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1 Introduction

The history of Social-labeling dates back to the pioneering ”White Label” initiative in

the United States in 1899. The ”White Label” was sponsored and monitored by the

National Consumers League and guaranteed manufacturers’ compliance with the main-

tenance of decent working conditions and the employment of no child labor. In recent

years, relatively more recognizable social labeling initiatives include the RUGMARK la-

bel which promotes carpets made without child labor originating from India, Pakistan

and Nepal, and the ”Fair Trade” label, which provides income support to poor producers

worldwide for a variety of products1.

The popularity of social-labeling is primarily based on it’s market-driven approach to

achieve social goals such as poverty eradication for the ”Fair Trade”, and elimination

of child labor for the RUGMARK label. Based on the increased concern of consumers

in the developed world for the working conditions in developing countries as well as the

potential of free trade to marginalize poor producers world wide, social labels targets

the information distortion created by a lack of information and thus allows consumers

to reveal a higher willingness to pay for products that have been produced in conformity

with a certain set of minimum social standards. These social standards include mini-

mum wages, reasonable working hours and conditions, no child labor in production and

a guaranteed price floor for poor producers2.

Nevertheless, empirical evidence on consumers’ willingness to pay for labeled products in

Western markets fails to provide conclusive evidence regarding the existence of a positive

price-premium. On one hand, empirical studies of the demand for labeled products have

1As compared to Social-labels, the proliferation of Eco-labels has been much more rapid. Starting
with Germany’s ”Blue Angel” label, launched in 1978 to denote ”environmentally friendly” products,
eco-labels promoting environmentally friendly process and production methods (PPMs) like ”dolphin-
safe tuna”, furniture made from wood harvested from sustainably managed forests, and fish from sus-
tainable fisheries have also entered the market in recent years.

2Theoretical studies have attempted to evaluate these claims by examining the conditions under
which labeled products might alter the production practices and methods of producers. In a general
equilibrium setting, Sedjo and Swallow (2002) and Basu et.al (2003, 2004) investigate the viability of
eco-labels while Basu et al. (2006) investigate the viability of social labels. The general equilibrium
is based, in part, on the price premium an eco or socially conscious consumer is willing to pay for the
labeled product relative to the cost of producing in using approved PPMs. Ceterus paribus, a higher
consumer willingness to pay is seen as a reward to producers who are then more likely to shift production
toward the eco or socially preferred methods of production.
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shown the existence of price premiums for numerous products ranging from canned tuna

to organic textiles (Teisl et al. (2002); Nimon and Beghin (1999); Bjorner et al. (2004)).

On the other hand, and in the context of Fair Trade labeled products specifically, a

number of recent studies present conflicting evidence. In a NBER survey done in 1999,

80% of United States consumers polled in interviews claimed that they were willing to

pay more for products made under good working conditions (Elliot and Freeman (2003)).

Another survey undertaken by the Program on International Policy Attitudes (PIPA) at

the University of Maryland in 1999 found that 76% of respondents were willing to pay

an extra $5 for a $20 garment that was certified free of sweatshop labor (PIPA 2000).

Yet, field experiments that have attempted to study the revealed preference of consumers

in real life settings regarding their purchase decisions of labeled products made under

socially acceptable working conditions paint a different picture.

For instance, Milkman (2004) reports an experiment where t-shirts labeled Sweat-X, a

prominent California Fair Trade Cooperative where sold alongside a better known brand

All-Star. Even though both labels were priced the same and had the same quality, more

All-Star t-shirts were sold. The study concludes that consumers did not trust the Sweat

X label. Kimeldorf et.al (2004) at the University of Michigan carried out a field ex-

periment at a department store with plain white socks. One batch of socks (treatment

group) were labeled as made with good working conditions and no child labor while the

other (control group) was unlabeled and priced at $1.00 a pair. By varying the price

of the labeled socks from $1.00 - $1.40 in 5 cent increments, Kimeldorf et. al found

that 30.3% of consumers bought the labeled socks when the price was higher for the

treatment group while 43% of consumers bought the labeled pairs when the price was

identical to the unlabeled pairs. Overall, only 26.5% of consumers actually paid more

to buy labeled socks. Perhaps, the most robust revealed preference study undertaken to

date is by Hiscox and Smyth (2005) in a major New York City retail store for towels,

dolls and candles that were labeled as made under good working condition / no sweat-

shop labor. Hiscox and Smyth found that sales rose for these labeled products, and that

consumers exhibited inelastic demand (-0.5%) for price increases up to 20% above the

baseline unlabeled product.

