties (Miller et al. 1982, Jaworski
and Kohli 1993, Childers 1986). However, these scales do not consider the domain of financial
risks faced by owner-managers of SMEs.

Recently Pennings and Smidts (2000) compared the two major approaches based on their con-
vergent, discriminant, and nomological validity, using data obtained from computer-assisted
interviews with 346 owner-managers who made decisions about their own businesses.® While
the measures demonstrate some degree of convergent validity, the measures based on the
utility framework predicted actual market behaviour better than the psychometric scale. In
contrast, the psychometric scale showed more coherence with self-reported measures, such as
innovativeness, market orientation, and the intention to reduce risk. In the light of the appar-
ently higher predictive validity of the utility-based measurements, Pennings and Smidts (2000)
recommended elicitation methods based on the utility paradigm for understanding manage-
rial decision making under risk.

5.1. Elicitation of the Utility Function

Based on the findings of Pennings and Smidts (2000), we propose to measure the points of the
decision makers’ intrinsic utility function. The intrinsic utility function, is the utility function
corrected for the value function (also called the strength-of-preference function) to obtain the
“true” utility function that reflects decision making under risk (Ellsberg 1954, Dyer and Sarin
1982). The intrinsic utility function is determined by relating the strength-of-preference func-
tion v(x) and the utility function u(x), such that u(x) = f(v(x)). The intrinsic risk attitude measure
is defined as —u''(v(x))/u’(v(x)) (analogue to the Pratt-Arrow coefficient of risk aversion). It rep-

6 Converged validity refers to the degree to which different measurements reflect the same construct, i.e., are positively
correlated (Cook and Campell, 1979). Dicriminant validity is achieved when there is a divergence between measures of
one construct and a related but conceptually distinct construct. Nomological validity refers to whether measures are
related to other constructs in a way that is theoretically meaningful (Pennings and Smidts, 2000).
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resents the remaining curvature in the utility function, after eliminating the nonlinear effect
related to the value function v(x).

The points at the utility function can be used to estimate the decision-makers’ risk attitude, by
estimating the curvature of the utility function (Pratt-Arrow coefficient of risk aversion) and by
estimating the global shape of the utility function, using a functional form that explicitly takes
the whole outcome domain into account (e.g., by using a more-dimensional functional form).
The utility function can be measured using several elicitation techniques.

In table 2, we depict six utility elicitation techniques that have been frequently proposed theo-
retically and used in measuring utility and the strength of preference. We selected these six
elicitation techniques based on the following criteria a) the degree of predictive validity, b)
suitability for measuring risk attitudes using a survey-based instrument or experimental de-
sign, and ¢) the easiness of the task for the respondent. Here, we do not discuss these criteria,
but present the procedures for measuring the decision maker’s risk-attitude. The relevance
of these criteria has been identified in the literature presented in table 1.7 Below, we discuss
briefly these measurement techniques.

Table 1. Elicitation Techniques for Utility and Strength of Preference

Measurement Author(s) Techniques

Utility Function: u(x)

I. Certainty Equivalence Fisburn (1967), Hull et al., (1973), Keeney and Raiffa (1976),
La Valle, (1978) Pennings and Smidts (2000).

Il. Conjoint Tversky (1967), Anderson and Shanteau (1970), Wind (1982)
Corstjens and Weistenstein (1982), Smidts, (1990).

Ill. Willingness to Trade-off Sarin and Weber (1993), Weber and Milliman (1997),
Weber and Hsee (1998),

IV. Standard Sequence Wakker and Denefee (1996), Abdellaoui (2000)

Strength of Preference Function: v(x)

V. Direct Rating
Huber (1974), Stevens (1975), Eliashberg (1980), Smidts (1990)

VI. Midvalue Splitting Fisburn (1967), Torgerson (1958), Green and Srinivasan (1978), Pliskin
and Beck (1976), Smidts (1997).

7 For an extensive review on utility assessment methods based on other criteria, the reader is referred to Farquahar
(1984) and Smidts (1990, pp. 151-163).
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One of the most commonly-used techniques to measure risk attitudes rooted in the expected
utility framework is the Certainty Equivalence (CE) technique. The respondent is presented
with an uncertain prospect, usually a binary lottery (e.g., lottery with two outcomes) and (s)he
is asked to state a certain outcome w, called certainty equivalent (CE). Each choice situation
requires that the respondent choose between a certain outcome and a binary lottery (Keeney
and Raiffa, 1976). The respondent keeps specifying w, until he becomes indifferent between
the lottery and the certain outcome. This indifference is arrived at in an iterative manner. A
sequence of points is successively adjusted until indifference is established. After the respond-
ent has indicated that (s)he is indifferent between the certain outcome and the uncertain
prospect, a point at the respondent’s utility function is obtained. A sequence of successive
bisections results in a number of points of the utility function. The curvature of the utility func-
tion that is obtained from these utility points is a measure of risk attitude.

An alternative method for measuring risk attitude is the conjoint technique. This technique
is very popular in marketing and consumer behaviour research (Green and Srinivasan, 1978).
The conjoint measurement allows the analysis of preferences of multi-attribute choice alterna-
tives. Instead of providing indifference judgments, as with the certainty equivalence (lottery)
technique, the respondent has to rate or rank order a set of hypothetical profiles which consist
of specific sets of levels (one per factor), known as stimulus (Tversky, 1969, Wind, 1982 and
Corstjens and Weinstein, 1982). Each profile consists of a combination of levels for a number of
attributes. Using appropriate estimation techniques (e.g., Ordinary Least Squares), the trade-
off between levels of attributes can be obtained. Smidts (1990; 1997) specified two models
to estimate the risk attitude of 218 Dutch farmers. These are the Mean-Standard Deviation
Model (MSD), that asks a respondent to make a trade-off between expected value (mean) and
standard deviation (risk) and the Ideal-Point model (IP), which makes a non-linear relationship
between expected value and risk possible by including the variance assigned to a hypotheti-
cal conjoint profile (Coombs, 1975, MacCrimmon et al., 1980). In contrast to expectancy-value
techniques that utilize compositional approaches, the conjoint technique is based on a decom-
positional approach, in which subjects judge a set of “total” profile descriptions. A profile in
this context is a bundle of attributes that make up the product/service. This approach, which
is based on some type of a composition rule (i.e. additive or multiplicative), results in a set of
part-worths (i.e., values) for individual attributes that are most consistent with the subject’s
overall risk preferences (Green and Srinivasan, 1978).

The risk-return (e.g., risk-value) models also allow the estimation of risk attitude in a decompo-
sitional manner (e.g., Levy and Markowitz, 1979). In the risk-returns models, the valuation of
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a risky prospect can be influenced by both the expected value of a prospect and its riskyness
(Jia et al., 1999). Based on this notion, the decision maker’s risk preference can be estimated
(Sarin and Weber, 1993), utilizing a technique that takes into consideration his or her willing-
ness to trade-off (WT) risk against a potential outcome (i.e., return). The respondent expresses
an evaluation in terms of the amount of money that he or she is willing to pay for an uncer-
tain option (X), and makes a judgment of perceived risk (R), typically using a rating scale.® The
estimation of the decision maker’s risk parameter can be interpreted as the relative weight
assigned to risk, relative to expected return (Weber and Hsee, 1998). Recently, Pennings and
Kleimuntz (2005) have developed an extended WT (EWT) risk preference measure in order to
derive the decision maker’s intrinsic risk preferences. They assess the subjective value of risky
financial options X in the WT technique. First, they use the CE technique to assess the objec-
tive expected value of a risky option X, then they express this value in terms of the potential
outcome (e.g., returns). The WT judgments of decision-makers are regressed on the subjective
values of each risky option X and the decision maker’s perceived risk for each option: EWT (X))
=a+BV (X) +pR(X), where V(X) e rv

represents the subjective expected value obtained from the decision maker’s strength-of-pref-
erence function and parametersa , e, and Brv are the intercept and the regression weights,
the latter reflecting the decision maker’s risk preference constructed, such that u(x) = i/n for
i=1...,n. Abdellaoui (2000) showed that once a standard sequence of outcomes, x,, . . .,
xn, has been determined using the method above, a standard sequence of probabilities can be
determined. Abdellaoui (2000) recently proposed a two-step procedure to successively elicit
an individuals’ utility function u(x) and the probability weighting function w(x). In decision
making under risk, the psychological weight assigned to an outcome may not correspond to
the probability of that outcome. The w(x) permits probabilities to be weighted nonlinearly, so
that framing effects (caused by a special sequencing of choice questions, which may also cause
probability distortion) are avoided (Gonzalez and Wu, 1999). The first step of Abdellaoui’s
(2000) procedure is using Wakker and Deneffe’s (1996) trade-off technique to elicit u(x). The
trade-off technique works as follows. Define a two-outcome lottery (x, p; z) as a lottery that
yields outcome x with probability p and outcome z with probability 1-p. An individual is asked
to compare lotteries (x,, p; Z) and (x,, p, z), where x1 < x,<Z < z. The values of p, z, x,, and Z are
fixed and x1 is varied until the individual reveals the following indifference: (x, p; Z) ~ (x,, p, 2),
where ~ denotes indifference. Then the process is repeated and the individual is asked to state
the level of x,, such that (x,, p; Z) ~ (x,, p, z). Once, these indifferences are identified, it follows
that u(x,)-u(x,) = u(x,)-u(x,). That is, this technique allows the determination of equally spaced

