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Institutional Innovation in the Common Agricultural Policy

of the European Community*

Carlisle Ford Runge and Harald von Witzke**

0.U Introduction

The Common Agricultural Policy (CAP) of the European Community (EC) is

characterized by numerous adverse economic effects.-
/ Although the EC and the

international economic impacts of the CAP have been studied in considerable

detail, the institutional framework giving rise to them has received much less

treatment.-/ In the United States, high agricultural program costs and a large

budget deficit have driven the demand for a revamped system of agricultural

price and income supports. High U.S. loan rates and target prices have stimu-

lated other exporting countries to expand output and compete for world markets.

The U.S. budget deficit, together with higher real interest rates and a strong

dollar, have helped the EC to compete by lowering the export subsidies that it

must pay to meet world prices (von Witzke, 1985b), stimulating retaliatory sub-

sidies by the Americans. This pattern of events (especially if the dollar

weakens significantly) will lead the costs of export subsidies under the CAP

to rise, setting off a possible spiral of subsidisation that will exacerbate
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School ot the University of Minnesota, a travel grant from the United

Kingdom Fund of the Hubert H. Humphrey Institute of Public Affairs, as

well as a research grant from the Minnesota Agricultural Experiment Station.

This research was conducted as part of the Future of the North American

Granary project, sponsored by the Department of Agricultural and Applied

Economics and Hubert H. Humphrey Institute, of the University of Minnesota.

Our thanks to S.J. Thompson for valuable comments and suggestions.
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1/ See von Witzke (1985) and the literature quoted there.

2/ For exceptions see Hagedorn and Schmitt (1985) and Koester (1977).
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budgetary crisis in both the U.S. and Europe.- The close relationship between

U.S. and European agricultural policies- / thus makes attention to institutional

reforms in both spheres a high priority. As conflicts between the EC and U.S.

over trade policy sharpen, understanding the institutional framework that defi-

nes their agricultural policies will grow in importance. Even more important

will be how these institutions may be altered in response to changing economic

and political forces. The purpose of this study is to focus on the European

side of this problem, and to review the prospects for institutional change in

the CAP.

The Common Agricultural Policy of the European Community is suprananational

in character. While there is a directly elected European Parliament, its

power to control the CAP is quite limited. Decisions are made by the Council

of Ministers, each of whom is a member of the nationally elected governments.

Although the Treaty of Rome (EEC Treaty, 1957) requires a qualified majority

vote for regular decisions and unanimous decisions only if major interests of at

least one member country are concerned, in practice the Council has adopted una-

nimity as general decision rule.3/

The central goal of the CAP is to reduce the member countries' agricultural

income problems. The key instrument employed is the support of agricultural

prices at a considerably higher level than prevail on world markets. Despite

this overiding objective, the member countries' national interests in the CAP

diverge significantly. First, uniform prices or uniform price increases in the

1/ A declining value of the USA might result in the introduction of import
restrictions on grain substitutes, and protein meals, and a vegetable oil
tax, contemplated by the EC for some time which in turn raises the likeli-
hood of retaliation by the U.S.

2/ For details see von Witzke (1985).

3/ For a survey of the institutional framework of the EC see Fennell (1979).
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Community have been followed by diverging national agricultural incomes or

income growth rates (Schmitt, 1972; Council of Economic Advisers to the Federal

Government of Germany, 198U). As a result, the demand for further increases in

price support differs among the member countries. Second, the structure of

agricultural production differs within the EC. South European member countries

seek protection for Mediterranean commodities such as olive oil, wine, fruits,

and vegetables, whereas Northern European members seek protection for com-

modities such as wheat or milk (Schmitt and von Witzke, 1981). Third, the CAP,

in conjunction with the financial system of the EC, results in adverse intra-

country transfers. While poor countries are not always net payers and rich mem-

bers net benefitters, countries that produce much (little) relative to their

economic wealth tend to be the net benefitters (payers) (Koester, 1977; Buckwell

et al., 1982; Ahrens and von Urff, 1983; Petersen, 1984). It is frequently

argued that CAP decisions are dominated by these diverging member country

interests (e.g. Kitson and Tangermann, 1979; Heidhues et al., 1979; Koester,

1977). Such divergent interests, together with the unanimity rule, allow any

single member country to act as a virtual dictator in many settings (Schmitt,

1984; Hagedorn and Schmitt, 1985).

Yet the CAP operates within an institutional framework that is com-

paratively recent. While difficult to alter, this framework is capable of

retorm. 1/ It is our view that the institutions of the EC affecting the CAP

respond endogenously to pressures for innovation and change. Elsewhere, for

example, one author has argued that annual price policy decisions in the EC can

be explained in terms of endogenous responses to the growth of budgetary expen-

ditures and growth in average agricultural incomes, rather than divergences in

1/ Several institutional innovations have occurred in recent years. See below.
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agricultural interests (von Witzke, 1985). Further analysis of the forces

affecting institutional constraints to the CAP can make innovations in these

institutions more likely, and more consistent with supranational interests. The

purpose of this study is to provide an analytical framework for this effort.

That institutional arrangements are fundamental to policy formation

(Hagedorn and Schmitt, 1985; Schmitt, 1981; Haase, 1983; Rausser, 1982; Homann,

198U) and that they are endogenous responses to a variety of political and eco-

nomic forces is well known, if not well understood (Ruttan and Hayami, 1984;

Runge, 1984b; Ruttan, 1978). Yet the economist's prediliction for treating the

institutional framework as "given" has left the profession with little to say

about the CAP other than to point to its obvious negative economic impacts. The

maintained hypothesis of this study is that the agricultural policy decisions of

the EC are significantly influenced by the unique institutional arrangements

mentioned above. We shall argue that the level of price support in the EC is

higher and less downwardly flexible than would be the case under alternative

institutional arrangements. Furthermore, we shall argue that the demand for and

supply of institutional innovations is at present in a fundamental dise-

quilibrium due to changing economic conditions. If reasonable alternatives can

be designed, endogenous changes are more likely to occur.

The remainder of this study will be structured as follows. First, a brief

historical overview of the switch from the qualified majority to the unanimity

rule will be given, because the present unaminity rule is often argued to be

crucial to the CAP and the economic and political integration of the EC.

