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ABBREVIATIONS, ACRONYMS AND GLOSSARY OF CAP TERMS

ACP
AMS
CAP
CMO
CSF
MFF
PEA
SAPS
SMR
SPS
WTO

Cross-compliance

Entitlement

LEADER

Modulation

Naked hectares

Natura 2000

Pillar 1 and Pillar 2

African, Caribbean and Pacific
Aggregate Measure of Support
Common Agricultural Policy
Common Market Organisation
Common Strategic Framework
Multi-annual Financial Framework
Potentially Eligible Area

Single Area Payment Scheme
Statutory Management Requirements
Single Payment Scheme

World Trade Organisation

Cross-compliance links direct payments to farmers to their respect of
environmental and other requirements set at EU and national levels.

Entitlements are a right to receive payments under the SPS scheme.
Entitlements were given to farmers actively farming at the date each
Member State introduced the scheme. Payments are granted where
farmers have eligible hectares at their disposal to activate the appropriate
number of entitlements. In the 2007-2013 period, entitlements could be
transferred or sold under specified conditions.

LEADER stands for Liaison entre actions de développement rural (Links
between actions of rural development). It is a method of mobilising and
delivering rural development in local rural communities through local
action groups.

Modulation provides a means to ensure the transfer of CAP funds from
direct aids to farmers and market measures (‘Pillar 1’ of the CAP) to rural
development measures (‘Pillar 2’).

Utilised agricultural area on which an entitlement is not being claimed,
but which could be used to activate an entitlement.

Natura 2000 is an EU-wide network of nature protection areas established
under the 1992 Habitats Directive and is the centrepiece of EU nature
& biodiversity policy. The aim of the network is to assure the long-term
survival of Europe’s most valuable and threatened species and habitats.

The separation of the CAP into two Pillars is because they are funded
through different budget envelopes with different rules. Pillar 1 finances
mainly market measures and annual payments to farmers and is funded
by the European Agricultural Guarantee Fund. Pillar 2 is based on multi-
annual programming and member states co-finance the programmes, and
is financed by the European Fund for Rural Development.
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FOREWORD

Soon - too soon for comfort - after the 2008 shock situation of rapidly worsening agricultural
shortages, world markets are once again displaying persistent high grain prices and are plagued by
uncertainty. The world’s geographical distribution of agricultural productionis highly heterogeneous,
as is food consumption, and to a great extent this is the result of policies rather than comparative
or agro-ecological advantages. Imbalances in production and consumption have much to do with
the effect of large managed food systems, such as the European food system, on the rest of the
world. What may have once been a regional food economy is comprehensively and increasingly
global in scope and has demonstrated implications for food security, development prospects and
trade policies.

Cooperation in agriculture is a major feature of the European Union, and of its uniquely successful
common market. Since 1990 the farm sector’s cooperative scheme - the Common Agricultural
Policy (CAP), through which common resources are collectively allocated - has undergone a series
of reforms to adapt to the dynamism of political, economic and social realities. Since 1992, reforms
have been progressively pro-market, moving away from the dirigisme that characterized the CAP
in its early years. The trend seems to be towards avoiding, as much as possible, distortions to
prices and production decisions, and instead placing more attention on local rural development
and environmental dimensions of the countryside. Policy-makers, business groups and civil society
organisations are at this time in the midst of a discussion over the future of the CAP for the 2013-
2020 budget cycle.

The European Commission has now finalised leglislative proposals that set out the overall direction
of CAP reform in the post-2013 period. While these are subject to further debate amongst EU
member states and in the European Parliament, the proposals already provide a fairly advanced
picture of how reform of the CAP may proceed. The analysis that follows is based on a thorough
review of these proposals.

Reform this time around is particularly challenging, for reasons that go beyond the implications for
the non-European economy and the unfinished Doha talks at the WTO on agricultural reform. This
is so, given the inclusion now of traditional competitive large agricultural producers such as Poland
and Hungary in the European space, and the imperative for a more equitable distribution of support
and benefits, and for a rationalization of land, water and energy use in agriculture. The European
public’s demand is particularly firm now for safeguarding of ecosystem services, sustainable farming
and locally-developed practices, and smallholder agriculture and rural livelihoods. In many ways,
the resulting post-2013 CAP raises more complex expectations, from within and outside Europe,
than any regional farm policy before.

While direct transfers, mostly in the form of subsidies, are likely to continue being granted primarily
through payments designed and meant as ‘decoupled’ from production, the scale of support to
be provided is likely to determine a competitive advantage to European farmers in relation to
their counterparts in other parts of the world. Also important is the choice of instruments used to
deliver support, and the impact on production resulting from the ‘greening’ requirements being
proposed by the Commission.