This apparent contradiction in the revealed preference studies based on field experi-

ments regarding consumers’ willingness to pay for labeled products can be attributed to
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a number of factors. The credibility of the label itself, the type of product in question,

consumer heterogeneity (age, gender, education and income, as examples), quality of

the labeled product vis--vis their unlabeled counterpart and potential flaws in setting up

the experiments itself. However, one of the impediments to observing the existence of

a higher price premium for labeled products might be attributed to label transparency,

an issue that has received scant attention in the literature. Take the case of label per-

formance as an example. First, in the United States, the ”Dolphin-safe Tuna” is an

ubiquitous label which guarantees that the Tuna was caught in ways not intentionally

harmful to Dolphins. Yet the label does not specify the impact of this technology on cur-

rent Dolphin stocks. Second, while it is well known that the ”Fair Trade” label for coffee

guarantees a price floor to marginal growers in developing countries, the label does not

specify either the fraction of poor growers served by the label or the income guarantee

received by them. In both these examples it is only natural that consumers’ willingness

to pay is based on their perception rather than the actual performance of the label.

In a pioneering study, Hicks (2006) used stated preference methods to investigate the

impact of performance attributes on consumer willingness to pay for fair trade coffee. By

varying the percentage of poor farmers served and the income guarantee to them on the

product label presented to respondents, Hicks found that consumers are willing to pay a

premium over unlabeled coffee only when participation reached a certain threshold. In

this paper, our motivation follows Hicks (2006) and lies in disentangling the impact of

various attributes of a label on consumers’ willingness to pay. To this end, we focus on a

single commodity with a relatively inelastic demand – coffee, and a fairly recognizable

label in the United States – Fair Trade. Our choice of coffee as a product is motivated

by two reasons: (i) the aforementioned lack of perfect substitutes that establishes a rela-

tively inelastic demand and (ii) coffee is a strictly private good which allows us to focus

on the link between private benefits and willingness to pay rather than issues related to

consumer free riding inherent in some ecolabeled products such as “Dolphin-Safe Tuna”

that are semi-public goods in nature.

Noteworthy here is that unlike green labeling programs where labeling itself encourages

environmentally friendly production choices to be applied to the production of labeled

products but not unlabeled products, Fair Trade addresses an existing issue (poverty

among some but not other farmers). In other words, while the existing literature on
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social and eco-labeling,3 treats unlabeled products as uniformly “bad” (produced with

child labor, or with eco-unfriendly techniques), unlabeled products in the Fair Trade

setting are produced by both poor and rich farmers. Accordingly, the informational role

of the Fair Trade label is distinctly different. It bears emphasis that the contribution of

this paper lies in understanding how the information related to the fulfillment of social

objectives by the Fair Trade label affects consumers’ willingness to pay a price premium.

Noteworthy in this context is the fact that apart from the stated objective that the Fair

Trade Labeling Organization (FLO) targets only poor/marginal producers, and that

once selected into the program poor producers are guaranteed a price floor, the label

does not provide updated information on the either the scale (share of poor producers

in the program) or the scope (the size of income increase guaranteed to poor producers)

on the label itself. Thus, while the existence of a positive price premium for Fair Trade

products can be easily attributed to consumers’ preference towards poverty alleviation,

there is no way to predict how the willingness to pay itself might vary with the degree

of poverty eradication achieved by the Fair Trade label.

In order to understand how consumers account for the degree of poverty eradication in

their willingness to pay, we proceed in two steps. First, we incorporate the two basic

tenets, the scale and scope of the program for Fair Trade labeled coffee, to build a the-

oretical model that exploits a critical insight hitherto neglected in the literature on the

extrapolation of revealed preferences for consumers in their choice to buy a Fair Trade

product. The insight is as follows: if indeed poverty alleviation is the main motive behind

the purchase of a Fair Trade product (in this case coffee) then consumers should account

for not only the share of poor producers whose income improves through the decision

to purchase, but also the degree of income shortfall that is generated as a consequence

of this decision between those poor producers who are a part of the Fair Trade label

and those who remain outside its purview. The Fair Trade label thus creates a sorting

effect amongst poor producers, those included and those excluded by the program. More

specifically, the Fair Trade label transforms a homogeneous product into a differentiated

one and divides producers into three categories: poor producers who are part of the

Fair Trade program; poor producers who are currently excluded by the program but can

potentially be a part of the Fair Trade label in the future; and relatively rich producers

who do not meet the eligibility criteria. Therefore, unlabeled coffee is produced by both

3See Basu, Chau and Grote (2003, 2005, 2006)
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rich and poor producers, and while consumers may not be able to distinguish the share

of poor producers within the unlabeled group, their decision to purchase unlabeled cof-

fee may well be driven by the concern for deepening relative deprivation amongst poor

producers rather than indifference to poverty per se.

Thus, consumers’ willingness to pay for Fair Trade labeled coffee could be subject to

two opposing effects. On one hand, aversion to poverty may lead to an increase in the

willingness to pay as both the scale (participation) and scope (income) of the Fair Trade

program increases while on the other hand, concern for relative deprivation of poor

producers not yet included by the program may very well lead to a decrease in their

willingness to pay. The central question thus remains as to over what range of the scale

and scope of the Fair Trade program is consumer willingness to pay increasing. We put

our theory of poverty aversion and relative deprivation in consumers’ willingness to pay

to an empirical test using choice experiments across University students in the United

States. Our empirical model investigate consumer preferences for product attributes as-

sociated with varying levels of relative and absolute poverty by conducting two choice

experiments using stated preference discrete choice methods (Louviere et. al. (2000)).