8 The perceived riskyness of a choice alternative may depend on a person’s reference point that can be manipulated by
outcome framing (Schurr 1987) and the outcome history of preceding decisions (Schurr 1987, Bottom, 1990). Weber
and Milliman (1997) suggest that the differences in risky choices between decision makers should not automatically be
interpreted as the result of decision makers’ preferences for risk, but may also be the result of changes in their percep-
tion of the risks.
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utility intervals or a “standard-sequence” of outcomes. The process can be repeated for any
number of desired indifferences, x,, . .., x,. As shown in Wakker and Deneffe (1996), a utility
index can be in a similar fashion, such that a probability weighting function can be estimated.
This allows one to determine whether an individual over- or under-weights low-, medium-, and
high-probability events. Wakker and Deneffe's (1996) utility elicitation approach is advanta-
geous, because (p. 1131) ‘it is robust against probability distortions and misconceptions, which
constitute a major cause of violations of expected utility and generate inconsistencies in utility
elicitation.’ As such, the trade-off approach permits unbiased estimation of utility functions.
The direct rating and the mid-value splitting techniques are the most well-known and used
techniques for the measurement of the strength of preference. Different question formats
such as 5-, 7-, or 9-point category scales, graphic scales, and constant scales have been de-
veloped for making rating assessments (Stevens, 1985). Also, an interval scale measurement,
that involves fixing boundaries of the scale (a lower and an upper bound) has been used. The
respondent expresses the intensity (e.g., strength of preference) of a stimulus by assigning a
number between the two fixed bounds (Huber, 1974). In the mid-value technique, the respond-
ent specifies whether a change from boundary point xi to boundary point X; equals in value a
change from boundary point x; to boundary point x, considering that x, < x, _x, . Through itera-
tion, a value for point x, can be found, at which the respondent is indifferent between both
changes. As a result, the first midvalue is assessed (Dyer and Sarin 1982). Subsequent midvalue
estimations will result in a number of points of the value function (Eliashberg, 1980).

Table 2. Utility Functional Forms
Utility Forms Author(s) u(x)

Quadratic : u(x) =ax +bx2 *< Hicks (1962), Arrow (1965), Bell (1988), Levy (1992), Jia
and Dyer (1996)

Log Inverse Power Transformation : Luce (1980), Bewley and Fiebig (1988), 1

Meade and Islam (1995), Pennings and “®=1+exp[-a —p(1/ k)log(1+kXx)] , Smidts (2003)

Point of Inflection: u(x) =1/2(1 -k / b)

/

1-e-alxx)Tsiang (1972), Sarin (1987), Bell (1995);

Negative Exponential: ¥ =1- ga(xh-x) Pennings and Smidts (2000, 2003), Pennings and
Garcia (2005)

" ) Brockett and Golden (1987), Bell(1988), Polvnex:ud =yPiveix Fraquhar and Namakura (1987),

Saha, (1993),

i=1

Namakura (1996)

L I . . . _ .
mk Tversky, 1979, Green and Srinivasan, 1978, Multiattribute: P, =a. +Y EXM,- Py Bell, 1979 j=1
=1
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Behavioural research indicates that assessments of utility functions should be considered a
difficult task which must be handled with great care (Farquhar, 1984). According to Smidts
(1990), the following issues should be considered when eliciting utility functions: providing a
clear and unambiguous decision context, specifying the attribute of interest clearly, training
the respondent and the interviewer in the assessment task, and checking for inconsistencies in
responses. Furthermore it is recommended to have more than one technique to elicit the utility
function and the value function, since this ensures that the conclusions regarding the relation-
ship between the shape of the utility function and strategic behaviour to be invariant.

There are various algebraic specifications of a utility function that often give similar measures
of goodness of fit to elicit utility points (Hardaker et. al, 2004). In Table 2, five utility functional
forms are displayed. The description of the functional specifications and the related discussion
on their risk properties are beyond the scope of this position paper, but are readily available in
Farquhar and Namakura (1987) and the cited literature in table 2. However, we should briefly
mention here that many decision theoreticians support the notion that the measures of abso-
lute risk aversion, as indicated by the Pratt-Arrow coefficients of risk-attitude, provide one way
for choosing suitable forms (Arrow 1971, 1975)°. Smidts (1990) discussed behavioural assump-
tions, relying on Tsiang’s (1992) proposed conditions for the acceptability of a utility functional
form (where the attribute is wealth). First, the utility function of wealth is assumed to be in-
creasing and this implies that a decision maker is risk averse towards wealth (concave-shaped).
Second, if a decision maker becomes wealthier, (s)he is equally or less risk-averse for equal ab-
solute changes in his/her wealth (e.g., plus or minus an amount of money) and equally or more
risk-averse for proportional changes in wealth (e.g., plus or minus 10% of his/her wealth).
Several studies in agricultural economics confirm the assumption of the decreasing absolute risk
attitude (e.g., Hamal and Anderson, 1982, Hildreth and Knowles, 1986). One of the functions
that meet the above behavioural assumptions is the negative exponential function. According
to Eliashberg and Hauser (1985) the negative exponential utility functions dominate decision
theory and analysis. Recent theoretical and empirical work proposes that the inverse power
transformation function (Meade and Islam, 1995, Pennings and Smidts, 2003) and the polynex
utility functions (sum of polynomials and exponential functions) (e.g., Namakura, 1996) are
functional forms that exhibit great flexibility with respect to increasing or decreasing risk aver-
sion over the whole outcome domain.

9 Risk aversion is indicated by a utility function that shows decreasing marginal utility as the level of the payoff increa-
ses. The simplest measure of risk aversion that is constant for a positive linear transformation of the utility function is
the absolute risk aversion function r = - u(2) (w) / u(1) (w), where u(2) and u(1) represent the second and the first deri-
vatives of the utility function, respectively (Pratt, 1964, Arrow, 1965), and w represents the decision maker’s wealth.
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6. Proposed Research Framework for Future
TransForum Research

After reviewing the theoretical and methodological advances in decision making under risk
above, with special reference to the context of this position paper (e.g., SMEs’ strategic de-
cisions whether or not to switch to sustainable production systems), we postulate research
propositions regarding the drivers of decision-makers' strategic behaviour. Furthermore, we
propose a decision context for examining these propositions.

6.1 Preliminary Research Propositions

In the economics literature, concave utility functions have been associated with risk aversion
and convex ones with risk-seeking behaviour. The curvature of the utility function reflects deci-
sion makers’ risk attitude and it is a convenient measure for empirical researchers, as it can be
estimated in a single parameter model. However, it does not account for the entire outcome
range of the relevant attribute x used to obtain the utility function. Tversky and Kahneman
(1979) proposed that the shape of the utility function differs in the domains of gain and losses.
Evidence that a more multidimensional shape (global shape) of the utility function could be
useful for improving our understanding of strategic decision made under risk is provided by,
amongst others, Hershey and Schoemaker (1982), Pennings and Smidts (2003) and Pennings
and Garcia (2005). Therefore we propose that: the global shape of the utility function will
provide more information about the strategic decision regarding the transition to sustainable
production practices than the unidimensional (local) measure of the utility function (e.g., the
Pratt-Arrow coefficient of risk aversion).