This paper aims to provide policy-makers, negotiators and other stakeholders with an objective,
evidence-based assessment of the most important ways in which the proposed reforms of the EU’s
Common Agricultural Policy (CAP) could affect trade flows, looking in particular at the impact on
developing countries. Countries are heterogeneous in their vulnerability to changes in world prices
resulting from schemes such as the CAP. Paraphrasing the author, we now know better than ever
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how the effects on countries depend on the commodity composition of their trade - whether they
are net importers or exporters of goods protected by the CAP, and whether they have preferential
access to the EU market and thus are able to share in some of the benefits of CAP protection. We
intend to revert to more analysis once the reform package is final, and hope at this time that this
paper provides the guidelines for individual countries to undertake their own studies.

| trust that the reader will find this work by Professor Alan Mathews a timely contribution to
this debate, and that it allow the many concerned stakeholders to interact with their policy-
makers in ensuring a sustainable development supportive outcome, both for Europe and the rest of
the world.

e

Ricardo Meléndez-Ortiz
Chief Executive, ICTSD
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EXECUTIVE SUMMARY

The European Commission forwarded legislative proposals for reform of the Common Agricultural
Policy (CAP) to the European Council and the European Parliament in October 2011. These
proposals, which build on an earlier Communication of the Commission in November 2010, initiate
the legislative procedure to agree the new regulations which may take up to 18 months to complete.
Because of the scale of the EU as a major player in global agricultural markets, changes to its
agricultural policy can potentially have repercussions for other countries. This paper analyses what
the trade and development implications of the Commission’s proposals might be.

The Commission proposes changes to the EU’s system of direct payments to farmers, market
management and rural development policies. In addition, parallel negotiations are taking place
on the Commission’s legislative proposal for a new medium-term financial framework for the EU
budget for the period 2014-2020. The outcome of these negotiations will determine the overall
budget available for the EU’s agricultural policy over this period.

The Commission proposes to end the existing direct payment systems in both old and new member
states. These will be replaced by a uniform but more differentiated system. The direct payments
budget will be redistributed between member states to ensure greater equality in payment levels
across countries. A basic payment will be maintained for all EU farmers as a form of direct income
support. This will be topped up with further payments to encourage practices which address
environment and climate policy goals, to assist farmers in areas with specific natural constraints,
and to help new entrants. The basic payment will be capped (albeit at a high level). Voluntary
coupled payments can be continued where they can be shown to be necessary to maintain current
levels of production.

The EU has reformed most of its market management instruments for different commodities in
the past decade. The new proposals make minor adjustments. Supply controls on milk, sugar and
the planting of vines will be eliminated. The possibility to use crisis interventions in the event
of market disturbances is generalised across commodities. Measures to strengthen the bargaining
power of producers in the food chain will be introduced.

Rural development policy will be made more flexible for member states, and will be better
coordinated with the territorial interventions of other EU funds. An optional co-financed risk
management toolkit is made available for member states to use. New institutional mechanisms
for innovation are proposed, backed up with a larger budget for agricultural and food research,
to help improve the competitiveness of EU agriculture and to address environmental and climate
policy challenges.

Developing countries are increasingly heterogeneous in the way they are affected by changes in
world food prices and, thus, by these changes in EU agricultural policy. The effects depend on the
commodity composition of their trade, whether they are net importers or exporters of commodities
protected by the CAP, and whether they have preferential access to the EU market and thus are
able to share in some of the benefits of CAP protection. Each country must individually undertake
its own analysis to assess how it might be affected. It is hoped that the analysis in this paper
provides some relevant guidelines and parameters for such country-specific analyses.

With the possible exceptions of sugar and rice, the order of magnitude of the effects to be expected
from implementation of the Commission’s legislative proposals for CAP reform post-2013 will be
minor, particularly in the context of the swings in world market prices experienced since 2008.
The paper concludes that the greater emphasis on encouraging farmers to adopt environmentally-
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friendly farming practices, and the redistribution of direct payments towards farms in more
marginal and less productive areas, will lower the EU’s production potential compared to a status
quo scenario. This will affect arable production in particular. Resulting higher feed prices will
reduce EU pig and poultry production and will also constrain any expansion in milk production
which might be anticipated after the elimination of milk quotas. The slight reduction in coupled
cotton payments will lead to lower EU cotton production.

While the abolition of milk quotas is not expected to have any significant impact on world markets,
the proposed elimination of sugar quotas could result in a substantial increase in production,
depending on the level of world market prices over the next decade. This would result in lower
imports from preferential suppliers, particularly least developed countries and ACP exporters.
However, there are divergent views on the potential for expanded EU sugar production and thus
considerable uncertainty regarding the future of EU sugar imports. Moreover, the continuation of
coupled supports which, on the basis of past experience, will be directed mainly to beef and sheep
production, together with the effect of redistributing direct payments to more marginal farming
areas where beef and sheep production is more important, will keep EU production of these
commodities higher than would otherwise be the case.

