REFORMING THE CAP: AN AGENDA FOR REGIONAL GROWTH?

Roberto Esposti

Department of Economics — Universita Politecnica die Marche
phone: +39 071 2207119, e-mail:esposti@univpm.it, website:www.dea.unian.it/esposti

I N E A z RECT LAZIO

Istituto nazionale Rete di informazione
European Association of Universita di Economia Agraria della Commissione Europea
Agricultural Economists degli Studi della Tuscia

Paper prepared for the TDEAAE Seminar “ THE CAP AFTER THE FISCHLER
REFORM: NATIONAL IMPLEMENTATIONS, IMPACT ASSESSMENRAND THE AGENDA
FOR FUTURE REFORMS”.

Viterbo, Italy, November 20-21 2008.



Reforming the CAP: an agenda for regional growth?

Roberto Esposti

Abstract

This paper aims at analysing the recent CAP reftyom the perspective of the current general and
strategic objectives of the EU as defined by thsbdm Strategy. A critical appraisal of the CAP
impact in terms of regional growth is carried owirstly from a strictly conceptual and
methodological point of view, then by analysing enor detail how CAP reform (of both Pillar |
and Il) might have actually affected the role oé tBAP in promoting (or hindering) regional
growth and, therefore, convergence. Empirical ewade provided by the different available
methodologies has progressively emerged in thelastyears. Though a conclusive answer on the
impact of the reform can not be drawn, it still eges that the role of CAP design and
implementation in affecting regional growth and ergence is usually underestimated and often
neglected in the discussions about the future ®fQAP. At the same time, however, this role is not
univocal and strongly case-specific, as it subs#digt differs across regions according to their
socio-economic structure and how reforms are jgintiplemented.

Keywords: Common Agricultural Policy, Regional Growth andr®®ergence, Lisbon Strategy
EconlLit Classification: Q180, R110, 0410

CONTENTS
1. Introduction: scope and lIMItS Of the PAPE . ceiiiiiiiiiiiiiiiiiiiee e 2
2. CAP, Lisbon and cohesion: a Nnon-sectoral PELBBEC.............uururriiiiiiieeeeeeeeeeeeeeeeniaeeeeenns 4
3. MaIN CONCEPLUAI ISSUES ...t e e e e e e e e e e e e e e e e e e e e e aatrnnan s 8
3.1. The appropriate theoretical fraMEWOIK....cceceeeeevieiiiiiiie e 8
3.2. Policies, growth and convergence: making ti@evj CAP work for Lisbon?.............c........... 9
3.3. Multiregional and multisectoral MOdElS ............oooviiiiiiiiiiiiiiii e 16
N Y o [T [ = SO UPPPPPTUPPUOPPRPRR 22
4.1. The distributional argUmMENT...........ooeeiiiiiiiicee e e eaaeaes 23
4.2. The counter-treatment NYPOLNESIS....... e eeeeriiiiiiai et 26
4.3. Multisectoral models: empirical evidence anth ..o e 29
5. Some concluding remarks: Does the CAP refornkvarregional growth?..............ccccceeeec 33
S (=T =] [o1 =T PP PP TP TTTTPTPP 37
Y o] o 1= o T [ PSSR 44



1. Introduction: scope and limits of the paper

Within the impressive amount of literature produgedhe last years about the recent CAP reform
and its impact,we may found a relatively small number of conttibrs focusing on whether the
current CAP is consistent with the alleged priestiand strategic objectives of the EU and,
consequently, positively interacts with other EUiges in achieving these objectives (Kuokkanen
and Vihinen, 2006, p. 18; Hall et al., 2001; Euamp€ommission, 2007a, p. 157). The CAP being
a strictly sectoral policy (at least its Pillar most studies actually focus on the sectoral inaplhns

of the changes progressively introduced in its glesind implementation. Nonetheless, as it still
remains the most important EU policy (at least2@lD7, in financial terms), such evaluation can not
elude the fundamental concern on how this policgrdmates with other EU interventions to
achieve the overall declared EU long-term objestivan extensive research work has been carried
out to evaluate the growth impact of structuraligpes (Bradley et al., 2003; Dall'erba and De
Groot, 2006; European Commission, 2007a; Espo8@8R therefore, it seems fully legitimate to
investigate such impact for the CAP as well.

The 2003-2005 reform (that is, the 2003 FischleioRe of Pillar | and the 2005 Reform of Pillar

I, the Rural Development Policy, or RDP) (Reg. 272803 and Reg. 1698/2005, respectively), has
been discussed, designed and approved in the ¢arftexsubstantially redesigned long-term EU
strategy, as defined at the Lisbon European Coum@Q000 (the Lisbon Strategy or Agenda) and its
successive reformulations. On request of the EU i@ssion itself, in 2002, a critical review of EU
policies and instruments with respect to the Liskhajectives (and, in particular, a faster
knowledge-based growth) was carried out by a giuipdependent experts led by André Sapir.
The consequent report (Sapir et al., 2003) inspinady other analyses on the appropriateness of
the current major EU policies and on the need bstantial reforms.

The main purpose of this paper is to critically Igs@ the recent CAP reform from the perspective
of the strategic objectives of the EU as definedtiy Lisbon (and Gothenburg) Agenda. The
attention is on the capacity of the CAP to geneeatnomy-wide structural effects and stimulate
regional growth. In pursing this objective, thersit point is the Sapir Report itself and its gahe
and generic, conclusion (Sapir et al., 2003, p):iB& current CAP is inconsistent with the growth
and cohesion objectives of the EU and, given itdgetary relevance, it actually represents a major
obstacle to re-direct funds towards such overg#ailves (Esposti, 2006).

Not necessarily agreeing with this conclusion, pnesent paper shares with the Sapir Report the
emphasis on overall EU growth and cohesion (henalypnantended as growth convergencand
looks at the CAP in this perspective. The titlelitpatently and voluntarily evokes the Sapir Repor
(“An agenda for a growing Europe”) but with four joadifferences. Firstly, the paper specifically
deals with the CAP only, and not the EU as a whallats policies, rules and institutions. Secondly
emphasis here is on regional growth, thereforgusiton growth performance of the Union as an

! This huge research work on the CAP reform is weémplified by the proceedings of two recent EAArEnars,
held in Parma (the 87 (Arfini, 2005) and in Seville (the 18Y, as well as by the last EAAE Congress, in Ghent.
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aggregate, but of all its territories: growth amthesion will be considered together, as two fades o
the same coin.

A third, and more important difference, is simpgpresented by the question mark in the title.
While the Sapir Report shows, to a large extempmanative approacho EU policies, here the
perspective on CAP and its reform is merely positivhe objective is not to suggest how the CAP
should be to better suit the EU growth and cohesigectives. This paper just tries to answer a
positive question: what contribution does the (meied) CAP give to regional growth and
cohesion? Thigositive approachmakes the forth difference also emerge: the agdmete, is not
for policy makers but for agricultural economislisanalyses what we know and what we still
ignore about the contribution of CAP to regionadwth and cohesion.

According to these overall objectives, the papeatrgctured as follows. Section 2 critically review
how the overall EU strategic objectives as defihgdhe Lisbon (and Gothenburg) Agenda entered
and affected the discussion on the 2003-2005 CAd?me Section 3 deals with the major topic of
the paper, namely, how the reformed CAP is expettedontribute to regional growth and
cohesion. This is done by overviewing the basicceptual and methodological issues when
looking at the CAP from this non-sectoral perspectind then, how the CAP pillars, measures and
financial flows can be re-assembled according t® ¢bntribution to regional growth. The section
closes with an overview of the methodological apph®s that have been proposed to empirically
analyse the contribution of the CAP along this eptaal framework.

Section 4 aims at providing the empirical evidetergatively answering the basic questions about
the contribution of the CAP to regional growth atwhesion. The section starts with evidence
provided by the prevailing perspective in empiriaahlysis so far. It is the so-callddstributional
argumentand it focuses on the distribution of CAP fundeoas EU regions but, at the same time,
is not much informative and even misleading or aeimfg, on the real growth processes the CAP
interferes with. Then, a different perspective ®pmsed (thecounter-treatment hypotheyis
emphasizing how an almost opposite effect, witlpeesto the merely distributional conjectures,
can be attributed to the CAP within the multisegkanechanisms of regional economic growth.
Finally, it discusses the evidence provided by igasicent empirical literature on CAP reform and
on their possible effects on regional economies,this respect, also trying to draw some
implications for the upcoming further reforms (Buekl, 2008; Dutch Ministry of Agriculture,
Nature and Food Quality, 2008).

Section 5 concludes by emphasizing those critioattp, from data availability to theoretical and
methodological issues, agricultural economistsexiected to cope with in future research on this
topic.



2. CAP, Lisbon and cohesion: a non-sectoral perspectv

The Sapir Report approaches the CAP in a singuégr. @ver almost two hundred pages of very
detailed analysis of EU policies and institutiothee CAP is practically neglected. Notwithstanding
its major share on the EU budget, the report ordygimally mentions the CAP and those critical
issues that were under discussion in that periothiBoupcoming Fischler Reform. In one of the last
pages, however, in making recommendations on thsioa of the budget and funding mechanisms
according to the alleged EU strategic objectivies,report concludes as followshé CAP does not
seem consistent with the Lisbon goals, in the sémeseits value-for-money contribution to EU
growth and convergence is lower than what is taeddbr most other policies. Continuing to fund
the CAP at present levels would amount to discagnts reduced contribution to the Lisbon goals
compared with potentially much greater contribusdinom the other growth-enhancing policies
(Sapir et al., 2003, p. 166).

It is worth noticing that the Sapir group beganwsrk in 2002, when the discussion on the CAP
reform (formerly known as Mid-Term Review, MTR) wasst starting, and the report was
published in July 2003, that is, one month latex BElU Council adopted the Fischler Reform.
Though the Sapir Report apparently gives a poséwaduation on the direction taken by that CAP
reform (Sapir et al., 2003, p. 19), traces of faisdamental criticism on CAP consistency can be
hardly found during the discussion that eventukdtyto the approval of the Fischler Reform. This
discussion actually treated the CAP as a strighycaltural affair and, at least apparently, netgdc
the Lisbon Strategy and the role of CAP in growtld aohesion.

In 2005, the European Commission (EC) firmly relzhed the Lisbon Strategy putting even more
emphasis on théneed for higher economic growth(namely, increasing competiveness, labour
productivity and job creation) (European Commiss@0d05a, p. 1; 2005b). As a consequence, any
EU policy had to be redirected towards this urgeged: to achieve these objectives, the Union
must mobilise to a greater degree all appropriatgional and Community resourc¢edEuropean
Commission, 2007a, p. xiv). Not surprisingly, thgwanent of the inconsistency of the CAP was
raised again by a group of countries led by UK Bniche Minister Tony Blair. They argued that a
stronger action of the EU in favour of its strategbjectives and, therefore, a larger EU budget
would be only accepted under a substantial reduatiothe CAP share in favour of structural
policies (Esposti, 2006).

The EU Commission itself, in its cohesion repoEsrbpean Commission, 2001a, 2004a, 2007a),
wonders whether the CAP has given any sort of pesdontribution to improve cohesion across
EU territories. In particular, the latter reportu(Bpean Commission, 2007a), with the reformed
CAP (both pillars) already entered in force, stifhtes thatthe negotiation on the budget of the
Union for the period 2007-2013 has demonstrated tieed for reinforced coherence and
complementarity between the different elementeeotJnion interventioch(European Commission,
2007a, p. 157), and acknowledges that that the mudjaracteristic of at least part of the CAP
remains to berfot designed for cohesion purposé@suropean Commission, 2007a, p. 167).