In section 2 we identified that risk perception may have a moderating effect on the relation-
ship between risk attitude, and for that matter the global shape of the utility function, on
strategic behaviour. We propose that policy that reduces the perceived risk of SMEs when they
make strategic decisions will stimulate the transition to sustainable production process of risk-
averse SMEs. The rationale behind this proposition is that risk-averse SMEs dislike the risk that
is embedded in the strategic decision, which will negatively influence the transition towards
sustainable production practices. This negative influence of risk attitude is lowered when SMEs
perceive less risk.

The occurrence of a multidimensional (e.g., S-shaped) utility function may imply different be-
haviour of a decision maker across the outcome domain. An example of an outcome domain x
would be profit. As a result, decision makers may have different risk attitudes. We propose that
these different risk attitudes across the outcome domain x may imply different operational or
tactical behaviour (e.g., whether or not to apply a particular pesticide) depending on the out-
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come X, but that this does not influence strategic behaviour.

Different decisions makers may have different shapes of the global utility function. Currently
four shapes have been examined: fully concave, fully convex, S-shaped and inverse S-shaped.
However these shapes were “forced” by the functional specification of the researcher, hence
many more shapes may actually exist. We propose that the heterogeneity in the global shape
of utility functions is played out in differences in decision makers' risk strategic behaviour (e.g.,
choice of production system).

While empirical works in management science highlight that the global shape of the utility
function may drive decision makers' risk-strategic behaviour, they do not explain, however,
which factors drive the utility function (preferences) of decision makers. The latter is extremely
important for policy makers. We propose that the shape of the utility function may be in-
fluenced by personal characteristics of the decision maker (age, education, entrepreneurial
capability), firm structure (e.g., financial position of the firm), and the firm’s environment. The
environment, in this context, refers to factors such as the use of information about the business
environment (e.g., new ideas for product/services design, competitors’ behaviour) (Kohli and
Jaworski, 1990), legal framework, and governmental policy measures. We propose studying
these environmental factors that drive the global shape of the utility function, as they provide
us with policy tools to influence the shape of the function, and hence the strategic decision
regarding the transition to sustainable production practices.

As explained in section 3, in the management sciences, a distinction is made between the oper-
ational/tactical and strategic decisions. Strategic decisions entail a high degree of uncertainty
and are made for a relatively long time window. A question related to what drives decision
makers’ strategic behaviour is: does the global shape of the utility function change over time?
We propose to examine whether the global shape of the utility function changes over time and
to examine the role of environmental factors (e.g., policy measures) in this change.

So far we have talked about sustainability in terms of production practices. However, an SME
in the process of making a transition to a sustainable production process will be concerned
about the economic sustainability of such a decision. Therefore we propose to examine SMEs’
perception regarding economic sustainability when making a decision to switch to sustainable
production practices and how this perception is related to the global shape of the utility func-
tion.

6.2 Decision Context of Future TransForum Research

While research has been done on operational and tactical decisions related to biophysical, hu-
man capital, and economic determinants for the adoption of sustainable technologies (e.g.,
Feder et al, 1982, Comer et al, 1999, Lohr and Park, 2001, Arellanes and Lee 2003), no work has
been done on SMEs behaviour regarding switching from a conventional production system to
a sustainable one (or vice versa), which is a strategic decision.
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To test the relationships between the shape of the utility function and strategic behaviour, as
described in the previous sections, a decision context is required in which the decision maker
has a prominent influence on the structural and organizational decisions that have a long-term
effect on his or her firm’s structure and performance. The decision context of the Dutch agri-
cultural sector meets these requirements. The Dutch agricultural sector consists of owner-man-
agers who determine the SME’s organization and who are all working in a volatile economic
environment (e.g., volatile market prices). In the light of the TransForum research proposal, we
distinguish two production systems: the “conventional production system” (CPS) and the "or-
ganic production system” (OPS). A CPS is defined as an industrialized production system char-
acterized by mechanization and use of synthetic inputs. An OPS is defined as an ecological pro-
duction management system that promotes and enhances biodiversity and biological cycles. A
consequence of the production system chosen is that owner-managers of conventional SMEs
who choose for the OPS are confronted with high risks related to the economic viability of the
investment. These risks are related to whether the technology will perform, the long term costs
of the technology and the revenues of the produce. Often, it is unclear whether the products
produced in an OPS framework will yield revenues that are able to cover the increased costs.
The context that we propose for future research is livestock production and horticulture. Both
sectors have been challenged, as many local governments and also the national government
are worried about the sustainability of these two sectors that are important exporting sectors
in the Netherlands. The Dutch hog industry has been an innovative industry that has reached
a yield / input ratio. However, concerns have been raised whether this industry is sustainable.
While various organizations and universities, Dutch ministries of Agriculture and Economic Af-
faires and industry groups (LTO Nederland) have focused on how to create a sustainable hog
marketing channel (with projects such as IKB and Milieukeur), no research and hence knowl-
edge is available about how hog farmers make that strategic decision to employ a sustainable
production system. This knowledge is crucial when policy makers want to create sustainable
food production systems (see for example the report of the Ministry of Agriculture, entitled
“Duurzaamheid en Voortrekkersrol Biologische Keten” by Arendse, Janssen, van Winden and
Leferink, September 2004).

Not only in the Dutch hog industry is there interest in, and has there been research on sus-
tainable agricultural marketing channels. For example in the flower sector interest has been
shown by growers, auctions (VBA and FloraHolland), wholesalers, product boards (Productsc-
hap Tuinbouw), financial institutions (e.g., Rabobank), growers’ associations (LTO-Nederland),
the Dutch Ministry of Agriculture and the Dutch Minister of Economic Affairs in developing
sustainable marketing channels (see for example the work by the Stuurgroep Tuinbouwinnova-
tie, report of July 6, 2005, Produktschap Tuinbouw). Various organizations such as AKK (www.
akk.nl) and KLICKT (www.KLICT.org) addressed the issue of sustainable production channels.
However, no research has been done on how we can explain and predict whether or not a SME
(e.g. grower or farmer) is switching to sustainable production practices. This understanding is
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crucial, and should be the starting point, when one wishes to develop sustainable agricultural
marketing channels. This position paper provides the framework to address this crucial issue of
how to explain and predict SMEs’ transition to sustainable production practices.
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Value pricing capabilities are under the surface of many developments in agribusiness, such as
a transition of food supply chains to food demand chains, and a growing critique on the dispro-
portional attention for costs in pricing issues. Value pricing refers to the degree to which the
firm bases the price of a market offering on customer value information. Because price deci-
sions are made in a complex organizational process, effective value pricing is not for granted:
it is a capability that requires coordination and resources. Because value pricing capabilities
enable firms to set coherent offerings in the market consisting of price and value, and because
they enable the firm to determine what the customer is willing to pay, they are vital to the vi-
ability of the firm. Value pricing is also a promising price strategy for sustainability, because it
doesn’t share the disadvantages related to other price strategies that increase the consumer’s
willingness to pay. The concept of value pricing is complementary to traditional approaches
that contribute to pricing in agricultural economics, i.e. transaction cost economics and agency
theory. In contrast to these traditional approaches, value pricing pays respect to gaining re-
wards for value creation; it is more realistic with respect to pricing as it occurs in business prac-
tice (whereas its normative aspects need further development), and it is more basic in terms of
peoples’ cognitive numerical abilities. Value pricing capabilities hold important relevance for
current structural changes that are taking place in the agribusiness environment. In particu-
lar, the creation of customer value changes the well-established roles of chain partners and
therefore calls for a replacement of traditional price mechanisms by new ones based on value
pricing. When managers are able to recognize these capabilities and they are supported with
feedback on their functioning, they become able to strengthen their capabilities. This is not
only beneficial to the firm itself, but also to its chain partners, the functioning of the economy
in general and potentially to sustainable development. Given the current state of knowledge
on value pricing capabilities, we propose directions for future research in which we extent
both our knowledge of value pricing capabilities in general, and its contributions to sustain-
able agriculture.
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Introduction

Pricing is perhaps the most elaborated topic in marketing and management literature
(Gijsbrechts 1992; Rao 1984; Tellis 1986). Considering that managers find pricing important
(Hooley, West and Lynch, 1984; Myers, 1997; Samiee, 1987), that they find it difficult (Dolan and
Simon, 1996), and that it is important to public policy and society (Grewal and Compeau, 1999),
managers, policy makers, and academic researchers seem to have a common interest in the vast
stream of pricing studies. Pricing is also an issue that increasingly appears in the discussions
on how to increase sustainable development: development in which economic, ecological
and socio-cultural issues (Profit-Planet-People) set out together in a process of continuous
improvements (Brundtland et al. 1987; Serageldin 1996; Serageldin and Steer 1994). In many
cases, an improvement of sustainability will lead to higher costs, because those market actors
that are willing to exploit natural and human resources will be able to produce cheaper in
the short-term than those that take care of these resources. Higher costs should in the end be
covered by higher consumer prices.

