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Should the Government Promote “Fair Trade”?

I. Introduction

In recent years, several large non-governmental organizations (NGOs) and many smaller, environmentally or politically active NGOs have made “Fair Trade” their major goal, in general, with hopes of making the world a better place. The question I would like to raise here is one whether or not it is making the lives of people better, typically impoverished farmers in developing countries, but more specifically, if “Fair Trade” is so wonderful, perhaps the government should get involved and promote even more of it.

From an economic theory point of view, or rather from an efficiency point of view, governments should only get involved when the market is not allocating resources efficiently enough. Or, if political consensus decides that the government should intervene out of some shared sense of equity or fairness. For example, perhaps it is agreed that the government (or rather society) should make extra efforts (i.e. extra expenditures) to help the blind. And in most countries, this is done, by way of providing signs in Braille on ATMs, making raised walkways to help guide the blind on sidewalks and train stations (as in Japan) and the like. Clearly, society is paying a great deal of money per capita to make these people’s lives easier. It may not be efficient, in some aggregate sense (costing hundreds of thousands of dollars per blind person), but we might want to do it anyway. But even here, if we do want to help the blind, for reasons of fairness, or kindness, we can still ask what the most efficient way to do it would be. One simple example of a move towards greater efficiency would be to provide more signs in Braille and more walkways where the population of blind people is higher and less when there are few or none.

Thus, returning to the question of Fair Trade, there are two sets of questions we would like to ask. The first set is one of fairness and achieving that fairness in the best way. First, are Fair Trade organizations really helping the people they are supposed to help? Second, are they helping them more than the free-market would? 
The second set of questions relates to the role of government in the economy for both efficiency reasons and reasons of fairness. One fundamental question is: Is there some market failure which would justify intervention by the government? I.e. is it possible that not only could government intervention make the world “more fair” by someone’s definition, but more efficient as well? The second question in this set is really a reiteration of the second question in the previous paragraph: Can the government do a better (more efficient) job of achieving the “social justice” goals that the Fair Trade movements purports? And if, so, is the Fair Trade way (primarily a price support system, in the case of Fair Trade coffee), the best way.  And again here, by best we mean most efficient. Another example may be useful here. If, for example, the goal is to reduce total number of people afflicted with malaria each year, buying everyone mosquito nets might be one way, spraying swamps with insecticide might be another, and inventing a vaccine might be a third. Which will save the most lives, and with least of amount of resources possible? Certainly, if we could save one million lives with one million dollars (say plan A), most would agree that that would be more efficient (and better) than saving one million lives with $2 million, for example. Plan A is more efficient.
But before we get to ranking alternatives, we first have to be careful about what we mean by “Fair Trade”, at least in this paper. This will be done in section II. To discuss one specific example of Fair Trade, we will focus on the coffee market, by far the most famous. This will be described in some detail in section III. In section IV, we will discuss the overall role of the market and the efficiency and gains is typically produced for both consumers and producers. This will help set up the discussion in section V which deals with the role of government (and NGOs) in cases where the market does not allocate resources efficiently. We will be discuss the role of both government and NGOs is overcoming market-failures or in meeting unfulfilled desires (to help the less unfortunate) in society and see whether or not the Fair Trade organizations are doing that and if so, are they doing it in the best way. Section VI will conclude the paper and ultimately try to answer the question as to whether or not governments should take a more active role posit some alternative routes governments or NGOs might take. 
A quick summary of the answer is this. In general, the intervention of the government should be held to a minimum, and this author certainly would not suggest creation of a worldwide price support network on efficiency grounds. If for reasons of “fairness” as deemed by a democratic process, assistance by the government(s) should be given to poor farmers, direct support (cash payments) or investing in education or other much needed infrastructure would likely produce far better results. And even better solution, indeed win-win and `first best` would be more trade liberalization of agricultural in the wealthy `North` countries.
II. “Fair Trade” Defined

Fair trade is broadly discussed in two spheres, one with respect to government intervention in promotion of exports of restriction of imports. A country that subsidies its domestic “champion” firm’s export might be criticized as not engaging in “fair trade” as the private firm is given an edge, relative to other countries’ firms that do not receive such a subsidy. This practice and others may even be considered in violation of existing GATT or WTO agreements, and even be considered “illegal” trade in an internationally legal sense.
 We will not explore this version of “fair trade” here. The other, more recent version of fair trade is well-summarized by the largest Fair Trade NGO, “FINE” on their website. It is as follows (as cited in Weber, 2007, page 109):

“Fair Trade is a trading partnership, based on dialogue, transparency and respect, that seeks greater equity in international trade. It contributes to sustainable development by offering better trading conditions to, and securing the rights of, marginalized producers and workers- especially in the South.”