This CAP reform was not intended to address the trade barriers used to keep some EU market prices
higher than world market levels. The EU has reduced the impact of these barriers for a number
of developing countries through extending the scope of preferential access under various trade
agreements, and a further reduction is being negotiated in the WTO Doha Round. Nonetheless,
developing countries will be disappointed that the opportunity was not taken in this reform to
set a final date for the ending of export subsidies. A more ambitious CAP reform, in which the
targeting of direct payments was pursued more insistently and coupled payments were phased
out, would also have a greater impact in removing the remaining distortions caused by the CAP to
world markets.
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1. STATE OF PLAY OF THE CAP 2020 DEBATE

The debate on reform of the EU’s Common
Agricultural Policy (CAP) enters a new phase
in October 2011 with the publication of the
Commission’s legislative proposals for the new
CAP regulations after 2013. The proposals take
the form of four main legal instruments which
will replace the existing regulations governing
the CAP, as follows:

« A regulation governing direct payments;

e A regulation governing rural development
payments;

¢ A regulation revising the single Common
Market Organisation regulation (CMO);

e A horizontal regulation covering financing,
management and monitoring of the CAP.

The publication of the Commission proposals
initiates the procedure to create the legislation
which will underpin the CAP after 2013 (see
Box 1). These legislative proposals follow from
the Communication of the Commission on the
CAP towards 2020 published in November 2010
which set out a number of options for future
CAP reform (European Commission, 2010a). A
previous ICTSD paper discussed the background
to the Commission’s initiative and presented a
preliminary analysis of its proposals and their
likely implications for third countries (Matthews,
2010; see also European Parliament, 2010a).

This paper takes the story forward one further
year in which the Commission’s November 2010
Communication has been widely debated. The
Commission issued a consultation document
for the impact assessment in January 2011
(European Commission, 2011a) which further
elaborated on its thinking behind the three
scenarios for reform (called the adjustment,
integration and refocus scenarios) set out in the
Communication." A total of 517 responses were
received, mainly from producer organisations,
during the consultation period. The European
Parliament debated the Communication on the

basis of a report prepared by the rapporteur
from its Committee on Agriculture and Rural
Development, Albert DeB (European Parliament,
2011a). The Committee’s report received a
total of 1267 amendments before an agreed
resolution was passed by the Parliament on 26
June 2011 (European Parliament, 2011b).

Another important step was the publication by
the Commission in June 2011 of its proposal
for the next medium-term financial framework
(MFF) covering the period 2014-2020 (European
Commission, 2011b). This gave the first
indication of the resources likely to be available
for agricultural policy during this period. The
MFF proposed a small decrease in real terms
but a small increase in nominal terms in the
CAP budget for the period 2014-2020.% As the
Commission proposal envisages that the overall
EU budget (in commitment appropriations)
would increase only slightly in real terms, this
implies that the share of the CAP in the EU
budget would fall from 39% in 2013 to 33% in
2020.3 Maintaining the agricultural budget in
nominal terms was seen as an unexpected
victory for agricultural interests given the
many competing demands being made on
the EU’s limited resources in the light of the
Europe 2020 strategy and external challenges
and the need for budget austerity at all levels
of government.* It was a vindication of the
strategy of the Agriculture Commissioner Dacian
Ciolos who had attempted to reposition the CAP
as a greener and more targeted policy more
aligned with the Europe 2020 goals of “smart,
sustainable and inclusive growth”. However,
the MFF becomes a legally binding act only
after a special legislative procedure requiring
its adoption by unanimity by the Council, after
obtaining the consent of the Parliament by a
majority of its members. This process should
be completed by the second half of 2012 to
allow enough time for the legal bases for the
different programmes and projects funded by
the budget to be agreed before they commence
on 1 January 2014.
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Box 1. The EU’s Ordinary Legislative Procedure

The Commission proposals for new CAP regulations are only the first step in the legislative
procedure. The proposal now enters the co-decision process between the Council of Ministers
and the European Parliament. In the first reading, the Parliament will adopt its position by a
simple majority and the Council will adopt its position by a qualified majority. If the Council
adopts the Parliament’s position, then the regulations are adopted.

It is more likely that the positions taken by the two parties will differ, in which case the process
moves to a second reading in both the Parliament and the Council. Within a three month
period, the Parliament can either approve the Council’s common position (in which case the
regulations are adopted) or propose amendments to the Council’s position which are then put to
the Council and the Commission for their opinion. The Council then has a further three months
in which to accept the Parliament’s amendments by qualified majority (or by unanimity where
the Commission has given a negative opinion). If the Parliament’s amendments are approved,
then the regulations become law. Otherwise, a Conciliation Committee is convened within a six
week period.