Second, we examine the demand for institutional innovation, arguing that this

demand is derived from dissatisfaction with the unanimity rule, burdensome

levels of budgetary expenditures, divergencies of agricultural income growth in

the Community, and intracommunity transfers caused by the CAP in conjunction
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with its financial system. Third, we discuss the supply side of institutional

change and analyze several institutional alternatives, relating supply and

demand to illustrate how institutional innovations in the EC may lead to even-

tual reform. Finally, we suggest the direction we believe the design of these

reforms will take.
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1.0 A Brief History of the Unanimity Rule

As noted above, the EEC-Treaty (1957) provides that most decisions,

including those affecting agricultural price policy, shall be made according to

a rule of qualified majority. Only in cases of paramount ('vital') national

interest to a member state is use of the unanimity rule mandated. In all other

cases, qualified majority is to operate according to a weighted voting scheme.

In the EC-10 West Germany, France, Italy, and the United Kingdom have 10 votes

each. Belgium, Netherlands, and Greece have 5 each. Ireland and Denmark have 3

each, and Luxembourg has 2. Majority requires 45 out of the total of 63 votes.

This implies on the one hand that the four "large" member countries cannot out-

vote the majority of the six smaller countries. On the other hand, a coalition

of two large countries can block any majority decision.

The Common Agricultural Policy became fully effective in 1967/68, but as

early as 1965 controversy over the majority decision rule peaked, as France

declared virtually all decisions so important to her national interests that the

unanimity rule applied.- To dramatize this conviction, France withdrew from

the Council of Ministers for six months in 1965, blocking any decisions in the

EC during that period. The member countries then adopted to the so called

Luxembourg Compromise, in which they "agreed to disagree" over France's

interpretation of the Treaty. The result has been that the unanimity rule is

generally applied to all agricultural policy decisions, despite the fact that

reliance on unanimity is inconsistent with the letter of the 1957 Treaty.

Since then virtually all such agricultural price policy decisions have been

made unanimously, resulting in time consuming and complex efforts to develop

comprehensive "package deals" around which unanimous support can be organized.

1/ For details see the EEC Treaty (1957), Articles 8, 84, 99, 100, 212, 235.
See also von der Groeben, von Boeckh, and Thiesing (no year).
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An attempt by Italy in 1970 to return to the majority decision rule as provided

by the EEC Treaty (1957) failed. One exception of this rule was made in 1982,

when consent over agricultural prices was separated from the issue of compen-

sation payments to the United Kingdom. Fearing that inclusion of U.K. compen-

sation would threaten the "package", the majority of the Council members argued

that price adjustments and compensation to the U.K. were separate issues, and

should be voted on separately. In order to retain consent already gained over

agricultural prices, the adjustment issue was considered to be in accordance

with the Luxembourg Compromise, despite the fact that the problem of compen-

sation payments for the United Kingdom was postponed. Another exception was

made in 1985 when a unanimous decision over agricultural price adjustments,

except those for grains, was achieved. Again, the agreed upon price package was

passed, whereas the grain price decision was postponed.

The history of the unanimity rule reflects deeper difficulties in the

incentive structure of the CAP. In order to analyze the compatibility of member

country incentives, an analytical framework is required that disaggregates these

forces. This framework is developed below, based on a model of institutional

change first elaborated by Hayami and Ruttan (1971), and subsequently by others

(e.g. Binswanger and Ruttan, 1978; Runge, 1984b). While still very imperfect,

we feel that a model which treats the process of institutional change in terms

of demand and supply side components can be useful in policy analysis. It par-

titions both economic and political forces into those that drive individuals and

groups to demand new institutional arrangements, and those that lead individuals

and groups to supply institutional alternatives. Clearly, these forces are the

result of much more than market prices. The framework developed below brings

these forces into the traditional logic of economics, but does not overlook

other motivations of substantial importance, notably issues of equity and fair-



ness. Indeed, as we shall argue, distributive issues drive the demand for and

supply of institutional change in fundamental ways. In this respect, the metho-

dological foundations of this study extend the induced institutional innovation

hypothesis beyond the analysis of economic efficiency, to encompass distributive

issues and the theory of public choice (see Varian, 1975; Runge, 1984b).



-9-

2.U The Demand for Institutional Innovations in the EC

Institutions are rules of society, imbedded in values that define its

social structure. These rules, manifest in organizations and other tangible

arrangements such as firms, facilitate coordination 
by helping people form

expectations which each person can reasonably 
hold in dealing with others.

Institutions "consist of a set of constraints on behavior in the form of rules

and regulations; a set of procedures to detect deviations from the rules and

regulations; and finally, a set of moral, ethical behavioral norms which define

the contours that constrain the way in which the rules and regulations are spe-

cified and enforcement is carried out" (North, 1984). Institutions thus channel

the behavior of people with respect to each 
other and their belongings,

possessions and property, providing assurance 
by setting the 'rules of the game'

(Ruttan and Hayami, 1984). They increase the value of a stream of benefits

associated with economic activity by coordinating behavior and reducing uncer-

tainty in the realm of human interaction (Runge, 
1981a).

The demand for institutions thus is derived from the demand for assured

income streams and the efficient coordination 
of economic activity. The rules

that allow this coordination provide valuable 
informaton in an uncertain

decision environment. An appropriately general economic concept of demand must

recognize that this information includes what is perceived to be a fair distri-

bution ot economic rewards. The institutions of the EC are inseparable from the

broader social and cultural context in which European economic integration has

taken place, and reflect shared social values. 
Hence, the demand for institu-

tional innovations is derived not only from the demand for more 
efficient allo-

cation of resources, but from the perceived fairness and social acceptability

with which current institutions can be expected to channel these allocations now

and in the future (Runge, 1984b).
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Specific demands for institutional change arise from a particular set of

existing constraints, institutional and otherwise. These constraints represent

bottlenecks to the accomplishment of a shared objective, and may include factor

endowments, technology, and population growth, as well as existing institutional

barriers. If an efficient agriculture were the overriding objective of the CAP,

any factors preventing the achievement of this objective may constitute con-

straints giving rise to demands for institutional innovations. For example, low

levels and/or rates of technical productivity on the farm may lead to demands

for increased public expenditures for agricultural research and the establish-

ment of the institutional apparatus necessary to deliver research results to

agricultural producers (see Ruttan, 1984). Similarly, if the unanimity rule

raises the costs of agricultural income support by creating a need for expensive

"package deals," it may increase the demand for change due to its constraining

effect on CAP efficiency. The tyranny of a single member made possible by una-

nimity requirements may also lead to demands for institutional change on grounds

ot equity or fairness. In order to investigate the demand for institutional

change in the EC, it is therefore necessary to explain the particular forces

from whence such demand derives, and the logical arguments for eliminating

current constraints to greater efficiency and equity in agricultural policy.