It is this definition of Fair Trade that we shall focus on here. Note that even after clearly defining what we mean, there is much room for ambiguity.  By `greater equity` in international trade it is not clear what is meant. Is this to mean the gains from trade and exchange should be split 50-50 between exporters and importers? Producers and distributors? Consumer and Importers? Also, `sustainable development` is a broad term with considerable variation in definitions as to what constitutes ‘sustainable’. 

In this essay, I will focus on that last part of the definition, ‘…offering better trading conditions…securing the rights of, marginalized producers and workers- especially in the South.’  Again, it is not clear what `rights` are, but as one of the main mechanisms for implementing Fair Trade in the coffee market is price supports and implicit price subsidies for Fair Trade coffee, I will simplify and summary one of the major goals of the Fair Trade movement in coffee as follows: to raise the living standards of the poorest coffee farmers (‘marginalized’) in the poorest countries (‘South’).   
So, if one of the major objectives of the Fair Trade movement in coffee is to make poor coffee farmers better off, does it achieve this? Does it achieve it in the best way, or are there superior alternatives? Should the government (not just NGOs) get more involved and if so, is Fair Trade, the way to do it? I will try to answer some of these questions in this essay.
III. The International Coffee Market and Fair Trade
The international coffee market is likely the most prominent effort of Fair Trade efforts. You have probably noticed upon entering a Starbucks signs for Fair Trade coffee being sold there, and the movement is increasing elsewhere.
 It is also perhaps the easiest to understand, from an economic point of view. As such, we will focus on the coffee market in this essay.


Before describing the Fair Trade (FT) coffee movement, a little history may be helpful. While the FT movement overall has it beginnings in the 1940s when NGOs such as churches sold handicrafts to help war refugees, FT in coffee is far more recent, starting in 1988, largely in response to worldwide collapse in coffee prices.
 Indeed, i is not by coincidence that world prices in coffee began to fluctuate widely in the late 1980s and the international quotas system (much like cartels such as OPEC) which has existed from the 1960s collapsed just prior to the establishment of FT coffee (See the International Coffee Organization’s website for more details at www.ico.org ) Thus, the collapse of the price stabilization and support system operated by the pseudo-cartel, the ICO, helped bring about another solution by new FT NGOs in the late 1980s.
While the system is somewhat complex, the basic idea behind Fair Trade coffee is that, if as a farmer, you produce coffee which meets the environmental and other guidelines set out by the Fair Trade association your coffee will get the organization’s certification. With that certification, they promise to buy your coffee at 5-15 cents per pound higher than the market rate, or in some cases a straight minimum price support is given. (The 5-15 cents range is from Weber (2007) and at www.globalexchange.org accessed April 9, 2008.)

Thus, to an economist, the Fair Trade Coffee system, which is facilitated by for-profit firms and coordinated in part by NGOs, is a combination of a price support and production subsidy. The only difference is that not all coffee producers receive the support (as would be the case, say with Japanese rice farmers), only the ones who go through the somewhat costly (Weber, 2007) certification process.


Thus, to restate the problem somewhat simply: the goal is to help the poorest coffee farmers; the mechanism by which the Fair Trade movement does this is by way of price supports and/or production subsidies. The question I would like to answer here is whether or not this is the best, most efficient way, and whether or not the government can do more. But before we can do that we should review why economists think market can generally produce efficient outcomes, though not everyone might think the outcomes “fair” or equitable.
IV. The Gains from Trade and Exchange in Market Economy

In a competitive market, with many buyers and sellers, with full (or perhaps at least equal) information by both parties, the firms should receive price (P) for each unit they sell which is just equal to their marginal cost (MC) of producing that good. This is efficient in the sense that the firm is paid exactly the true economic costs, or rather opportunity cost, for the resources (Land, Labor, Raw Materials, Entrepreneurial talent) used to produce the good, and not one yen more, i.e. a normal accounting profit, and zero economic profit.
 