In a position paper on marketing strategies for sustainability, Ingenbleek, Crul, Frambach, and
Rietveld (2005) conclude that value strategies are an important avenue for improving sustain-
ability in the market. In value strategies, firms set out to create superior benefits for their
customers (Woodruff 1997). Firms that create superior customer value are more likely to invest
in sustainable production. This will however only be the case if the creation of customer value
yields a position of competitive advantage that is sufficiently profitable. Without well-devel-
oped value pricing capabilities this is unlikely. Pricing textbooks agree that value pricing can be
seen as an extension of value strategies in which superior benefits for consumers are created: it
expresses those benefits in the price, thus making sure that the company will be rewarded for
its efforts (e.g. Anderson and Narus 1999; Monroe 2003; Nagle and Holden 1995).

If sustainability is to be achieved within the boundaries of a free market economy, attention
for value pricing capabilities seems inevitable. To this respect, three major questions should be
answered: (1) given the current state of the literature about the topic: what are value pricing
capabilities? (2) Why are value pricing capabilities important for sustainability? In other words:
which other strategic options may cover costs for sustainable production in consumer prices?
(3) How do value pricing capabilities relate to the theory and practice of agribusiness? We will
clarify how value pricing relates to well-established theoretical approaches to pricing in agri-
business, such as transaction cost theory and agency theory.

In the remainder of this article, we will first provide a state-of-the-art summary of the litera-
ture that supports the concept of value pricing capabilities. Next, we identify the different
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possibilities of charging higher prices for sustainability. Subsequently, we discuss traditional
approaches to pricing in agricultural economics and explain how the two approaches relate
and differ from each other. In this section we will also identify the potential of value pricing
capabilities in agribusiness. This is followed by a research agenda and implications.
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Value pricing capabilities: an overview

The concept of value pricing stems from consumer price perception literature. In this section
we will first provide the background and a definition of this concept. Because value pricing
refers to an organizational process that occurs behind the walls of a firm, a better insight in
the topic can be obtained from research on pricing practices. The contributions to pricing prac-
tices research can be divided in four groups that will be discussed subsequently: (1) those that
developed cost-principles theory, (2) those that originate from marketing strategy, (3) those
that examine pricing practice from the perspective of the behavioral theory of the firm, and (4)
those that follow a perspective from the resource-based view of the firm.

The concept of value pricing

With respect to the price decision for a product that offers superior value, scholars gener-
ally agree on the basic importance of customer value information (Anderson and Narus 1999;
Monroe 2003; Nagle and Holden 1995). Such claims are essentially based on the implications of
studies that focus on the price perception of customers. This stream of research started in the
1970s with the works of Monroe (1971; 1973) and has grown into an advanced body of knowl-
edge (see for example Gijsbrechts 1992; Monroe 2003). These studies make clear, that subjec-
tive perceptions have an important impact on how consumers respond to prices. Despite their
strong impact on consumer behavior, pricing research based on mainstream economics often
doesn’t account for these psychological effects (Monroe 2003).

In particular, the concept of value pricing is based on the finding that benefits perceived by
customers upon acceptance of the market offering (which is in fact value according to the defi-
nition of Hunt 2000), such as quality, have an important impact on the consumers’ subjective
willingness to pay (see for reviews: Zeithaml 1988; Rao and Monroe 1989). Customers generally
evaluate these benefits by comparing the offering to alternatives (Monroe 2003; Tversky &
Kahnemann 1991) that they find in the assortment or that they remember. Subsequently, cus-
tomers trade-off perceived benefits against price to determine whether the benefits offered
are worth the price (Monroe 2003; Zeithaml 1988).

These studies on consumer behavior make clear that firms that are able to understand what
their customers perceive as beneficial have an important advantage over their competitors.
First, because they are able to express perceived benefits in the price, they are able to put a
coherent offering in the market of which the price matches the value in the customer’s percep-
tion. When customers believe that they pay a good price for the value that they obtain, they
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are likely to purchase the product. This is not necessarily a low price, because consumers also
use price as a signal of quality (Rao and Monroe 1989). Second, because these firms understand
how much the value that they offer to their customers is actually worth, these firms are prob-
ably able to charge higher prices. In short, understanding customers’ value perceptions leads
to better price decisions because they increase both sales and profit margins. These ideas are
confirmed in empirical studies on new product price decisions (Ingenbleek 2002; Ingenbleek,
Debruyne, Frambach, and Verhallen 2003).

Given that price decisions as they take place within organizations are based on the information
that is available, value pricing in firm practice is in fact decision-making based on customer
value information. Value pricing requires firms to use information that enables them to assess
the relative advantages of their offering and how these will be traded-off against the price
(that has yet to be determined). Value pricing is therefore defined as the extent to which a firm
bases the price of a market offering on customer value information (Ingenbleek, Frambach,
and Verhallen 2005). This information may be market research, insights from sales people that
are communicated within the organization, reports from customer visits or complaints, etc.
Because firms may differ in the degree to which this type of information is available to them
(Kohli and Jaworski 1990), value pricing is not for granted. One firm may be more capable of
value pricing than another. Hence we speak of value pricing as a capability.

Cost-principles theory

Derived from insights in price perception literature, the concept of value pricing is relatively re-
cent. Related concepts are however present in literature much longer. The “discovery” of pric-
ing practice can be attributed to Robert Hall and Charles Hitch. Just before the Second World
War, these young and ambitious economists believed they had made an important discovery.
Hall and Hitch (1939, p. 12) identified the difference between economic theory and pricing
practice, because their interviews with managers suggested “a mode of entrepreneurial be-
havior which current economic doctrine tends to ignore.” On the basis of interviews in 38 firms,
Hall and Hitch (1939) discovered that pricing in firm practice deviated from pricing theory. In
particular, they found that firms assessed costs, by computing variable costs and making an
assessment of the amount that was necessary to cover fixed costs. Hence, Hall and Hitch (1939)
speak of the full cost principle. Next, firms add a profit margin to the assessed amount. The
firms that apply this procedure most rigidly determine the profit margin in complete blindness,
while those that are less rigid, use market information to assess which margin is feasible. This
practice is well-known in literature as cost-based pricing and is condemned by both marketers
and economists because the practice is assumed to be unprofitable (e.g. Cressman 1999; Dean
1950; Nagle and Holden 1995).
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After World War 11, cost-principles theory became a central argument in heated discussions on
the assumptions and methods of economics, also known as “the marginalist controversy” (see
for reviews: Lee, 1984; Mongin, 1992; 1997, p. 558). In this discussion, Friedman (1953) stated for
example that asking managers to explain their pricing behavior was as useful as asking young
people to account for their long life. By the end of the debate, neopositive economics turned
out to become the basis for what can be called mainstream pricing literature. Mainstream pric-
ing literature typically searches for optimum price levels under predetermined circumstances.
The price strategies of firms that are generally presented in marketing textbooks are in most
cases based on these studies (see for overviews: Noble and Gruca 1999a; Tellis 1986). Hall and
Hitch's (1939) article, in the end, had little or no impact on this stream of pricing research. As
far as we were able to establish, Hall and Hitch never published on the topic again."

The publication of Hall and Hitch’s (1939) article also generated more empirical research on
pricing practices. These contributions emphasized that managers may use different types of
information, including costs information and market information (Edwards 1952; Fog 1960;
Foxall 1972; Nimer 1971; Pearce 1956; Shipley 1983; Skinner 1970; Wentz 1966). This informa-
tion may be distributed in both formal and informal ways (Edwards 1952; Pearce 1956), and in
a cross-functional organizational process (Edwards 1952; Pearce 1956; Sizer 1966).

In particular, Edwards (1952) and Pearce (1956) concluded that managers may be likely to use
cost information, but in the end they appear to search for “what the market can bear”
(Pearce 1956, p. 114), or "the customer’s willingness to pay” (Edwards 1952, p. 307). This way,
these authors described what we now know as the price discretion (see Figure 1). The price
discretion consists of a price floor (costs) and a price ceiling (customer value) that shape the
natural boundaries that managers are faced with in a price decision.