The Conciliation Committee consists of an equal number of Council and Parliament representatives,
assisted by the Commission. It has available to it the Commission proposal, the Council’s common
position, the amendments proposed by the Parliament and the Commission’s opinion on these.
The Committee has six weeks to draft a joint text which must be approved by a qualified majority
of the members of the Council or their representatives and by a majority of the members
representing the European Parliament. If a joint text cannot be agreed, then the procedure
stops. If a joint text is agreed, then it goes to the Council and Parliament for approval. The
Council and Parliament then have a further six weeks to approve the joint text, with the Council
acting by a qualified majority and Parliament by a majority of the votes cast.

It is expected that the final decisions will be taken under the Irish Presidency of the Council in

the first half of 2013.

Source: European Parliament (2010b). The detailed procedures are set out in Joint Declaration (2007).

The current two pillar structure of the CAP is
maintained “withannualmandatory measuresof
general applicationin Pillar 1 complemented by
voluntary measures better tailored to national
and regional specificities under a multi-annual
programming approach in Pillar 2” (European
Commission, 2011f). Separate regulations deal
with Pillar 1 (direct payments) and Pillar 2
(rural development). The third regulation on
the single common market organisation deals
with market measures and the scope for
public intervention in EU commodity markets
and the functioning of the food chain. Finally,
the horizontal regulation corresponds to the

current financing regulation but expanded to
bring together various common provisions.

This paper evaluates the trade and develop-
ment implications of these proposals, speci-
fically to draw out their implications for
developing countries. The main elements in the
Commission proposals are summarised in Table
1 and described in Section 2. The likely trade
and development effects of the proposals and
their effect on the EU’s compliance with its
WTO commitments under the Uruguay Round
Agreement on Agriculture and potentially under
a future Doha Round Agreement are analysed
in Section 3. Section 4 reflects on the potential
implications for developing countries.
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Table 1. Summary of Commission proposals for CAP reform

Direct Payments Market Measures Rural Development
Convergence of direct Confirmation of the ending of | New rural development
payments across member milk quotas, of sugar quotas | priorities to replace current
states (with one year delay), and of | axes

vine planting ban
New basic payment to replace Better coordination with other
the Single Payment Scheme Extension of the market EU funds
and the Single Area Payment | disturbance clause to all o )
Scheme commodities under the CMO New criteria to allocate Pillar 2

funds across member states

New “green” component of Measures to improve S
Simplification of supported

direct payments functioning of the food chain
measures
Greater targeting of Measures to support quality h d risk
beneficiaries production Enhanced risk management

toolkit
New rules for coupled

European Innovation
payments P

Partnership
Changed cross-compliance

rules Proposals on monitoring and

evaluation

Source: Author’s compilation.
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2. COMMISSION PROPOSALS

2.1 Direct Payments

The aspects of the Commission proposals which
attracts most attention relate to the future
designof direct payments. Thisis partly because
the budget for direct payments is the most
important element of EU agricultural policy,
accounting for 72% of EU CAP expenditure in
the 2012 budget, and partly because of their
important role in underpinning farm income in
the EU (Matthews, 2010).5

Currently, direct payments are provided
to farmers under two different schemes,
the Single Payment Scheme (SPS) in the old
member states (plus Malta and Slovenia) and,
as a temporary derogation to the SPS, the
Single Area Payment Scheme (SAPS) in the new
member states. The SPS can be implemented
on the basis of a historical model or a regional
model or a combination of both (so-called
“hybrid” model). In the historical model,
farmers were given payment entitlements
based on their eligible hectares and payments
received in a reference period (2000-2002).
The regional model is based on a uniform
value of payment entitlements within a region,
while the hybrid model is a combination that
can be either static or dynamic over time.
Entitlements must be activated each year on
the basis of an equivalent number of hectares
of eligible agricultural land. Farmers in receipt
of direct payments must abide by so-called
cross-compliance, which includes observing
statutory management requirements as well
as maintaining land in good agricultural and
environmental condition (but without any
obligation to undertake production on this
land). With successive reforms and progressive
decoupling of support under different
commodity regimes (cotton, olive oil, fruits
and vegetables, etc.) since its introduction,
the system of SPS entitlements has become
increasingly complex over time.

The design of direct payments has been
controversial for two other reasons. First,
direct payments were originally introduced

as part of the 1992 MacSharry reform to
compensate for reductions in administrative
prices which were implemented at that time,
now 20 years in the past. They remain largely
linked in the old member states to past levels
of production on individual farms, particularly
in those member states that opted for the
historical model to establish entitlements
to the decoupled payments introduced after
2005. For both reasons the justification for,
and legitimacy of, direct payments has been
questioned. One of the objectives of the
Commission’s proposal is to create a new
legitimacy for direct payments through better
targeting of payments both to public goods
and to beneficiaries.