The alleged small contribution of the CAP to regibgrowth and cohesion, therefore, remains a
substantial argument against the CAP even aftendt® recent reform. This may also explain why,
when in 2005 the reform of Pillar Il was approvedi aalmost contemporaneously, the debate on
the EU budget for 2007-2013 programming period becparticularly hot, DG Agriculture firmly
emphasized that the CAP have been redesignetke it work for LisboiEuropean Commission,
2005a, section 3). This ambition of the new CAP Mt be only limited to the contribution to
environmental sustainability according to the egien of the Lisbon Strategy made at 2001 EU
Council in Gothenburg (the Lisbon-Gothenburg Sggle Besides this key aspect, in fact, the
alleged contribution of the new CAP would conceegional growth and cohesion itselin“the
agricultural sector, and in rural areas, the EU mursuing balanced economic growth and
technological improvement and the creation of nels](European Commission, 2005a, p. 4). In
article 5 of Reg. 1698/2005, it is clearly stated RDP has to be coherent with the objectives of
other funds (thus, competitiveness and cohesios)aAonsequence, the evaluation itself of RD
programmes should assess their contribution to Qamitgn priorities: growth, job creation and
labour productivity should be considered as primgicators in such assessment (Mantino, 2006;
Felici et al., 2008; Marenco, 2008, p. 57).

In this perspective, both pillars are expected tovide a significant contribution:a* market-
oriented CAP and a growth-oriented and innovatiueat policy are central elemerit§European
Commission, 2005a, p. 4). Defending the CAP asl&ypthat “will continue to make a concrete
contribution to more growth and jobs in the futurfguropean Commission, 2005a, p. 4) is
especially based on the new “strategic” approaaertyng the reformed RDPa“more strategic
approach has been introduced into the policy wisitrang focus on the integration of major policy
priorities as spelt out in the conclusions of thisbion and Gothenburg European Couritils
(European Commission, 2007a, p. 169). Therefordlewkisbon issues were almost neglected
during the discussion and negotiation of Pillaeform in 2003, the reform of Pillar Il aims at
making rural developmentcéntral to the Lisbon processThough maintaining its character of a
wide set of small-scale local interventions, thev rstrategic orientation of Pillar 1l should bput

in place to connect rural communities with majovestments under regional and cohesion
policies (European Commission, 2005a, p. 2) and help meet the Lisbon Strategy’s dims
(European Commission, 2005a, p. 3). The DG Agncalitself, in an early mid-term assessment of
the 2000-2006 RDP to prepare of the post-2006 polacknowledges that while many RD
measures had a positive impact at the micro leved,actually very difficult to demonstrate some
positive effect at the aggregate (macro) level, ifstance in terms of employment creation
(European Commission, 2004b, p. 118).

This attempt to give the reformed CAP a “Lisbontifusation”, however, has not been fully
successful. This is evident in several documentthefEU Commission that, in relaunching the
Lisbon Strategy, substantially neglects the rol¢hef CAP. It is the case of the final Report of the



Kok Group (European Communities, 20b4)nd the consequent communication from President
Barroso for a new start for the Lisbon Strategyr@@aan Commission, 2005b)

In these documents, the main concern to reinfdneelisbon justification of EU policies is on
cohesion policy and the need to make it work instume direction of competitiveness policy rather
than interpreting it as of a purely distributioriatervention (Sapir et al., 2003, pp. 146-147;
Bertoncini, 2007; European Commission, 2007a, gR-175; Lefebvre, 2007). This latter vision is
contrasted by those convinced thagirdmoting cohesion is not only ethically correctutb
economically efficient. Cohesion and competivers@esmutually reinforcing goals(Jouen and
Rubio, 2007, p. 12) In particular, emphasis has been put on the Beeckeverage effecfJouen,
2007; Spinaci, 2007), that is, the capacity of cddre policies to activate resources, institutional
capacity and knowledge at the territorial levehttbventually also reinforce competitiveness and
growth policies.

Such argument supporting the complementarity betwaenpetitiveness and cohesion policies,
however, is never mentioned in favour of the CARneafter the recent reform. This is also true for
Pillar Il for which, at least in principle, thisverage argument could also be valid and perhaps
supported by major evidence (Mantino, 2006). Afierthis scepticism about the real integration of
the CAP with EU objectives and its (structural)ipels finds a further sound confirmation in the
debate on the HC (Health Check) proposal. The deatireleased by the EC to present it says
almost nothing on the contribution to cohesion amdrall growth and competiveness; the Lisbon
Strategy is never mentioned (European Commissiodi/12).

In their very detailed and insightful analysis ¢ tfuture of the CAP beyond 2013, Bureau and
Mahé emphasize thenéed for coherence (of the CAP) with broader peticend the risk of
“incoherence with cohesion policylhis also suggests thaa tighter connection between the CAP
and cohesion policies is needed so that the varifiududgets complement each other and do not
provide conflicting incentivégBureau and Mahé, 2008, pp. 37-38). Their conckowever, brings
about only marginal implications on how the CAP dlddbe redesigned, the strictly sectoral issues
eventually taking again the first place. Moreovérseems just an exception within the overall
debate on the future of the CAP. The seminar hieldeaEU Commission ortlie economic context
of the HC, as part of the last EAAE Congress in Ghent, @né=sd and discussed the HC proposal
and the future of the CAP in detail and with higlrdl contributions. At the same time, however,
the Lisbon Strategy, the overall coherence of thP Gn this respect and its economy-wide
implications were barely mentionéd.

2 “The promotion of growth and employment in Europaésnext great European projécp. 44). In this Report the
word agriculture appears only once, while “Commajriéultural Policy” never.

% In this communication, neither “agriculture” naEémmon Agricultural Policy” are ever mentioned.

““It is time to restore the truth as regards the Edhesion policy [...] it is not just an instrumentrefiistribution but
also, and above all, a tool to enhance economic soadal developmeh{Jouen, 2007); as a consequence, cohesion
policy is fully Lisbon-related.

> Paradoxically, in these documents and discussiarthe future of the CAP, Lisbon is actually mucbrenpresent in
reference to the Lisbon Treaty and its recent tigledBuckwell, 2008). It should be acknowledgedwever, that
during the abovementioned seminar in Brussels,dSem (2008) underlined the need for more reseatiemted to
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The EU Commission recently released an interesimgtechnical document aimed at clarifying

how most remarks usually raised against the CARaither real nor supported by facts anymore
(European Commission, 2008). In this list of 10damental criticisms on the CAP, however, no
mention is made to its eventual inconsistency wat$pect to other EU policies and to overall EU
strategic objectives; the Lisbon Strategy is newentioned, as well as its key-words such as

“economic growth”, “job creation”, “knowledge”, tpductivity”, “cohesion”, etc®.

As well emphasized by Kuokkanen and Vihinen (200611), it should be acknowledged that,
besides official discourses and the large amouriinahcial resourcesthe CAP has been only a
secondary element in the discussion about the histtoategy. At the same time, at least in the
perception of most scholars (Kuokkanen and Vihir906, p. 16), also the Lisbon Strategy has
been a secondary element during the last CAP reémtnremains such in the discussion about its
future. In fact, we can conclude that if an exaamiism holds for EU agriculture for itspecial
role in relation to the state and the market whempared to other economic secto(Skogstad,
1998), such exceptionalism is also valid for theFCiself (Kuokkanen and Vihinen, 2006
policy unrelated, if not incoherent, with other Eldlicies, that is not expected to contribute to
sustainable growth across EU territories, whergasmuability also implies, among other aspects,
cohesion (growth convergence).

As already mentioned, the aim of the present pepeot to enter this discussion on “how the CAP

should be” to achieve consistency with wider EUechyes and other EU policies. The major

guestions, here, are to assess which kind of krigelend empirical evidence we actually have on
the contribution of CAP to EU growth and cohesidna{ is, to what extent the CAP can be

considered a Lisbon-related policy), to explain winly a limited number of studies have been
produced (Kuokkanen and Vihinen, 2006, p. 11 ed®) which major methodological problems

arise. A sort of exceptionalism also concerns metean the CAP but this seems less justifiable:
despite the political debate, it remains a keyasde issue to investigate whether, and how, the
CAP really contributes to regional growth and thiage higher cohesion across EU territories and
whether, in particular, the 2003-2005 CAP reforalyerepresents a breakthrough in this respect.

analyse, understand and improwhée' consistency across EU policies and agricultaomtribution to growth and
welfaré'.

® Even in documents prepared to support a moreahudision to relaunch the role of the CAP withire tBU this issue
is seldom raised. It is the case, for instanc¢h@idocuments prepared by the UK government (HMaJurey and Defra,
2005) and the Ducth Ministry (Dutch Ministry of Agulture, Nature and Food Quality, 2008).

" This exceptionalism eventually acknowledges thstohical bias of the CAP. After all, even the maadical reforms
proposed over time with respect to the originalrabters of the CAP, as the Siena Memorandum faaree (Barbero
et al., 1984), never mentioned a major contribuégpected from the CAP in terms of overall EU giloywbtential and
cohesion across regions and countries. Economicsacidl cohesion was not an explicit objectivehef briginal CAP

(although the fair standard of living for the agitaral population was mentioned in the Treaty ohi®) (Tarditi and
Zanias 2001; Kuokkanen and Vihinen, 2006, p. 7eréfore, in CAP history the cohesion issues aldaitGAP have
been mostly related to its redistributional effdsetween urban and rural areas and across sotejaz@s (farmers
and non-farmers; large and small farms). At theeséime, it should be also reminded that among lineet general
objectives of the CAP agreed at the 1958 Stresde@amce we also find “to contribute to overall gthvioy allowing

specialisation within the community and eliminatimgrket distortions”.
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3. Main conceptual issues

3.1. The appropriate theoretical framework

The lack of a well-established research traditiontlee CAP contribution to regional growth and
cohesion can not only be attributed to the abovéiomed exceptionalism. Another major reason is
that, as a sectoral policy, the assessment of GAPadts outside the sectoral boundaries is
conceptually and methodologically complex. The pnggtion that policy design and
implementation is fully informative on who receivig® support and how uses it, is often false. It
may be retained as valid for those policies tadyétevery specific and well-defined objectives,
recipients and usésin other cases, as Pillar | of the CAP, the fiesiel recipient may be explicit,
but the actual use and, thus, the very final reats of this support may be much less clear. More
direct and decoupled support, in particular, mayegate different outcomes depending on how it is
used and transferred to other subjects, sectorsasrat. Pillar || measures represent a mixture
between support with a clearly identified final u@®er instance, contribution to physical
investments, R&D, human capital) (Felici et al., 020 Mantino, 2006) and measures that are
actually direct quasi-decoupled payments (for msta environmental measures that directly
compensate the farmers for the loss of productranasease of cost).

Analyses and empirical works mostly based on furadi®cation, and its alleged redistributional
consequence, almost entirely miss the point. Fualliistation is just the first stage of the problem
and these studies implicitly assume that allocatibfunds across countries, regions, subjects and
sectors, also informs on how this support is therdistributed across these units. This is
unfortunately not true, particularly when a chamgehe policy regime may substantially modify
these transfer processes.