In the European Community the demand for institutional change arises on one

hand from the fact that both the number of member countries and the divergencies

in national interests in the CAP are growing in the course of the second

enlargement of the Community (Kaltefleiter, 1981; Schmitt and von Witzke, 1981).

These forces increase the decision costs necessary to achieve unanimity deci-

sions. Un the other hand, the level of the EC budget and increasingly adverse

intracountry transters have reached levels no longer politically tolerable

at the present stage of integration. If this level of integration is to
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continue, together with political support for contributions, then the decision

costs exacerbated by the second enlargement must be confronted. Four factors

affecting the demand for institutional change merit investigation: (1) the time

spent in decision making under current arrangements; (2) the distribution of

agricultural incomes among the member countries; (3) budget expenditures; (4)

the net transfer effects of current rules.

2.1 Decision Time

A primary difficulty with the unanimity rule is the time spent in reaching

accord. There is a close relationship between this time cost and the particular

decision rule chosen. Although a detailed analysis of decision rules is beyond

the scope of this study, some discussion is appropriate (for a survey see

Mueller, 1979). Theoretically, the "optimal majority" is reached when for a

given individual the loss of utility expected due to the victory of the opposi-

tion equals the opportunity costs of decision time (Buchanan and Tullock, 1962;

Breton, 1974). The relevant question here is, what voting rules appear to be

optimal for CAP decisions?

Unanimity is the only voting rule that is necessarily Pareto optimal

because it guarantees that no one who prefers something else can be outvoted

(see Wicksell, 189b; Buchanan and Tullock, 1962). It is also characerized by

three major shortcomings (Black, 1958; Buchanan and Tullock, 1962). First, una-

nimity may require a lengthy amount of time to achieve when the number of voters

is large and preferences differ. This situation is increasingly characteristic

of the enlarged EC. Second, unanimity allows any member country to pursue and

enforce its specific national goals and/or interests as a dictator, as the case

of France suggests.- / Third, unanimity encourages strategic behavior.

1/ See Sec. 1.0.
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Strategic attempts to influence other voters' willingness to make concessions

results in additional decision time typical of the annual agricultural price

negotiations by the Council of Ministers. Every member country first makes

maximal demands which are then extensively negotiated in exchange for additional

"compensations" if the other member countries do not agree (Eisenkraemer, 1981;

Bale and Koester, 1984; Schmitt, 1984). Unsurprisingly, lack of agreement is

the rule rather than the exception.

We consider the decision time of the unaminity rule to be one factor that

significantly affects the demand for institutional innovations in the EC. Even

before the enlargement, the Council of Ministers frequently exceeded the time

deadline established in the Treaty of Rome. In the course of the second

enlargement, Community member size will grow by 33 percent, as will divergencies

of national interests. The result is a growing demand for a decision rule that

is less time consuming.

2.2 Agricultural Incomes

In the absence of the time costs cited above, unanimity can lead to an out-

come compatible with the interests of all affected, but this outcome will be

highly sensitive to the initial distribution of resources. The principle reason

is that any member may veto actions as many times as is necessary. While

leading to the possibility of stalemate, unanimity, once achieved, will be

largely a function of the relative bargaining power and risk aversion of the

members. However, the imposition of a time limit on decisions alters this

incentive structure. If time is short, proposals that are highly unacceptable

to a given member are rapidly vetoed.

The Council of Ministers is required to make annual decisions on agri-

cultural prices before the beginning of the new marketing year. Although the

evidence supports the claim that the price negotiations of the Council of
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Ministers are very time consuming, sometimes exceeding the time deadline, a

decision must ultimately be made.- As meetings of the Council draw to a close,

time restrictions disallow more than a limited number of vetos or perhaps only

one per country (see Eisenkreamer, 1981). This tends to lead member countries

to programs in which benefits are relatively evenly distributed, even if this

fairness is achieved at higher overall cost to the Community.

Insight into this process is provided by the public choice model of "voting

by veto" (Mueller, 1978). Consider the case of n voters, each of whom has the

responsibility to make one proposal, and who is limited to only one veto of

another voter's proposal. The set of n+l issues is made up of these proposals

and the status quo. The order of veto voting is randomly determined. Assume

a Community of three, formed by I, D, and F, and let the additional benefit of

2/
the price proposals in terms of agricultural income- by each country be

I (25, ZO, ZU)

D (15, 25, 15)

F (1U,10,40)

The status quo is

S (0, 0, 0)

and the randomly determined order of veto voting is F, D, I. F votes first but

there is no chance that its own proposal can bring about the victory because

both D and I are better off with one of the other proposals winning and hence

one of them will veto. The best strategy for F is to veto D's proposal because

1/ And has thus far always been achieved, although some times controversial
issues were separated from noncontroverisal ones. See Section 1.0.

2/ Additional benefits may be thought of as agricultural income growth via
increased agricultural prices. Agricultural income is the actual goal
pursued by the Council of Ministers (von Witzke, 1985). Hence, it
appears logical to express the political benefits of price decisions in
terms of agricultural income.
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this would result in the lowest additional benefits for F. For the same reason,

D will then reject F, and I's proposal will win. Note that I's proposal is

characterized both by the highest sum of all individual benefits and the most

equal distribituion of benefits between member countries.

Mueller (1978) has shown that this result is characteristic of solutions

with voting by veto schemes. With an increasing number of voters, the probabi-

lity that the proposal with the most evenly distributed benefits wins approaches

one. Indeed, if the voters meet regularly for such decisions the expected

winning proposal will result in completely equal benefits for all voters

(Mueller, i97a). Hence, the outcome of voting by veto is relatively insensitive

to voting order, and always tends toward an equal distribution of total benefits.