Second, the new member states have made
clear they wish to see greater equality in
the distribution of payments across member
states, a demand which the Commission’s
November 2010 Communication recognised as
legitimate. The direct payment expenditure
ceilings negotiated in the accession treaties
with the new member states resulted in much
lower payments per hectare than in the old
member states, something which the new
member states insist should be changed.

The stated aim of the direct payments
regulation is “to better target support to
certain actions, areas and beneficiaries, as
well as to pave the way for convergence of
the level of support within and across member
states” (European Commission, 2011f). The
Commission’s solution to these conflicting
pressures is to abolish entitlements under
the SPS and SAPS schemes and to replace
these with entitlements under a new basic
payment scheme from 2014 on, which will
be based only on the regional model with a
uniform level of payments inside each region.
The basic payment will be complemented
by a series of additional payments funded
under the direct payments national ceiling
made available to each member state. These
include a mandatory green payment (30%
of the annual national ceiling) to farmers
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following agricultural practices beneficial for
the climate and the environment; a voluntary
additional payment (up to 5% of the national
ceiling) for farmers in disadvantaged areas; a
mandatory additional payment to new entrants
enrolled in the basic payment scheme (up to
2% of the national ceiling) and a simplified
scheme for small farmers (up to 10% of the
annual national ceiling). Provision is made
for a voluntary coupled support scheme for
specific types of farming or specific agricultural
systems that experience difficulties and which
are particularly important for economic and/
or social reasons (up to 5% of annual national
ceiling with the possibility to go beyond this in
particular cases). These various payments are
now discussed in more detail.

2.1.1 Convergence of payment values across
member states

The disparities between member states
arising from the way in which the budget
for direct payments has been allocated are
indeed striking. Commission figures show that
the average direct payment per hectare of
potentially eligible area (PEA) for the year
2013 is €94.7 in Latvia and €457.5 in the
Netherlands, whereas the EU-27 average is
€269.1 (European Commission, 2011c). With
a view to a more equitable distribution of
support, the Commission proposes that the
value of entitlements should converge at
national level towards a more uniform value.

The Commission considered various options,
some of which are set out in the impact
assessment (European Commission, 2011c).
Essentially, the choice came down to using some

version of “objective criteria” to determine
the allocation between member states, or to
use a more pragmatic formula. The objective
criteria considered included GDP per head,
the amount of Agricultural Work Units (AWU)
or gross value added in agriculture/AWU
(for economic criteria) or the area in less
favoured areas, Natura 2000 zones or area
under permanent pasture (for environmental
criteria). From the Commission’s perspective,
the difficulty with any of the formulae using
objective criteria is that they would lead to
a very substantial redistribution of the direct
payments budget across member states.
Under one version using objective criteria for
redistribution, the amount redistributed could
amount to €4.5 billion out of a direct payments
budget of around €42.8 billion. The Commission
commented that this ”is likely to make it
politically unacceptable for many member
states to agree to such a redistribution”
(European Commission, 2011c).

Thus the Commission’s direct payments
regulation opts for the pragmatic approach. It
proposes a very limited redistribution initially
of direct payment envelopes (funds) between
the member states, following the formula in
the Commission’s proposal for the 2014-2020
medium-term financial framework (European
Commission, 2011b). This envisages that,
for countries currently receiving less than
90% of the EU average payment per eligible
hectare, one-third of the gap between their
current figure and 90% of the EU-27 average
is closed. This limited effect is confirmed in
the impact assessment, which calculates that
the redistribution would amount to just €738
million out of a total budget of €42.8 billion.
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Figure 1. Redistribution of EU direct payments under the MFF formula in 2020
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The preamble to the proposed direct payments
regulation also includes an aspirational
commitment that the debate on the next
Multiannual Financial Framework for the
period starting in 2021 should focus on the
objective of complete convergence through
the equal distribution of direct support across
the European Union during that period. This
replaces a firm commitment in earlier drafts
that, by December 31 2028 at the latest, all
allocated payment entitlements in the Union
should have a uniform value.

2.1.2 Basic payment

A single scheme across the EU, the basic
payment scheme, will replace the SPS and
the SAPS schemes as from 2014. There is no
explicit justification for this payment in the
draft regulation, but it is clear from the impact
assessment that it is intended as basic income
support. The scheme will operate on the basis
of payment entitlements allocated at national or
regional level to all farmers according to their
eligible hectares in the first year of application,
but there will be a link to beneficiaries of the
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direct payments system in 2011 in order to avoid
speculation. All payment entitlements within a
member state or region should have the same
value by 1 January 2019. Thus the use of the
regional model that was optional in the current
period is generalised, effectively bringing all
agricultural land into the system. The rules
on the management of entitlements and the
national reserve largely follow current rules.