Similarly, with a competitive labor market, the worker should get paid the “efficient” amount, in this case the wage should just equal their marginal revenue product * price (MPP) and not one yen more (or less.) Thus, the more productive people get paid more, and less productive people get paid less. For example high school graduates in the US (and, in general, around the world) get paid far more than those that don’t graduate (cite?). Presumably they have more skills which are more valuable in the workplaces, and are on average more productive to the firm (and society) and get paid more. Likewise, Matsui is a far better baseball player than anyone reading this essay. Thus, his pay for playing baseball (millions of dollars per year) is far higher than ours ($0). In both of these cases, the high school graduate, and Matsui wages are linked with productivity. They are more productive and get paid more. We might not think this is “fair”, but it may very well be efficient. 

Now, if we indeed have efficient markets, the economy is using and allocating resources in the most efficient way, i.e. getting the most output, for given inputs of labor, human capital, physical capital, etc. The market is a complex set of signals and constant updates of information to help better match consumer and producers, workers and firms, etc. Other methods of allocation have been tried and seem to do a far worse job of overall production. See, the former Soviet Union, China, North Korea, former East Germany for just a few examples.

But what if the allocation is efficient, but we still don’t like it? Or rather, what if at least some people in the economy don’t like it and they have enough political power to change the situation?  For example, perhaps the market wage for non-high school graduate is 700 yen/hour, but as a society more than 50% of the people think this is not “fair” in whatever sense that means. They could, and in many countries do, enact a minimum wage, say, 800 yen/hour to achieve that “fairness” or equity goal. 

While economists have researched the question of the minimum wage for many years, and the issue can be complex, basic economic theory would predict that if they minimum wage were set above the market-clearing wage (see Colander, 2001, chapter 4) the labor supply (people willing to work at the convenience stores and restaurants) would increase, created an excess supply. That is, supply would exceed demand; there would be less jobs available, more unemployment, but higher wages for those that still kept their jobs. There would, of course, also be a certain deadweight (efficiency) loss as well (see page 396 in Colander, 2001, for a virtually synonymous analysis of minimum prices in agriculture).


So, a minimum wage may achieve it fairness goal, raising low-wages workers’ wages, but with additional unintended secondary effects, and inefficiency. So, the question could be rightly asked: is there a better way to achieve the purported goal? Recall, the goal is to help low-wage, uneducated workers. Yet the minimum wage distorts the whole labor market. This is like hunting for a small rodent with a shotgun. You might kill the pesky rodent in your home, but cause great damage to your home. A better choice might be a rifle. So what is the “rifle” in the case of raising low-wage incomes?

One option might be a simple tax break to low income workers. Perhaps a better one would be direct support, cash payments, housing vouchers, food stamps, etc. that only go the “targeted” beneficiary, and do not distort the market as a whole. Another option, if the true concern is that less-educated are getting lower wages might be subsidize education for those low-income, or disadvantaged (‘marginalized’) groups, rather than raising overall wages. Even though policies which are aimed at achieving some sense of agreed upon fairness, but the inefficiency caused is likely to be less, because we are using a ‘rifle’ rather than a ‘shotgun’.


Another possibility of course, that we do not have a competitive market in coffee (or in labor markets). Perhaps the workers have too much market power, through strong unions, or perhaps coffee purchasers (such as Starbucks) have some monopsony power. Or there may be asymmetric information in the market.
 The coffee farmers have better information about the quality of the coffee than the buyers, or the buyers might have better information about the world market that the poor farmer. In this case, there may be an instance of “market failure” (see Stiglitz, 1998 page 26) which could benefit from government intervention. However, even in this case, we should consider the range of options, and see what does the most good to the targeted beneficiary with the least amount of damage to the rest. 
 
V. The Role of Government (and NGOs) in the Marketplace


If, as is mentioned above, the main mechanism of FT coffee is price supports and/or price subsidies to certified producers, what are the effect on the producers, consumers, and market as a whole? Moreover, is this the best way to achieve one of the goals of the FT movement, namely raising “South” farmers’ incomes?


According to standard economic theory (see Colander, 2001, chapter 18) a price support has the following effects: It raises prices to the consumer, it increases output, and generates surplus, and it creates deadweight loss, in part because expanded agricultural production uses less and less productive land (think of growing peaches in the deserts of Arizona (because of water subsidies, actually), or growing cabbage in the middle of Yokohama, a major metropolitan city. It also, of course, raises the income of the farmer/producer.