One implication of this example for the time-constrained unanimity rule

presently employed by the Council of Ministers is that the rule provides a

measure of assurance to each member country, in two distinct senses. First,

each minister can block price decisions which are unacceptable to his or her

agricultural sector. Second, the process of unanimous decision-making assures a

more equal distribution of benefits. This assurance is purchased at a cost,

measured by the larger relative total benefits necessary to guarantee such

"fairness." In contrast, if majority rule were to be applied, a risk would

arise for any member country of being a permanent loser in CAP decisions. The

time-constrained unanimity rule thus provides a built-in redistributive mecha-

nism that at least partly compensates potential losers at higher overall cost to

1/
the Community.-

Even in the absence of the unanimity rule, however, strong incentives for

fairness in the distribution of benefits would persist. Members must avoid

decisions that make other member countries losers if the losing country (or

I/ We shall return to this issue in Section 4.
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countries in coalition) would leave the Community, resulting in a reduction in

aggregate political and economic benefits. All member countries thus have

incentives to support a decision rule that provides the assurance of a "fair"

1/
distribution of claims on the stream of Community agricultural income.- This

incentive is especially strong where "fairness" does not imply a loss to indivi-

dual members greater than the level of individual contribution to the Community.

In short, a given country may be willing to give up benefits to compensate

others so long as the benefits foregone are less than the expected loss

resulting from the decision of uncompensated losers to leave the Community alto-

gether. The expectation of being treated fairly, in this sense, is a basic

motivation in the provision of collective goods (Runge, 1984 a, 1984b).

Despite the fact that the present voting rule results in a relatively equal

distribution of benefits, the nature of the CAP makes a completely equal distri-

bution of benefits unachievable. As already mentioned, uniform prices or uni-

torm price increases in the CAP are followed neither by equal agricultural

income and income growth rates nor by equal sectoral income disparities and

their rates of change.

The demand for fairness has also driven a form of institutional "side-

payment" in the Community. This side-payment-/ takes the form of Monetary

Compensatory Amounts or MCAs (for details see Ritson and Tangermann, 1979).

In essence, MCAs allow compensation for the differential impacts on national

3/
agricultural income of price adjustment policy.- MCAs have thus been

1/ As will be discussed later assurance over the budgetary expenditures

and the net transfers in the Community and other arguments that influence

the demand for institutional innovations in the EC.

2/ There were side-payments with respect to the net transfer position, too.

See below.

3/ Provided that the change in the respective exchange rate has the

appropriate direction (see Schmitt, Seebohm and von Witzke, 1980).
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important mechanisms reestablishing balance to an unbalanced relationship

arising from national divergences in the growth of agricultural incomes (von

Witzke, 1985).

We conclude that issues of fairness may dominate considerations of effi-

ciency in explaining current EC institutional arrangements, and that demands for

change will continue to reflect this important feature of Community decision

making.

2.3 Budget Expenditures

Major efficiency losses due to the level of price supports are manifest in

budget expenditures. The CAP is by far the largest of EC budget expenditures.

The level and growth rate of the EC budget, in turn, have been a permanent

source of political dispute among the member countries (e.g. Tangermann, 1983).

Between 1973 and 1982 nominal EC budget growth was about 25 percent annually;

more than two thirds of average total spending was due to agricultural price

supports (e.g. Petersen, 1984). As noted above, these increases in budget

expenditures drive demands for change, although they are entirely consistent

with the logic of time-constrained unanimity, as captured by the "voting by

veto" model above.

EC budget revenues are raised from a specific regulation in the sugar

market regime, variable levies, tariffs, and "own resources." Own resources

are basically transfers from member countries, and have contributed about

50 percent of total revenues since their introduction in 19 78,-/ when a

"budget ceiling" also was established. Although own resources were originally

limited (to 1 percent of the value-added tax (VAT) basis), and despite the fact

that the Council of Ministers takes budget expenditures into account when

1/ The relative importance of VAT means is growing over time.
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deciding on market regime prices (von Witzke, 1985), budget ceilings have failed

to act as meaningful constraints. Faced with the prospect that expenditures

will exceed revenues, the budget ceiling has been extended to 1.4 percent of the

VAT basis in 1985.

High overall benefits in terms of agricultural income and price supports

are thus linked, with a time-lag, to higher budgetary expenditures. The time

constrained unanimity decision rule leads first to relatively higher agri-

cultural price supports, then to higher budgetary expenditures. The inability

of the Council to consider long-run budgetary effects of price policy is also

explained in part by the difficulty of forecasting US$ world market prices and

US$/ECU exchange rates. Both have fluctuated considerably over time and

apparently eclipsed the impact of price decisions on the budget.

2.4. Net Transfer Effects

The CAP in conjunction with the financial system of the EC creates signifi-

cant net transfer effects between the member countries that have caused severe

political disputes in the Community, again pointing to the significance of

distributional issues in explaining CAP decision making. The United Kingdom,

for example, has insisted in additional payments to improve its transfer posi-

tion, while Germany has attempted to restrict its net contribution. Other

countries have also expressed a variety of concerns.

In essence, each member country contributes to the financing of the EC

budget according to its level of economic wealth-/ and receives benefits

1/ In 19b1 the allocation of budget recepits was as follows: sugar market
regulations, 2.5 percent; variable levies, 7.1 percent; tariffs, 34.5
percent; own resources, 50.7. percent (Petersen, 1984).

2/ As measured by the VAT valuation basis.
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according to its share of agricultural production.-/ Net beneficiaries are

those countries that have large agricultural sectors relative to their wealth

(e.g. Denmark); net payers are those countries that produce little agricultural

output relative to their wealth (e.g. Germany, Italy). Table 1 shows the net

transfer position for the time period 1976 to 1982. Although member countries

ostensibly pay according to the principle of "financial solidarity," in which

relatively wealthy countries should be net payers and less wealthy countries

net beneficiaries, in fact transter positions show considerable fluctuations

over time due to random fluctuations of production and changes in MCAs. In

general, these payments deviate considerably from the principle of financial

solidarity (e.g. Fennell, 1979).

Table 1: Net intracommunity transfers via agricultural price policy (FEOGA
guarantee section) and the financial system of the EC (including
transfers caused by MCAs) in millions of ECU (1976 and 1977 in
million units of account) 1976-1982.