For those member states currently applying
the historic model of the Single Payment, a
“dynamic hybrid” model is proposed to attain
a uniform payment by 2019. In 2014 50% of
a farmer’s basic payment must be calculated
on a uniform basis while the remainder can
be distributed according to the historic
basis. Over the 2014-2019 period member
states must move to a fully uniform payment
“through annual progressive modifications
...in accordance with objective and non-
discriminatory criteria”. However, taken
together with the green payment which will
also be distributed on a uniform per hectare
basis, there is a rather abrupt shift to a largely
uniform payment in the first year, 2014.
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The actual value of the basic payment per
hectareisnotfixedinadvancebutisdetermined
as a residual once the other payments financed
from Pillar 1 are accounted for. Assuming
that the Commission’s proposal in the MFF to
hold the budget for direct payments constant
in nominal terms is accepted, and assuming
that a member state makes use of all of the
opportunities for targeted payments in the
proposed regulation and sets aside 5% of its
national ceiling for coupled payments, then on
average the basic payment would amount to
around 55% of the value of the single payment
currently. This proportion will be smaller in
those member states that lose funding under
the convergence proposal and will be greater
in those member states that gain funding
under the convergence proposal, given that
convergence means that the overall national
ceiling will be increased in some countries
but decreased in others. Because none of the
direct payments are index-linked, their real
value will fall gradually over time.

2.1.3 Green payments

The green payment is the most innovative
element in the proposed direct payments
regulation, and follows through on the
Commission’s commitment to target Pillar
1 measures more closely to the delivery of
environmental publicgoods. The green payment
will be paid for “compulsory practices to be
followed by farmers addressing both climate
and environment policy goals”. The practices
take the form of simple, generalised, non-
contractual and annual actions that go beyond
cross-compliance. Thethreeconditionsoutlined
in the draft regulation are a requirement that
cultivation on arable land must consist of at
least three different crops simultaneously
(not sequentially), that permanent grassland
must be maintained at the 2014 level of the
individual farm®, and that farmers must devote
7% of their eligible area excluding permanent
grassland (thus mainly a requirement on the
arable area including permanent crops) to
ecological focus including land left fallow,
buffer strips and afforested areas. In effect,
this is the reintroduction of setaside but for

all arable farmers with more than 3 ha of
arable area. Organic farming automatically
benefits from this additional payment, while
farmers in Natura 2000 areas will have to
comply with the relevant requirements to the
extent that they are consistent with the Natura
2000 legislation.

Contrary to the impression given in the
November 2010 Commission Communication
that the green payment would be mandatory
for member states to offer but voluntary for
farmers to accept, the proposed regulation
requires that every farmer who wishes to
receive a basic payment (apart from those who
opt for the small farmer version of the scheme)
must also enrol in the green payment scheme
and adopt these conditionalities. This means
that these environmental conditions become
part of a super-cross-compliance conditionality
because they must be met if the farmer is to
remain eligible even for the basic payment.

A further, voluntary, measure with potential
environmental benefits is that member
states can use up to 5% of their national
ceilings to top-up the basic payment with an
additional, annual, area-based payment to
all farmers operating in areas with specific
natural constraints. Such payments would
be complementary to support given to these
farmers under rural development programmes
financed from Pillar 2.

2.1.4 Greater targeting of beneficiaries

Given that the option of targeting direct
payments solely on the delivery of public goods
(which was the third, refocus scenario option
in the impact assessment) was rejected, the
extent to which payments are more targeted
in the proposed regulation is limited. Some
modest capping of payments is proposed, as
well as restricting payments to active farmers.
In addition, specific support to new entrants
to farming is proposed.

Direct payments (excluding the green
payment) to very large farms will be subject
to progressive capping on amounts above
€150,000, although account will be taken of
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agricultural employment on large farms in
setting the thresholds above which payments
will be reduced or capped. Funds released
by capping direct payments will remain with
that member state. The Commission has
regularly proposed the capping of payments
since the original MacSharry reforms in 1992
but has made only limited headway (in the
Health Check, for example, capping emerged
as higher levels of modulation of Pillar 1
payments to Pillar 2 for larger farms). It may
stand a greater chance of success with this
latest proposal, because of the way in which
the thresholds will be increased by the salaries
paid to hired workers.

For example, the maximum threshold proposed
for payments is €300,000 which, at the current
average EU-27 payment, would be equivalent to
a farm of about 1,200 ha (given the expected
average level of the basic payment in future,
this size threshold would be even greater). If
such a farm had ten employees earning, say,
€30,000 annually, then the de facto threshold
for payments would be €600,000 (i.e. increased
by 10 x €30,000). Thus, capping is likely to have
more of a symbolic than a real value in targeting
payments towards lower-income farms.