In our experiments we allow consumers to choose among labeled coffees having various

levels of program performance with corresponding relative and absolute poverty. Using

the choice experiment data, we estimate a mixed logit model (Train (2003)) that allows

for consumer heterogeneity over preferences for product attributes and the results show

that there is significant consumer heterogeneity with respect to label parameters such as

certifying agency and program performance attributes.

Using results from the mixed logit model, we simulate the distribution of parameters

and investigate consumer willingness to pay for fair trade program attributes. While the

mixed logit allows for tremendous richness in heterogenous preferences, our results show

that consumers primarily fall into two categories. The majority of consumers exhibit

an inverted-U relationship with respect to their willingness to pay while a minority of

consumers exhibit a declining trend in their willingness to pay for increases in the scope

and scale respectively for the Fair Trade labeled coffee. On the other hand, consumers

willingness to pay for Fair Trade labeled coffee without any performance criteria regard-

ing the scale and scope exhibit a uniform mark-up over their unlabeled counterpart.
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The remainder of the paper is organized as follows. In section 2 we highlight the criteria

for eligibility for producers to join the Fair Trade label for coffee. Using the eligibility

criteria we develop a theoretical model in section 3 that highlights the interplay between

poverty aversion, relative deprivation and willingness to pay. Section 4 explains our

survey methodology and empirical results that establish our theoretical findings while

section 5 concludes.

2 Fair Trade Criteria

We summerize the main goals of the Fair Trade labeling Organization in order to motivate

our theory and empirics in the following sections.

• Fair trade certification: main goal is to establish a minimum price, guaranteeing

small scale farmers a living income.

• Farmer types: Coffee is produced both on large plantations and by small farmers.
Typically, Fair Trade farmers cultivate less than 3 hectares of coffee and harvest

1,000-3,000 pounds of unroasted coffee a year. Small farmers are perhaps more

aptly defined by those farmers who rely principally on their own families’ labor.

This makes Fair Trade potentially representative of an estimated 75% of all coffee

farmers. Many coffee farmers receive prices for their harvest that can be less than

the costs of production, forcing them into a cycle of poverty and debt. They are

often forced to sell to middlemen who pay them half the market price, generally

between $.30-.50 per pound. Family farmers usually bring in a cash income of

$500-$1,000 a year for their coffee.4

• Income Inequality Across Farmers Types: Most small farmers sell directly to mid-
dlemen exporters who are commonly referred to as coyotes. These coyotes are

known to take advantage of small farmers, paying them below market price for

their harvests and keeping a high percentage for themselves. In contrast, large cof-

fee estate owners usually process and export their own harvests that are sold at the

prices set by the New York Coffee Exchange. However, extremely low wages ($2-

3/day) and poor working conditions for farmworkers characterize coffee plantation

jobs.

4http://www.globalexchange.org/campaigns/fairtrade/coffee/faq.html
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• One of the most important eligibility criteria for producers to qualify as fair trade
producers is that the majority of the members of the organization should be small

scale producers of coffee. By small producers are understood those that are not

structurally dependent on hired labor, managing their farm mainly with their own

and their family’s labor-force;

• Eligibility criteria for importers: The purchasing price must be fixed in accordance
with the conditions established for this effect by FLO-International. Guaranteed

floor price of $1.26 per pound for washed arabica. The roaster/buyer is obliged

to facilitate the coffee producers access to credit-facilities at the beginning of the

harvest season, up to 60% of the value of the contracted coffee at Fair Trade

conditions, at regular international interest rates. The credit will be cancelled

upon shipment of the coffee. Producers and roasters/buyers depend on reliability

and continuity. For that reason, relations between both should be based on long

term contracts (1 to 10 years).

There are thus three potential issues affecting consumers’ wilingness to pay, specifically

related to fair trade:

1. The guaranteed price floor directly targets absolute poverty of participating farm-

ers.

2. Second, fairness concerns are addressed through eligibility criteria imposed on par-

ticipating farmers. In the case of fair trade, eligibility requires that participating

farmers are poor (see fair trade guidelines above). Thus, fair trade certification

also impacts the relative income of poor farmers relative to richer ones.

3. Third, fair trade labeling has a sorting effect: it sorts out the group of relatively

poor farmers from a pool of otherwise anonymous and indistinguisable producers.

In addition, labeling also impacts the composition of non-participating farmers.

With fair trade, these can be of two types: (i) non-eligible farmers, and (ii) eligible

farmers who cannot participate, due perhaps to insufficient (quantity) demand,

and / or the transaction costs required to do so.

4. Finally, fair trade products also encompass a bundle of attributes (organically

grown, environmental sustainability, the provision of credit etc.) This introduces

yet another layer for consideration in the willingness to pay for Fair Trade coffee.
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To summarize, the willingness to pay of Fair Trade relative to unlabeled coffee is poten-

tially affected by:

1. (product attribute) consumers’ willingness to pay for the bundle of added attributes

associated with fair trade products, including both its social and environmental

impacts;

2. (sorting) consumers’ willingness to pay for products made respectively by two

groups of producers (i) participating poor farmers and (ii) a mix of non-participating

rich and poor farmers;

3. (poverty and relative deprivation) consumers’ willingness to pay depending on the

scope (changes in the degree of absolute poverty alleviation and relative deprivation

for participating and non-participating farmers) and scale (i.e. percentage of poor

farmers participating) of the program.