B DK D F IRL I LUX NL UK

1976 - 29.6 244.5 - 685.4 -151.1 137.5 181.4 - 0.8 221.0 - 218.5

1977 - 20.6 268.8 - 616.3 - 41.5 359.5 163.2 - 2.0 150.9 - 261.1

1978 15.0 365.7 - 128.7 -154.4 277.1 - 50.3 14.4 218.1 - 555.5

1979 81.3 383.8 - 733.7 303.7 378.7 412.4 - 0.3 440.5 -1 268.3

1950 -131.6 356.7 - 924.7 637.9 461.6 440.8 3.1 610.9 -1 461.6

1981 -107.8 295.7 -1 004.1 945.3 347.3 563.2 -12.5 388.1 -1 245.3

1982 -112.0 312.1 -1 221.2 304.7 387.2 986.9 -12.2 528.7 -1 605.1

Source: Petersen (1984).

1/' For details see Koester (1977), Buckwell et al. (1982), Ahrens and von
Urff (1984), Petersen (1984).
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The joint effect of the CAP and the financial system is to create incen-

tives for member countries to improve their own net transfer positions by main-

taining positive MCAs as long as possible and by avoiding negative MCAs or

reducing them quickly (Koester, 1977). However, the most perverse incentive

arising from the net transfer system is to reward national agricultural sub-

sidies that stimulate production and retard structural adjustments which would

lead to smaller agricultural sectors. These subsidies persist, in technical

violation of the Treaty of Rome.- Since countries bear the marginal budget

costs of increasing support prices according to their VAT basis valuation,

rather than according to their marginal contribution to these costs, an incen-

tive exists to favor higher agricultural support prices and expanded output

(Koester, 1977). This problem is known in the public choice literature as the

restaurant table effect" (e.g. Schmitt, 1984; Hagedorn and Schmitt, 1985).

When a group splits a restaurant bill, part of the marginal costs of a com-

paratively expensive meal for any individual may be passed on to the group, and

an incentive exists to order comparatively more expensive meals. The total bill

(and the resulting individual expenses) are higher than in the case in which

each bears his or her own cost. Hence, the relatively equal distribution

resulting from CAP cost sharing raises the total costs of individual country

agricultural price supports.

The highly uneven and adverse distribution of net transfers has led to ran-

corous political disputes over questions of distribution. Arguments over net

transfer effects are explicitly conducted in terms of fairness.- / While member

1/ For a treatment of national agricultural subsidies see Seebohm (1980).

2/ The relative share of the individual basis of valuation for the VAT.

3/ Sometimes specified as "juste retour" (see Petersen, 1984).
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countries preferences for what ought to be considered fair diverge, an effective

requirement for consensus is that the distribution of net transfers generally be

perceived as just. Fairness, in this sense, is virtually an "ideology" (von

Weizsaecker, 1983; Hagedorn and Schmitt, 1985). In part because the present

distribution of net transfers is not perceived as fair, institutional innova-

tions have emerged in the form of ad hoc compensating payments or payments limi-

tations for countries in an "unjust" net position. These suggest that a demand

exists for more general and less ad hoc institutions without the attendant costs

of the net transfer system. The demand for fairness with respect to the net

transfer system also leads to an appealing explanation of why the member

countries tolerate national subsidies - despite the fact that they represent

violations of the Treaty of Rome (see Seebohm, 19b0). These subsidies may be

considered 'fair' not only insofar as they compensate for diverging agricultural

incomes but also with regard to the net transfer effects.

2.5 The Demand for Institutional Innovation: Summary

The preceding discussion of the demand for institutional change in the

European Community emphasizes the shortcoming of the present rules, but also the

reasons for their persistence. Despite exceedingly high costs, the current

reliance on a time-constrained unanimity rule provides assurance that national

interests in agricultural income will be preserved. Budget growth and net

transfer positions purchase this assurance at a cost of 'overprotection' in the

agricultural sectors of the members, which leads in turn to higher budget

outlays and a variety of ad hoc mechanisms to maintain an equitable balance of

CAP benefits in the face of differential growth rates. The arrangement allows

the CAP to provide a sufficient level of benefits to protect against defection

from the Community.
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The shortcoming of the time-constrained unanimity rule, in conjunction with

the EC financial system, have led to demands for institutional change. This

demand is driven, first, by the time costs of decisions. The second enlargement

of the EC will increase member numbers by one third, aggravating the divergen-

cies of national interests, and further increasing the decision time necessary

to achieve unanimous consent. Second, a 'voting by veto' situation during

concluding Council negotiations tends toward relatively high agricultural price

and income supports, which retain inefficient producers in the agricultural sec-

tor. Third, the cost of these supports results in large budgetary expenditures

linked to previous price decisions. Fourth, while the time-constrained unani-

mity rule generally favors an equal distribution of benefits, the agricultural

price support system also results in diverging national agricultural incomes and

net transfers. The "ideology of fairness" has led to ad hoc measures such as

MCA's and national subsidies, despite the fact that these measures violate the

principle of market unity and the Treaty of Rome. Continuing disputes over

these ad hoc adjustments indicate a demand for more permanent alternatives that

can achieve a distribution of agricultural income growth among the member

countries that is perceived to be fair at lower overall cost.
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3.U The Supply of Institutional Innovations in the EC

The demand for institutional change is driven by the desire for assured

income streams and coordinated economic activity, based on rules that are both

efficient and equitable to those who subscribe to them. The supply of institu-

tions is a response to this demand. The design of institutions and the promo-

tion of institutional alternatives responds to the felt needs of communities and

groups seeking to redirect and reorganize economic and social activity.

Institutional alternatives are put forward in response to the particular

constraints and opportunities perceived by the relevent community of interest,

and are endogenous insofar as they arise from within this community, rather than

being imposed from outside it.

Institutional change was traditionally generated through the process of

trial and error much in the same sense that technical change was generated prior

to the invention of the research university, the agricultural experiment sta-

tion, or the industrial research laboratory. It is becoming increasingly

possible to substitute social science knowledge and analytical skill for the

more expensive process of learning by trial and error. Advances in social

science knowledge act to shift the supply of institutional change to the right

(Ruttan, 19b4).

In order to evaluate potential institutional alternatives, it is useful to

examine their capacity to meet requirements expressed as demands for change. As

in the economist's traditional model, those institutional innovations which

satisfy certain demands at lower marginal cost then prevailing arrangements may

be preferred. bnlike the traditional model, institutional innovations must

generally satisfy the demand for efficiency and at the same time provide the

assurance that the benefits of the change will be fairly distributed. We are

not yet capable of estimating the "supply curve" for such changes, notably due
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to the absence of an agreed upon metric for both institutional efficiency and

equity.- Nonetheless, we feel that the analytical clarity resulting from

approaching problems of institutional change from this vantage point is useful.