A price subsidy (or premium as it is called for FT coffee) has similar results. One important difference is that in the case of the price support by the government, the government must buy all the excess supply at the set price. In the case of a production subsidy, the government pays the premium with taxpayers’ money. However, in either case, the government and ultimately the taxpayer pays the bill. In the case of FT coffee, it is a little different.


Because of the FT price supports, coffee makers are producing far more certified coffee that the market demands (at that higher price). In this case, no government buys the excess FT coffee; it simply gets sold in the regular market, depressing prices there. Note that this may hurt non-FT coffee growers who are often the poorest farmers, as they are often unable to consistently produce the high-grade coffee and pay for the high fixed costs of the certification process (Weber, 2007).

In the case of the FT premium (subsidy) this also generates excess supply of FT coffee which is dumped on the regular market with all the same secondary effects. But some of the FT coffee is, of course sold as FT coffee in retails outlets in the EU, North America and the world, only about 13% in 1995 according to once source. (See Weber, 2007, p 122). Who pays the premium here? Not the government. Actually in the case, the market decides and the consumer willingly pays therefore there is not deadweight loss in this consumer side of the transaction. But again, recall that only 13% of FT is actually purchased by consumers who want to buy FT coffee; the rest of the production and consumption is distorted.


One might be surprised, however, how little of the premium paid for FT coffee in say, your local Starbucks or Costa (a London café franchise) actually goes to the impoverished farmer. Tim Harford (2007) estimates that a FT cup of coffee costs about 18 yen more per cup at the café. However, only 1 or 2 yen per cup of this reaches the farmer. However, put another way, the per pound premium one of the NGO (Cafédirect) pays is up to $1 (100 yen) per pound (over 450 grams) of coffee, which can double the income of the (certified) farmer.
A quick guesstimate of deadweight loss (DWL)
If we assume, as Harford does, that the price (as well as income) that farmers receive due to a fair trade premium might be as much as double the market rate (recall that very few farmers actually sell FT coffee, because it is still a tiny market) this is similar to the price supports of roughly 100% given to the US sugar industry in the 1990s. According to one careful study (Beghin, El Osta and Cherlow, 2003) of the US sugar supports, this resulted in a deadweight loss of a little less than 10% of the value of the sugar. Or put in yet a different way, if, as Harford estimates, a farmer in Guatemala`s income may almost double from $2,000 to $4,000 per year, this represent a producer surplus increase of roughly $2,000 (or likely less). Normally the consumer losses and excessive production inefficiency created will be larger than this. This difference is the DWL of 10%. So, a big guess here would be that losses under such a price support would be $2,200, giving us the net deadweight loss of 10%, or $200 per farmer. However, it the consumers back in Europe and the US are voluntarily paying this, then we can disregard the consumer efficiency loss. Typically the Consumer and Producer inefficiency are about the same size, so we could consider the true DWL at something like 5% of total (pre-support) income, or about $100 per farmer.
In the end, under NGO-managed FT, we might also guess that because some excess surplus is created, useful valuable land that could be used for something else (or left in a natural state) which is instead used to grow FT coffee. About 5% is waste. The rest of the poor farmer’s loss is paid by the consumer in the North, who willingly does so.
So, if the goal is to the help the poor farmer, then maybe FT is not a bad way. It transfers $2000 from “North to South” and only destroys $100 of income/resources along the way.

Of course, this is simplifying quite a bit and ignoring all the set up costs to certification, secondary effects on the regular coffee market etc. But let’s consider the number just the same. The aim of this paper was to ask whether or not the government should get involved in the FT game. This is a different question all together. As mentioned above, if the government ran a FT regime it might look more like a conventional price support scheme that a voluntary marketing of a high-quality coffee. In this case, the government might be forced to buy up the excess coffee, and force the payment of the bill on all taxpayers, not simply the ones who voluntarily choose to buy the FT coffee at a premium. In this case, we would have to reconsider the consumer surplus loss as significant and would again have to consider 10% (or $200 of economic waste/efficiency loss) for the $2,000 transferred.

Again, even 10% is not a terribly high inefficiency cost to pay. In reality, most government transfer scheme do far worse. (Cite?)  But this is still not the right question to ask. If, ultimately the goal is help poor farmer in the South, what is the best way to achieve this? Price supports are not the best way. Three possible alternatives come to mind, and all would help all farmers more, not just the ones clever enough or rich enough to establish the niche export market for FT.