Conceptually and methodologically, analysing thetgbution of the CAP to growth and cohesion
requires models with two basic characters. Firshgy should admit different possible uses of the
same support: a direct decoupled payment can le lmgea farmer either to sustain household
consumption (or saving) or to fund investments is dwn agricultural production. Qualitatively,
the outcome in terms of aggregate growth substhntiéfers due to the different transfers to other
subjects who may operate in other sectors or ewesther regions. Secondly, as a consequence,
models have to be multisectoral and multiregional,(open) to admit these cross-sector and cross-
region transferd? Knowing how the support is initially allocated angounits (farmers, regions and
sectors) is only the first required information.efh a correct methodology should be able to

® This does not mean, however, that such clearlgetad policies are also easily modelled. For irstaagro-
environmental measures or support to farm divesdidn are measures that can be entered in conwahtinodel with
more difficulties than, for instance, decoupledmpants (Balamou et al., 2007). Nonetheless, howidlier support is
used within the economy remains less explicit.

° “While relatively few economic actors will be dilgaffected by agricultural policy changes, manyi i indirectly
affected through factor and goods market interafigBalamou et al., 2008, p. 1).

19 «“Their [of conventional policy evaluation methoddks] major limitations are in the assessment ofyodirect
effects on agriculture, excluding indirect and iodd effects that, via the circular flow of the @ual economy, the
supported program could induce. To assess theseehigrder effects a regional multi-sector modehéeded (Felici
et al., 2008, p. 3).
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reconstruct how this support is transferred acrosts on the base of the real nature of policy
implementation (Figure 13!

Figure 1 — Transmission of CAP support across sthyjesectors and regions, and the aggregate
growth effect

c ! i
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3.2. Policies, growth and convergence: making tieaW) CAP work for Lisbon?

Following this representation, once funds’ allocatacross regions is appropriately computed, in
order to analyse the impact of CAP and its refolom@ it is necessary to allocate funds within the
regions, that is, among the different possible {Sedtha, 2007). Unfortunately, we never know

how money are really used once they are delivepethe first-level recipient, thus we need to

assume some bi-univocal relation between the saafréends and their uses. This is, in fact, the
very initial issue to be tackled when analysing thgpact of CAP at the economy-wide level

(Bonfiglio et al., 2006).

1 According to an OECD study (OECD, 1995), 1 Euraliéct payment provided by the EU produces 0.7 i
farm income; 1 Euro of price support generates dn8b Euro of farmer income (European CommissidiQl).
Evidently, the same amount of CAP resources detvén different forms implies a different transédrsupport across
subjects and sectors.
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Once allocation across uses is established, thedsfare transferred over the whole regional
economy and to other regions according to its econiGtructure (presence and relevance of the
different sectors and integration among them),pgdormance (factor productivity) of each sector
and the integration with external economies. Evalhtuthe economy-wide effect (outcomepf

the policy under study depends on: the (observat@unt of funds allocated to the redidrthe
(unobservable) allocation of funds within the regiacross different uses and the (modelled)
transfer to other sectors and regions. Dynamicaiiy mainly through the tax system, the outcome
itself (growth and cohesion, in the present casa), : turn, affect funds’ allocation across and
within regions. Such evaluation framework can lba@stsummarized as a sequence of analytical
phases, that is, Source, Use, Transfers and Outcome

v

SOURCE

A 4

USE

A 4

TRANSFERS OUTCOME

v

Though in a stylized way, we may firstly try to repent the connection between policies,
according to their sources (funds and measured)uses. Figure 2 provides this representation for
three major EU policies, that is, structural poli@tructural Funds and Cohesion Fund), Pillar |
(EAGF) and Pillar Il (EAFRD) of the CAP.

We can identify 7 different uses of funds, eachwaitdifferent implication in terms of transmission
over the economy. Both pillars may be intended @sributions either to income of agriculture
households or to agricultural investments. Whichthedm actually prevails depends on how the
policy is designed and delivered. In addition, waeyrdistinguish between conventional investments
(physical capital) and investments in human capkabwledge or R&D, whose aim is to induce
technological progress and, therefore, increas®rsicproductivity. For simplicity, and according
to discussion above, we call these lattiebon-related investments

CAP payments, however, can be delivered to norcalgural uses, i.e. households non involved in
agricultural production as well as investments eatsrs other than agriculture. This is evidently
possible for Pillar 1l funds, as some measureseamicitly dedicated to non-agricultural sectors
within the rural economy (for instance, Axes 3 nueas of current RDP). Though marginally,
payments directly flowing to non-agricultural sutige can also be possible for Pillar I, either as
administrative/bureaucratic costs or as coupledpsupin favour of agents operating in the
downstream sectors of the supply chains (for irtstaaids to product transformation).

12 Among possible outcomes targeted by agricultarad rural policies, we may include also environmkmind
consumer concerns, or market stabilisation (Arov2008, p. 4). These are evidently aspects of maglevance in
evaluating the CAP and its reforms. However, they @ot considered here as the attention is spaliifiput on
regional growth and economy-wide implications.

13 This very first allocation across regions is tealrfocus of large part of the literature and ofée@ounters serious
problems in terms of policy data availability a¢ tlegional level; this will be discussed in sectioh.

10



Figure 2 — Flow of funds from policies (sourceuses (andice versahrough taxes); price support
is excluded

Agr. taxes !
Agr. (household)
! Income
CAP '
(Pillar ) _| Agr. conventional
"I Investments
| |
! v
Public goods
EU > C_:AP 5 Agr. R&D,
Budget (Pillar 1) ! knowledge
5 human capital,
: Investments
Non agr. taxes :
.| Non Agr. (household)
! - Income
Structural p Non Agr. conventional
Policies : Investments
Non Agr. R&D,
: knowledge,
' human capital,
! Investments

A final use of CAP funds is the payment of publangs. These measures cover costs, usually beard
by farmers, aimed at improving or reconstructinghegublic good (mainly, but not exclusively,
environmental goods). Therefore, they can be censd neither as additional income (as they
cover additional costs) nor as investments, sihey ©do not necessarily generate a demand of
capital goods and their eventual positive impacfamtors’ productivity, if any, is not necessarily
limited to the single farm or the agricultural sect

Similarly, we can allocate structural funds to eiiént possible usé$They are mainly intended as

investments in non-agricultural sectors (Esposti Bassoletti, 2008) and can be distinguished, as
well, in conventional and Lisbon-related investnsetiowever, a smaller part of these funds may
directly sustain household income (Sapir et al0}0These uses may evidently interest agriculture
and agricultural households, though in a small amyand probably less than proportionally, due to

4 The same can be done for Cohesion Fund, in ptedipough this is not a regional polisirictu sensu
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the at least partial substitutability between CAdd atructural policies (for instance, investments i
human capital for farmers are already included iitaPll of the CAP, thus partially rule out
analogous investments founded by the ESF).

As already mentioned, this allocation across péssises may be arbitrary as can not be usually
inferred from policy data. These data, if availalaly concern the allocation across funds and
measures, but not all measures can be univocdiljpwed to a specific uses or to a known
proportion among uses. The most evident case iatthbution of direct coupled payments of Pillar

I. Though coupled to well-identified activities shiloes not necessarily mean that these funds are
entirely invested in agricultural activity to covigs costs and improve capitalization (Bonfiglio et
al., 2006). On the contrary, they may be just caredior saved by agricultural household and, thus,
should be regarded as income support.

Figure 3 exemplifies the reallocation of CAP furadgording to most relevant changes occurred in
CAP design since 1992. From the introduction oédipayments in 1992, all CAP reforms brought
a relevant reallocation across the different ugdsigure 2 (European Commission, 2001b, ch. 6).
This is evidently the case of the 2003 (or Fisghiform: decoupling entails a substantial (albeit
to a variable and unknown extent) reallocation foagricultural investments to agricultural
household income; mandatory cross-compliance, dgi@ual costs, a transfer from agricultural
income and investments to public goods and, pasdibinon-agricultural income or investments in
form of bureaucratic and administrative costs (Fagn2007; Nitsch and Ostenburg, 2007);
modulation an explicit transfer from Pillar | tollgr Il which implicitly means a transfer from
agricultural income to either agricultural or nogriaultural investments and to public godds.

The 2005 reform of Pillar I, with the consequetitibution of funds in the context of the 2007-
2013 financial perspectives, should have resulte@ imore strategic approach, namely a more
specific attention to Lisbon-related investments.tide same time, for the period 2007-2013, a
reallocation of funds (at least in relative terfriem the CAP to structural policies should redirect
money towards non-agricultural uses (European Casion, 2007a).

Finally, in the current HC proposal, beside furtheallocation due to full decoupling and larger
modulation, the gradual extension of the regioraainpents (regionalization) to all countries might
imply a reallocation of funds across regions (Aaaand Tenuta, 2008) and, consequently, a
reallocation across uses given the different stnest of regions.

Providing a quantification of such funds’ realldoat across uses as effect of CAP reforms is,
however, particularly difficult. An attempt can Ibeade by comparing the last year before the
implementation of the 2003 Reform (therefore, 2004k the first year of full application of both
reformed Pillar 1 and Il (2007). Such comparisoneistatively displayed in Figure 4. Allocation is
made by assuming that decoupled payments suppaduligral income while coupled direct
payments support conventional agricultural investiieHowever, we do not actually know how

5 1n Pouliakas et al. (2007), for instance, modalatis modelled as a transfer of support from adfical household
income mainly to investments in the constructiorct@e (but also education, business services andlicpub
administration).
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much of these direct coupled payments, are readdd@ income or to Lisbon-related investments
(for instance, education).

Figure 3 — Major changes in CAP budget allocatieerdhe period 1992-2010
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For Pillar 1l funds, allocation among uses is aeheeby re-classifying the respective measures (for
2004 and 2007) according to their content and dibje@s detailed in the appendix (Table A%).
This reclassification has been then applied tooreg)i RD Programmes to obtain the allocation in
terms of real funds. This can not be done at thes€dle as detailed enough information for many
regions or countries is lacking. Values are thuioked by applying to the whole Pillar Il budget
the distribution across measures observed in #iiartcase. Table 1 reports such distribution over
this reclassifying scheme also for two very diffégrtalian regions (the richest and the poorest, on
in the Competiveness Objective, the other in thev@oence Objective) and for Latvia, who is
expected to represent a very different situatioterms of policy implementation not only for its
geographical position but also as a NMS. As mayappreciated, the differences across these
different cases are not too large; therefore, the af the Italian averages instead of the real EU
proportions should not bias too much the attributdPillar 11 funds across uses.

16 An analogous interpretation of 2007-2013 RDP messsaccording to the Lisbon Strategy’s aims cafobrd in EC
(20054, p. 3).
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Though several effects are still to be observeer &007 (for instance, modulation from Pillar | to
II), we may appreciate that over these three ydsrsmain reallocation concerns a reduction of
agricultural investments towards agricultural hdwdé income, though we are not really in the
condition to observe to what extent this occurdait, the effect of decoupling is, at least pdstia
compensated by the change in the distribution drFi funds across measures and, thus, uses. A
reallocation towards public goods can be obsensdvell (though the contribution of cross-
compliance in this respect can be hardly measuedurther relevant effect, induced by larger
funding and different design of Pillar Il, is theaflocation towards non-agricultural uses,
prevalently investments. Among these latter (bothagriculture and in other sectors) a larger share
of Lisbon-related investments can be appreciatedutal billion € more in 2007 with respect to
2004), though in absolute this remains a minoraitetal CAP funds.