There are various institutional alternatives that have been proposed for

the EC in light of the demands for change analyzed above. Past experience indi-

cates that the process of integration in the Community proceeds slowly and

2/institutional changes can only be achieved in rather small steps.- Following

Ruttan (1984), we believe that social science can assist in this design process,

making it less one of trial and error. Recognizing the infeasibility of radical

changes, however, we shall restrict our analysis to marginal changes in the

structure of the EC and CAP capable of providing member countries with the

assurance of confirmed benefits in comparison with the present arrangement. We

shall consider alternatives specifically in light of their capacity to overcome

the difficulties posed by the four problems evaluated above.- /

3.1 Alternative Decision Rules

The unaminity rule, as noted above, provides the assurance that no member

country will be excluded from determining the outcome of issues that it regards

as vital to its national economic interests. On the other hand, its comparative

efficiency will decline in the course of the second enlargement of the Community

1/ however, important work continues to improve our understanding of these
issues. On the side of efficiency, Hurwicz' (1972) measures of incentive
compatibility in organizations, and Williamson's (1975) evaluation ot
markets hierarchies, are two examples. On the side of equity, Sen (1976)
and Graaff (1977) have proposed useful measurement concepts that have
been applied in various studies of the impact of policy. For a survey see
von Witzke (1984).

2/ Examples include the changing role of the European Parliament and the
creation of the system of own resources to finance the EC budget.

3/ Notice that under the present EC law any institutional changes have to be
agreed upon unanimously by the member countries and be ratified by the
member states' parliament. See below.
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due to increasing decision time. Hence, the issue on the supply side is whether

alternative decision rules could reduce time costs and retain a comparable level

ot assurance respecting the distribution of benefits.

Perhaps the most discussed alternative is a simple majority rule. When

the number of votes-/ necessary to win (K) is equal to or greater than n/2

(where n is the total number of votes) a variety of advantages result. First, a

large class of contradictory outcomes are avoided (although cylicity and intran-

sivity, as is well known, are not). Furthermore, decision time is generally

increasing in K, converging in unanimity, where K=n. Hence, it is often

concluded that simple majority decision rules are 'optimal' or at least prac-

tically adequate for a wide range of problems (Buchanan and Tullock, 1962).

however, in most cases of majority some voters are losers. Majority rule cannot

provide the same assurance that individual countries can avoid losses unless

additional institutional arrangements providing for compensation are added.

Indeed, the possibility of stable coalitions may lead some voters to become per-

manent losers and others permanent winners. This property is a severe short-

coming of majority rule for the CAP, where such coalitions are likely to form

around geographic and agroclimatic blocs leading to permanent rifts and eventual

disintegration. These same objections apply to qualified majority rule,

although depending on how voting weights are arranged, coalitions favoring the

North or South could be discouraged, as could coalitions of poor and rich or net

payers and benetiters. hence, we conclude that a majority rule provides a

feasible alternative to unanimity only if additional institutional arrangements

are agreed upon which provide sufficient assurance that (a) minority blocs are

compensated; (b) minority and majority coalitions do not become permanent

features of the institutional arrangement.

1/ See section 3.1 above.
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3.2 Agricultural Income in the Member Countires

Although the time-constrained unanimity rule favors relatively equal

distribution of the benefits of price supports, it is also clear that short and

mid-run income growth in the member countries have led to the need for addi-

tional "side-payments" in the form of MCAs and national agricultural subsidies,

in spite of the Treaty of Rome. These side-payments would also be necessary, as

noted, under a majority rule arrangement. The issue on the supply side thus

turns on the most efficient mechanism for such payments.

One alternative is the MCA. The permanent dispute in the Council over

MCAs has already led to some reform. Based on the presumption that negative

MCAs have a tendency to be reduced at a faster rate than positive MCAs, it has

recently been agreed to fix the "green" exchange rate of the strongest currency

in the EC, the DM, at least until 86/87. As a consequence the market regime

prices in DM will remain constant if the DM is revalued. Such a revaluation

would be converted directly into a devaluation of other countries green exchange

rates, leading either to increasing market prices in other member countries or

to negative MCAs (for details see Manegold, 1984). Because MCAs are an integral

part of overall price decisions (see Heidhues et al., 1978; Tangermann and

Ritson, 1979; von Witzke, 1985), this mechanism has been- and will be antici-

pated by the Council of Ministers during annual decisions over market regime

prices. Hence, an overall reduction in MCAs may well be compensated for by

increased average levels of price support, although MCAs will still be used in

order to account for national requests for income support not met by price deci-

sions in terms of the ECU.

I/ See Sec. 2.2.
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Nonetheless the continued use of MCAs and national subsidies of agri-

cultural production cause misallocation of resources within the Community.

Increased efficiency could be achieved by shifting to a system of side payments

based on direct national income assistance financed by the EC or by the respec-

1/
tive member countries,- and paid to farmers according to criteria decided on

jointly (Koester, 1981; 1984; Thoroe, 1980; 1982; Schmitt and Thoroe, 1984).2 /

because such an agreement would represent a major change of the CAP, it would

require a unanimous decision of the Council. This would retain a measure of

assurance over its eventual form for all members, but could lead to a system in

which other decisions, such as those on market regime prices, would be made by

some form of majority rule.

3.3 Limiting Budget Expenditures

Although the Council of Ministers considers budgetary issues when deciding

on market regime prices, the budget ceiling introduced in 1978 did not effectively

limit EC spending. The existing institutional structure provides no enforcable

restrictions on budgetary expenditure (e.g. Hagedorn and Schmitt, 1985). Price

decisions are thus not accountable in terms of their eventual budgetary con-

sequences, and are often unrelated to other factors that influence EC spending

such as the world prices and exchange rates (von Witzke, 1985). This situation

continues despite the best efforts of the Council of Finance Ministers, the so-

called 'Super Councils', and European summits to restrict spending.

1/ See section 3.4.