This conclusion is confirmed in the direct
payments regulation which shows, for each
country, the amounts to be modulated as
a result of capping (European Commission,
2011f). The overall amount modulated to
Pillar 2 at EU-27 level would be 0.4%.” Higher
percentages would be involved in some member
states (Bulgaria 1.3%, Hungary 0.7% Romania
0.8%, Slovakia 0.7%, UK 2.5%). Funds released
by capping direct payments in each member
state are reserved for financing projects
relating to improving farm competitiveness,
including of large farms.

Support will be limited to active farmers. The
definition of an active farmer caused much
angst, and the definition proposed (to exclude
operators whose direct payment receipts are
less than 5% of their total revenue) may well
exclude airports, sports clubs and others
who are currently eligible for payments. It is

proposed not to enforce this test when the
total of direct payments to an operator does
not exceed €5,000 per year, in order to avoid
accidentally excluding part-time farmers who
are seen to play a valuable role in maintaining
farming in more marginal farming areas.

It will also be mandatory for member states to
set-aside up to 2% of their annual national ceiling
to assist young farmers taking over a farm,
which may be complemented by establishment
aid under the rural development Pillar.

Whether these changes to the design of the EU
direct payments scheme will result in greater
targeting of payments to beneficiaries may be
doubted. The beneficiaries themselves will
change. There will be a redistribution among
economic size classes of farms (payments per
hectare and income per Annual Work Unit would
decrease in the largest farms and increase in
the lower size classes) and among various farm
types (where drystock and horticultural farms
will gain at the expense of dairy and crop farms).
However, it is unlikely that there will be much
change in the “uneven” distribution of support
among farms at EU level (Velazquez, 2008).
This is because an EU-wide flat rate payment
would link the distribution of payments to the
distribution of land among beneficiaries, and
the distribution of land is as skewed as the
distribution of production (which is the historic
reference for payments).

2.1.5 Small farmer scheme

Member states must introduce the option of
a small farmer payment for which farmers
optionally can apply. This will be a simple
flat rate payment of between €500 and
€1,000, the exact value determined by one
of two calculation methodologies set out in
the regulation. At this level, the scheme will
be only of interest to small farmers in the
new member states. Apart from those small
farmers for which there may be a monetary
incentive to enter the scheme, the scheme
could attract other farmers with low payments
because receipt of the payment, exceptionally,
does not require a farmer to enrol in the
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green payment scheme and to meet the
environmental restrictions of that scheme.
Small farmers enrolled in this scheme will also
be exempt from cross-compliance inspections
and sanctions, although with respect to the
statutory requirements they must continue to
observe these requirements in any event.

2.1.6 Coupled payments

The legislative proposal allows voluntary
coupling where certain conditions are met.
Member states can grant up to 5% of their
national ceiling to sectors or regions where
specific types of farming or specific agricultural
sectors undergo certain difficulties and are
particularly important for economic and/or
social reasons. This proportion is increased
to 10% of their national ceiling for the new
member states and those old member states
whose coupled support exceeded 5% in at
least one of the years in the period 2010-2013.
Where a member state coupled more than
10% of its direct payments in this period, it
can apply to the Commission to continue to
use more than 10% of its national ceiling for
coupled payments provided it meets a series of
conditions set out in the legislative proposal.?
Member states decide on the share of direct
payments to be coupled when they first opt for
this arrangement, but can revisit their decision,
within these limits, in 2017.

The use of coupled payments, which in
the current regulation would be confined
to suckler cows, sheep and goats, rice and
cotton after 2013, would be extended to all
main agricultural enterprises, including short
rotation coppice. On the other hand, member
states will lose the possibility to provide support
to specific agricultural activities entailing
agri-environment benefits under Pillar 1 (the
current Article 68(1)(v) of Regulation (EC) No.
73/2009), while support for risk management
schemes are also moved to Pillar 2.

2.1.7 Cross-compliance

Cross-compliance requirements currently con-
sist of separate lists of statutory management

requirements (SMRs) and standards of good
agricultural and environmental condition of
land. The regulations on cross-compliance are
moved from the direct payment regulation
to the horizontal regulation. It is proposed
to organise these in a single list grouped by
area and issue. Some changes are proposed to
the details of SMRs, including the addition of
the Water Framework and Sustainable Use of
Pesticides directives.

2.1.8 Other issues

The financial discipline mechanism introduced
in the 2003 Fischler reform will be maintained,
whereby payments can be reduced to ensure
that total payments in the EU as a whole stay
within the MFF ceiling, but the mechanism
will only apply to payments above the first
€5,000 in any calendar year. The €300 million
margin for triggering financial discipline is
no longer operative. The regulation provides
for a possible review of the schemes,
in particular in the light of economic
developments or the budgetary situation,
implying that beneficiaries cannot rely on
support conditions remaining unchanged.

