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Abstract

In this paper, we develop a model of North-South trade to investi-
gate the impact of Fair Trade. In the absence of a label, Southern pro-
ducers are exploited by monopsonisitic traders who export to Northern
markets. The Fair Trade label, given to some existing traders, certifies
the adoption of high labour standards or the payment of fair prices to
producers in the South. We first show that such a label is never Pareto-
improving: the welfare of unlabeled and some labelled producers in
the South falls while the welfare of Northern consumers increases. An
expansion of Fair Trade tends to exacerbate those effects. We also
show that the consequences of fair trade are systematically dampened
in environments where traders enjoy more market power. We also
explore an alternative setting in which new Fair Trade cooperatives
are introduced alongside private traders. The cooperatives maximize
the welfare of the producers they trade with. We show that our main
results also apply in this context.
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1 Introduction

Over the recent decades, consumers in the North have expressed an increased
concern about the working conditions prevailing in the production of what
they import from less developed economies.!? The sales of Fairtrade certified
products have been growing rapidly over the last two decades. In 2021,
there were 1930 Fairtrade certified producer organizations in 68 producing
countries, representing more than 2 million farmers and workers. That same
year, an estimated global amount of 200 million Euros of wage premium
were paid to these producers.® Fairtrade products typically include coffee,
cocoa, bananas, cane sugar, flowers, tea, cotton, fresh fruits, wine grapes,
sports balls, etc. Besides their commercial success, most labeling programs
are also actively supported by many international organizations such as ILO,
UNICEF and major NGOs (Oxfam, Max Havelaar,...).

Fair trade labels can be seen as an effective way to solve informational
asymmetries. In many instances consumers are not well informed on the
social and economic conditions under which the good they consume has been
produced. Labeling by an independent third party provides them with the
appropriate information.* Labels are also particularly attractive as they do
not rely on coercion but simply provide information to the consumers. The
latter are then free to choose, by paying a higher price, to support better
production conditions, giving rise to a form of ’"democracy by the consumers’.
One expects labeling programs to improve consumer welfare and wages to
reward complying producers (See e.g. Zago and Pick (2004), Baksi and Bose

Various studies show that consumers have a preference for ’fair’ products and are
willing to pay a premium for fair trade products (e.g. Prasad et al., 2004, Hiscox and
Smyth, 2005, De Pelsmacker et al, 2005; Loureiro and Lotade, 2005; Basu and Hicks,
2008, Poelman et al 2008, Tagbata and Sirieix, 2008, Cranfield et al., 2010, Elfenbein and
McManus, 2010, Hainmuller et al, 2015, Hiscox and Smyth, 2011, Sirieix et al, 2013).

2While this movement probably reflects genuine concern about the welfare of poor
producers, fair trade restrictions can also be partly motivated by protectionist motives
against 'unfair’ competition by countries applying low labour standards. Numerous pro-
posals have been put forward to incorporate minimum labour standards into international
trade rules. See Rodrik (1996), Freeman (1998) and Bhagwati (1995) for a discussion on
the pertinence of imposing labour standards, in line with the debates on the WTO. See
also Maskus (1997), Fisher and Serra (2000), Fung et al. (2001), and Brown (2001) for
more details on labour standards and international trade.

3www.fairtrade.net , Fair Trade International: ” Annual report 2023” and ”Monitoring
the scope and benefits of fairtrade, Fourteenth edition, 2023”.

4Since Akerlof (1970), market failures due to the lack of information on product quality
are well known. Labour standards in the production process is a hidden characteristic of
goods which is not revealed to consumers even after consumption, a ’credence’ character-

istic (Nelson, 1970, Darby and Karni, 1973).



(2007), Roe and Sheldon (2007), and Bonroy and Constantatos (2008)).

On the other hand, labels can be viewed as a tool in the hands of South-
ern producers to price discriminate between different types of consumers.’
A priori, one expects social labeling to improve the welfare of both North-
ern consumers and Southern producers. These benefits may however get
dissipated under free entry, as argued by de Janvry et al. (2015) about
coffee cooperatives in Central America. Some producers in the South may
also directly suffer from the introduction of fair trade: ”Ethical trading in
Bangladesh has both positive and negative consequences, (...). Working con-
ditions have improved in compliant factories, but workers in non-compliant
firms are worse-off.” (Murshid et al (2003), see also Valkila and Nigren (2009),
Dragusanu and Nunn (2014) or Jaffee (2009), Dragusanu et al. (2022)).

This paper investigates who benefits and who is disadvantaged by Fair-
trade certification, and identifies the mechanisms that determine the mag-
nitude of these effects. We set up a simple North-South trade model and
analyze the impact of the introduction of a fair trade label in the South. In
the absence of the label, producers in the South sell their output to compet-
ing monopsonist traders who have exclusive access to export markets. Their
market power is modeled as arising from market frictions: each producer has
idiosyncratic preferences over existing traders, who exploit these preferences
by under-pricing the output they purchase. If labeled, a trader pays a higher
price for the goods and guarantees improved production conditions. We as-
sume that (a) at least some consumers in the North are willing to pay a price
premium for labeled goods (i.e. demand for the labeled good exists), and
(b) the label is perfectly implemented and monitored. Taken together, these
assumptions tend to bias the results of the model in favor of a positive im-
pact of labeling. Given the relatively limited scope of fair trade in practice,
we focus on situations under which the Northern market is not saturated
by labeled goods, so that some Northern consumers also consume unlabeled
goods.®

We first show that fair trade cannot be Pareto-improving and always gen-
erates losers among producers or consumers. The welfare of unlabeled pro-
ducers in the South increases if and only if the welfare of Northern consumers
decreases. The intuition behind this result is as follows: if the equilibrium
price of unlabeled goods rises, Southern producers in the unlabeled sector are

®From the firm’s point of view, a label raising the demand for labeled goods can be
viewed as a form of informative advertising.