10 In fact, both of them moved to slightly different fields. Hall became a typical Keynesian economist and was for several
decades the senior advisor of the British government in economic affairs (Jones 1994). Hitch returned to the US, where
he served among others as an operations researcher in business, as president of the Operations Research Society of
America, and as president of the University of California. When Hitch was asked in the 1960s whether he was “the
Hitch of Hall and Hitch” he responded: “Tell him that was in a previous incarnation.” (Enthoven 1995).
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FIGURE 1: The price discretion
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Importantly, these studies give ground for the concept of value pricing, by suggesting that
value pricing is the theoretical opposite of cost-based pricing. They also suggest that if cost-
based pricing is something of degree, value pricing is also something of degree. In business
practice, managers may use both types of information simultaneously and to different degrees
in price decisions because both types of information are gathered by and distributed within
the organization in formal and informal ways. Once the controversy that Hall and Hitch started
was settled, attention for cost-principles theory started to fade. It was picked up by researchers
who aimed to explain phenomena that neo-classical economics couldn’t explain, such as price
stickiness (cf. Blinder, Canneti, Lebow and Rudd 1998) and it became an integrated part of the
behavioral theory of the firm (Cyert and March 1963).

Marketing strategy

The dominant role of price in mainstream economic theory, challenged Udell (1964) to show
that price is not that dominant in marketing practice. Using a survey approach, he examined
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the perceived relative importance of marketing mix elements. Many studies in Udell’s spirit
have been carried out, examining the relative importance of price in the marketing mix (Myers
1997; Pass 1971; Robicheaux 1975; Samiee 1987; Udell 1968; 1972). Overall, these studies sug-
gest that price is generally perceived as the second most important element after product or
product quality." In our modern marketing language, we would say that managers see the
drivers of customer value generally as most important, followed by price, which enables them
to take the rewards for creating value (cf. Nagle and Holden 1995).

An important study to this respect is Coe’s (1990) longitudinal study of pricing practices.
Throughout the 1980s she measured at three points in time, several variables of firms’ market-
ing strategies. The major conclusion that she drew from these data is that during the 1980s in-
novation came to a halt, and meanwhile cost-based pricing was on the rise. In other words: her
findings suggest that firms that stop creating customer value will increasingly focus on costs
rather than value information in their pricing processes.

Many of these surveys also focused on pricing methods, i.e. the explicit pricing practice by
which firms arrive at price decisions (Abratt and Pitt 1985; Antilla and Mo&ller 2000; Coe 1990;
Frambach, Nijssen, and Van Heddegem 1997; Hooley, West and Lynch 1981; Noble and Gruca
1999a; Piercy 1981; Tzokas, Hart, Argouslidis and Saren 2000; Udell 1972). In addition to cost-
based pricing, managers often also could choose options such as competition-based pricing
and demand- or value-based pricing in the questionnaires used by these surveys. Despite the
widespread belief that that cost-based pricing is the most widely used practice (e.g. Dean 1950;
Noble and Gruca 1999a), there is not yet a reliable estimate of the relative proportion of firms
that in price decisions are guided by information on costs rather than market information.

The behavioral theory of the firm

In an attempt to theorize on the organizational behaviors of firms’ managers, Cyert and March
(1963) developed the behavioral theory of the firm. Cyert and March (1963) see the firm as a
coalition of stakeholders that negotiate about objectives. Hence, these objectives are satisfy-
ing rather than maximizing in nature. Over time, simplified rules of thumb emerge in the firm
that may yield satisfying results. According to the behavioral theory of the firm, (cost-based)
pricing practices are such routines.

With this theory in mind, pricing researchers started to examine in more detail the organiza-
tional process by which prices are set in firms. A number of detailed case studies showed the im-

11 Only Robicheaux (1975) finds price to be the most important element, which he explains from the high inflation and
oil crisis of those days.
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portance of the organizational process in price and planning decisions. Whereas Hague (1971)
exemplifies the characteristics of the behavioral theory of the firm in organizational pricing
processes, others map organizational price decision processes in detailed flow charts (Capon
and Hulbert 1975; Capon, Farley and Hulbert 1975; Farley, Howard, and Hulbert 1971; Farley,
Hulbert, and Weinstein 1980). These studies make clear that the pricing process in organiza-
tional practice is highly complex and thus support the idea that value pricing is a capability.

Resource-based theory of the firm

An important theoretical contribution is the introduction of pricing to the resource-based view
of the firm. The basic writings are to this respect provided by Dutta et al. (2001) and Dutta,
Zbaracki, and Bergen (2003). Also Tzokas et al (2000) and Vorhies and Morgan (2005) touch
on the topic. The resource-based view of the firm suggests among others that performance
differences between firms are caused by the fact that firms have different resource-stocks (in-
cluding physical assets, but also non-physical assets like competencies, skills, and knowledge).
In order to outperform competitors, firms should struggle for a superior resource stock and
develop competencies that enable them to create superior value from the deployment of these
resources (e.g. Dierckx and Cool 1989; Hamel and Prahalad 1994; Wernerfelt 1984).

By studying pricing from a resource-based view, Dutta et al. (2001) actually follow the develop-
ment of the behavioral theory of the firm into organizational learning and competence-based
views. It acknowledges that pricing isn't a costless activity, but that it requires resources such
as information, skills and knowledge. Because these resources are used in an organizational
process that leads to a price decision, we speak of a pricing capability.”? It suggests that firms
should invest in their pricing capabilities, and that firms may outperform competitors because
they have stronger pricing capabilities. Therefore, firms should strategically distribute their
resources in processes of value creation and pricing (Dutta, Zbaracki, and Bergen 2003).

In order to understand how value pricing capabilities can be improved, it is important to un-
derstand which resources are used in a pricing process that pays respect to customer value
information. Following the rationale that value information flows from the network that sur-
rounds the firm, Ingenbleek (2004) theorizes on the desired chain relationships for value pric-
ing. A typical resource that is used by a value pricing capability is a market orientation. Firms
with market-oriented cultures are found to make more use of customer value information in
new product price decisions (Ingenbleek, Frambach, and Verhallen 2004; 2005). This study con-
firms what many studies on market orientation have found before, i.e. that market-oriented
firms create more customer value (Kirca, Jayachandran, and Bearden 2005). However, it makes

12 See Sanchez, Heene, and Thomas (1996) for the terminology in the resource-based theory of the firm.
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clear that creating value accounts only for approximately half of the performance, the other
half stems from the fact that customer value information is transmitted from the process of
value creation to the pricing process, resulting in a higher degree of value pricing.

In the discussion section of their article Dutta, Zbaracki, and Bergen (2003, p. 629) suggest that
the development of pricing capabilities is not only beneficial to the individual firm, but also to
the economy and society in general: ‘Managers in a firm without effective pricing processes
may be unable to set prices that reflect the wishes of their customers, so the customers may
misuse resources. As such effects ripple through a supply chain or a market sector, society may
be worse off because resources are used inefficiently.” Value pricing capabilities are therefore
not only crucial to the viability of the individual business, but play a central role in the func-
tioning of the economy as they ensure that rewards for allocating resources flow where they
should flow.

Summary

Value pricing refers to the degree to which the firm bases the price of a market offering on cus-
tomer value information. Because price decisions are made in a complex organizational proc-
ess, value pricing can not be taken for granted: it is a capability that requires coordination and
resources. The concept of value pricing stems from research on consumer price perceptions.
Its organizational context becomes clearer from studies on cost-principles theory, marketing
strategy, and the behavioral and resource-based theories of the firm. Because value pricing
capabilities enable firms to set coherent offerings in the market consisting of price and value,
and because they enable the firm to earn what the customer is willing to pay, they are vital to
the viability of the firm. For the same reason they play a central role in the functioning of the
economy in general.
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A price strategy is a means by which a pricing objective can be achieved in the market (Noble
and Gruca 1999a). A price strategy for sustainability thus is a way by which the pricing objective
of covering increased costs for sustainability, can be achieved in the market by using price as a
marketing instrument. It enables firms to set prices in such a way that consumers are willing to
pay a higher price, that will cover the additional costs of sustainable production as compared
to —"unsustainable”, or at least, “less sustainable”- mainstream production. We distinguish
four different price strategies for sustainability: (1) “The price is unfair!”, (2) Replacing unsus-
tainable substitutes, (3) Consumer donations, and (4) Value pricing. Each of these strategies
builds on specific consumer price perceptions and may be feasible under specific conditions.
We discuss them below in subsequent order.