Under the extreme assumption that all decouplednpays go directly to agricultural income and
all coupled payments to agricultural investmentsréhincluding the purchase of all agricultural
inputs)!’ the reforms would have implied a net decreaséese latter for more than 20 billions €.
Evidently, this change in the use of funds may heamsed major impact within the regional
economy, in particular on agricultural productiaself (in terms of employment, production,
productivity, etc.) and on those sectors that amenvertically integrated (either upstream or
downstream) with agriculture. Furthermore, the iegbact in terms of investments can only be
detected once all the transmission effects gergeiayethis initial change in funds allocation are
expressed.

Once funds are allocated across units and useg)attiest task in evaluating the economy-wide
effects of policies is the analysis of their tramssion within and between regional economies.
Figure 5, though in a very stylized form, represdahe set of linkages transmitting funds from the
initial allocation to other sectors and regionsrgually producing the outcome in terms of sectoral
and regional growth® This transmission occurs through savings and dedniaduced by either
consumption or investments. Demand also dependselative prices which, in turn, may be
affected by Pillar | measures (price interventi@md, together with investments and technical
progress (i.e., Lisbon-related investments), magydimn factors’ productivity in each sector.
Differentials in factor productivity across sectansd regions, then provoke reallocation of factors
and, finally, differentials in sectoral and regibaatput (and income) growth.

Reconstructing this whole set of relations in aezeht methodological framework also allowing for
empirical policy analysis is challenging. Nonetlsslen the last few years several fruitful efforts
and steps forward in this direction has been madenaw this kind of evaluation, al least partially,
can be practically achieved.

" For a more detailed motivation of this assumptiea Bonfiglio et al. (2006, pp. 126-127). Balambale (2008, pp.

6-7), as well as Kilkenny (2003), present a simalssumption in this respect.

18 For simplicity in Figure 5, and in relative dissien, we do not consider the possible transmissfcupport to lower

prices of production inputs. This aspect may abiuaé relevant in analysing the effect of decouplin particular on

land market and price also because it may, in faffect agricultural structure (for instance, fasize). For more details
on these aspects see also Courleux et al. (2088ne CGE models, however, do take into accounetffeets on the

land market (Roberts, 2008; Finizia et al., 2005).
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Figure 4 — Tentative comparison of EU funds’ allomaacross uses in 2004 and 2007 — billions
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Note: Data on RDP refer to 2005 and 2007, for 24186 include the LEADER initiative; pre-accessiands and co-

financing not included.
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Table 1 — Reclassification and allocation of Pillaiunds (2007) in Italian regions and Latvia (see
table A.1)

Italian richest Italian poorest region

Italy region — Lombardy — Calabria Latvia
(Competitiveness) (Convergence)

Ag. Income 8.7% 8.4% 5.2% 11.6%
é}%rmgztoﬂfms 29.6% 28.3% 35.0% 38.4%
Ag. Investments 0 0 0 o
(Lisbon-related) 9.6% 6.0% 7.1% 4.8%
Public goods 37.2% 45.5% 37.3% 24.9%
Other sectors — Income 0.0% 0.0% 0.0% 0.0%
Other sectors — Investments 14.5% 10.8% 14.29% 20.4%
(non Lisbon)
Other sectors — Investments 0 0 0 o
(Lisbon-related) 0.4% 1.0% 1.1% 0.0%
Total 100% 100% 100% 100%

Source: Elaboration on data from Sa&t(2007), Sotte and Ripanti (2008), Sotte and Cami2008)

3.3. Multiregional and multisectoral models

In the last few years a large body of studies fenlproduced to analyse the impact of the recent
CAP reform. The focus of most of these studies nsagriculture trying to answer this basic
guestion: what happens to the primary sector #fteintroduction of decoupling, mandatory cross-
compliance, modulation, RDP, regionalization, et8dme of these studies specifically concentrate
on typical Lisbon-related issues, that is, the mafompact on farm efficiency and productivity,
innovation and competitiveness, investments, enmpént and job creatiof?.

This valuable research effort, however, is not cletepy satisfying with respect to the perspective
here adopted. These studies mostly concentratarbbgsis of CAP reform within the strictly
sectoral boundaries. Though they may provide eweemn the possible effects on productivity,
efficiency, job creation etc., these gains canb®generalized to the whole regional economy. In
other words, they do not consider the whole selirages that eventually make these first
agricultural impacts transmitted to other sectord gegions. Some works actually try to extend the
analysis to the territorial context (this is pautarly true for RD measures and their relation with
Pillar I, see Mantino, 2006, for instance). Stilgwever, there is not a systematic analysis of the
economy-wide outcomes and, therefore, of the caresezes on regional growth and cohesion.

19 Just to select a few, we can mention some papesempied at the recent EAAE Congress in Ghentesetbubjects:
Courleux et al. (2008), Katranidins and KotakouQ&0) Zimmerman and Heckelei (2008), Douarin (206&Iming et
al. (2008), Lambarraa et al. (2008), Latruffe et(aD08a, 2008b), Midmore et al. (2008). Older msicstill dealing
with these Lisbon-related issues within the agtical context (often with reference to previousorefs, in particular
Agenda 2000) are shortly reviewed in Kuokkanen \dimihen (2006).
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Figure 5 — Transmission of support over the redienanomy and across regions
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As argued in previous sections, the economy-wideach of the CAP only partially depends
on funds allocation; it is rather subject to thensmission of these effects which, in turn,
depends on 3 orders of motivations:

- (relative) performance of regional agriculture féacproductivity) that affects its
capacity to hold back resources and contributetiersectors’ growth;

- structure of the regional economy (and in partictii@ degree of vertical integration
of agriculture with other sectors);

- openness of the regional economy, that is integrattith (or dependence on) other
regions (entity and quality of flows with other rexgs).

To achieve this insight we need multisectoral andltinregional models allowing for a
detailed introduction of policy instruments. Owiimgparticular to some pioneering works in
the nineties and to a significant research effpens in this direction in the very last years,
three kinds of models can be now adopted to putssevalutation: Multisectoral (I/O, SAM
and CGE) models; NEG (New Economic Geography) nspddlltisectoral growth models
(Esposti, 2009).

All these modelling approaches are in principleeatol represent the complex transmission
activated by some change in policy design and impldation, though each of them shows
specific limitations and potentials. In practicdjoagh they may provide a detailed
representation of flows within and between the argl economies, they may still miss the
correct representation of some detail of the poltsglf (for instance, the abolition of
mandatory set-aside). Moreover, such complexitgrofneans large data requirements and
raises several practical issues in their correltbredion/estimation. For these major reasons
the empirical applications to the economy-wide iotpaf the CAP reform are still limited
and, evidently, very recent. A consistent bulk widges already exists for the first group of
models, almost nothing with reference to NEG andtisactoral growth models. Nonetheless,
these still remain the most promising approachesifalysing the CAP from the perspective
of regional growth and cohesion and deserve alddtaeatment.

The use of I/O (Input-Output) models to analyse éhenomy-wide effects of the CAP has
been pioneered by some early studies in the nsx@tiledmore, 1993) and became of larger
use in the recent years (Bonfiglio et al., 20063. rhain advantage is represented by the
possible large sectoral disaggregation with seveifférent agricultural sectors and food
industries allowing for a very detailed analysidiokages related to agricultural policies. In
practice, this potential is limited by availablefarmation that often requires the
regionalization of national or macroregional 1/Obles according to some appropriate
procedure (Bonfiglio, 2006), though, in principleggional /O tables could also be
constructed withtad hocsurveys allowing more flexibility in terms of secdl disaggregation
and precision.
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In this latter case, however, it would be prefezatdl use surveys to build regional SAMs
(Social Accounting Matrices), as they actually ailtor a more complete representation of
the regional economy and, therefore, for a morairate policy analysis. /0O models only
consider flows across sectors, thus they can be wsful to analyse vertical integration of
agriculture with food sectors or other industridnetheless, relations occurring among
agents (households, institutions, etc.) as welllass of factors of production are lacking.
Considering the change in funds allocation depiatefigure 3, the inclusion of all policy
measures in I/O models is not easy as they muslireetly expressed as change of the
demand vector.

It is becoming prevalent to use regional 1/O taldssa base to build SAM models. These
show greater flexibility in entering policies, thgiu construction of accurate SAMs can be
unaffordable in many regions for the consistent amof additional statistical information or
superior data they require. Once this effort is enadd the regional SAM constructed, it often
becomes “natural”, in turn, to use the SAM not ashsbut as the base to build and calibrate
CGE (Computable General Equilibrium) models (Rahe®007; Pouliakas et al., 2007).
Differently from I/O and SAM, CGE models represewujuilibrium relations in all relevant
markets (goods and services, factors of productiats.) together with a complete
representation of flows occurring among sectors agehts within the regional economy. As
market equilibrium models, these approaches alswa more explicit role of prices and this
may be of particular interest as far as CAP admmgsket intervention. Starting from the
pioneering works of Kilkenny (1993) and Lofgrenakt (2002), several studies attempted to
analyse the economy-wide effects of the CAP withGE framework®

However, calibration of CGE may be empirically icad. Additional information concerning,
for instance, quantities, prices and elasticiteswell as arbitrary assumptions, are required
(Roberts, 2007; Pouliakas et al., 2007). Therefegasitivity analysis is needed, especially on
policy impact, to better figure out the actual rofehese “artificial” factors.

More generally, in all versions (from I/O to CGHBese multisectoral models share common
drawbacks. Two of them, in particular, may be raftévin the present context. Firstly, they
often model closed economies or just admit impod export flows but without any explicit
representation of the links occurring with othegioms. This limit can be overcome by
constructing rural-urban inter-regional SAMs (Rdbgerl998; Psaltopoulos et al, 2006) or
multiregional (often bi-regional) CGE models (Lddgret al., 2002; Balamou et al., 2088)
They remain, in fact, aspatial models (Balamoul.e2@07) as do not take into account those
inter-regional linkages that deserved increasingfention in the last decade about the
relation between rural-urban areas or between yHgéveloped and less-developed regions.

% See Finizia et al (2005), Roberts (2007) and Balagt al. (2007) for more details and in deptheevof this
literature. Other approaches also use CGE, or Swlidels to analyse the distributional effects of @®P
across different types of farms (Rocchi et al., 20Cavalletti and Rocchi, 2006) or on the produetiv
performance of agriculture itself after the 200f&ne (Gohin, 2006).

I This can be achieved also within a SAM model @sa&ltopoulos et al., 20086, for details).
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Such aspects involve agglomeration economies, camgiand migration, imperfect market
competition, and can hardly be included in moreventional CGE model&

Originally designed to analyse international trahe specialization (Krugman, 1991), NEG
models have been then proposed to study the ecomadeyimpact of sectoral and regional
policies taking into account inter-regional coreipleery patterns induced by agglomeration
economies and non-competitive markets (Gruber aacatiin, 2007). Agriculture tends to be
closer to perfect competition than manufacturingl aervice sectors. Moreover, primary
production mainly concerns rural areas and regiand, these territories take less advantage
of agglomeration economies. Therefore, regions Witfiner presence of agriculture and with
stronger rural characters may be significantly aadatively affected by aspects emphasised
in NEG models. The impact of CAP reform may alsarifleienced.