6Thus, FLO, the umbrella body for Fairtrade ensures compliance with Fair Trade stan-
dards through a long and strict certification process, which involves a lengthy initial in-
spection, followed by regular on-site visits. At the end of 2021 for instance, FLO had
certified only 1930 producer organizations.



better off but consumers in the North are worse off since, in equilibrium, they
are indifferent between consuming the high price labeled good and the low
price unlabeled good.(The reverse holds when the unlabeled price falls.) Un-
labeled prices increase when the fair trade label certifies working conditions
that reduce substantially labour productivity, labour hours or the effort lev-
els of the labeled producers. More interestingly, the welfare of some labelled
producers may fall, as they enjoy better prices or working conditions when
selling to a labelled trader, but loose the idiosyncratic benefits they enjoyed
with their traditional trader. We also show that the effects of fair trade are
systematically dampened in less competitive environments or when a smaller
set of producers are labeled. Indeed when traders have more market power,
fewer producers switch into the labeled sector, so the labeled segment remains
small and the aggregate effects of the label are muted. Conversely, when more
producers become labeled, the labeled sector expands, which amplifies the
general-equilibrium effects of certification and magnifies the resulting welfare
losses for other Southern producers. Finally, we explore an alternative set-
ting in which new Fair Trade cooperatives are introduced alongside private
traders. We assume that these cooperatives make no profit and maximize
the welfare of their 'members’; i.e. the producers they trade with. We show
that our main results also apply in this context.

Our framework and our main results can, to some extent, be generalized
to some eco-labelling and environmental standards. For Northern agents,
environmental concerns take the form of a warm glow effect when consuming
eco-labelled food, while Southern producers directly enjoy private benefits
from such standards (under the form of health benefits, for instance) but
incur private costs (e.g., by renouncing to pesticide use). However, this
interpretation does not fully capture the public good nature and the inter-
temporal consequences of such standards (e.g. think of sustainable forest
management practices), which would require a different setting.

So far the literature has essentially proposed partial equilibrium analyses
of fair trade, pointing to the beneficial implications for qualifying producers
by reducing the traders’ market power (Baumann (2012), Podhorsky (2015)).
In the present paper, we investigate the properties of fair trade as an instru-
ment to reduce the traders’” market power in the South and focus on its
consequences in terms of welfare. The market equilibrium perspective allows
us to also analyze more satisfactorily the demand for fair trade, as well as
to identify among the different components of fair trade those that are more
conducive to welfare gains for the producers in the South.”

"Some authors also raise doubts about the beneficial impact of a label ’child labor free’
label (see e.g. Brown (1999), Davies (2005), Basu et al. (2006), Edmonds (2007), Doepke



The paper proceeds as follows. In Section 2 we present the model and
derive the market equilibrium prevailing before and after the introduction of
a label in Section 3. In Section 4, we characterize the welfare impacts of the
label and investigate the consequences of expanding fair trade or increasing
the monopsony power of traders. Section 5 investigates the implications of
creating fair trade cooperatives and a final Section concludes.

2 The model

We consider an economy with two countries, North and South, denoted by
N and S respectively. In each country, there is a continuum of measure 1 of
identical individuals, who have one unit of time that they supply inelastically
on the labour market. We assume complete specialization in production, with
the North producing clothes and the South producing food. The production
functions are linear, with labour as the only input. Productivity in the North
is equal to ~, each worker producing v units of clothes. We let clothing be
the numeraire so that its price is normalized to 1. The income of a worker in
the North is then equal to 7. Productivity in the South is equal to 1, with
each producer producing one unit of food.

There are potentially two sectors in the South, the labeled and the unla-
beled one, respectively denoted by ¢ and u. We let p, and p, stand for the
price of labeled and unlabeled food respectively. A label on a unit of food
certifies that it has been produced under well defined labour standards and
fair wages. Monitoring is perfect so that there is no uncertainty associated
with the quality of the label.®

2.1 The North

In the North, individuals consume food and clothing, but also care about the
working conditions under which the Southern goods they consume has been

and Zilibotti (2010) and Baland and Duprez (2009).) In contrast to the present analysis
which focuses on exploitative working conditions or pricing practices, being underage is a
fixed characteristic of the worker which cannot be changed by the label.

8The introduction of uncertain quality, while making the analysis more complex, yields
essentially similar results as the ones presented in the paper, as long as consumers are
ready to pay a premium for labeled - of uncertain quality - over unlabeled food.



produced.’ The utility function of a Northern consumer is as follows:

Uv = (14 Ap) & (f + o) (1)

where 0 < a < 1, ey represents the amount of clothing, f&, the amount of
labeled food and fy;, the amount of unlabeled food consumed. A, is a dummy
variable which takes the value 1 when consuming labeled food, and 0 oth-
erwise.!’ Northern agents, when consuming labeled food, receive a sense of
personal satisfaction or a “warm glow” (Andreoni (1990)) and enjoy an extra
utility benefit 1 > 0 when choosing labeled food.!!

The budget constraint of a Northern household is given by:

en + fape+ fapu=7>1

2.2 The South

Southern producers care about the working conditions they face. As con-
sumers, however, they are not concerned about the labour conditions involved
in the food they consume.'? Their utility from consuming goods, which we
will refer to as their ’consumption utility’, is as follows:

Vo= (1+060)cs (fs+ f§) (2)

where cg and f% represent respectively the amount of clothes and food
of type k = ¢, u, consumed. The two types of food are perfect substitutes,
so that, as a consumer, he purchases the least costly variety. When working
under high labour standards, the dummy variable § takes the value 1 and the

9Without loss of generality, we henceforth assume Cobb Douglass utility functions for

all agents. Our main results do not depend on this particular assumption, as they can
easily be generalized to all regular utility functions, at the cost of expositional simplicity.

10Without loss of generality, we implicitly consider that a particular Northern consumer
consumes only one type of food so that either f§ = 0 or f% = 0.