“The price is unfair!”

Consumers form price perceptions by comparing newly encountered prices with a reference
price (Monroe 2003). Reference prices may be internal and external (Monroe 2003). Using the
external reference price, the consumer compares a newly encountered price with an existing
alternative on the shelves. An internal reference price is retrieved from the memory of the
consumer. An internal reference price is not a single number, but a range of prices that are ac-
ceptable to the consumer when he purchases a certain product (Monroe 2003). Each time the
consumer encounters a new price, he compares the price with the range of acceptable prices
in memory. By doing so, (1) the range of acceptable prices is further refined, (2) the consumer
judges how high the price is for the product, and (3) the consumer judges how fair the price is
(Monroe 2003).

Literature on fair pricing has generally examined the question how consumers perceive and
respond to prices that they consider too high to be fair (Xia, Monroe, and Cox 2004). It has for
example been found that prices that have “precise” endings like 23.37 are more frequently
perceived as fair than round endings (Monroe 2003). In the case of a price strategy for sustain-
ability, price fairness perceptions are used in a different way: organizations that put sustain-
able products on the market communicate to consumers that because they cover the costs of
sustainability, their price is “fair” whereas the prices of mainstream products are “unfair”.
Examples of products that are often priced according to this strategy are organic and Fair Trade
products.

“The price is unfair!”-strategies are typically related to responsible marketing strategies, in
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which suppliers differentiate their products exclusively on the basis of sustainability (see In-
genbleek, Crul, Frambach, and Rietveld 2005). The most important merit of these strategies
is their mirror function: they show that sustainable production is possible and that there is a
segment of consumers who believe they are charged a fair price and are willing to pay that
price. In general these market segments are however relatively small. The fact that “The price
is unfair!l”-strategy contradicts with the price knowledge of many consumers, and that it prob-
ably takes high involvement with sustainability issues to change these well-established price
ranges in the memory (Monroe 2003), may be an important reason why responsible marketing
strategies don’t seem to attract large market segments. In addition: consumers consider unfair
prices to their own disadvantage worse than when the disadvantage is for someone else (Oliver
and Swan 1989).

Supply chains that pursue responsible marketing strategies and price their products according
to a “The price is unfair!l”-strategy are likely to engage in cost-based pricing practices. They
build on a joint understanding that sustainability should be improved and that consumers can
be asked to pay for it. This justifies a consumer price that covers all the costs necessary for sus-
tainable production plus a small but fair profit margin. An example of such a cost-based price
mechanism for a supply chain is Hoste’s (2001) model for organic pork.

Replacing unsustainable substitutes

A second price strategy for sustainability is simply to remove products from the assortment
that are considered unsustainable. Although this may not seem a price strategy at first sight, it
has an important pricing condition. The best known and probably most successful example of
removing products that were considered not sustainable is the removal of battery eggs from
the table egg shelves in the supermarkets. All supermarkets in The Netherlands decided to
remove the battery eggs from their assortments in January 2004, many years before the Euro-
pean Community banned battery eggs.

If one or more supermarkets would have feared a loss from this decision, such a joint operation
would have been highly unlikely. The reason they did not withdraw is that cross-price elastic-
ity (Nagle and Holden 1995) of eggs is relatively low. In other words: if consumers experience
a price increase of eggs, the chance that they switch to other product categories is relatively
small. If the same consumer would have experienced comparable price increase in pork, he
might have switched to beef, chicken or any other substitute. Consumer price sensitivity thus
provides the basis for banning undesired products from the shelves. It also explains why ini-
tiatives that aim to repeat the success of free range eggs in other product categories may be
doomed to fail.
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Consumer donations

The purchase of food is typically situational dependent (Meulenberg 2003) and hence percep-
tions of price and value differ between different purchase situations. Changing the situation
could therefore help to change the customer’s perception of “what it's worth”. Donations
for sustainable food production build on this idea. In a “normal” economic transaction, the
customer pays a monetary price in exchange for the value that he obtains. If the value that
is obtained doesn’t satisfy any personal wants or needs but is beneficial to the society as a
whole, we speak of societal value rather than customer value (Ingenbleek 2003). The reward
for societal value should come from payments to the government such as taxation, and/or
from donations. Consumer donations as a price strategy for sustainability, thus comes down to
approaching the consumer in different ways rather than charging the consumer a higher price.
During the regular purchases, that often occur under time pressure, the consumer is asked
to make a donation for sustainable production. An important advantage of the change of
situation is that the consumer may face less time pressure than during food purchases. A well-
known example of this strategy is the “adopt a chicken” campaign for organic eggs: consumers
are asked to donate a certain amount of money for “their” chicken and in exchange they can
pick up the chicken’s eggs from time to time at a nearby store. Other types of donations may be
directly related to an economic transaction in which firms ask consumers to donate money for
a nonprofit objective in addition to payments for the regular price (Lichtenstein, Drumwright,
and Braig 2004).

Value pricing

Value pricing can also be considered a price strategy for sustainability. Ingenbleek, Crul, Fram-
bach and Rietveld (2005) see value creation as a marketing strategy with a potentially large
impact on sustainable development. Firms that create superior customer value may experience
several benefits from including sustainability attributes in their value creation. It protects their
brand and store images, for example from negative publicity and in some market segments it
may even strengthen these images. Value pricing can be seen as an extension of value strategy,
because it ensures that firms are rewarded for creating value. In particular, value pricing capa-
bilities enable firms to assess what a market offering is worth to the customer. Because profit
margins are potentially larger, additional costs for sustainable production are more likely to
be considered acceptable in firms that are capable of value pricing than in firms that are not
capable of value pricing.
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Table 1: Price strategies for sustainability

Price strategy

Consumer price effect

Conditions

Examples

The price is unfair!

Price fairness

Consumer involvement

Fair Trade, organic

Replacing
unsustainable
substitutes

Price sensitivity

Collaboration between
key competitors in
categories with none
or few substitutes

Free-range eggs

Donation

Change of situation.

Creation of societal
value

Organic eggs

Value pricing

Price quality
comparison
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Creation of customer
value

Dutch veal
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Given the limitations of other marketing and price strategies, value strategies in combination
with well-developed value pricing capabilities promise a fruitful avenue to improve sustain-
able development. To determine how value pricing capabilities are applicable to agribusiness,
we will first briefly discuss the most important theories that are used to solve pricing issues in
agricultural economics (transaction cost economics and agency theory). Next, we discuss how
value pricing capabilities relate to this theory. Finally, we discuss how value pricing capabilities
are becoming increasingly important in agribusiness.

Traditional approaches to pricing in agricultural economics

Agricultural economics traditionally deal with pricing issues from the perspective of transac-
tion cost economics and/or agency theory.

The concept of “transaction cost’ was first suggested by Coase (1937). Transaction cost implies
that there are costs to using the market mechanism, including costs for information search,
negotiation, monitoring and enforcement. The concepts of transaction cost economics were
developed by Williamson (1979). Transaction cost economics examine and predict how, given
the presence of bounded rationality and opportunism, organizations choose governance struc-
tures in order to minimize transaction cost. The choice of an appropriate governance structure
depends on the transaction characteristics, differing in the presence of asset specificity, un-
certainty about other parties’ actions, frequency of transactions, and the complexity of the
exchange arrangement.

Transaction cost economics provide a useful conceptual framework for analyzing the determi-
nants of supply chain structure in relation to quality issues, this being a crucial source of uncer-
tainty in transactions. Transaction cost economics predicts that vertical coordination is more
likely to be observed when the level of uncertainty is high, including informational uncertainty
when one party has information that the other lacks (information asymmetry). When infor-
mation asymmetry exists, buyers may be unwilling to pay high prices for food products given
their uncertainty about quality. Usually sellers have more information about the true quality
attributes of the product than buyers, and the information asymmetry between sellers and
buyers complicates the buyer’s problem of identifying quality (Venturini and King 2005).

Agency Theory focuses on individuals with conflicting objectives, whom all contribute to a
production process. Principal agent models deal with the design of incentive systems that help
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align the interest of agents and principals. The principal hires an agent, who contributes to the
production process. It is costly for the principal to observe and control that effort. The inherent
risk of agricultural production further complicates the problem. Even if product quality can be
assessed at a reasonable cost, it may be difficult to determine whether quality problems are
due to lack of care and effort by the primary producer or to factors beyond his control. This is
the basis for the moral hazard and risk sharing issues that have been a focus for the literature
on contracts and the provision of incentives (Otsuka, Chuma, and Hayami 1992; Salanié 1997;
Prendergast 1999; Bolton and Dewatripont 2005).