Though multiregional and multisectoral, however, &Enodels do not usually provide a
sectoral disaggregation comparable with SAM or Q@&dels. Moreover, information and
data they require are often not available and g calibration remains arbitrary. Until
now, the real applicability of these models foriasightful analysis of the economy-wide
effects of CAP is still to be demonstrated. Amohg few applications to regional policy
analysis we find studies on trade and fiscal pedicor on commuting behaviour and
infrastructure (Gruber and Marattin, 2007), but sitagricultural or rural policies.

The second major limitation of I/O-SAM-CGE modelsncerns their fundamentally static
nature. This occurs not only because coefficierdgdiaed, as typically happens in I/O tables.
This problem could be avoided, for instance, byatipg 1/O tables over time (the so-called
dynamic 1/0 models) (Bonfiglio et al., 2006). Thetical issue mostly concerns the fact that
these are not growth models as they do not repretbese fundamental mechanisms
underlying aggregate growth; in particular, captatumulation and technological change. In
this sense, they are not dynamic models and, threretan not figure out the longer-run
cumulated effects of a change in the regional eaynat a given point of timé&

In practice, as also stressed by Balamou et al7R0n these models the impact of policies is
analysed with comparative static exercises, thatbis comparing two different static
equilibria over time (Balamou et al., 2007). Thissses the longer-term and permanent
effects implied by growth and, in particular, th@spects on which recent EU policy reforms
have paid particular attention. The emphasis obdrisrelated issues such as human capital,
R&D and knowledge, depends on the fact that thesiifs may endogenize technical change
and permanently improve growth performance of amivegional economy. Representing

22 Some attempts, however, have recently been mathsidirection; see Felici et al. (2008), van Bahd

Treyz (2005) and Thissen (2005) as examples.

2 It is sometimes made explicit that policy analyasigl simulations run with these approaches onlyessmt

short or medium-terms impacts (Bailey et al., 2006337). It should be reminded that some veryrasténg

dynamic extensions of CGE models have been recentiposed, also for analysising agricultural andalru
policies (Finizia et al., 2005; Felici et al., 2008lonetheless, they still can not be consideredvtfr models
strictu sensu
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them just as conventional (physical) investmenevg@nts from a more correct evaluation of
this kind of policies. In particular, some of thgpical arguments underlying the convergence
hypothesis, and the impact of policies in this esspimply temporary or permanent effects
on growth dynamics (Esposti, 2008). As the focuseh&s on regional growth and
convergence, it represents a major limitation esthmodels.

Most convergence studies are based on conventjpeatlassical) aggregate growth models
which are, unfortunately, not able to represent ghewth process and the intersectoral
linkages at once. However, more recently, multm@ttgrowth models have been proposed
and this would allow, at least in principle, a maorerrect representation of growth
implications due to change in intersectoral flolsposti (2009) reviews the set of these
formal models trying to represent such interdepeaigs within a General Equilibrium (GE)
framework, thus dealing with the stylised facts(afgregate) growth and structural change
(namely, change in sectoral shares) at once. Sdrtleese models also admits trade (open
economies) thus showing how linkages with otheioregy(countries) may, in fact, change the
response of a regional economy to an exogenoukshoc

Though quite promising, this kind of approach can still be considered a reliable tool for
policy evaluation for two major reasons. Firstlyerte is a weak empirical support underlying
these models. In most studies, numerical exampéesaried out to demonstrate how models
can plausibly reproduce the empirical evidence fmtt much is said and done to assess
whether assumptions on which models are drawnyréadd empirical support. Much work on
estimation or calibration is therefore needed. éogse but more crucial problem concerns the
role of policies. As these models are candidatesuto policy evaluation with particular
reference to CAP reform and its economy-wide effeittmust be acknowledged that little
has been done to clarify how these specific pdi¢tecoupling, modulation, RDP measures,
etc.) should enter these growth modél$hough multisectoral, the disaggregation adopged i
very limited (there are often two or three-sectadels); consequently, the detail with which
the policy can be modelled has still to be improviddnetheless, as will be discussed in
section 4.2, the use of aggregate growth modelsstihprovide very interesting insights on
the relation occurring between strictly sectoraligies, such as the CAP, aggregate growth
and growth convergence within the EU (Esposti, 2@Wand and Brunstad, 2003, 2006).

Within regional economics literature there is, actf a long tradition of another kind of
macroeconomic models aimed at analysing regionaies but not specifically designed and
applied to the CAP. It can be traced back to epidyeering models (as the REMI model;
Treyz, 1993); the major advantages of these appesaconsists in being estimated and not
calibrated. As such, they are often used to ach&eweore reliable evaluation of regional

% In this respect, it is worth noticing that the HERI model (Bradley et al., 1995, 2003) is based on
endogenous growth literature to capture the lomgsupply-side (that is, growth) impact of policigsU
structural funds, in particular). Therefore, it ch@ considered as a relevant step in the direaifogrowth
models suitable for empirical policy analysis. Tédension of this model to incorporate the CAP &P,
however, has not been developed so far.
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policy impact. More recently, such models have &ksen designed to study the impact of EU
structural policies within regional economies amdregional growth. As an example, we can
mention the HERMIN model (Bradley et al.,, 1995, 2D0These approaches have been
progressively improved to include both GE and NE@&dres (van Bork and Treyz, 2005). As
models of multisector and open regional econonaesn in their current state their extension
to agricultural and rural policy evaluation coulel &f interest.

In general terms, extension and adaptation of la#lsé methodological frameworks to
agricultural and rural policy evaluation is relaty recent and should still be improved. Some
research projects have recently tried to put tagettie best practitioners in the field trying to
apply these kinds of approaches to CAP issues. mtmers, we can mention the TERA and
the ADVANCED-EVAL research projects, both fundedden the 8 EU Framework
Programme. Several proposals, solutions and appesaemerged in these projects may
deserve further attention and improvements in tinaré?

4. Evidence

We may finally ask whether empirical research @llyeable to answer the main questions
raised in the previous sections. In principle, al@vementioned approaches may afford this
kind of analysis. They have been used in empirgtatlies just to cope with part of the
problem (taking into account only some CAP measarescenarios) thus providing an often
partial and incomplete picture. By collecting andically reviewing this set of empirical
studies, however, we may still provide a possiblenger on the role and contribution of CAP,
and 2003-2005 reform, to regional growth and careacross the EU.

To better understand the issue under study, we artagulate the analysis in a sequence of

four specific questions:

- Does an increase of CAP support (in whatever fdavjur regional growth?

- Does the change in Pillar | support, from pricemupto coupled direct payments and
then to decoupled payments (SFP), affect the daritan of CAP to regional growth and
cohesion?

- Does resource shift from Pillar | to Pillar Il andithin the latter, from non-Lisbon to
Lisbon-related measures favour growth (cohesion)?

- Does the stronger integration of agriculture witktie regional economy (in particular,
vertical integration with the food sector) and waxternal economies affect these results
and how?

% More details can be found in the respective reseaites:www.tera.it and www.adavanced-eval.eiNot
discussed here for the lack of published empirgadlications so far, but of potential interest tloe future, is
the development, within the ADVANCED-EVAL projeaf an Agent-Based Model combined with a General
Political Economy Equilibrium model (CGPE-ABM) teauate RD policies.
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The first question is somehow a general and prmaithatter on which all other questions
depend. A longer tradition of empirical studiesshaxists on this issue, though it sometime
presumes a positive answer. We thus start thigwewf the empirical evidence from two

extreme perspectives on the first question.

4.1. The distributional argument

The empirical analysis on the territorial or regibmmpact of CAP has become a major
research concern only in the last fifteen yeargtéSb995; Laurent and Bowler 1997). This
can be explained by the fact that the constructibulisaggregated regional data on CAP
support was a major problem, in particular whes tipport was primarily delivered in the
form of market intervention. In these early stuciesv CAP expenditure is distributed across
EU regions represents the critical question. Thahghdistributional concern was one of the
major criticism raised about the CAP already inyearghties (see the Siena Memorandum,
for instance; Barbero et al., 1984), rigorous erogirstudies on this aspect only started in the
mid-nineties and few pioneering works provided ajamampulse in this directio”® In
particular we can mention the studies made by Tiaadd Zanias in the late nineties (Tarditi
and Zanias, 2001) and by the EC in preparatiorhefSecond Report on Socio-economic
Cohesion (European Commission, 2001a).

These two studies firstly made clear that the caatmn of CAP support distribution across

regions would not, by itself, exhaust the issuemére rigorous calculation should also take
into account how regions contribute to the EU (thhe CAP) budget. When price support
represented the largest part of CAP support, aimgythis side of the distributional issue was
particularly difficult. Not only did regions conhute directly to the CAP budget through
taxes; they also contributed indirectly throughheigfood prices paid by their consumers.
But, at the same time, their farmers indirectlyereed a further support due to higher prices.
Consequently, computing the net support each regemeived from the CAP meant

disaggregating the gross contribution of the CAdfare-by-region and, then, calculating how
much each region paid and received directly anaeantly. This calculation was not (and it is

still not) easy and, therefore, most of the redeaffort was just spent in such direction in
order to better understand the distributional icgtion of the CAP across EU territories
(regions).

Empirical evidence emerging from these early stwde in fact, controversial. Tarditi and
Zanias (2001) concentrate on the impact of prigagpstt. On the one hand, they detect
positive effects (that is, favouring poorer ardaserms of territorial distribution both among
countries and within each member country at rediteval?’ On the other hand, despite this

% See also Kuokkanen and Vihinen (2006, p. 6-10afdetailed survey of the literature.

" Tarschyis (2007) somehow generalizes this cormiusy stating thatif the gross disparities before taxes and
public expenditures are compared to net disparitiier these public interventions [...] we will dirthat [...]
regional disparities are much smaller than normaksumed
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positive distributional outcome, price support reel overall regional efficiency, thus
hampering competitiveness and economic developrién. latter conclusion anticipates the
discussion in section 4.2.

If we limit our attention to the purely distributial issue, the EC preparatory study for the
Second Cohesion Report (European Commission, 20@tayides a quite different
conclusion. The difference may be explained byféloe that this latter study focuses more on
direct payments (and the impact of 1992 reformhamathan price support. Nonetheless, it
eventually concludes thaif ‘we take into account both direct payments andepsupport, it

is evident that the distribution of the support ltdsmnged not significantlywith the 1992
reform (European Commission, 2001b, chapter 6,).pA§ a consequencethe regions and
farms, producing more, [continue to] receive alke bulk of the price support. This implies
an uneven distribution of support at territorial ved and between farrs(European
Commission, 2001b, chapter 5, p. 5).

This latter interpretation on the distributionalpiication of the CAP became progressively
prevalent even when support increasingly moved fromce support to coupled direct
payments and, finally, to decoupled payments. 190326he ESPON research network
(founded by the EC) started a research project ciateanalysing the distribution of CAP
support over the EU space (NUTS lll regions) wipledfic emphasis on the possible effect of
2003 reform and on the differences emerging betwtar | and Pillar 1. The underlying
hypothesis is that decoupling could imply a redarctin the uneven distribution of support
across territories and that Pillar 11 may play ajonaole in this respect, its funding being
mostly and allegedly directed towards less develdpd regions.