'Modeling label preferences as a warm-glow allows us to focus on the price mechanism
emphasized in the paper. An alternative specification in which Northern consumers derive
utility directly from Southern outcomes (e.g. wages or welfare in the non-labeled sector)
would introduce an additional welfare channel and could modify the Pareto result in
Proposition 2 below.

12This assumption is by no way necessary for the validity of the results. It simply allows
us to distinguish between concerned and unconcerned consumers without additional nota-
tion. The model, and its results, can trivially be extended to the case where some Southern
consumers also care about labour standards. Similarly the model can be extended to take
into account that some Northern consumers are indifferent.



worker receives a utility benefit of § > 0, J is equal to 0 otherwise.'®. In the
context of social labeling, this benefit can be interpreted as any agent-specific
non-monetary gain associated with certification (such as improved working
conditions, reduced health risks, or access to social rights). What matters
here is that the benefit is privately appropriated by the producer. This dif-
fers from other types of labels, such as environmental labeling, for which the
benefit enjoyed by the producers have a public good nature (reduction of
pesticide use, better water quality, etc.). In the latter case producers face
a standard free-riding problem inherent to public good provision, and the
label will be under-provided. A deeper analysis of this type of labels requires
another analytical setting.

Unlike Northern producers, Southern producers do not sell their produc-
tion directly on the world markets. Instead, there is a number T of traders
to whom they sell their output. The producer trades with the trader he
prefers and these traders differ across several dimensions. First, a trader can
either be labeled or unlabeled. Producers can produce labeled food only if
they trade with a labeled trader. Second, different traders can offer different
wages. Let Vg,; denote the utility derived from producing and consuming
goods when trading through intermediary i.

When a Southern producer trades with a particular intermediary 7, he
also gets an idiosyncratic benefit ¢;. His full utility when trading with trader
7 is given by:

Us = V&i + € (3)

Each producer j faces a set of potential traders ¢ € T" and has their own
vector of idiosyncratic preferences E; = {¢;}ier, representing the match-
specific utility they derive from trading with each intermediary. This id-
iosyncratic benefit €; varies across each possible pair of producer and trader
and is drawn from an i.i.d. Gumbel distribution with mean zero and stan-

dard deviation d (7/v/6).'*

13The utility benefit # enters the utility function of the Southern producers multiplica-
tively to mimic the utility benefit Northern consumers get when consuming fair trade.
However, the results of this paper also hold with an additive utility benefit 6.

MThe Gumbel distribution is similar to the Normal distribution, but unlike the Normal
it is skewed to the right. The choice of the Gumbel (which is standard in discrete-choice
models), as opposed to a Normal or Uniform distribution, is made for reasons of tractabil-
ity. It allows a closed-form solution for the proportion of producers who choose a given
intermediary (see Equation 4), which is otherwise non-trivial because it requires comparing
the idiosyncratic benefit from this trader with those from all other traders. The Gumbel



The parameter d scales the dispersion of the idiosyncratic term ¢; and
thus captures the degree of heterogeneity in producers’ preferences across
traders. Formally, d determines the variance of the unobserved idiosyncratic
terms and, while it does not measure market power per se, it is closely related
to the degree of effective market power in the intermediary sector. A larger
d implies greater heterogeneity and stronger producer attachment to specific
intermediaries—producers become more “loyal,” and competitive pressure
across traders weakens. Conversely, smaller values of d correspond to more
homogeneous preferences, stronger substitutability across traders, and more
competitive market conditions. This parameter can therefore be interpreted
as summarizing the overall strength of the economic bonds between producers
and specific traders. It may reflect unmodeled structural factors such as
geographic dispersion (through transportation or communication costs), size
of the intermediaries, social organization (e.g., caste or kinship systems),
or legal obligations (such as protected designations of origin). A reduction
in d,resulting in more competitive market structures, can thus be caused
by improvements in communication or transport efficiency or the weakening
of social or institutional constraints that tie producers and intermediaries.
Importantly, d does not depend on the number of traders T'; rather, increasing
T mechanically raises the probability that a producer encounters an especially
attractive trader by increasing the size of F;. This, in turn, induces switches
between intermediaries.

2.3 Traders in the South

All traders sell food competitively on the world market and southern pro-
ducers freely choose which trader to sell their production to. Since ¢; are
i.i.d. according to the Gumbel distribution, the proportion of producers P;
choosing to sell to traders ¢ is given by the multinomial logit (McFadden
(1976), Thisse and Toulemonde (2010)):

P M (4)
Ee)

distribution is the only one that yields such a tractable closed form. Although the Gumbel
is slightly right-skewed—implying that a newly appearing trader has a somewhat higher
chance of being a “lucky draw” for some producers—this asymmetry has no impact on
our results, which depend only on relative utilities rather than the specific shape of the
noise distribution.




Each unlabeled trader decides the price at which he purchases food to
producers (which is the wage earned by the workers/producers he trades
with) w, in order to maximize his profits II;:

Profits depend on the number of producers the trader attracts when an-
nouncing a purchase price or wage w,, and on the profit generated by each
transaction (p, — w,). Maximizing profits, the optimal purchase price w,, is
given by!®:

d d
Wy =Pu— 17 7.5 Pu—

V2. (w) - ©)

a®(l — a)l-« Pu

As expected, traders in equilibrium make profits by offering producers a
lower price than the market price of food. They are able to do this because
producers have idiosyncratic preferences over traders'é: when an intermedi-
ary reduces the price he pays for food, he looses some of, but not all, the
producers he trades with. The size of this effect is captured by the dispersion
of idiosyncratic preferences d. In equilibrium, more market power (a larger
d) effectively leads to lower prices paid to producers.