A variety of incentive mechanisms for addressing these agency problems have been proposed,
analyzed, and implemented. Quality premiums and discounts have long been used by grain
traders, food processors, and livestock slaughter plants to provide incentives for key product
attributes. Several recent studies have focused on alternative designs for premium/discount
schedules (e.g., Chalfant et al. 1999; Feuz 1999).

Principal-agent models are relevant when supply chain leaders work with chain partners to de-
liver high quality products to their consumers as efficiently as possible. The principal has nearly
all the bargaining power in the typical principal-agent model, and the agent’s compensation
equals the reservation price that defines the participation constraint. The distribution of re-
turns in a chain is influenced by the agents’ opportunities in competing chains.

In conclusion, the emphasis of both Transaction Cost Economics and Agency Theory on efficien-
cy provides limited insights on the distribution of revenues and costs among chain participants.
But they provide useful insights and offer tools for designing new (incentive) mechanisms.

A comparison of traditional approaches with value pricing capabilities

Comparing these traditional approaches to pricing issues in agricultural economics with the
concept of value pricing capabilities, we can distinguish three important differences: (1) the
extent to which the theory pays respect to efficiency and effectiveness, (2) the type of numeri-
cal abilities that are required when the theory is put to practice, and (3) the normative and
descriptive merits of the theories.

Efficiency and effectiveness. Value pricing is fundamentally different from traditional ap-
proaches to pricing in that it focuses on effectiveness, rather than efficiency. In other words:
value pricing capabilities are relevant when new value is created, a situation for which tradi-
tional approaches do not specifically account (Hunt 2000). Vice versa, value pricing capabilities
may help to turn value into profit, but they don‘t stimulate firms to produce and exchange the
value as efficiently as possible. This is where the traditional approaches to pricing offer an ad-
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vanced frame of thinking. Stated simply: value pricing is fundamental when new value is to be
created because understanding “what it's worth” may make a huge difference. Subsequently,
the new value should be as efficiently produced and exchanged as possible. Here, the tradi-
tional approaches can be helpful.

Estimation and calculation. Although not yet examined in literature, it seems likely that engag-
ing in value pricing requires different numerical abilities than applying traditional approaches
to pricing. Numerical cognition distinguishes calculation abilities from core numerical abilities
(Dehaene 1992; Feigenson, Dehaene, and Spelke 2004). Calculation abilities refer to reading,
writing, producing, and comprehending numbers (Deloche and Seron 1987). They deal with
sophisticated numerical concepts that are uniquely human and that should be learned over
time (Feigenson, Dehaene, and Spelke 2004). Calculation abilities will therefore help managers
to develop and perform calculative procedures that are prescribed by traditional pricing theo-
ries. Core numerical abilities reside at a deeper level in human minds than calculative abilities.
They provide a basis for humans to develop their calculation abilities and they are throughout
evolution inherited from pre-human ancestors (Feigenson, Dehaene, and Spelke 2004). The
ability that is most relevant to value pricing is approximate estimation (Dehaene 1992). In ap-
proximate estimation people access and manipulate a mental model of approximate quantities
similar to a mental “number line” (Dehaene 1992). In order to estimate what a product is worth
to the customer, managers generally lack objective numerical information about the custom-
er's value perception. As a consequence, they have no other option than to rely on their core
numerical ability of approximate estimation.

Normative and descriptive. A third important difference between value pricing capabilities
and traditional approaches to pricing is that value pricing capabilities and the theories that
relate to it, much better describe pricing as it occurs in business practice. Oxenfeldt (1973, p.
48) was actually the first to speak literally of a “gap between pricing theory and application.”
In particular, Oxenfeldt brought pricing as an organizational decision process to attention. He
claimed that the practice of such an organizational process is far more complex than the prob-
lems described in mainstream academic pricing literature. After him, several others repeated
this argument about the complexity (Bonoma, Crittenden, and Dolan, 1988; Diamantopoulos
1991; Gijsbrechts 1993).

Many authors attribute the gap between pricing theory and practice for the greater part to
economic theory, which they blame for having a lack of realism (Hall and Hitch, 1939; Monroe
and Della Bitta, 1978; Monroe and Mazumdar, 1988; Diamantopoulos, 1991). However, as Na-
gle (1984, p. S3) points out: “Yet, if one approaches economics expecting too much, one may
well come away with too little. Economic models are not designed to describe realistically the
way firms make price decisions.” In other words: traditional approaches to pricing provide
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normative statements for specific situations, and were never developed as descriptive theories.
The concept of value pricing capabilities stems from descriptive theories. Although it has no
strong tradition in developing normative statements, it does provide a basis to do so. In fact,
one study has been published providing normative statements on value pricing (Ingenbleek,
Debruyne, Frambach, and Verhallen 2003).

Value pricing in agribusiness practice

In the context of agribusiness, value pricing capabilities received, so far, scant attention. Con-
sistent with important developments that are going on in agribusiness (see for example Boeh-
lje 1999), some conceptual and managerial publications have initiated this field (Ingenbleek
2003; 2005; Ingenbleek and De Vlieger 2004).

It should be noted that in order to develop and use value pricing capabilities, firms need some
pricing authority. This doesn’t necessarily mean that firms determine prices that others pay,
but it suggests that insights that emerge in the firm have the potential to influence prices, for
example through negotiations about price levels, conditions of payment or price mechanisms
by which prices are set. Some actors in agribusiness have very little influence on prices. The
actor with the least influence is the consumer, who is generally confronted with a price tag on
which no negotiations are possible. Similarly, individual farmers have little or no influence on
prices, because the price negotiations —or, more frequently, the negotiations on price mecha-
nisms that underlie these prices— are generally taken care of on their behalf by representative
organizations.

Value pricing capabilities are therefore in the first place of importance for the larger chain
actors, especially those that obtained powerful positions within their chains (the so called
“chain masters”). In fact, their powerful positions are based on the customer value they create.
Following the rationales of the resource-based view of the firm, these firms have unique re-
sources that produce unique value, which makes them irreplaceable. Value pricing capabilities
work out in two directions in these firms (Ingenbleek and De Vlieger 2004): they help to gain
rewards from downstream actors (generally retailers or consumers) and they make sure that
unique value suppliers upstream are rewarded in such a way that relationships are strength-
ened and supply is secured. Using examples of two (imaginary) companies, Ingenbleek and
De Vlieger (2004) outline that these upstream and downstream value pricing capabilities are
strongly related. Only if the firm understands what their offerings are worth to downstream
partners and they manage to capture a fair reward for the value they deliver, they are able to
pass on the rewards to suppliers of unique value upstream in the supply chain.

This line of reasoning also provides a basis for sharing costs and rewards in supply chains. In-
genbleek (2005) argues that issues regarding sharing financial rewards in supply chains should

VALUE PRICING CAPABILITIES IN AGRIBUSINESS 95



96

be seen from a dual process of competition. Firms compete both with their chain on a con-
sumer market, as well as with (potential) competitors for their position within the chain. The
reward for the value that the chain as a whole delivers to the consumer can be shared by chain
partners on the basis of their uniqueness relative to their (potential) competitors. This will be
the most beneficial procedure for the competitive position of the chain as a whole, because
it motivates chain partners to continuously improve their resources to create new value and
to improve efficiency. In agribusiness practice, reward systems based on these rationales seem
on the rise. Such systems might include price premiums, profit sharing, minimum pricing ar-
rangements, or frame-contracts (Boehlje 1999). These systems often include rewards for risks,
because if a supply chain actor is willing and able to take the risks regarding issues like food
safety and perishability, this is often perceived as highly valuable by subsequent chain actors.

Because of structural changes that take place in the agribusiness environment, value pricing
capabilities are becoming more important. Increasingly, the conflicts encountered with rigid
incentive systems that do not adjust with changing economic conditions are likely to result in
the development of more flexible incentive systems, such as contribution based percentage
sharing of final product gross revenue (Boehlje 1999). An example was the replacement of
fruits and vegetable auctions in 1996. Due to increased competitive pressure among retailers
and the growing need to create more value in the fruits and vegetables assortments, the auc-
tion system was no longer considered efficient. The most dramatic change is probably that
product differentiation (which is in fact the creation of new customer value) is on the rise in
most agricultural sectors. The creation of customer value is to this respect no longer limited to
those chain actors that traditionally have played this role, such as large food processing com-
panies, but is increasingly assumed by other chain actors such as farmers. To this respect one
may think of new or improved types of fruits, vegetables and meat, either or not supported by
a specific region of origin.