3 Theoretical Model

Based on the preceeding discussion we consider three distinct stakeholders for a Fair

Trade labeling program: (i) the fair trade labeling organization, (ii) producers and (iii)

consumers.

3.1 Labeling Organization

Throughout, assume that a labeling organization determines the scale and scope of the

fair trade labeling program. The objective of the Labeling Organization is to include

poor producers who meet the eligibility criteria with a price guarantee for their products.

Thus, two sets of rules govern the execution of the labeling program: (i) only poor

producers are eligible and (ii) a pre-determined level of income increase is guaranteed

for those producers participating in the program.

3.2 Producers

Prior to the fair trade labeling, let there be two groups of producers: N producers in

the first group who constitute the group of poor producers eligible to participate in the

fair trade labeling program, and N∗ producers in the second group who represent high
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income producers who do not meet the eligibility criteria for joining the fair trade label5.

The introduction of fair trade labeling further divides the group of poor producers into

participating (l) and non-participating (u) producers. Together with the ineligible (u∗)
rich producers, there are thus now three groups of producers, denoted with a subscript

l, u, u∗ respectively. Let q denote the fraction of poor producers whose income is guar-
anteed by the fair trade labeling program. Thus, Nq is the number of poor producers

participating in the labeling program. Meanwhile, N(1− q) +N∗ number of producers
remain outside of the labeling program.

As population shares, denote

sl =
Nq

N +N∗
≡ nq, su = N(1− q)

N +N∗
≡ n(1− q), su∗ = N∗

N +N∗
≡ 1− n.

In terms of income levels, denote δ as the degree of output price increase guaranteed

by the fair trade program. Accordingly, denote Wi, i = l, u, u∗ be the income levels of
the three groups of producers, respectively the participating poor, the non-participating

poor, and the ineligible rich. As long as δ > 0, we shall assume throughout that the

following income ranking holds:

Wu∗ > Wl > Wu.

In addition, the income of producers participating in the fair trade labeling program Wl

is taken to be equal to W (δ) > 0, where W (·) is assumed to be strictly increasing in δ.

Poverty and Relative Deprivation

By virtue of the price guarantee, fair trade labeling impacts both the absolute degree

of poverty and the relative income inequality facing producers in the three groups. In

particular, let z denote the poverty line, and Pi be the Sen’s (1970) measure absolute

inequality for individuals in group i:

Pi(q, δ) = max{z −Wi

z
, 0}.

5There are of course a variety of reasons why producers’ income may differ. In the context of fair
trade coffee, the first group of producers are typically small scale producers operating on their own land
using own labor, while the second group are producers with larger scale plantation and hired laborers.
Differences in their income may be due to access to world market, credit and productivity improving
capital.
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We shall assume that only rich producers live at an income level above the poverty line

(Wu∗ > z), and thus Pu∗ = 0. In addition,

Pl =
z −W (δ)

z

Pu =
z −Wu)

z

To gauge the extent to which fair trade labeling promotes fairness in income distribution

across the three groups of producers, we employ the following well-known measure of

relative deprivation (Deaton (2001) and Yitzhaki (1979)), Ri

Ri =
j=i

sjmax{Wj −Wi

Wi

, 0}.

Thus, Ri measures income shortfall of group i producers relative to others. The weights

sj are simply the population share of producers in group j. Given the income ranking

Wu∗ > Wl > Wu, we have thus:

Ru∗ = 0

Rl = su∗
Wu∗ −W (δ)
W (δ)

= (1− n)Wu∗ −W (δ)
W (δ)

Ru = sl
W (δ)−Wu

Wu

+ su∗
Wu∗ −Wu

Wu

= nq
W (δ)−Wu

Wu

+ (1− n)Wu∗ −Wu

Wu

The absolute poverty and relative deprivation impact of fair trade labeling can now be

seen clearly. First, as the scope of the program improves, or as δ rises, or when the income

guarantee improves, absolute poverty and relative deprivation facing participating poor

producers improve as both Pl and Rl are decreasing in δ. An increase in the scale of the

program q naturally implies that more poor producers can participate, and does not by

itself impact absolute poverty or relative deprivation of existing participating producers.

It is also of interest to examine the role of q and δ on non-participating poor producers.

In particular, whereas both Pu∗ and Ru∗ are equal to zero and thus independent of fair
trade, an increase in either q or δ implies a worsening of the relative income status of non-

participating poor producers. Specifically, as q increases, the group of non-participating

producers becomes even more marginalized as a group, implying an increase in Ru.

Meanwhile, as δ rises, the income gap between participating and non-participating poor

producers rises, implying similarly an increase in R(u).
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3.3 Consumer Preferences

Taking the above as inputs, we are now in a position to write down consumer preferences.