Under a fair trade label, a proportion 7 of traders within the existing
set of traders are chosen randomly and given a label, but have to comply
with fair trade standards (being labeled is attractive for traders whenever
(1+ @)1= > 7 ie., the price premium paid by the North is sufficient
to cover the wage premium paid to producers).!” When labeled, a trader
can sell food on the world market at the price p,. Under the label, he has
to follow a particular wage rule which requires that he offers a piece rate
that is 7 times higher than the one unlabeled producers receive, w,.'® The
label also implies costly labour standards on producers : a producer incurs

5Here, we assume that T is sufficiently large so that the intermediary does not take
into account how changes in the price he offers affects the denominator in Equation 4.

16Clearly, Southern "producers’ can also be interpreted as workers employed by a par-
ticular employer (called here the ’trader’) producing for the export market. The analysis
of this situation is identical to the one developed here. To avoid confusion, we will stick
in the following to the interpretation of the model in terms of producers and traders.

17 An alternative to this assumption is discussed in Section 5

18For example, FLO requires a price premium of around 15% of the commercial price,
usually associated to a minimum price (1.8 dollar for a pound of coffee in 2023). In
this paper, we model the fairtrade premium as a price premium, but the results are
essentially unchanged when using a minimum price. In a sense, any minimum price can
be reinterpreted as a price premium 7 applied to a particular price level.



a productivity loss of ¢ > 0 units of labour per unit of food produced and
a fixed cost of o, > 0 units of clothes.! The first type of cost captures
the idea that improved labour standards imply higher production costs by
resorting to less exploitative modes of production, reducing working hours or
spending more resources on producers’ health and education. We describe,
under Proposition 1 below, the impact of these costs on the equilibrium, the
conditions under which the label involves larger prices and discuss the impli-
cations of productivity gains from fair trade (i.e., when o < 0). Empirically,
the effect of certification on yields is heterogeneous. For environmental and
organic labels, numerous studies document systematic yield penalties relative
to conventional production (e.g., Seufert et al. (2012), Ponisio et al. (2015);
De Ponti et al. (2012)). For social labels such as Fairtrade, the evidence
is more mixed. Some studies find higher yields due to better training or
improved access to inputs (Ruben and Fort (2012)), while others find lower
yields when producers shift toward quality-oriented practices (Jena et al.
(2012)). Owerall, the literature suggests that yield reductions are common,
but not a universal feature of social labels.

The second type of cost, ., occurs if Northern equipment, goods and
expertise are involved in the adoption of improved labour standard (and
must be paid for at the going wage rate in the North). As a result the net
income earned by labeled producers is given by:

wy = (1 — o)mw, — o

In the following, we restrict attention to labels that are beneficial to South-
ern producers, that is, where the 'consumption utility’ of a labeled producer,
Vs, is at least as large as that of an unlabeled producer, Vg,. (As we show
below, this will be a consequence of ’effective’ transfers.)

Both unlabeled and labeled traders make profits, and have preferences
that are identical to the preferences of Southern producers.?’ Their utility
function is given by:

Uk = ci (fi + fr) ™ (7)

For the sake of generality, we assume costly labels as these costs are an important
aspect of fairtrade schemes: all our results hold when the label involves a pure wage
premium.

20In reality, some intermediary traders are large multinational corporations which do
not consume. We could then consider that traders only maximize profits, while these
profits be added to Northern consumers budget through shares and salaries in trading
companies. Since what matters here is aggregate demand, this would not substantially
change the results below.

10



where cx and fF represent respectively the amount of clothes and food of
type k = £, u, consumed. Given the Cobb-Douglas nature of these prefer-
ences, the distribution of income between traders and producers does not
affect the aggregate demand for each type of good.

3 Equilibrium prices and size of the labeled
sector

We first describe the equilibrium that prevails before labels are introduced.
In the pre-label situation, there are no labeled traders (n = 0) and no labeled
food. The equilibrium price for unlabeled food, p*, can easily be found by
equalizing the supply and the demand for clothes:

* g
pr=1 04)5 (8)
In the labeling equilibrium, a fraction 17 > 0 of traders are labeled, mean-
ing that the producers who choose to sell food to one of them is labeled. A
trader may attract as many producers as they want, with ng the proportion
of labeled producer. As discussed above, we assume 7 is 'small’ enough, so
that the supply of labeled food does not cover the entire Northern market.
Some consumers in the North consume unlabeled food.
The equilibrium prices of labeled and unlabeled food must be such as to
leave Northern consumers indifferent between the two types of food:

pe=(1+ )™= p, 9)

Again using the market clearing condition for clothing, the equilibrium
price of unlabeled food is given by:

1 —-a Y — NsO¢
a 1+ns[(1+p)/0-0(1 —0) —1]

Do = (10)

While the proportion of labeled traders 7 is exogenously given, the number of
labeled producers is endogenous since each producer chooses which trader to
trade with. This depends on the price of unlabeled food, p,. Using Equation
(4), we obtain the equilibrium proportion of labeled producers in the South:

-1

ns { 77/ (V”_VS“)} , where (11)

11



Vse = Vu = A —d[(1 +0)(1 — o) —1] — (1 +0)47C

with A = a%(1 — o).

As [Apfj — d] = Vs, > 0 for all positive w,, access to the labeled market
becomes increasingly profitable for a particular producer when 6 or 7w are
large enough to compensate for the potential productivity losses ¢ and the
fixed cost .. 2!

4 The welfare implications of fair trade

The introduction of a label creates a price differential between labeled and
unlabeled food. In equilibrium, consumers in the North must be indifferent
between both kinds of food, which implies they are ready to pay a price
premium for labeled food. The change in prices compared to the initial equi-
librium price p* depends on the characteristics of the label and the market.
We have:

Proposition 1 With the introduction of a label, the price of unlabeled food
1s smaller than in the pre-label equilibrium iff

% F (14 Y01~ o) > 1. (12)

A sufficient condition for the price of labeled food to be larger than in the
pre-label equilibrium is given by:

%L 1-0)<1 (13)
v
Proof: see Appendix.