One strategy, if the “North” governments were to tackle rural poverty in South countries would be to liberalize their own agricultural markets. This would be a win-win situation for both North and South. The gains to say, coffee drinkers in the North would outweigh any (very few) losses to domestic producers and the loss in tariff revenue. Simultaneously, exports would grow and the price all farmers could get (for say coffee exports) would rise. (One can adapt the figure in page 185 in Salvatore (2004) see why.) This would be a “first-best solution” by removing one distortion, the tariffs on agriculture in the North, helping both North and South. Though this is simply “free trade” not “fair trade”, it seems like a very equitable government policy option indeed.
A second strategy would be to simply give the farmers cash directly. If the government is to get involved in poverty alleviation, direct payments (say, $2000/farmer) could actually be more efficient that a price support system which burdens the taxpayer, and causes increased inefficient production. 

A third strategy, which has already been in practice for many years have been provided financing, not directly in the form of cash, but rather in government aid (via the World Bank inter alia)  in the force of irrigation infrastructure, technical assistance, credit for small farmers (who might be “credit-constrained” another market failure). This, if managed well, might be even better than direct cash because it might be used to finance underprovided public goods or overcome market-failures (credit-constraints) (see Stiglitz, 1998). Unfortunately, with so much inefficiency in Northern governments and the World Bank, and with so much corruption in the Southern countries, it might be far more efficient to simply give the cash directly. This is rarely done, however.
VI. Conclusion
To sum up, the question of FT is an interesting one, and touches upon a variety of ideas in economics. If one of the primary goals is to alleviate poverty in the South, while NGO-sponsored FT activities may do little harm, and even fill a need (market) for those in the North to help those in the South, in theory there are far better ways the government can help. Thus, if private individuals choose to purchase Fair Trade coffee, the social efficient loss may not be that large, but then again the amount actually transferred is likely to be very small. 


If a goal is to get the government more active in alleviating poverty in the South, there are a host of better alternatives some of which are being done already. Government ODA focused on infrastructure for the poor, malaria nets, primary education, etc. are likely to have far greater social returns and reach a far wider group of the impoverished. But, the governments in the South need not spend money to help those abroad, but can do great good but simply removing agricultural protection and distortions to export opportunities for those in the South. One careful study by Anderson, Martin and van der Mensbrugghe (2006) estimates that if the North liberalized agriculture (and merchandise trade which is already nearly free) the South would reap benefits of $200 billion per year. These gains would go to all the members of the South, but as many of the poorest in the South are engaged in agriculture, they would have receive the lion’s share of the gains.

This does mean that on a personal level one should not buy that cup of FT coffee if one wants to help up some farmers in Peru, stop donating money directly to one’s favorite NGO. They are meeting a “market” demand for the desire in all of us to be altruistic, when the government sometime appear to slow, insufficient, or even simply impersonal or seems distance in its efforts. But, if governments are going to be called upon to implement policies to help the rural poor, there are far better options available. And they typically do not entail win-lose transfer schemes, but often entail win-win solutions, such as in the case of more trade liberalization. If the goal is to help, it is okay to lend a hand, but as all of our time and resources have opportunity costs, it’s better if we consider what the most efficient (“bang for the buck”) way to go about that is.
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� Giving subsidies to exports of domestic firms is prohibited under existing GATT/WTO laws, and thus, in principle, no WTO member engages in it. Occasionally cases do arise, as in the case of the US government tax-breaks for multinationals selling abroad, such as Boeing, Microsoft, etc. See Salvatore (2004), page 281 for more. 


� Interestingly perhaps, only 3.7% of all Starbucks coffee is Fair Trade certified coffee. While the Fair Trade coffee has probably peaked in the EU it is still rapidly growing in the US, and just starting to grow in Japan as consumers become more aware (Weber, 2007).


� � HYPERLINK "http://www.oxfamamerica.org/whatwedo/campaigns/coffee/background/ft_history" ��http://www.oxfamamerica.org/whatwedo/campaigns/coffee/background/ft_history� (accessed April 8, 2008).


� Refer to any introductory economic textbook, such as Colander (2001)


� See Stiglitz (1998) chapter 12 for an introduction to the problem of asymmetric information and other “market failures” (also see chapter 16). 


� This discussion is an application of the idea of policy rankings and more generally the “Theory of Second Best”, first developed by Lipsey and Lancaster in 1956. See Salvatore (2004), page 327 for a brief explanation.
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