For sake of clarity, and in consonance with our experimental design, we consider four

specifications of the indirect utility function for consumers contingent on the label char-

acteristics: (i) the indirect utility of consumers associated with the purchase of fair trade

labeled coffee that advertises the performance of the label (i.e., producer participation

and revenue) and (ii) the indirect utility of consumers who choose unlabeled coffee when

presented with the alternative of fair trade labeled coffee with the performance metric.

Needless to say, by setting the performance metrics to zero we can easily identify the

indirect utility of consumers associated with the purchase of traditional fair trade labeled

coffee and the indirect utility of consumers who choose unlabeled coffee when faced with

the alternative of a traditional fair trade labeled one.

The following model of consumer preferences is motivated by the concern for (i) poverty,

(ii) inequality and (iii) other product attributes that a fair trade labeled product with

performance metrics typically addresses. Our objectives are to trace out any systematic

relationship between the price premium and the following:

• Consumer Preferences and Poverty: whether consumers prefer, are indifferent
to, or are averse to buying products made by poverty stricken producers.

• Consumer Preferences and Inequality: whether consumers prefer, are indif-
ferent to, or are averse to buying products made by producers who are poor relative

to other producers producing an otherwise similar product.

• Label Characteristics — Scale: the scale of the fair trade labeling program, as
measured by the share of poor producers participating in the program.

• Label Characteristics — Scope: the size of the income increase guaranteed to
participating producers.

As stated, the motivation here is driven by the specifics of existing fair trade labeling,

in which consumers are confronted with the choice between products that differ in

• the absolute poverty of producers

• relative deprivation of producers
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• a set of additional attributes, either environmental / social in nature

To capture each of these effects, we assume that consumers’ preference take the following

form:

Up(V, θi, Pi, Ri) = V + θi + θpPi + θrRi +m− pp

This represents the utility of a consumer who purchases a product made by producers

of type i. V denotes consumers inherent valuation of the product per se, in our case, a

unit of coffee. θj, j = i, p, r are scalars that may be of either positive or negative values,

and represents the added environmental / social attributes associated with the product.

We will assume that θu = θu∗ = 0. m is income and pp is the price of the product.

Finally, the parameters θp and θr represent respectively the nature of consumer pref-

erences in regards to the poverty and relative deprivation facing the producers of the

product. θp < 0 pertains to a consumer who’s willingness to pay is lower if she knows

that the producer of the product lives below the poverty line. Similarly, θr < 0 pertains

to a consumer who’s willingness to pay is lower if she knows that the producer of the

product receives lower income compared to others who produce the same product.

The utility from unit consumption of the fair trade product when performance of the

label is advertised is thus given simply by:

Upl (δ, p) = U
p(V, θl, Pl, Rl) = V + θl + θpPl + θrRl +m− ppl (1)

Meanwhile, the expected utility of consuming a unit of unlabeled product (when faced

with the choice of a fair trade label that advertises performance), produced by a mix of

non-participating producers (u and u∗), is

Upnl(δ, p) =
su

su + su∗
Up(V, 0, Pu, Ru) +

su
su + su∗

Up(V, 0, Pu∗, Ru∗)

= V +
n(1− q)
1− nq θpPu +

n(1− q)
1− nq θrRu +m− ppu (2)

The price premium that consumers are at most willing to pay for fair trade labeled

products when performance is advertised is thus

ppl − ppu = θl + θp Pl − n(1− q)
1− nq Pu + θr Rl − n(1− q)

1− nq Ru (3)
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Of particular interest, therefore, is the way in which the price premium changes as the

size q and the scope δ of the program varies. Considering the three aspects of a fair trade

product separately:

Therefore,
∂(ppl − ppu)

∂q
= θr[

n(1− n)
(1− nq)2

∂Ru
∂q
] > (<)0

as θr > (<)0 since
∂Ru
∂q
> 0.

Note that
∂(ppl − ppu)

∂q
|θp=0 = θr[

n(1− n)
(1− nq)2

∂Ru
∂q
] > (<)0

and
∂(ppl − ppu)

∂q
|θr=0 = 0

∂(ppl − ppu)
∂δ

= θp
∂Pl
∂δ
− n(1− n)
(1− nq) [θp

∂Rl
∂δ

+ θr
∂Ru
∂δ
] > (<)0

∂(ppl − ppu)
∂δ

|θp=0 = −
n(1− n)
(1− nq) [θr

∂Ru
∂δ
] > (<)0

as θr < (>)0.

∂(ppl − ppu)
∂δ

|θr=0 = θp
∂Pl
∂δ
− n(1− n)
(1− nq) [θp

∂Rl
∂δ
] > (<)0

irrespective of whether θp > (<)0.

• Indifference to poverty and inequality θp = θr = 0. In this case, the price

premium is a constant and independent of δ and q. So long as the social and

environmental attributes of the program is deemed valuable to the consumer θl > 0,

there will be a positive price premium.