Labeling involves some costs in terms of food or reduced productivity, o,
which lowers the total supply of food, generating an excess demand of labeled
food when % + (1 — o) < 1. Since both types of food are substitutes, the
higher the decrease in the supply of labeled food (or the higher the increase
in its price), the more consumers will turn to unlabeled goods, generating an

2Tn the specific case in which Vg, = Vg, the proportion of labeled producers, ng, is
exactly equal to the proportion of labeled traders, n: every producer trades with the trader
that gives him the highest idiosyncratic benefit €;, and for 7 producers this happens to be
a labeled trader. As the gains from labeling increase (with a larger wage premium 7 or
higher utility gain 6), more producers choose to sell to a labeled trader.

12



excess demand for unlabeled food if 2= + (1 + )11 — g) < 1. Under

these conditions, both prices should be larger in equilibrium. 2

Proposition 1 also shows that prices are more likely to decrease when o,
is high. This is due to the fact that costs in terms of clothes convert demand
for labeled food into demand for clothes (Northern consumers, by consuming
labeled food, indirectly ’consume’ more clothing through these costs), making
an excess supply of both labeled and unlabeled food more likely. The higher
the price premium (1 + p) that Northern consumers are ready to pay, the
more likely an excess supply on the unlabeled market.

We now define effective transfers from Northern consumers to the South-
ern market. Effective transfers take place if the price premium paid by North-
ern consumers for the labeled good is large enough to cover the costs of la-
belling, so that the labelling scheme does not involve 'reverse’ transfers from
the South to the North. More precisely, the price paid to the trader for a
unit of labelled output, net of all labelling costs, is larger than the price paid
for an unlabelled unit of output:

pe(l=0) —py 2 0c (14)

From Conditions (9) and (14), a necessary condition for a label to involve
effective transfers is that:

1+ /=1 -0)>1 (15)
Comparing this condition with Condition 12, we have:

Corollary 1 Under effective transfers, the price of unlabeled food is always
smaller than in the pre-label equilibrium.

In the rest of the paper, we essentially focus on the implications of effective
transfers.

The introduction of a label creates a welfare differential between unlabeled
and labeled producers in the South. In the North, in equilibrium, consumers
must be indifferent between labeled and unlabeled food. Compared to the
pre-label situation, Northern consumers are therefore better off with the
introduction of a label if and only if the price of unlabeled food, p,,, is smaller
than the initial price, p* (their budget set is strictly larger). However, this is
exactly the condition under which the welfare of unlabeled producers in the
South falls with the introduction of the label. We therefore have:

22Note that if labels create productivity gains (i.e., o < 0), prices on both markets are
increasingly likely to decine compared to the pre-label situation. This will indeed create
excess supply on both markets.

13



Proposition 2 A label is never Pareto improving, nor Pareto deteriorating.
With effective transfers, the North is better off and unlabeled producers in the
South are worse off.

Proof. We have already discussed the fact that the North is better off with
the introduction of a label if and only if p, < p*. The second part of the
proof requires that unlabeled producers are worse off if and only if p, < p*.
When the price of unlabeled food falls, the price paid to unlabeled producers
by their traders, w,, also falls, but less than proportionately because the
extractive power of traders is lower when p, is lower. Moreover, unlabeled
workers also consume unlabeled food, which becomes cheaper when p, falls.
In the appendix, we show formally that the net effect of a lower p, on the
welfare of unlabeled workers is negative.

]

Note that this proposition does not guarantee that total utility (labeled
and unlabeled producers) will increase with the introduction of the label.
Indeed, if only a small proportion of producers become labeled and actually
gain from it (see below), there is no guarantee that producers win in the
agreggate; in particular if market prices drop substantially after the intro-
duction of the label.

Additionnaly it is worth noting that effective transfers do not guarantee
that all labeled producers gain with the introduction of a label. Clearly, a
well-designed labeling program should make sure that at least some of the
labeled producers end up better off. This does not prevent the impact of the
label to vary across labeled producers. This is due to the fact that there is a
non-empty set of labeled producers who, in equilibrium, are just indifferent
between selling to a labeled or an unlabeled trader: the ’consumption utility’
they gain from being labeled just compensates the loss from trading with
their preferred unlabelled trader.?®> For these producers, the impact of a
label in terms of welfare is identical to that of unlabeled ones, and they
necessarily loose from the introduction of a label. By contrast, producers
who were already selling to a trader who became labeled can only gain: they
still sell to their preferred trader but enjoy the gains brought by the label.
We thus have:

Proposition 3 The introduction of a label with effective transfers generates
winners and losers even among labeled producers.

The impact of the label on unlabeled traders is unambiguous:

23Because Vsi > Vs, and because, in the pre-label situation producers choose their
favorite traders, the producers switching traders must be those going from a trader who
remained unlabeled to one who got the label.
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Proposition 4 With the introduction of a label with effective transfers, prof-
its and welfare of unlabeled traders always decrease.

Proof: see Appendix.

Profits of unlabeled traders decrease for two reasons. They first loose on
the extensive margin as labeled traders offer better conditions and in this
way attract more producers. They also loose on the intensive margin - prof-
its per unit sold - since the price of unlabeled food falls. While, in reaction
to this, they reduce the wages paid to the unlabeled producers, they cannot
fully pass through the fall in prices (see Equation (6)).

Labeled traders must be strictly better off than unlabeled ones, other-
wise, they would not accept to become labeled. However, compared to the
pre-label situation, labeled traders’ profits may increase. First, by offering
better conditions, they attract more producers and gain on the extensive
margin. On the other hand, labeled products impose a price premium in
the North, determined by the preferences over labeled goods p, which allows
them to gain or lose on the intensive margin. The higher the price premium
received for their sales compared to the wage premium that must be paid to
labeled producers, the higher this gain. Finally, even if their profits decrease,
they could still be better off if the price of the unlabeled food they consume
decreases enough.?!

