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The Economics of Fair Trade

Nathan Nunn

Fair Trade certification, a label-
ing initiative that offers better terms
to producers and helps them to orga-
nize, aims to offer ethically minded
consumers the opportunity to help
lift producers in developing countries
out of poverty. In a series of recent
papers, I have examined the causes
and consequences of Fair Trade
certification.!

The appeal of this initiative is
reflected in the impressive growth of
Fair Trade-certified imports over the
past two decades. Since Fair Trade’s
inception in 1997, sales of its certi-
fied products have grown exponen-
tially. In 2016, when data are last
available, there were over 1,400 Fair
Trade-certified producer organiza-
tions worldwide representing more
than 1.6 million Fair Trade-certified
farmers and workers in 73 countries
across 19 product categories.

This growth appears to be driven
by socially motivated demand by
Western consumers who are willing
to pay more for coffee that is pro-
duced in a manner consistent with
Fair Trade certification. A number
of recent studies focusing on coffee
provide convincing evidence that the
demand for Fair Trade-certified prod-
ucts is significantly higher and less
price-sensitive than for conventional
products.?

Among the products that have
Fair Trade certification, coffee is the
largest product category. A compari-
son of coffee with other products in
terms of the number of producers that
fall under the certification is shown
in Figure 1. Fair Trade accounts for
48 percent of all Fair Trade farmers
and for 46 percent of total premiums
paid.? Given this, my research has
tended to focus on this sector.

Fair Trade uses two primary
mechanisms in an attempt to achieve
its goal of improving the lives of
farmers in developing countries. The
first is a guaranteed minimum price
to be paid if the product is sold as
Fair Trade. This is meant to cover
the average costs of sustainable pro-
duction and to provide a guarantee
that reduces the risk faced by coffee
growers. The second is a price pre-

Number of Fair Trade Workers
and Producers by Product Type

Nuts § 14,300

Fresh fruit 18,700
Bananas 20,300
Cane sugar 37,200
Flowers 37,500
Seed cotton

Cocoa 141,800

258,100

580,200

Source: R. Dragusanu and N. Nunn,
NBER Working Paper No. 20357

Figure 1

mium paid to producers. This pre-
mium is in addition to the sales price
and must be set aside and invested in
projects that improve the quality of
life of producers and their commu-
nities. The specifics of how the pre-
mium is used must be reached in a
democratic manner by the producers
themselves.

The relationship between the
sum of the minimum price and price
premium — the guaranteed amount
that Fair Trade-certified producers

NBER Reporter e No. 2, June 2019 27


http://www.nber.org/people/Nathan_Nunn

receive if their products are sold as Fair
Trade — and the market price is shown in
Figure 2 for coffee. From the figure it is
clear that the market price for coffee has
historically been volatile and that, for sig-
nificant periods of time, the market price
has been below the Fair Trade price.

The study examines the universe
of coffee mills in Costa Rica, observed
annually over a sixteen-year period,
1999-2014. The analysis accounts
for time-invariant differences across
mills, as well as mill-invariant differ-
ences across years. Despite account-

that is eligible to be sold as Fair Trade
can actually be sold as Fair Trade by
Fair Trade-certified farmers.> The mag-
nitude of our estimates is consistent
with this fact. Taken at face value, they
indicate that only 12 percent of Fair
Trade-eligible coffee was sold as Fair

Despite the rapid
growth and perva-
siveness of Fair Trade
products, well-iden-
tified evidence of the
effects of Fair Trade 3.0
certification remains
scarce. The question
remains: Does Fair 20
Trade  accomplish
its intended goals?
Does it really work?
My recent study with 05
Raluca  Dragusanu

U.S. dollars/Ib
35

2.5

Coffee Prices: Fair Trade vs. Worldwide Arabica

Fair Trade price 3

— Worldwide Arabica price

Trade over our sam-
ple period. Put dif-
ferently, we find that
if the effective price
benefit to Fair Trade
certification — the

difference between
the  Fair  Trade
and  conventional

prices — increases by
1 cent, the average
price benefit received

by  Fair  Trade-
! certified mills is only
T T T T 0.12 cents.

attempts to answer U

this question by esti-
mating the effects of
Fair Trade certifica-
tion within the coffee

T
1988

T T T
1990 1992

T T T
1996 1998

T T T T T T T T T T T
1994 2000 2002 2004 2006 2008 2010

When the market price is above the Fair Trade price floor, the Fair Trade price = market price + the Fair Trade premium. The Fair Trade
premium was 0.05 $/Ib. until June 2006, when it became 0.10 $/Ib. It was raised again in April 2011 to 0.20 $/Ib.
Source: The Fairtrade Foundation and the World Bank

2012 2014 2016

We then turn to
upstream effects and
estimate the effects of
Fair Trade certifica-

sector in Costa Rica.*
The primary issue
one faces when attempting to iden-
tify the causal effects of Fair Trade is
that certification is endogenous. For
example, mills may become certified
when they also obtain a lucrative long-
term contract from a large buyer like
Starbucks. To gain a better understand-
ing of the nature of selection into cer-
tification, in August 2012 we inter-
viewed several Fair Trade-certified
coffee cooperatives to collect infor-
mation on the factors that lead co-
ops to become Fair Trade-certified.
Importantly, and perhaps surprisingly,
we learned that the reasons for selec-
tion appear to be ambiguous or even
negative. In theory, positive selection
could arise, since those with the great-
est capacity to adopt Fair Trade are
also capable in other dimensions of
business. However, in reality, the most
common narrative during our inter-
views was that Fair Trade was some-
thing that producers resorted to only if
they had difficulty selling their coffee

otherwise.