2/ The issue of (partly) renationalizing agricultural income policy has been a
subject of controversy. From the standpoint of welfare theory direct income
transfers would be the optimal instrument. The history of the EC and the
CAP respectively suggests that such transfers are politically infeasible.
VAT rates on agricultural goods that differ between the member countires
appear more feasible as evidenced by the special income compensation for
German farmers in 1984. For the controversy about renationalizing the
agricultural income policy of the Community see Schmitt and Thoroe (1984).
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The primary reason is that none of the other branches of the EC has been

granted a share of budget authority allowing checks and balances to the price

decisions of the Council. Two places where such authority might reside are the

EC Commission and European Parliament. The Commission's current budgetary role

is to make proposals for annual decisions on market price regimes, and if

necessary to express its concern over the budgetary consequences. While the

political importance of the European Parliament has grown over time (e.g.

Fennell, 1979), it still has virtually no right to control the budget, although

it can delay budget plans (hagedorn and Schmitt, 1985; Fennell, 1979). If these

institutions were vested with a share of budget authority, it might be possible

to enforce budget restraints developed prior to market price decisions.

Although such an arrangement would represent a constitutional change 
requiting

unanimous approval by the national parliaments, it might further reduce the need

for unaminity as a general decision rule by providing a degree of stability,

assurance, and discipline. Several alternatives merit investigation.

One would be to transfer responsibility for budget or FEOGA expenditures 
to

the Council of Agricultural Ministers. This would not appear to reduce incen-

tives for excessive spending, however, primarily because the Agricultural

Ministers would continue to reflect the special interests of agriculture 
rather

than broader Community budget interests. The "normative power" of previous

price decisions and the continuing obligation to cover budget overruns 
would in

all likelihood lead to lack of control over the budget ceiling.

A second alternative would be to charge the Council of Finance Ministers

with direct responsibility for the budget. In this case, price decisions would

only become effective upon approval by this body. However, because the Finance

1/ This applies to other institutional changes, discussed here, too.



-28-

Ministers are elected members of the respective national governments, diverging

national interests, especially over intracommunity transfers, would likely lead

to fear over majority decisions. Assurance against a tyranny of the majority

could only be achieved by unanimous decisions of the Finance Ministers, shifting

problems resulting from the present unanimity rule from one body to another.

A third alternative might be to remove responsibility for the budget to the

EC Commission. Price proposals submitted by the Commission have on average been

significantly lower than actual Council decisions on market regime prices (see

Guth, 1985; Haase, 1983). One could, therefore, expect budgetary expenditures

to be lower if the Commission were granted new authority.

A fourth alternative would be to transfer partial responsibility for the

budget to the European Parliamentl / (or a Committee thereof) so that price deci-

sions by the Council of Ministers would have to be approved by the legislative

body.- Approval would be denied if the adjustments of market regime prices

violated a predetermined budget constraint. This innovation, while probably

resulting in more eftective control of expenditures, is unlikely to be unani-

mously agreed upon by the member states unless transfer effects of the CAP in

conjunction with the financial system are made part of the alternative

package.-

1/ A complete shift of decision making authority from the Council of Ministers
to the European Parliament will not be discussed here, since it wouldrequire significant changes affecting integration which are unlikely
to be made in the immediate future (see Petersen, 1984).

2/ In the past the Parliaments involvement has been limited to respectfulexpressions of its concern over budgetary expenditures and occasional
delays of approval for budget plans.

3/ This argument also applies to the other alternatives discussed above.



3.4 Net Transfer Effects

Net transfer effects under the present financial system are inconsistent

with the principle of Community financial solidarity. This has led to

discussion of whether the present basis of valuation for own resources in the

EC should be replaced by an alternative measure. Regardless of the alternative

considered, none are consistent with the principle of financial solidarity in

the tace of agricultural price supports (Petersen, 1984). Hence alternatives

appear necessary which correct or compensate members based not on contributions

of own resources alone, but on the basis of benefits received as well as contri-

butions made.

As discussed above, any member under the present system has an incentive to

improve its own net transfer position via MCAs and national agricultural sub-

sidies. This incentive is removed if each country's net transfer position is

fixed, a priori.

Consider the following example. Assume that distribution of transfers

among member countries is a zero sum game and that agricultural price support is

the only Common policy, and for the moment that uncertainty- resulting from

fluctuations in EC production, exchange rates, and world market prices is

absent. Let:

h = population

VB = basis of valuation for net transfers per capita

NT = net transfer

m = number of member countries

The first element of such a transfer system would be to determine, based on

the budget restraints above,-/ the total amount of resources to be redistributed.

1/ For details see Kirschke (1984).

2/ We neglect the technical budgetary issues implied by such a system.
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Suppose that a constant net transfer was chosen based on the member countries'

economic wealth, expressed e.g. as a linear function of GDP or the present basis

of valuation of own resources. The absolute sum of such transfers for all

member countries is:

m m
(1) NTi = I ' VBi ° h i O < B < I

i=l i=l

where 0 is the proportion of total basis of valuation accounted for by net

transfers.

The second element of such a system would be the tariff itself. Suppose a

simple linear tariff that secures the desired redistribution between the member

countries of the form:

(2) LNT = (aU - a VB i ) hi

where au represents the maximum positive net transfer per caput, al is the slope

ot the schedule describing the incidence of the tariff, and the schedule is

scaled by hi (see Figure 1). Since it is assumed that the redistribution is a

zero sum game it follows that:

m

(3) I NT. = 0
i=1

Eqs. (2) and (3) imply

(4) aU = 1 * VB

where Vb is the weighted average GDP or basis of valuation.

m
(5) V = X VBi. m hi

i m
i=1 1 mj=

j=i
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If VB grows over time and the incidence of the redistributive tariff al is

to remain constant, the maximum transfer a0 must be adjusted upward in accor-

dance with the growth of VB. Eqs. (1), (2), and (4) imply that the relationship

between the incidence of the tariff is given by:

m
VBi * Hi

(6) a1 = 0 ' i-- al > 0
m
X VB- VBi * Hi
i=l 

Once 8 and the form of the redistributive tariff have been fixed, the two para-

meters a0 and al are determined by eqs. (4) and (6). Let any member country's

agricultural transfer-position due to CAP policy be ATi. The compensating

transfer, CTi, is given by the difference between the net transfers and the

agricultural transfer via CAP.

(7) CTi = NTi - ATi

where

m m
(b) I CTi = C ATi

i=l i=l

Table 2 illustrates the effects of the transfer system developed above.