Much of the agricultural production sector has focused on commodity products in the past and
these commodity products are typically produced in large volumes by numerous producers in
an increasing number of geographic locations in the world. Consequently, margins in commod-
ity production are under constant pressure because of market forces that encourage increased
production when prices and margins increase even slightly. In contrast, differentiated products
offer unique value that can’t be produced by everyone. As a consequence, the creation of
customer value requires price mechanisms that respect the value. Otherwise the creation of
value will not result in an increase of profit margins. This requires that well-established, tradi-
tional price mechanisms are replaced by new ones that are based on value pricing capabilities
(Ingenbleek 2003). The actors that create new value, as well as their chain partners who wish
to purchase it, should recognize that new value comes with new price authority (or increased
market power), and thus requires development of value pricing capabilities.
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Conclusion and implications

This paper focused on three questions: (1) what are value pricing capabilities? (2) Why are value
pricing capabilities important for sustainability? And (3) how do they relate to the theory and
practice of agribusiness?

Value pricing refers to the degree to which the firm bases the price of a market offering on
customer value information. Because price decisions are made in a complex organizational
process, value pricing is not to be taken for granted: it is a capability that requires coordination
and resources. Because value pricing capabilities enable firms to set coherent offerings in the
market consisting of price and value, and because they enable the firm what the customer is
willing to pay, they are vital to the viability of the firm. For the same reason they play a central
role in the functioning of the economy in general.

Value pricing is also a price strategy for sustainability. To this respect it is promising, because
it doesn’t have the disadvantages related to other strategies. A price strategy based on price
fairness perceptions of consumers faces the problem that it should change the well-established
price perceptions in the memories of these consumers. Excluding less-sustainable products from
the assortment is a viable strategy only if cross-price elasticity with other product categories
is very low. Donations can’t be expected from consumers for every product, but nevertheless,
consumer donations for societal value is a topic that could be further explored.

The concept of value pricing —as well as the theories to which it relates (price perception theo-
ry, cost-principles theory, marketing strategy, the behavioral and the resource-based views of
the firm)-is complementary to traditional approaches to pricing in agricultural economics, i.e.
transaction cost economics and agency theory. In contrast to these traditional approaches, val-
ue pricing implies gaining rewards for value creation; it is more realistic with respect to pricing
as this occurs in business practice (whereas its normative aspects need further development);
and it is more basic in terms of peoples’ cognitive numerical abilities. Value pricing capabili-
ties hold important relevance for current structural changes in the agribusiness environment.
In particular, the creation of customer value in subsequent stages in the supply chain calls for
upstream and downstream value pricing capabilities. The creation of customer value changes
the well-established roles of chain partners and therefore also often calls for a replacement of
traditional price mechanisms by new ones based on value pricing.
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Implications

It has become clear that value pricing capabilities are under the surface of many developments
in agribusiness. When managers are able to recognize them and are supported with knowl-
edge on the functioning of these capabilities, they become able to strengthen them. This is
not only beneficial to the firm itself, but also to its chain partners and the functioning of the
economy in general. If the aim of public policy is therefore to stimulate economic growth, it
should pay attention to the development of knowledge on the subject and increase of aware-
ness of value pricing capabilities.

If the objectives of public policy are different from or broader than economic growth alone, a
better understanding of value pricing capabilities may help public policy to guide development
in the desired directions. After all, value pricing determines the rewards that firms receive in
return for their investments in the creation of customer value. In particular, as it comes to
strengthening sustainable development, Ingenbleek, Crul, Frambach, and Rietveld (2005) draw
the implications for supporting value strategies that are -when accompanied by investments in
sustainability— a promising avenue. In this paper, we extended this line of thinking suggesting
that it also provides the most likely possibility of charging higher prices to consumers (which
seems inevitable for many improvements of sustainability). The development and use of value
pricing capabilities is then a necessary condition for sustainable development through value
strategies. Because sustainability attributes are probably considered secondary in the valuable
market offerings, firms will invest only in sustainability if their margins are sufficiently high.
This places value pricing capabilities in a central position of sustainable development with
none or limited government intervention in the economy.
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Research agenda

Although our knowledge on value pricing from the perspective of consumer price perceptions
is relatively well-developed in a mature stream of research, we know little about the function-
ing of value pricing within businesses. On one hand, there has been substantial attention for
the creation of customer value, on the other hand there is an abundancy of studies on pricing
from traditional perspectives. Neither of these provide insight in how rewards for creating cus-
tomer value can be obtained. This type of knowledge is however essential to successful value
strategies that provide a promising direction for sustainable development. The disproportional
attention for costs in pricing issues, and a transition of food supply chains to food demand
chains, underline the necessity of this understanding.

Given the current state of knowledge on value pricing capabilities, we propose a research
framework in which we develop both our knowledge of value pricing capabilities in general,
and its contributions to sustainable agriculture. These proposed research projects can be ac-
companied by case-based descriptions in and applications to agriculture. We distinguish four
directions for future research: (1) extensions and refinement of the concept of value pricing ca-
pabilities, (2) resources and coordination of value pricing capabilities, (3) value pricing capabili-
ties and environmental uncertainty, and (4) the relation of value pricing capabilities, corporate
social responsibility, and sustainability.

Extensions and refinement of the concept of value pricing capabilities. This position paper pro-
vides a qualitative state-of-the-art review of the concept of value pricing capabilities. Two im-
portant direct contributions could be made, building directly on this review. First, the concept
can be further refined to make it more suitable for normative predictions. Such an effort could
be helpful to escape from the normative-descriptive discrepancy in pricing literature. Second,
in addition to the qualitative review of the available studies, a quantitative review requiring
meta-analysis techniques will help to determine the bottom-line in value pricing capabilities.
Because in the past more studies have focused on the use of cost information in pricing prac-
tice than on value information, such an effort could answer the question: ‘how many firms are
actually engaging in costs-based pricing?’. In other words: ‘how difficult is this value pricing
capability actually?’.

Resources and coordination of value pricing capabilities. In order to really understand how
value pricing capabilities function, a better insight is needed in which resources are used by
value pricing (i.e. which types of knowledge) and how the use of these resources is coordinated
within the firm. These studies could for example focus on questions such as ‘which business
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functions participate in the pricing process and what are their relative contributions?’, ‘What
do they learn during this process?’, ‘To what extent are these processes planned and to what
extent improvised?’ and ‘How is knowledge transferred from value creation processes in the
firm to pricing processes?’, etc.

Value pricing capabilities in chains and networks. In order to understand how value pricing
capabilities function in larger systems of firms, they should be studied in the context of chains
and networks. These studies could focus on a variety of questions such as: ‘Which type of
relationships and network structures are beneficial to value pricing?’, ‘How are value pricing
capabilities used in negotiations between chain partners and in what kind of contracts do they
result?’, and ‘How do value pricing capabilities function when value is created for multiple cus-
tomers?’. An example of the latter is a care farm that offers recovery facilities to patients and
produces agricultural goods at the same time.

Value pricing capabilities and environmental uncertainty. The transition to sustainable agricul-
ture is typically associated with uncertainty in the business environment of firms. A question
that is particularly relevant to this respect would be the functioning of value pricing capabili-
ties in different business environments. In particular high degrees of demand uncertainty (‘is
the value we create really valuable?’), and price sensitivity (consumers appreciate it, but still
opt for the less expensive alternative), may effect the functioning of value pricing capabilities.
The relevance of these capabilities in environments with increasing competition (e.g. low wage
countries, ending protection by EU) could also be examined.

Relation of value pricing capabilities with corporate social responsibility (CSR) and sustain-
ability. The relation of value pricing capabilities could be further specified in relation to value
strategies and the incorporation of sustainability attributes in these strategies. These efforts
could give more clarity with respect to questions such as: ‘If firms make strategic change to
value creation, when do value pricing capabilities start to develop?’, ‘If they start to develop,
when do they start to pay off?’ and ‘Once they start to pay off, does this have an impact on
CSR and the level of sustainability that the firm wishes to achieve?’, etc. Emphasizing the cen-
tral role of value pricing capabilities in business and general economic development, such a
research effort could clarify how value pricing capabilities can be most effectively used for the
sake of sustainability.
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