The conclusions of this ambitious research workewmiblished in Shucksmith et al. (2005)
with the title “The CAP and the regiohsThe message, at least with respect to Pillas b
confirmation of the 2001 EC study: Pillar | of tlAP works against cohesion as more
money (at least if measured as suppeait hg go to richer regions; that is, it behaves as a
regressive policy (Nufiez Ferrer, 2067)The 2003 reform (actually started in 2005) is not
expected to significantly change this outcome, tpdstcause only few countries opted for
the regionalization scheme and, thus, distributminthe support across regions was
substantially frozen at the 2001-2003 levels (Skmith et al., 2005, p.138y.The picture
emerging for 2000-2006 Pillar 1l is not much dit#at. Though large differences emerge
across measures and countries (INEA, 2006, 200&)eventual outcome remains the same:

28 “pillar | support acts in such a way that it doest wontribute towards the economic and social cabresi
objectives of the EU [...] Pillar | support per hemtagoes unambiguously to richer regions, supportvparker

is distributed more ambiguouslgShucksmith et al., 2005, p. 58).

29 “The results suggest that the MTR CAP reform proposauld have increased CAP direct payments more in
[...] prosperous aredsthus “suggesting that the overall impact of the MTR pegi® on farm incomes would be
territorially neutral’ (Shucksmith et al., 2005, p.138). The same caichy as mentioned before, was also
reached by the EC in its Second Cohesion Repott vaspect to the impact of 1992 reform (European
Commission, 2001b, chapter 6, p. 7). Anania andufize(2008), however, demonstrate how the introductif
regionalization, according to its different possiithplementations, may imply relevant distributioefiects on
Pillar | expenditure.
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no clear negative relation occurs between Pillasupport and regional inconie.Albeit
poorer regions tend to be more rural, rural ardascber regions show a better capacity to
attract EU resources, and this makes Pillar Il astbneutral in distributional terms
(Shucksmith et al., 2005, p. 66).

Partially supported by other studies (Anders ¢t28l04), the idea of the CAP working against
cohesion on the basis of such purely distributioagjument, soon became prevalént
(Roberts, 2008), and it also gained space in affidocuments. The Sapir Report itself (Sapir
et al., 2003, p. 58) states thatdting CAP [both pillars] and the other internal espding
programme funds to cohesion policy disbursemerd, dimple correlation between total
Community fund disbursement and GDP levels per laeaoss the 17 macro-regions drops
to —0.4 (in 1991) and to —0.2 (in 1995 and in 200Quoting the abovementioned ESPON
study, in its Forth Cohesion Report the EC stdtas “CAP [...] market policy support tends
to benefit the more developed rural areas [...] corticged more in core regions in northern
and western Europe and less in the peripheral negjiio the east and soutthowever, ‘since
1992 [...] reform of the CAP has increased its effemt cohesidh(European Commission,
2007a, p. 167). As seen, this latter statement paltially takes into account the empirical
evidence which would suggest, in fact, that thik laf positive linkage with cohesion could
also be generalized to Pillar 1l and to more rec@AP reforms. Nonetheless, these official
documents acknowledge the possibility that Pillaoflthe CAP may work contrary to
cohesion objectives across the EU, and that, tholigtempirical evidence is often based on
the CAP before the 2003 reform (that is, on dat&oup005), this evidence also suggests that
such reform is not doing very much to remove theonsistency.

These studies on the distribution of the CAP suppoross EU territories, and its eventual
change after the recent reform, have the major tnodrifocusing their attention on the
practical issues underlying the correct calculatidnsuch distribution. At the same time,
however, the conclusions of this stream of litematmay be questionable for two main
reasons. Firstly, the alleged inconsistency of @AfR respect to cohesion objectives largely
depends on how CAP contribution is computeti.can not be considered in absolute values
(due to the large heterogeneity in regional size), avhile it may be true that suppqer ha

is larger for richer region, this is not necesgatlie case in terms of suppgrer AWU
(Agricultural Working Unit) or of “CAP intensity”"that isper unit of regional GDRor per

%0 “Contrary to expectations, Pillar Il support is imtsistent with cohesion objectives, favouring theemo
economically viable and growing areas of the”"EBhucksmith et al., 2005, p. 66).

31 “Despite the rural development policies, it is qgisestble if the CAP as a whole promotes cohesior Th
contradictory effect of the CAP on cohesion is moaed in some textbooks on the "E(Kuokkanen and
Vihinen, 2006, p. 7). The CAP has also been associated with negativedtfefts. The distribution of income
effects has been found to be contrary to the mpiesiof cohesion with the richest areas and farnhersefiting
most (Balamou et al., 2008).

%21t may be noticed that, differently from TarditidiZanias (2001) and EC (2001), the analysis chaig by
the ESPON study does not really compute net tresidfat only considers gross transfers. This majaat
generate some misleading evidence. Moreover, it doé consider the whole amount of EU funds reckive
any region, in particular the lagging ones, andstmay cause a further misspecification problemwigisbe
underlined in the next section.
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head The latter measure, in particular, seems moreogpjate when dealing with overall
cohesion (and not with agricultural convergencedl @&napparently does not reveal any
positive correlation between CAP payments and rediGDP (Esposti, 2008).

The second and more important problem of this ibistional argument is that it implicitly
assumes than one additional Euro spent in theagion compared to the j-th region gives the
former an higher growth impulse. In other wordsassumes that CAP payments really
provide a positive contribution to regional growffs a consequence, if richer regions receive
a larger support the growth gap with poorer regisnexpected to increase. The validity of
this assumption, however, has never been demoedtmnatthese studies while, in fact, it is
strongly questioned by another stream of empimaaks that consequently reach an opposite
conclusion on the relationship between CAP, growtid cohesion. In general terms,
“distributional” literature overemphasizes the poél issue of funds’ allocation across
territories, while underestimates the economicvaatee of how these funds are spent (Pillar |
or Il, which kind of measures, etc.) within the i@l economies, thus activating a complex
transmission across subjects, sectors and regions.

4.2. The counter-treatment hypothesis

Tarditi and Zanias (2001) and, more generally, Halbl. (2001), already realized that the
allocation of CAP funds across regions does noaeghthe issue about the contribution of
CAP to growth and cohesion. Even if the net contrdn of CAP to EU’s poorer regions is
positive, this does not necessarily imply that ¢hesgions grow faster. On the contrary, CAP
support may prevent regional economies from achga more productive sectoral structure
and more efficient production processes, i.e., fommg more competitive.

In Tarditi and Zanias (2001), this negative effeEtCAP on regional competitiveness may
eventually offset the positive net distribution srds poorer regions they observe. In their
analysis, CAP’s negative feedback mostly operatesugh price support that makes
agricultural production, agricultural mix and alion of productive resources across sectors
inefficient®® It would follow that, as market intervention andcp support was progressively
replaced by direct support in 1992 and 2000 refothis negative effect on regional growth
is expected to vanish. This should become even envident after the introduction, in 2003,
of decoupled payments whose declared objectivengrothers, was to favour re-orientation
of regional agricultures to market according tartlspecific specializations and comparative
advantages.

% In this regard, Kuokkanen and Vihinen (2006, ppnd 11) comment on Tarditi and Zanias’s work #isves:
“According to the authors, the impact of the agtiardl price policy of the EU is a result of diffeteand
contrasting effects both in terms of equity (incafistribution) and efficiency (competitiveness awbnomic
development) [...]. Farm price support generates éadistortions in the domestic market at inter- antla-
sectoral level, reducing EU competitiveness [...]tHe long term, price support hinders structurajuedment
in rural areas.
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In terms of inter-sectoral factor allocation, howevdirect payments, both coupled and
decoupled, may maintain their distorting effects. far as they remain somehow linked to
agriculture, their major effect is to increase reemation of agricultural labour, capital and
land which will eventually reduce the productivigp with other sectors and, therefore, the
progressive loss of resources from agriculturetb@rmouses. If this may definitely occur under
coupled payments, it is still not clear as to whatent it remains valid under decoupled
support. This depends on how this support is reatlgpendent on maintenance of production
factors within agriculture.

Beside the results of Tarditi and Zanias (2001)psehapplicability to the current CAP is
quite limited, as mentioned, we may find only fawdses that have tried to empirically assess
this negative effect of CAP on regional growth aeekntually, on growth cohesion. Here, we
may mention two recent works by Bivand and Brung2806) and Esposti (2007) who have
analysed regional convergence across EU and tlee abICAP in this respect within a
conventional neoclassical aggregate growth mdel.

In Bivand and Brunstad (2006) we find both the basgument and the empirical evidence in
favour of this interpretation. In their resultsggiions with lower net transfer to agriculture
experience slightly faster growth than regions widliger net transfers (Bivand and
Brunstad, 2006, p. 288). This evidence is fullysistent with the authors’ expectationaée*
expect the level of agricultural policy supportlie negatively related to regional growth,
because higher levels of support are likely to stbe reallocation of labour and capital to
non-agricultural sectors(Bivand and Brunstad, 2006, p. 287).

In their work, however, the mechanism that woul@rgually make the CAP work against
growth is not really incorporated within the adapsgpproach. Therefore, even if a negative
relation between regional growth and CAP net traissinay be observed, it is not possible to
explicitly test the validity of the interpretatiqggroposed by the authors. Also some problems
with data emerge. These authors compute CAP netféis apparently only considering price
support and not direct payments. Since their deftar to 1996, when direct payments had
been already introduced, this would make resullg partially valid. Moreover, their analysis
neglects that most EU regions also receive a sogmf amount of funds through structural
policies. This particularly holds true for thoseoper regions that receive a strong specific
support under Objective 1 (or Convergence Objertsece 1989. Including CAP support
and not these other policy transfers could lead #dwm®nometric analysis to incur
misspecification problems thus making results teiable.

% The use of a conventional growth convergence freone to analyze the CAP’s possible inconsistencthwi
regional cohesion has also been proposed by RadriBuose and Fratesi (2002).

% This concept of CAP as a policy that mainly opesatithin regional economy by artificially maintaig high
employment levels in agriculture is also sharedJowin (1991) who states that the CAP has been sihee
beginning of the eighties a social rather than eowo policy, that aims at maintaining the agrictadu
employment, as the industrial and service sectoudcnot absorb the surplus labour supply (Kuokkaaerd
Vihinen, 2006, p. 12).
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Starting from the same intuition of Bivand and Bstad (2006), Esposti (2007) tries to
specifically focus on these latter issues. In thalel, CAP support received by each region is
additional to other EU funds. In particular, as titéention is on the impact of CAP on
convergence, CAP support is investigated togethdér @bjective 1 funds to detect whether
the effects of these funds are reciprocally reiceddror offset. Within an aggregate growth
model, CAP affects regional growth by compensatihg lower labour productivity of
agriculture®® As in Tarditi and Zanias (2001) and in Bivand &@rdnstad (2006), this could
slow down regional growth and thus, if structurahds do operate in favour of convergence,
CAP eventually generates aounter-treatment effecHowever, estimates obtained do not
support this hypothesis of counter-treatment. Toreclusion turns out to be that CAP has a
substantially neutral effect in terms of regionadwth and cohesion.