28

Figure 2

ing for these factors, it is still pos-
sible that selection into certification
results in misleading estimates of the
causal effect of Fair Trade certifica-
tion. Thus, the estimation strategy also
exploits the fact that the expected ben-
efits that accrue because of Fair Trade
certification varied significantly during
our sample period. This is true both
because of variation in the market price
of conventional coffee and in the price
paid for Fair Trade-certified coffee due
to changes in the Fair Trade minimum
price and price premium. This gen-
erates time variation in the price dif-
ference between Fair Trade and con-
ventional coffee, which the study also
exploits.

The estimates indicate that when
the price floor is binding, Fair Trade-
certified producers sell their products
at higher prices and earn more reve-
nues. Thus, Fair Trade does have some
effect. However, we also find that the
effect of Fair Trade is limited to only
a fraction of the market: not all coffee

tion on intermediar-
ies, farmers, and farm
employees. We link Fair Trade certifi-
cation to these individuals, observed in
household survey data, by construct-
ing a measure of the share of exports in
a canton (an administrative region in
Costa Rica) and year that is from Fair
Trade-certified producers.

Since one of the explicit goals of
Fair Trade is to set aside funds for
community projects, it is possible that
houscholds not directly involved in
coffee production, but living in the
same canton, may also benefit from
an increase in Fair Trade certification.
Thus, our analysis checks for the pres-
ence of spillovers by examining the
effects of Fair Trade certification on
all households in a canton, includ-
ing those not employed in the coffee
sector.

We find no evidence of positive
spillover effects from Fair Trade certifi-
cation to households in the canton not
working in the coffee sector. For those
working within the coffee sector, we
find sizeable, highly uneven benefits.
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Within the coffee sector, we sepa-
rately estimate the effects of Fair Trade
on the incomes of three groups. The
first is skilled coffee growers, who are
primarily farm owners and are 33 per-
cent of those working in the coffee sec-
tor. The second is unskilled workers,
such as coffee pickers and farm labor-
ers. This is the largest group, account-
ing for 61 percent of those working in
the sector. The third is non-farm occu-
pations in the coffee sector, primar-
ily intermediaries and their employees
who are responsible for transportation,
storage, and sales. This group accounts
for 6 percent of those working in the
sector. The size and average annual
income of ecach

it decreases income inequality within
the coffee sector by transferring rents
from higher-income intermediaries to
lower-income farm owners.

According to our estimates, about
10 percent of the gains to farm owners
are likely due to the losses to intermedi-
aries, while the remaining 90 percent of
the gains are explained by the minimum
price of Fair Trade-certified coffee. The
magnitudes of our estimated effects
line up very closely with expected ben-
efits to Fair Trade, based on actual sales
by Fair Trade-certified producers, the
difference between the world price and
the Fair Trade price guarantee, and the
number of coffee producers, workers,

tive income effects that we find for cof-
fee intermediaries.

In the end, our household esti-
mates paint a mixed picture. Fair Trade
appears to have helped farm own-
ers, increasing their incomes. Part of
these gains (approximately 10 percent)
appears to arise from a transfer of rents
from intermediaries. This is likely due
to the creation of farmer cooperatives
that perform many of the activities that
intermediaries would otherwise per-
form. As a consequence, Fair Trade is
also associated with a significant reduc-
tion in the incomes of intermediaries
in the coffee sector. By these metrics,
Fair Trade appears to be accomplish-
ing some of its stated

group in our sample
are summarized in
Figure 3. The figure
also summarizes the
estimated effects for

Average income (000s)

each group.
We find large
positive income

effects for farm own-
ers. An increase from
zero to the mean Fair
Trade-certification

intensity is associ-
ated with a 2.2 per-
cent increase in aver-

Unskilled
coffee workers

owners

Coffee-farm

The Effect of Fair Trade Certification on Incomes in Costa Rica

Change in canton-level average annual income
due to moving from no Fair Trade-certification to
the average canton-level certification intensity

Unskilled
coffee workers
n=1,723

Coffee All
intermediaries occupations
(including

non-coffee)

Source: R. Dragusanu and N. Nunn, NBER Working Paper No. 24260

Coffee-farm
owners
n=943

goals. The relatively
impoverished  cof-
fee farmers gain at
the expense of the
wealthier coffee inter-
mediaries. However,
we also find that the
poorest and largest
group within the cof-
fee sector — unskilled
workers — does not
gain at all from Fair
Trade. In addition, we
find no evidence of
positive spillovers of
benefits to those in

Coffee
intermediaries
n=171

age income. Given
that this group is
one-third of those working in the cof-
fee sector, this is a sizeable benefit
that affects a large number of individ-
uals. However, we also find that for
unskilled workers, the poorest and larg-
est group within the coffee sector, there
is no evidence of a positive effect of
Fair Trade on incomes. The estimated
effects for this group are small and sta-
tistically insignificant. Lastly, we find
that the small group of intermediaries
in nonfarm occupations is hurt signifi-
cantly by Fair Trade. For this group, the
same increase in Fair Trade intensity is
associated with a 2.6 percent decline in
average incomes. Since intermediaries
have incomes that are approximately 40
percent higher than those of farm own-
ers, a consequence of Fair Trade is that

Figure 3
and intermediaries in Costa Rica dur-
ing our sample period.

Motivated by the fact that within
Costa Rica, cooperatives commonly
use Fair Trade premiums for build-
ing schools, purchasing materials, and
providing scholarships, we also exam-
ine the effect of Fair Trade certifica-
tion on education, as measured by the
enrollment of school-aged children.
However, we find no evidence of posi-
tive effects of Fair Trade on schooling.
The one education effect of Fair Trade
that we do find is adverse: For the
children of intermediaries, Fair Trade
certification is associated with a 7.3
percentage-point decrease in the proba-
bility of high school enrollment. These
effects are likely due to the large nega-

the local community
who work outside of the coffee sector.
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