• Indifference to inequality θr = 0: Here, preferences can be of one of two types:
(i) Poverty Averse θp < 0 and (ii) Poverty loving (θp > 0). Respectively, poverty

averse consumers prefer to buy goods made by producers who live above the poverty

line. Meanwhile, poverty loving consumers do not shy away from and in fact prefer

to buy goods made by those who live under the poverty line. In this case, we have,

making use of the definition of Pi(q, δ),
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Proposition 1 If θr = 0 and consumer preferences exhibit poverty aversion θp < 0, the

fair trade price premium is strictly increasing in δ. In addition, under the same set of

conditions, the fair trade price premium is strictly decreasing in the size of the program

q.

The interpretation of proposition 1 is as follows:

• An increase in δ lowers absolute poverty among participating producers and does
not impact absolute poverty of non-participating producers. If θp < 0, willingness

to pay increases.

• An increase in q decreases the share of the poor among non-participating producers.
Since consumers are poverty averse, their willingness to consume unlabeled products

is now in fact higher!

These results point to the important fact that the different components of a fair trade

label in fact contribute to the premium in very different ways, even for consumers with

a consistent set of preferences. In particular, fair trade labels play two distinct roles: (i)

poverty alleviation on a per producer basis, and (ii) sorting of producers across groups.

The latter in particular puts consumers in a better position to screen out products, and

pay according to their preferences.

• Indifference to poverty, θp = 0: Putting aside for now poverty aversion, we now
introduce the final part, which accommodates aversion / affinity towards buying

products made by those who are poor, relatively speaking. Here, aversion (affinity)

to relative deprivation is represented by a negative (positive) θr. We have the

following result,

Proposition 2 If θp = 0 and consumer preferences exhibit aversion (affinity) to relative

deprivation θr < (>)0, the fair trade price premium is strictly increasing (decreasing)

in δ. In addition, under the same set of conditions, there is an inverted U-shaped (U-

shaped) relationship between fair trade price premium and the size of the program q. In

other words, the price premium first rises (falls) and then falls (rises) as q rises.

Intuitively, proposition 2 captures the following:

• An increase in δ lowers relative poverty among participating producers. However,
the same improvement in relative poverty of participating producers is matched by

14



worsening of the relative deprivation among the non-participating poor producers.

Since consumers are poverty averse, these two responses in fact reinforce one an-

other, encouraging consumers to purchase the fair trade product, and discourages

the consumer to purchase the non-labeled product. The result, as reported, is an

increase in the price premium.

• An increase in q does not impact the relative deprivation of participating producers.
However, it does have an impact on the relative deprivation of non-participating

poor producers. In particular, the impact on relative deprivation can be broken

down into two effects. The first is a composition impact, and the second is an

individual level impact.

To begin with, consider first the composition impact. An increase in q simply increases

the share of participating poor producers. Thus, the share of poor non-participating

producers falls. All else equal, this implies that the average non-participating producer

(which includes rich and poor producers) is no longer as relatively poor as before. Put

another way, an increase in q changes the composition of non-participating producers as

the share of rich producers amongst all non-participating producers increase. Accord-

ingly, the average degree of relative deprivation of non-participating producers decreases

as q rises.

On the other hand, an increase q marginalizes those poor producers who do not par-

ticipate in the fair trade program even further. This has the effect of increasing Ru

(equation ()) for the individual non-participating poor producer, which is the individual

level impact. While these two effects occur simultaneously, their relative impact differ

depending on the existing level of q.

Starting from a situation where q is very low, the second effect on relative deprivation

(the individual level effect which is relative deprivation deepening) dominates since the

share of producers 1− q who suffers a worsening in relative deprivation is still high. As
q approaches 1, however, the first effect on relative deprivation (the composition effect

which is relative deprivation improving) dominates since the average non-participating

producer is richer. Taken together, for a consumer that is averse to relative deprivation,

their willingness to pay for fair trade labeled product first rises and then falls with q,

precisely since relative deprivation among producers of unlabeled products first rises,
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and then falls with q.

These results are interesting, and reiterate the fact that the different components of a fair

trade label in fact contribute to the premium in very different ways, even for consumers

with a consistent set of preferences. In particular, we highlight the two roles played by

fair trade labels: (i) poverty alleviation on a per producer basis, and (ii) sorting of pro-

ducers across groups, which puts consumers in a better position to screen out products,

and pay according to their preferences. Finally, the illustration here also shows that

there is a limit to which consumption preferences that exhibit aversion to inequality can

effectively bring about an equal world, if market-based incentives (through performance

based labeling) is used as a tool.

We now turn to the issue of a traditional label that does not advertise performance in

terms of either producer participation and revenue. Thus, θpPi = θrRi = 0. In this case

the indirect utility of a consumer who chooses to purchase a labeled product is given as

U t(V, θi, p
t
l) = V + θi +m− ptl

while the indirect utility of a consumer who purchases a non-labeled product is

U tnl(V, p
t
u) = V +m− ptu

Thus, a positive price premium exists for traditional fair trade labeled product as long

as θi > 0.