The calculations are based on data from 1979. According to eq. (1) a has been

computed by dividing the sum of net transfers via the FEOGA guarantee section-

and the financial system of the EC by the total GDP at market prices in the EC,

while a and al have been computed according to eqs. (4) and (6), so that the

sum of compensating transfers in column (6) equals the FEOGA guarantee section

1/ The agricultural price support in the Community is financed via the FEDGA
guarantee section.
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1/
expenditures during that year.-

Columns (4) to (b) describe the transfers for each member country as a

whole, whereas columns (7) to (9) and (10) to (12) contain the same information

on a per capita basis and in relation to the GDP respectively. Under this

redistributive system Denmark, Germany, Belgium/Luxembourg, France and the

Netherlands would be net payers; Germany and France would contribute more

than 80 percent of all net payments (column 5). The UK, Italy and Ireland

would be net beneficiaries, with Italy receiving about bO percent of all net

payments. Germany receives the highest agricultural transfers in 1979, and

makes the highest net payments. It contributes about one third of all compen-

sating payments followed by France (26.3 percent) and the Netherlands (14.3

percent).

The picture changes significantly when transfers are considered on a per

capita basis. Ireland and Denmark recieve by far the highest agricultural

transfers followed by the Netherlands and Belgium/Luxembourg, whereas France

and Germany, the countries that receive the highest total agricultural trans-

fers, rank fourth and fifth respectively. Notice that per capita means, in

fact, per head of total population, not per head of agricultural population.

The redistributive system developed here thus aims at redistribution between

the member countries of the Community, rather than between the respective

agricultural sectors. Denmark makes the highest net payments followed by

Germany, Belgium/Luxembourg, France and the Netherlands, whereas Ireland

receives the highest net transfers, followed by Italy and the United Kingdom.

Denmark also would make the highest compensating payments, because it

receives the second highest per capita agricultural transfers and would be

1/ For details see Petersen, 1984, p. 86 ff.
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the most important net payer per capita. The Netherlands, Ireland and

Belgium also would make considerable compensating payments. The fact that

Ireland - the least wealthy member country of the Community of nine - would

pay considerable compensating transfers per capita might be surprising at

first glance. However, while it would receive the highest per capita net trans-

fers it also receives the highest agricultural transfers per capita, equal to

about 460 percent of net transfers. These relationships are illustrated in

Figure 1.

Transfers in relation to GDP per country are similar to those per capita.

Again, Ireland, Denmark and the Netherlands would benefit most, with Ireland

leading. While the net payers would contribute between .11 percent (France,

Netherlands) and .24 percent (Denmark), the three net beneficiaries would

receive between .24 percent (United Kingdom) and .92 percent (Ireland). The

compensating transfers range from .06 percent (Belgium/Luxembourg) to 3.3 per-

cent (Ireland) with Denmark and the Netherlands contributing more than 1 per-

cent.

A comparison of the transfers under the present system and a net transfer

system based on the example presented in Table 2 is shown in Table 3. Although

the numbers contained in Table 2 are based on a specific redistributive tariff

and despite the fact that the net transfer positions of the member countries

fluctuate over time, the broad differences between the present system and our

hypothetical net transfer system can be instructive.

One major difference is that redistribution between member countries no

longer depends on agricultural production, but on the redistributive tariff

chosen a priori, thus breaking the link between net transfers and signals to the

agricultural sector that retard adjustment. Compared with the present system,

the major losses are borne by those countries that produce much compared to
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their relative wealth as measured by the basis of valuation. In the example

presented here all member countries would be somewhat worse off except the UK

and Italy, both of whom would experience substantial overall gains. Losing

countries would lose far less than the two winning countries gain. Moreover, if

per capita transfers are considered, the gains of Italy and the UK are far less

pronounced because both countries have relatively large populations. Losses per

capita are relatively high in those countries that benefit most under the pre-

sent system, namely Denmark and Ireland.

3.5 The Supply of Institutional Innovation: Summary

We have argued that alternatives to present institutional arrangements must

revolve around a decision rule that is more efficient, in the sense that it

reduces costs by minimizing incentives for a relatively high price support and

national subsidies inherent in the existing institutional framework. At the

same time, successful institutional innovations must provide the assurance that

the burdens of increasing the efficiency of the CAP will be borne fairly by all

members. If this assurance can be provided, control over expenditures and

reduced inefficiency in the agricultural sector may be possible.

A key lesson in the attempt to balance efficiency with fairness is that

common agricultural support prices and adjustments do not reduce the divergence

of agricultural incomes between the member countries. This has already prompted

institutional changes in the form of MCAs and national subsidies, which have

caused additional misallocations and are not in accordance with basic principles

of the Treaty of Rome. If the present decision rule were replaced by some form

of majority rule, the tendency toward high agricultural price supports would be

reduced. However, because majority rule provides less assurance with respect to

national interests, and is likely to lead to a less "fair" outcome, it is
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necessary to introduce alternative institutional arrangements that can provide a

measure of such assurance.

We have argued that a partial renationalization and a system of redistribu-

tive transfers could set the stage for a change from unanimity to some form of

majority rule. The intra-community transfers, perhaps in the form of a tariff

such as the one developed above. As part of the same package, budget restraint

could be achieved by making the Council's agricultural price policy decisions

subject to approval by the European Parliament, representing a first step

toward democratic seperation of powers. Constitutionally, such a package must

be unanimously agreed upon.
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4.0 Conclusion

The reforms sketched above provide only a rough prototype 
of the institu-

tional innovations that we believe are both possible and likely in EC agri-

cultural policy. The actual process will be complex, difficult, and drawn 
out.

Nonetheless, we feel that movements away from the unanimity 
decision rule, the

imposition of budget discipline through greater separation 
of legislative and

executive authority, a partial renationalization of the CAP, and the development

of alternative systems of redistribution represent the future 
of the CAP and EC.

Not wishing to oversimplify, we have explored how such innovations 
can respond

systematically to forces driving the demand for change. Hurwicz (1972) has

termed this approach to institutional change "the designer's 
point of view."

The actual engineering of these institutional changes is a step beyond the

design phase. We maintain, however, that institutional change can be more than

trial and error, if the key efficiency and distributive 
issues driving the

demand for and supply of change are specified in advance. 
This paper has

expanded the theory of endogenous institutional innovation, 
incorporating

distributive concerns and contributions from public choice 
theory, providing a

framework for future research and analysis. We believe this approach to the

design process to be a fruitful area for future work in applied economics.
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