We now investigate the effects of expanding the fair trade sector by in-
creasing the number of labeled traders, . We have:

Proposition 5 An expansion of a label with effective transfers (i) increases
the welfare of Northern consumers, (ii) decreases the welfare of the unlabeled
producers who remain ex post unlabeled, (iii) decreases the welfare of produc-
ers who were previously labeled and (iv) increases the welfare of producers
who were previously selling to a trader who become labeled.

Proof: see Appendix

An expansion of fair trade leads to an increase in the number of labeled
producers, which magnifies the consequences in terms of welfare of the intro-
duction of a label. Because overall demand for Southern products decreases,
both unlabeled producers in the South and producers who were already la-
beled are worse off. This result however does not imply that expanding fair

2AThere exists levels of prices such that Il < Il and Uk, > Ug. Formally this

happens when 4 (Pm(l —0)— %(p%)l_a) < Py(m—(1+ M)ﬁ)(l —o)pt <4 (Pm(l -

o) — %), that is when p% is big enough.
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trade lowers the overall welfare of producers in the South. Indeed, producers
who were selling to a trader who became labeled do gain by becoming labeled
producers.

Finally, we consider the effects of introducing fair trade in economies
with different degrees of market power. Recall that d, the dispersion in
idiosyncratic benefits for the producers, directly measures trade frictions or
the lack of competitiveness among traders in the South. When the same label
is introduced in a less competitive environment, fewer producers become
labeled because of those frictions, which reduce the mobility of producers
across traders.?’ Since fewer producers become labeled in a less competitive
environment, the labeled sector ex post is smaller, which weakens the effects
of a label on the economy. As a result, unlabeled producers lose less.

Proposition 6 A label has a smaller impact on welfare and price differen-
tials in high-friction markets (large d).

Proof: see Appendix

5 A fair trade cooperative

We now investigate another way through which fair trade can be imple-
mented. We consider the arrival on the market of one (or F' in general) Fair
trade cooperative (NGO, Fairtrade organization, etc.). This Fair trade co-
operative, unlike the monopsonistic traders, does not maximize profits but,
instead, chooses the price premium paid to the producers it trades with in
order to maximize their total utility.

We define p as the ratio between the price paid to a labeled producer
and the price paid to an unlabeled one (with p € [1, (1+ u)l/(l_o‘)] so that
the Fair trade cooperative does not incur losses). The cooperative choses
p to maximize the sum of utilities of the producers who choose to become
labelled:

max nsUS

in which the size of the labelled market, ng, depends on the price premium,
p, the cooperative offers. The equilibrium obtained and the comparative
statics are descibed in Appendix 7.3. As we show there, the main results
described in Proposition 1-5 above still obtain. With the entry of the Fair

25Note also that, in our setting, the wage premium is proportional to the wage offered to
unlabeled producers. In a less competitive environment, unlabeled food prices are lower,
and so is the wage premium that producers obtain from the labeled trader.
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trade cooperative(s), a price differential between unlabelled and labelled out-
put emerges, and, under effective transfers, unlabelled producers are worse
off, while Northern consumers are better off. Some labelled producers are
better off, but others, who were almost indifferent but left their traditional
traders for the cooperative end up worse off.

Proposition 6 can be extended as follows:

Proposition 7 The entry of a Fair Trade Cooperative(s) has weaker effects
on welfare and price differential in

— high-friction markets, and

— markets with a large number of traders.

The intuition behind the first part of the Proposition is identical to that
in Proposition 6: when frictions are high (i.e., when d large), producers are
strongly attached to their preferred traders and are therefore less responsive
to the introduction of a labeled intermediary. Fewer producers switch, and
the overall impact of the label on prices and welfare is weaker. The logic
behind the second part of the proposition is similar. With many traders on
the unlabeled market, the probability that at least one of them offers a very
favorable idiosyncratic match ¢; to a producer is high. It is therefore much
harder for the Fair Trade Cooperative to attract producers. As the number
of traditional traders T increase, the share of producers willing to switch
and sell their output to the Cooperative is reduced, which correspondingly
reduces the overall impact of Fair Trade.

6 Conclusion

In this paper, we develop a model of North-South trade to investigate the
impact of Fair Trade. In the absence of a label, Southern producers are ex-
ploited by monopsonisitic intermediaries who export to Northern markets.
The Fair Trade label certifies the adoption of high labour standards and the
payment of fair prices to producers in the South. We explore two possible
strategies to implement a label: some traders receive the label, but must ac-
cept the Fair Trade requirements, or new Fair Trade cooperatives are created
that directly compete with the traditional traders to attract the producers.
We first show that the label is never Pareto-improving: the welfare of un-
labeled producers in the South falls if and only if the welfare of Northern
consumers increases. The intuition behind this result comes from the fact
that the Northern market is not fully covered by Fair Trade products and,
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as a result, Northern consumers, who choose to pay a price premium on Fair
Trade output, must in equilibrium be indifferent between the labelled and
the unlabelled output of the South. This directly implies that Northern con-
sumers can only be better off if and only if Southern unlabelled producers are
worse off. This is more likely to occur when the label only requires a price
premium to be paid to producers or when it certifies improved production
practices that do not entail too large productivity losses. In general, only
a fraction of labelled producers benefit from the introduction of Fair Trade.
Finally we show that the effects of Fair Trade on equilibrium prices, and
in particular the potential gains for labelled producers, are systematically
dampened in environments where traders enjoy more market power, which
is precisely where one would, a priori, preferentially target those labels.
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7 Appendix

7.1 Model resolution
7.1.1 Preliminary results

Let us first show p

o o 11—«
wu - p”LL Oéa<1 . a>1_apu
oll;
=0
owy,
= - = 2 Pp, — (S Pw,+ P ) =0
owy, owy, + owy, d p d W+
o d
Wy = Pu — 77
"V

. _ a(]— l—«a
and since Vg, = a®(1 — a)! apﬁ”fa, we have V¢, = O‘(p—_a). Hence the
u 9

1
u

result.