4 Econometric Model

The theory of the preceding sections outlines how even consistent consumer preferences

can lead to price premia that is increasing, level, or even decreasing with regard to fair

trade label performance because of aversion to inequality. To investigate how consumers

respond to fair trade label attributes, and in particular, performance attributes that can

not be measured in current market settings, we employ stated preference techniques to

evaluate consumer preferences for hypothetical fair trade coffees (for an introduction, see

Louviere et al, (2000)). This methodology has been used for a wide variety of consumer
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products and has been shown to yield reliable information about market choices of re-

spondents (e.g. see Ben-Akiva and Morikawa (1990) and Adamowicz et al. (1994)).

In our choice experiment we investigate consumer preferences for fair trade coffee in two

separate experiments. In the first experiment, we present the usual coffee attributes

such as coffee price, the country of origin, whether the coffee is organic or not, a fair

trade insignia, and the certifying agency. Since this information mimics what is found

on current fair trade labels, we term this the traditional label. Respondents then choose

among two traditional fair trade coffees and a non-labeled coffee alternative (see Figure

1 for a sample question). In the second experiment, we offer respondents an oppor-

tunity to choose among fair trade labeled coffees with performance information and a

non-labeled coffee (see Figure 2). In addition to the attributes presented on the tradi-

tional label, the performance label includes two criteria related to the performance of

the fair trade labeling program: the increased revenue accruing to program participants,

and the growth rate of program participation (both in percentage terms). Both of these

attributes describe the degree to which the labeled coffee is lifting people out of poverty

and provide information far beyond the binary indicator of the traditional fair trade label.

Blocked experimental design techniques were used to select the fifteen sets of 5 ques-

tions for each experiment that maximize the tradeoffs of the coffee choice experiments6.

Although the levels and attibutes of the two experiments are identical (except for perfor-

mance information), the actual levels of the attributes chosen by the experimental design

algorithm differ by question, block, and experiment. For details on the design and at-

tribute levels, see Table 1. For each of the two experiments, respondents are randomly

assigned to one of the fifteen blocks. Respondents consisted of students taking large intro-

ductory Economics classes at the College of William and Mary during the Spring of 2006.

The indirect utility functions for each individual n and coffee i, Vni, are defined as follows:

Vni(β) =

⎧⎪⎨⎪⎩
XLβL +Xβ + ni if i = A or i = B
Xβ + βorgOrg + ni if i = C
βNC + ni if i = No Coffee

Notice that, the country of origin effects are normalized on Columbian coffee. The re-

searcher is assumed to be able to observe the indirect utility function up to an alternative-

6In practice, this means maximizing D efficiency or the determinant |X X−1|.
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specific error term, ni. Also, since the fair trade coffee definition ensures something very

close to organic, an organic effect (denoted by Org) can only be estimated on the non-

fair trade coffee, only some of which are organic. A constant term is also estimated on

the opt-out alternative denoted by βNC . In addition to the certifying agency found on

the traditional fair trade label, the performance label includes additional items in the

vector XL: performance attributes on increased revenues and participation growth of the

program (as well as quadratic and interaction terms on these performance attributes).

The theory of the preceding section outlines a variety of consumer preference types re-

lated to fair trade coffee. The experiments are designed to present different combinations

of coffee choices associated with more product variation than could be observed in the

market. To model consumer choice, we estimate a mixed logit model described by Train

(2003) that allows for consumer heterogeneity across label attributes. The model also

relaxes the IIA restrictions common in standard multinomial logit applications. In our

application of the model, we assume that random parameters are distributed with a

normal distribution. The probability of individual n choosing coffee i can be written as

Pni =
eVni(β)

J
j=1 e

Vnj(β)
φ(β | b,W )dβ

where φ(β | b,W ) is the normal density with mean b and covariance W. Notice that the
J coffee choices over which the model is defined correspond to the four coffee options

available to respondents, Coffee A or B (both labeled), Coffee C (not labeled), and the

so-called “opt-out” choice if the respondent chooses not to buy any coffee.

5 Results

Using the experimental design presented above, we were able to estimate a mixed logit

model of product choice for each coffee experiment. The mixed logit specification al-

lows for consumer heterogeneity, and we feel this is especially important when dealing

with fair trade label attributes. For coffee attributes familiar to respondents (i.e., price,

country of origin, and a no purchase constant), we estimate fixed coefficients (which is

akin to standard multinomial logit estimation). Table 2 shows the results from both

choice experiments, the performance and traditional label results are in columns 1 and

2, respectively. Both sets of findings are similar for the fixed coefficients. Price, negative

and significant, indicates that as the price of a coffee increases the probability of choosing
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the coffee decreases, ceterus paribus. Relative to a Columbian coffee, both Brazilian and

Costa Rican grown coffee is less likely to be chosen (although the Costa Rican country of

origin effect is not significant in the performance label experiment). This may be captur-

ing quality differentiation in favor of Columbian coffee, since many times it is a popular

variety available for purchase. The opt out coefficients, both negative and significant,

shows that respondents are more likely to choose one of the coffee alternatives ceterus

paribus.