It has to be noticed that both quoted works actuadfer to years before the 2003 (2005)
reform (1996 in Bivand and Brunstad; 1999-2000 spdsti). Therefore, their results could be
hardly extended to the new CAP. Nonetheless, wBil@and and Brunstad, as Tarditi and
Zanias, concentrate on CAP support deriving fronrketaintervention, which makes the
extension of results to the current CAP much |etialle, Esposti only considers regional
support from direct payments. As CAP “artificially” improves agricultural labour
productivity thus retaining labour in the primamcsor, the results observed in Esposti could
also be valid for decoupled payments and, as sackhe CAP reformed in 2003.

Despite their specific results and shortcomingsséhstudies are of major interest here as they
may eventually share the same conclusion with tteeature of the purely distributional
argument: CAP works against cohesion. This conaiydhowever, is reached from opposite
directions. According to the distributional argurheghe CAP acts against cohesion because
poorer regions receive less support, the assumpeaorg that the CAP does favour regional
growth. Therefore, the major problem becomes howaltocate it across EU territories.
According to the counter-treatment hypothesis, lo& ¢ontrary, the CAP may act against
cohesion just because it reduces the regional gr@stformance or, at least, reduces the
growth enhancing effect of other EU funds. Consatjyeredistributing the support in favour
of poorer regions would not solve the problem.

Beside the empirical support currently availabléawour of this latter interpretation, we can
acknowledge that it goes more in detail with respedhe questions under discussion here.
From the point of view of the mere distributionfahds across regions, the 1992, 2000 and
2003 reforms had a minor impact (European Commss2001b; Shucksmith et al., 2005).
Nonetheless, they did have, as discussed extepsivedection 3.2, major implications on
how these funds are delivered within the regioma@nemies, who and how uses them and,
eventually, how they affect regional developmenicpsses. Therefore, on the one hand, this

% The Second Cohesion Report itself (European Cosianis 2001a) agrees on the fact that, due to lower
productivity in agriculture, the relative poorerfoemance of some regions is often linked to thghbr degree

of employment in agriculture.

37 See Esposti (2007, p. 124) for a more detailedaespion.
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perspective seems more interesting. On the othaa, hibmakes explicit how answering the
initial questions of this section does require magpropriate approaches.

4.3. Multisectoral models: empirical evidence amaitis

The empirical studies mentioned above are not dapgalprovide any useful insight into the
processes that CAP activates within the regionahey and, above all, can not easily
distinguish, in this respect, the different fornfssapport. As a consequence, they can say
little on the impact of 2003-2005 reform. To aclddhis, the multisectoral and multiregional
approaches discussed in section 3.3 may be pantigilelpful.

The purpose, here, is not to provide an exhaustview of all results provided with this kind

of approaches. We want to concentrate just on themdts that specifically refer to (mostly

ex-antg evaluation of the 2003-2005 reform and, at themesdgime, may somehow be

emblematic of potentials and limits of this streaimstudies. In practice, these empirical
works model CAP and its reform taking into considien only some specific aspects (for
instance, decoupling, modulation or some RDP mea}usince including all measures may
be too complex and, in some cases, unafford&blderefore, they often provide a partial
perspective on the impact of the reform.

Bonfiglio et al. (2006) analyse the impact of dgadog on rural regions in the Balkan area
(mostly NMS regions) using an /O approd@Hrocusing on accessing regions, besides the
application of the CAP, policy scenarios also saellthe impact of pre-accession funds and
of integration with the EU markets expressed ageame in export-import flows. In line with
Figures 2 and 3, coupled direct payments enterrégtonal I/O tables as agricultural
investments while decoupled payment as consumgiimmnease in agricultural households’
demand). Structural funds, including RDP, are alted across sectors case-by-case though,
in general terms, they are considered as investraetvalently concentrated in agriculture
and in the construction and food sectors.

As acknowledged by most practitioners in this §Bznfiglio et al., 2006, p. 126; Balamou et
al, 2007, p. 21), /0O approaches tend to overeséirtiee impact of such changes and, as such,
of policies. Nonetheless, despite the reliabilitiy tbeir absolute values, results are still
interesting in relative terms, that is, to compave different kinds of support; for instance,
decoupled instead of direct coupled payments.

What emerges from this study, roughlyis that moving from coupled to decoupled support
has a positive impact on regional output and incdimee, growth) but not necessarily on

% For instance, modelling mandatory cross-compliase®t easy within this kind of models.

% These are the results of a research project (RBARB funded by the EU under thé"FP. Another similar
application of the I/O methodology to policy evalaa can be found in Mattas et al. (2006).

0 See Bailey et al. (2006) for a more detailed cawpee analysis.
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employment that may even be decreadin@his occurs not only because we observe a
decline in agriculture labour but also for the smassion of decoupling over the economy. In

particular, the introduction of decoupled paymergsnegative for those sectors more

vertically integrated with agriculture, the foodcs® and sectors producing inputs for

agriculture, in particular, while it generates asipige stimulus on sectors less directly

integrated, for instance services.

More insightful and reliable results on the impattCAP reform on regional economies,
however, can be provided by SAM and, above all, GBgroaches. Not simply because they
should not incur overestimation of the effects, bubstly because they provide a more
flexible and composite representation of how supportransmitted. An interesting SAM
application to policy evaluation can be found imalRgpuolos et al. (2006). Though the
application concerns to a quite specific regioresec(in Crete, Greece), the most interesting
aspect in this study is the use of an inter-redi@f®M to describe the linkages and the
transfer of CAP support occurring among three avats different income and development
levels (urban-rural or core-periphery relation)eTCAP impact can not be directly referred
to the 2003 reform, as the study only covers theo@del988-1998. Nonetheless, CAP
measures are grouped in three categories: suppoihdome, support to agricultural
productivity (investments) and support to otherivatoeés of the regional economy. This
distinction makes this simulation still able to yide useful insight on the effects generated
by the different uses of funds shown in Figures@ a

It comes out that support to agricultural houseb@dmonstrates the highest positive impact
on regional output and employment. Thus, it alsoegates the largest transfers to bordering
regions. This latter effect is not so large comgdmeexpectations for a small open economy
and, above all, it is substantially asymmetric agavours more urban areas than rural
territories. Moreover, in urban areas the multgivce effects in favour of other sectors are
larger than in rural ones. At the same time, supg@iectly aimed at improving agricultural
performance or at favouring diversification is leftective as it generates smaller leakages
within and outside the local economy.

Recently developed CGE approaches may offer a metaled insight into the combined
effect of Pillar | and Il support especially aftae new design of RDP in 2005Felici et al.
(2008), by developing an evolution of the REMI mioevards general equilibrium features,
provide an interesting analysis on the impact ohesdRDP measures within an Italian region
(Tuscany). The interest in these results mainlg e the fact that the authors consider
measures supporting conventional investments wifheasures 1.2.1, 1.2.3) and outside
agriculture (3.1.1), measures favouring Lisbonteglainvestments (1.1.3) and, finally,

“! For a more detailed discussion on the on-farmathfarm labour allocation under decoupling, seeuBxin
(2008).

“2 Helming et al. (2008), for instance, analyse thwact of CAP reform (mainly in terms of market
liberalization) on overall regional employment bging an highly aggregated CGE model called LEITAP
which, in turn, is a modified version of the weltdwn GTAP model.
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measures directly supporting income (1.1.2) (sgeres 2 and 3). This model also provides
an intra-regional detail as flows occurring amongvmces (NUTS IIl) are taken into
consideration. Another interesting feature is tigt model is able to generate results over
time (the whole period 2007-2020), that is, it ldeato take into account the dynamic effects
induced by these measures (see also Finizia 04l5).

Unfortunately, the authors only report aggregaidence, without distinguishing between the
different measures and without clarifying whethbke tdifferent impact occurring across
provinces does depend on the initial allocatiofuofds or on the consequent transfers due to
inter-provincial linkages. Nonetheless, results stidl interesting as they show how the
impact of these Pillar Il measures distributes imithe economy. Agriculture is, by large, the
sector that benefits more (between 0.5% and 2%gmargrowth rate of sectoral value added).
The overall impact is quite limited, always lowdrah 0.1% growth, either in terms of
regional GDP or employment. The impact on the feedtor, too, is probably less than
expected: lower than 0.3% for both output and eymknt and about 1/4 of the impact
observed in agriculture. This would suggest thdiaiPil measures, even those allegedly
aimed at improving productivity (or Lisbon-relatedjo remain mostly an agricultural
intervention with a limited capability to stimulatewnstream the non-agricultural industries.

Among the most relevant recent attempts to us€tBE framework to analyse the effects of
CAP reform, we can consider the already mention&RA project (Roberts, 20085.
Comparable bi-regional (urban-rural) CGE modelsehiaeen set-up for 6 EU regions (one for
each of the following countries: Czech Republiqil&nd, Greece, ltaly, Latvia, Scotland).
Within this framework, alternative policy scenarioglude an overall reduction of CAP
support, full decoupling and different degrees afdmiation (from 20% to 100%. Coupled
support (also including price support) enters thedeh as a negative indirect activity tax
associated to agriculture, which corresponds tmarease in factors’ productivity within the
sector. Decoupled support as an increase of agrrallhousehold income; RDP measures as
investments in non-agricultural sectors and, inipalar, all funds are assumed to be invested
within the construction sectoit an effort to reflect Axes $pending (Pouliakas et al., 2007,

p. 43)*° Therefore, the allocation of funds to specific RBRasures is taken into account
roughly and arbitrarily since funds really spentAixes 3 are usually quite limited (Sotte and
Ripanti, 2008; Sotte and Camaioni, 2008) and, asvshin Figure 4, investments flowing
outside agriculture are a relatively small share.

3 Though not discussed in detail here, anothereéstarg application of a CGE model to the evaluatibthe
impact of CAP reform, and specifically concernitgjian agriculture, can be found in ISMEA (2004).

“In order to take into account the differentiatéféet of CAP over different agricultural activitieagriculture
itself is disaggregated in several sub-sectors.eldgr, other (non-agricultural) policies are alsmusated
within this CGE framework (see Pouliakas et alQ20for details). As mentioned, the NEG models elated
within the TERA project have been used in scenamalysis, too, but only to simulate non-agricultyalicies.
Therefore, they are not discussed here.

% However, in some regions other sectors are alsmhiad (education, business services and public
administration).
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Nonetheless, results emerging from this simulagi@nof major interests. The first remarkable
outcome is that a 30% decrease in CAP support dwitny other kind of compensation)
may produce a very limited negative impact on aveegional growth and, in some cases,
the impact can be even positive as it favours@eatlon of factors outside agricultufeThis
evidence would support the counter-treatment hygsmhwhile making the distributional
argument intrinsically less significant. In fadtetmajor implication of this reduction is not on
growth but on income distribution as it favoursamtand non-agricultural households against
agricultural and rural ones.