7.1.2 Pre-label equilibrium
Demand for food from the North:
(1—a)y
p
Demand for food from Southern producers:
(1—a)w
p
Demand for food from Traders:

(1= a)(p—w)
p

with the supply of food normalized to 1.

Therefore, we have

(-ay , (—a)w, (-a)p —w)
p p p
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7.1.3 Post-label equilibrium

In equilibrium, prices of labeled and unlabeled food must be such as to leave
Northern consumers indifferent between the two types of food so that

Uy =Ux

& (14 p)fan)” (<1—_Oé>7> - (M)

DPe Du

1
S pe=(1+p)Tap,

The quantity of labeled food available on the market is ng(1 — o) and is
fully consumed by Northern consumers (since p, > p,,, traders and producers
in the South only consume unlabeled food). The demand from the North for
unlabeled food is therefore given by:

(1 —a)y—ns(l—o)pe
pu

where (1 — )y —ns(1—0)py is the residual budget not spent in labeled food.

Demand for unlabeled food from labeled producers in the South:

(1 — Ck)(UJg - Uc)
pu

s

Demand for unlabeled food from labeled traders in the South:

ns (1 —a)(pe — wy)
p'lL

Demand for unlabeled food from unlabeled producers in the South:

(1- ns)m

u

Demand for unlabeled food from unlabeled traders in the South:

)= @) = w)

(1—-ns
Pu
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with wy = 7w, (1 — o) and p, = (1 + N)ﬁpu-
And since the supply of unlabeled food is (1 — 7g), we easily get:

l—a Y — 1s0¢
a 1+ns[(1+p)/0=9(1 o) — 1]

Pu =

Finally, Equation (4) suggests that

nesp (V5)

Vi Vsu
nexp (%) + (1 —m) e (52)

Ns =

which can be rewritten as

{ n/ (Vse - Vsuﬂ

-1

7.2 Proofs

Proposition 1 With the introduction of a label, the price of unlabeled food
is smaller than in the pre-label equilibrium iff

% 4 (14 @)Y= (1 — o) > 1.
~y
A sufficient condition for the price of labeled food to be larger is given by:

o
“4+(1-0)<1
S ( )

Proof. As for the first part of the proof, it suffices to show that p, > p* iff
Condition 12 in the proposition is satisfied.
To do so, consider the ratio of p, over p*:
Pu _ 1 _ 189
p* 14+ng[(1+ )01 —0) —1]

It follows immediately that
<y = (Y (- 0) >
In order to show that Condition 13 is sufficient for p, < p* we consider
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the ratio

1 _ Nsoc

14 ns[(1 4 p)V/0=0)(1 - o) — 1]

Pe

*

= (14 /0

from which it follows that

* —a —a Oc¢
pe>pt = (1+ )07 =1 > s | (1+ )Y )((1—0)+_>—1]

g

So that (1 — o) + % < 1 guarantees the result. It is only a sufficient
condition since py > p* may hold without the latter condition: when ng is
small enough (due to a small value of 7 or 6 for instance).

|

Proposition 2 A label is never Pareto improving, nor Pareto deteriorating.
With effective transfers, the North is better off and unlabeled producers in the
South are worse off.

Proof (Continued).

It remains to be shown that unlabeled producers are worse off if and only
if p, < p*.

To this end, consider the utility of unlabeled workers:

w
US,u:Apl—fa—i‘Ei:Apg—d"’Ei
u

A decrease in p, leads to a decrease in w, as well as a decrease of the
denominator, and has no other effects. Note that ¢; does not change as
unlabeled workers do not change traders when the label is introduced. Hence,
a decrease in p, leads to a decrease in welfare for unlabeled workers, and vice
versa. W

Proposition 4 With the introduction of a label with effective transfers, prof-
its and welfare of unlabeled traders always decrease.

Proof. It suffices to show that, with the introduction of the label, the profits
and utility of unlabeled traders fall.
In equilibrium, the utility function of any trader ¢ is given by:
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where II; is its profits, and p is the price of the food they consume.

From Equation (5), we know that II; is a function of two components:
1) The number of producers P; that choose trader i (the extensive margin)
and 2) the profits made on every unit sold, p —w (the intensive margin). We
easily derive from Equation (6) that the intensive margin is given by

i -
Ap

which increasing with prices. Therefore with the introduction of a label
with effective transfers, unlabeled producers loose at the intensive margin.
And since both pre-label traders and unlabeled traders consume the food
they trade, the value of the intensive margin is exactly proportional to the
denominator of the utility function at equilibrium. Their utility can therefore
be simplified into:

Urs =P, d

For the extensive margin, note that prior to the introduction of the label
all traders offer the same conditions and attract the same proportion of pro-
ducers (1/N). When the label is introduced, the share of producers choosing
a given intermediary ¢ is given by Equation (4). As one would expect, the
share of producers F; is increasing in Vg, the utility of producing and con-
suming when trading with trader 7. Since this utility is higher when trading
with labeled than with unlabeled traders (Vs > Vs,,), labeled traders attract
more producers than unlabeled traders (P, > P,). Since prior to the label
they attracted the same number of producers, and since the total number of
producers N is fixed, this implies that the share of producers attracted by
an unlabeled trader, P,, decreases.

Proposition 5 An ezpansion of a label with effective transfers (i) increases
the welfare of Northern consumers, (ii) decreases the welfare of the unla-
beled producers who remain ex post unlabeled, (iii) decreases the welfare of
producers who were already labeled before the expansion and (iv) increases
the welfare of producers who were previously selling to a trader who become

labeled.

Proof. Since the discussion in the paper following this proposition goes
beyond the proposition, we prove a somewhat more general lemma below.
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However, Lemma 1 immediately implies the proposition. Indeed, by Condi-
tion (15) any label with effective transfers satisfies the condition =+ (1+

)= (1 — ) > 1 in the lemma. m

Lemma 1 If % + (1 + w)Y=(1 — o) > 1, an expansion of a label (i)
increases the welfare of Northern consumers, (ii) decreases the welfare of the
unlabeled producers who remain ex post unlabeled, (iii) decreases the welfare
of producers who were already labeled before the expansion and (iv) increases

the welfare of producers who were previously selling to a trader who become
labeled.