The random coefficients in the model associated with fair trade attributes are differenti-

ated in the table by the mean and standard deviation estimates (denoted by µ and σ) for

each attribute. Higher levels of σ denote more consumer heterogeneity since preferences

for each of these attribute are estimated as N(µ, σ). First, consider the organic label, on

the non-fair trade coffee. The mean coefficient, not significant in either experiment, is

associated with a significant and relatively large standard deviation term. This indicates

that a portion of consumers choosing the non-labeled coffee tended to avoid, or had little

preference for, the organic label, while others had a positive willingness to pay for the

organic non-fair trade labeled coffee. Next, consider the effect of certifying agency for

the fair trade coffees. In both experiments, the Fair Trade Labeling Organization (FLO)

had the strongest effect relative to the USDA and local growers associations. The mean

effect and standard deviation of certification was larger for the traditional label, indicat-

ing consumers attached more significance to the certifying agency but with much higher

consumer heterogeneity under the traditional label. Recall that the certifying agency is

the only attribute (aside from the label graphic itself) that differentiates fair trade coffee.

The performance label has performance attributes in addition to the certifying agency,

and the effect of certification is much smaller with much lower consumer heterogeneity.

Because the performance attributes effectively adds credibility to any certifying agency

consumers have lower variation in preferences over the importance of certifier and place

less weight on it ceterus paribus. Our results indicate that adding performance informa-

tion decreases the importance of certifying agency.

We next turn to the performance attributes, denoted by Revenue and Participation in

Table 2. Notice for each we have a linear term, two second order terms, and an in-

teraction term. These attributes are instructive as to how the performance of labeling

programs, and the associated change in poverty, impacts consumer willingness to pay
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for fair trade labeled products. First, we see that as both revenues and participation in-

creases, the probability of choosing a coffee increases. The quadratic specification allows

the data to determine whether there is a non-linear impact on how increases in these

attributes impact the probability of choosing a coffee7 The estimated quadratic terms

show that at the mean, there is a peak level beyond which increases in performance

lowers the probability of choosing the coffee. The interaction term, while not significant,

also supports our a priori beliefs about how the two dimensions of performance interact.

The positive interaction, indicates that coffee-specific utility function is increasing as

both performance levels increase (so long as the second order term does not become too

large). The estimates of σ for each of these attributes shows that there is significant

heterogeneity associated with performance attributes (although the standard deviation

of the participation coefficient is not significantly different from zero).

We use the estimated coffee-specific indirect utility functions to calculate the price pre-

mia consumers are willing to pay over and above $1 for a fair trade coffee Columbian

grown coffee, relative to a $1 non-labeled Columbian Coffee that is not organic. We per-

form this calculation for the traditional label (yielding a mean price premium of $0.74)

and for varying levels of performance for the performance coffees. In Figure 3 we hold

participation increases at 10% and examine how the price premium varies for different

levels of grower revenue increases. The peak premium relative to the traditional coffee

occurs at approximately 50%, beyond which it declines. Figure 4 shows a similar curve

for participation increases (holding revenue increases constant at 10%). Notice that in

this figure, the critical value of participation is approximately 42%, and that there is a

smaller region of participation increases corresponding to positive price premia. Note

that both of these inverted u-shaped curves are calculated at the mean parameter esti-

mates presented in Table 2.

Because Figures 3 and 4 and were calculated using the mean parameter estimates and do

not account for consumer heterogeneity, we conduct a simulation study using a technique

proposed by Krinsky and Robb to examine the distribution of preferences found in our

experiment. We draw 500,000 parameter vectors from the estimated distribution of

the model estimates and calculate several measures which are non-linear functions of

parameters. Because the distribution of the random label parameters are distributed as

7Further, the random parameters allow for significant heterogeneity in the curvature estimated with
the quadratic terms
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N(µ, σ2), we then draw these random parameters given a draw of µ and σ. Given our

specification of the model, there are four distinct classes of consumer heterogeneity (see

Figure ??)8. The vertical intercept for each consumer class is a simple transformation of

parameters on FLO certification and coffee price (−βFLO
βprice

)9. Notice, the most predominant

consumer type exhibits the inverted u-shaped WTP curve (which we term consumer type

II). This class alone accounts for over 86.5% and 74.5% of all draws from the parameter

distribution, for revenue and participation increases respectively. Type I preferences

were the next most likely for the WTP at 13.3% and 23.1%.

6 Conclusion

Using Fair Trade labeled coffee as an example, we have eswtimated consumers’ willing-

ness to pay based on the label performance. We show that for a majority of consumers,

the willingness to pay for Fair Trade labeled coffee first rises and then falls for both

increases in producer participation and increased income guarantee. We conclude that

poverty aversion and relative deprivation play a significant role as a Fair Trade label

sorts poor producers into participants and non-participants. On one hand, aversion to

poverty leads consumers to pay a higher price as the number of poor producers included

in the program increases. On the other hand, the very same poverty aversion that leads

consumers to pay higher prices deepens relative deprivation for poor producers excluded

from the program. This latter effect results in a decline in the willingness to pay as

producer participation and income guarantee cross a critical threshold.
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