Results concerning decoupling are very interedtimmgigh very much surprising. On the one
hand, in relative terms and as expected, decoupéngs to benefit non-agricultural and
urban households and sectors. This urban-rurailzlisbnal effect is larger than in previous
scenario because decoupling allows a stronger ricteallocation out of agriculture.
However, at the same time, the overall impact aodeling on regional growth is negative,
more than what observed under the reduction of ledugupport. The fact that a reduction of
CAP expenditure generates a better (less negagu@yth impact than what obtained
maintaining the same expenditure, though spenttleroforms, is really unexpected and
definitely deserves further assessment. The exptemaf this result lies on the strongly
negative impact of decoupling on primary productfowhich then transmits this negative
effect downstream and upstream to integrated seciine positive effect on other less
integrated sectors benefiting from decoupling (tighto consumption or factors’ reallocation)
is larger than in the case of reduced coupled stipipat still not large enough to compensate
the reduction on the primary and integrated sectors

A final evidence concerns modulation. In this sceEnaesults are more strongly case-specific
as for some regions the overall impact on growtthéshighest, whereas in others is negative
and also worse than other scenarios. Thereforejngaesources from Pillar | to Pillar I
generates an effect whose sign and magnitude Yadggends on regional characteristics.
However, in general terms modulation activates laveat reallocation process within the
rural economy as the primary sector looses outpat @mployment in favour of non-
agricultural rural sectors, and in particular ivdar services. On the one hand this would
demonstrate that more funds delivered through rPlllaare not able to compensate the
negative effects of decoupling in the primary sedvoit this can still be possible in
downstream sectors, for instance the food indusiiyis reallocation within the rural
territories also amplifies the transmission towardsan areas as leakages in this direction are
evidently higher with respect to strictly agriculil support. However, it must also be

% As well emphasized by Tarditi and Zanias (2001 BE (2001), this positive impact should also odouthe
reduction of tax burden and food prices that ineesahe real income available to consumers. Givespecific
way coupled support is included in these CGE modeiwever, these aspects are seemingly neglectsal tiat
part of price support that, as demonstrated byQRE€D (1995) study, that actually goes to non-adtical
sectors is not entirely visible.

“" This is evidently an expected result, largely @oméd by other studies (Gohin, 2006), though hére t
production decline may be more intense.
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acknowledged that these results may be stronglgctifi by how Pillar Il is arbitrarily
modelled, as funds received through modulatiomateallocated among actual measures but
enter exclusively as investments in the constraciector. This possibly overestimates its
effects on other rural sectors and on urban areas.

5. Some concluding remarks: Does the CAP reform warfor regional growth?

This paper analyses the role of CAP and its repefiorm in fostering regional growth and

cohesion across EU regions. Though growth and cmihespresent two key-aspects of the
current long-term strategy of the Union, this idyoa partial perspective on the CAP, whose
objectives and implications, either sectoral or egyah are evidently more composite.
Therefore, here we do not consider the importantrenmental and social aspects of CAP
reform that, definitely, should not be excludec&amappropriate evaluation work (Midmore et
al., 2008).

This partial point of view on the CAP reform alsgkains why the objective of this paper is
not to provide suggestions on how CAP should bevemdh direction its next reforms should
take. The analysis here is merely positive: it Bdkr the existing evidence about the
contribution of the CAP to regional growth andicatly reviews it. However, this review of
the literature is not exhaustive as not all emplriworks dealing with this aspect can be
considered here. We only consider the most reased (specifically analysing the 2003-2005
reform) and those that seem more promising forntie¢hodology they use and results they
produce.

With respect to the four basic questions raisedieean section 4, the reviewed evidence
provides incomplete answers. First of all, CAP rbaynot neutral in terms of regional growth
and, above all, its impact is not necessarily ucéoAn increase in overall support may even
reduce regional growth implying that allocation foihds across regions is not by itself
informative on the consequence in terms of cohe@oronvergence).

More than allocation across regions, what seentisarin terms of growth implications is the
allocation of assigned funds within the region.plarticular, the change in Pillar | support
from price support to coupled direct payments dindlly, to decoupled payments, implies an
increasingly negative impact on agricultural prddut and employment that, if not
compensated otherwise, may transmit to verticallggrated (either upstream or downstream)
sectors. At the same time, due to factor realloocatiutside agriculture, it may favour growth
of other sectors which would eventually compensiadirst negative impact. Ultimately, this
compensation may generate an overall positive impacgrowth. In most cases, however,
empirical works indicate a negative effect of dgadng in regions that are more dependent
on agricultural production (namely, rural aread)jlerbenefits mostly favour urban areas and
non-agricultural households. This transfer of besedcross sectors or regions, however,
depends on how and how much a certain regioneagtiated with the bordering territories.
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The key role of Pillar Il measures, especially t, mew strategic orientation, should be to
compensate the negative impact of Pillar | refommagricultural production and integrated
sectors. By favouring the introduction of innovasg of new physical and human capital, and
the creation of diversified activities, RDP shoubdomote efficiency and productivity
improvements in agriculture and other “rural” sestoApparently, however, this does not
happen in most cases. According to several empistalies, these measures do favour
reallocation of support towards non-agriculturattees within the rural economy, but their
final impact remains prevalently limited to agricue though still not compensating the
negative effect induced by decoupling. Moreoversifpe effects on non-agricultural
activities are often transferred outside rural oegi Evidently, a more clear-cut targeting of
Pillar 1l measures to specific needs and terrighas still to be achieved.

These results are of major interest for the disonssn the effect of 2003-2005 reform and,
above all, on the direction to be taken with the &@ post-2013 CAP reform. At the same
time, they should be commented carefully as thegestly do not fully consider all the
possible implications of the reform itself. In panlar, the adopted methodologies can usually
not adequately represent the impact that some memagof both pillars) may have on farm
efficiency and productivity. Decoupling itself, asell as several Lisbon-related RDP
measures, may improve these performances as deatedsby a significant amount of
studies (Lambarree et al., 2008; Latruffe et &l0&, 2008b). After all, as already mentioned,
models here considered are not, in most cases,tlgnmedels. Therefore, they do not pay
enough attention to factors emphasized by the tegeawth literature such as innovation,
human capital, knowledge and on the consequenttgrdywnamics they activate. Evidently,
on this aspect, significant improvements of thepheld methodologies can be expected.

The same argument also holds with respect to pybimstly environmental) goods. Even
considering the contribution of the CAP only fronstactly growth perspective, it should be
acknowledged that supporting the creation of pulphicds within agricultural production may
have a positive growth impact both on the primagter and on other economic activities.
They may improve factor productivity in the longirand create new business opportunities
for farmers, thus also favouring integrated sectétfswever, even in this case, currently
adopted methodologies and models do not specifitaltle care of these aspects. This may be
a major drawback also with respect to future dgualents of the CAP, since many scholars
and policy makers are putting an increasing emphasithe provision of public goods as
major CAP justification (Buckwell, 2008; Dutch Msiry of Agriculture, Nature and Food
Quality, 2008).

Research in this field should aim at improving terently adopted methodologies in these
directions. At the same time, efforts should caminon more practical aspects. The
systematic collection of data and the constructbbre complete and consistent regional
dataset reporting the allocation of CAP gross agtdsapport is an unfinished work, and it is
expected to improve (European Commission, 2001bhukst be acknowledged, in fact, that
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the different results reported in the literatureyrstill depend on the different computation of
regional CAP support. More and better statistichbrimation (obtainable, for instance, by
improving the set of information collected throutjie FADN) is also needed on how CAP
support is used by first-level recipients (mos#dynfiers) among different alternatives (saving,
consumption, different kinds of investment in agltiaral activity) depending on how this
support is delivered (through prices, coupled modeled direct payments, Pillar Il measures,
etc.).

Though having in mind the need to improve the agldpesearch tools and the partial and
incomplete evidence they provide, we may still twydraw at least two policy implications
from these results. The first one is that the geldrEU is extremely heterogeneous across its
regions and this makes the answer to questionseabtengly region-specific. Empirical
results show that this answer may even be oppogigng from one region to another due to
their large intrinsic and structural differencesr khstance, comparing a Scottish and a Greek
region, Balamou et al. (2008) show how the growthplication of decoupling may
substantially diverge.

The development stage, the role and performanegrdulture and its integration with other
sectors (mostly, the food sector), the region opsesrto trade, migration, commuting and
capital flows, are all critical aspects for the ioggal economy’s response to policy (CAP)
changes. This makes modularity a strategic regutsitrender EU policies more effective:
what can be good for a region might not be goodafasther. It must be acknowledged that
current CAP already contains different degrees edutation. Regions (in practice, countries)
may at least partially decide on the amount of tedimnd decoupled Pillar | support to
provide (for instance, through article 69 of 20@8rm that will be presumably maintained
also within the HC). This flexibility in using Pdt | funds could be improved, in principle, by
allowing co-financing. Mandatory and (where preyewmbluntary modulation can give
flexibility in allocating resources between Pillaaind Pillar 1l according to the specific needs.
Flexibility, to a significant extent, also existsallocating Pillar 1l funds among the different
measures.

In practice, the only modulation that regions (@umtries) can not afford concerns the
currently weak coordination and integration betwé®sn CAP and structural funds, also for
the different respective programming documents @modedures. However, an attempt could
be made to give the regions the possibility to natguresources between EAGF-EAFRD and
structural policies. This solution would somehowlde an argument already stressed by
Tarditi and Zanias (2001) and confirmed by Kuokkaa&d Vihinen (2006, p. 8)if“such
[CAP] transfers were allocated from rich to poom@gions without sectoral constraints, their
impact would be much larger and more transparent

The second policy implication has mostly to do witle inter-regional and urban-rural
distribution of effects. Evidence shows that, besithe initial allocation of funds, what really
matters in assessing the impact of CAP acrosddees is how funds are then transmitted

35



over space. In particular, the progressive decogptif Pillar | support and modulation in
favour of Pillar 11, though justifiable by a numbef good reasons, may have the undesirable
effect to favour urban regions (areas) to the aenit of rural ones.

This spatial redistribution inevitably affects teeduring debate on the regional allocation of
CAP funds and its coherence with cohesion objedtiie “distributional argument”) and,
above all, informs the current debate about théonadjzation of SFP. Depending on how
regionalization is actually implemented, its allégmpacts (Anania and Tenuta, 2008) may
be substantially amplified or reduced once thedest#butional transfers across territories are
appropriately taken into account.

This effect is strongly region-specific also, ahdiepends on the degree of openness of the
regional economy under study and on the integratiim the bordering regions. Therefore, a
viable solution in this respect can hardly be galwzd. But one possible policy development
could be to allow strongly integrated regions (egdb/ within urban-rural or core-periphery
patterns) to also have an integrated managemenfBfresources, at least of those admitting
regional programming. For instance, in the caseRBP and maybe only involving few
selected measures, multiregional programmes coallddmitted to allow territories to take
into account, and then compensate, these redistnial effects.
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Appendix

Table A.1 — Reclassification of RDP measures ac¢ogrb the different uses

RDP 2004: measure codes RDP 2007: measure codes

Agricultural Household Income d,el,e2 mx2zab 113,131,132, 2.1.1,
212,213,224

Agricultural Investments a,j,k, u,v, ac, aa 1.21,1.2.2,1.2.3,1.2.5,

(non-Lisbon) 1.2.6,1.3.3

Agricultural Investments b,c,g,l,y 1.1.1,1.1.2,1.1.4,1.1.5,

(Lisbon-related) 124,411

Public goods f, h&i, i.2, g, t 2.1.4,2.15,2.1262.1,
2.2.2,2.2.3,2.25,2.2.6,
22.7,4.1.2

Other sectors — Household Income - -

Other sectors — Investments n,o,p,rs,w 3.1.1,3.1.2,3.1.3,3.2.1,

(non Lisbon) 3.2.2,3.23,4.1.3,4.2.1

Other sectors — Investments - 3.31,341,431

(Lisbon-related)

Source: Elaboration on European Commission (2007c¢)
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