Proof. We will show that an increase in the number of traders 7 leads to a
decrease in unlabeled food prices when 2 + (1 + @)1= (1 — ¢) > 1. This
implies the lemma. Indeed, in the proof of Proposition 1 we have shown
that a decrease in unlabeled food prices (1) increases the welfare of Northern
consumers and (2) decreases the welfare of Southern producers. Since the
proposition involves unlabeled producers who remain ex post unlabeled (case
(ii)) and producers who were already labeled (case (iii)), this suffices.

It thus remains to be shown that increasing n leads to a decrease in
unlabeled food prices when

% L1401 - ) > 1

is satisfied and leads to an increase in p, when it is not satisfied. Let us first
prove the first part, that an expansion of fairtrade leads to a decrease in p,
when the condition is satisfied.

To this end, recall that apart from p,, also the share of labeled producers
in the South, 7ng, is endogenous. To understand how prices change, we thus
also need to consider changes in ng. A change in 7 has no immediate effect
on p, (Equation (10)), and we know that %L; > 0 (Equation 11). Moreover,
equation 10 and 11 show that, under Condition (12), the immediate effect
of an increase in 7g is a decrease in p,, while an increase in p, leads to an
increase in 7g, so that:

apu 87]5
< 0 and
87]5 8pu

>0 (16)
The total effect of an increase in 7 is the following: It increases ng, which

has a negative effect p,. The latter has a negative effect on ng, thus at-
tenuating the original change. Despite this attenuation we show below that
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the overall effect of an increase in 7 is an increase in 7g and a decrease in
p.. Indeed, taking into account these attenuation effects one can write the
overall effect of n on ng and p, as follow:2°

dpu _ 9ns Opu 1 (17)
dn on ons |1 — g%gﬁ

and

dns s [ 1 ]
_ T
d77 87; ons 3:Di

Under conditions 16 it directly follows that %‘ < 0 and 627—5 < 0.

Left to show that an increase in 7 leads to a increase in p,, when Condition
(12) is not satisfied. This is easier. Indeed, when Condition (12) is not
satisfied, changes in p, and ng go in the same direction:

Opu > 0 and Ons

>0
aﬁs apu

From Equation 17 it is thus immediate that an increase in n, whose immedi-
ate effect is to increase 7g, leads to an increase in both ng and p,.

The proof of case (iv) is trivial.
]

Proposition 6 A label has weaker effects in less competitive environments.

Proof.

in particular, we show that, in a less competitive environment (higher d),
the introduction of a label with effective transfers leads to a smaller reduction
in (1) equilibrium prices, p,, and (2) unlabeled workers’ wages, w,.

The proof for point (1) is almost identical to the one of Proposition (5)
where we looked at the comparative statics of 7. The direct effect of a change
in d on p, and ng is:

Opu s
Opu Ons

26We need to suppose < 1 otherwise the overall effect diverges, and so do prices.

Ons Opu
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Just like for n, a change in d only has a direct effect on ng and not on p,.
However, the direct effect of d on ng is negative, while it was positive for 7.

Under a label with effective transfers, the price for unlabeled food, p,,
falls following the introduction of the label. Using the same argument as in
the proof of Proposition (5), we can show that an increase in d leads to a
decrease in ng and an increase in p,. Since the original effect of the label was
a decrease in p,, the reduction in p, is indeed smaller in a less competitive
environment.

Next, we need to show that also the reduction in wages is smaller in a
less competitive environment. To this end, consider the effect of a change in
D, on unlabeled workers’ wages:

Ow, (1—a)d

S P S
Opu a®(l — )l

P (20)

Assuming an equilibrium exists, w, > 0 must hold and, so, dp,*/a*(1 —
a)l=® < 1. As a consequence, 8;’" > (0 and a decrease in p, always leads to

a decrease in wages for unlabeled producers.

ow, ] (1-—a)d

opu av(1 — oz)l—ap“
This expression is decreasing in d. Hence, under an introduction of fairtrade,
a given reduction in p, has a smaller effect on w, when competitiveness is
low. Moreover, we have just shown that in this setting, the reduction in p,
is smaller. Both effects together thus imply that the reduction in wages is

smaller when competitiveness is lower.
|

7.3 Equilibrium with a Fair trade cooperative

We only present the equilibrium. All the proofs are similar to those presented
in Appendix 7.1.

The condition on relative prices remain the same and must be such as
to leave Northern consumers indifferent between the two types of food. In
equilibrium,

1
Pe = (1 + M) 1 Py
As for the prices themselves, the only difference is that labeled traders do
not exist (and are therefore not considered in the demand for food)?".

2"For the sake of simplicity, we also get rid of the fixed cost of label o¢
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The equilibrium price for unlabeled food then becomes:

v
1—ns) +ns(1 = o)[(1+ p)/0=) — (1 — )]

Pu = (1 _a)Oé(

and from Equation 4 we show that?®

Ns = {1 + T/exp(%)} B (21)

with ngg — Vg,u = Apg (1 + 9)(1 — J)p — 1| +d.

Finally, the NGO then finds p maximizing nsU§ with,
Ub = Ap2(1+6)(1 - 0)p

So p is given by

Ap*(1+60)(1 — o)ng |1+ a— 4 L2

pu Op  ms Op

pOp, p 8773]

which is always positive as long as the NGO has no additional cost to
bear?. We should therefore expect p = (1 + p)'/(1=2)

ZGeneralizing the number of NGO to F this expression becomes
-1
)

2We could indeed add a cost opn%, in which case we would expect the solution to
become interior under certain values of or when the label sector becomes big enough.
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