Member states will have the option, before 1
August 2013, to transfer up to 10% of their national
ceiling to rural development programming for
the period of the regulation. Apart from capping,
this is the only faint echo of modulation left in
the legislative proposal.’ Conversely, a specified
number of (mainly new) member states can
transfer up to 5% of their 2015-2020 allocation
for rural development measures to direct
payments. These are member states where the
level of direct payments remains below 90% of
the EU average.

2.2 Market Measures

The organisation of commodity markets has
been at the core of the CAP since its foundation,
but the amount of support provided through
market intervention measures has gradually
been reduced under successive CAP reforms.
Despite calls from some quarters for a reversal
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of this process, and for the reintroduction of
high support prices underpinned if necessary
by supply control measures such as quotas,
the legislative proposal maintains the current
market orientation.

The main “new issues” addressed in the
regulation are volatility and bargaining power
in the food chain. Volatility is addressed by
generalising the possibility of support in the
case of market disturbances due to a loss of
consumer confidence, an animal disease outbreak
or price volatility (in addition to the enhanced
risk management toolkit available in Pillar 2).
Efforts to strengthen the bargaining power of
producers in the food chain include promoting
the use of written contracts and facilitating the
formation of producer organisations in sectors
other than fruit and vegetables where they have
long played a role.

2.2.1 Elimination of remaining supply restric-
tions

The milk quota system and the vine planting
ban are set to expire under existing legislation
which is left unchanged in this respect. Sugar
quotas are also due to expire by 30 September
2015, and the Commission proposes to maintain
this date and not to propose any further
extension.

2.2.2 Harmonisation of the market disturbance
clause

EU agricultural markets have traditionally
been supported in the face of price volatility
by operating a public intervention system,
supplemented by private storage, withdrawals
and subsidies for consumption. Public
intervention remains for some products, but
only at a very low safety net level. The market
measures regulation aims to expand and
simplify provisions on the basis of experience
to date with public intervention, private
storage, exceptional/emergency measures
and aid to specific sectors.

The general market disturbance clause, which
is currently limited to specific sectors, is
generalised to include all sectors covered by

the common market organisation. To ensure
sufficient flexibility to respond to unexpected
emergencies, there is a proposal for a new
Special Reserve in the MFF regulation for
crises in the agriculture sector with an annual
ceiling of €500 million to be mobilised over and
above the ceilings of the financial framework.
This is complemented by a number of other
provisions to assist farmers to cope with
market disruption. The animal disease/loss
of consumer confidence provision allows aid
to be extended to livestock producers facing
market disruption due to animal disease or a
food safety breakdown. Given the experience
with the e.coli outbreak in Germany in summer
2011, this is now extended to plant products
as well. Farmers will also be made potential
beneficiaries of the Global Adjustment Fund
which, for example, could provide assistance
to farmers adversely affected by trade
agreements. Finally, there is the provision
that member states can use some of their
Pillar 1 national ceiling to couple payments
to products which are adversely affected by
continuing disturbances on that market.

2.2.3 Improved functioning of the food chain

Discussions in the High Level Expert Group on
Milk, which was established to discuss mid-
term and long-term arrangements for the
dairy sector given the expiry of milk quotas,
pointed to the need to improve the functioning
of the food chain. The Commission regulation
implements a number of its recommendations.
The product coverage for recognition of
producer organisations and their associations
as well as inter-branch organisations by
member states is extended to all sectors
covered by the single CMO regulation.

Member states are authorised to require
written contracts in particular sectors. While
generally contract conditions are left up to
member states to specify, specific conditions
must be included in contracts in the milk
sector where a member state decides to make
them mandatory with a view to strengthening
the bargaining power of milk producers in the
food chain.

10
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As a further measure to strengthen the
bargaining power of milk producers, producer
organisations representing dairy farmers will
be given the power to negotiate contract
terms, including price, for some or all of
their members’ production with a dairy. To
avoid anti-competitive practices, the share
of national milk production controlled by a
producer group will not be allowed to exceed
specific limits (the limits specified in the
regulation are 33% of total national production
and 3.5% of total EU production).

2.2.4 Measures to support quality production

Following the Communication from the
Commission on agricultural product quality,
marketing standards for particular sectors
and products are maintained. These relate
to such matters such as product definitions,
grading into classes, presentation and
labelling, packaging and production methods.
The proposed regulation introduces a basic
general marketing standard for products not
covered by specific standards.

2.3 Rural Development

The EU’s rural development policy co-financed
with member states under Pillar 2 is a much
more varied set of instruments than found
under Pillar 1. Rural development policy in
the 2007-2013 period was based on a strategic
programming approach based around four
axes, where each axis comprised a coherent
set of measures supposedly focused on a single
objective. Three of these are thematic axes
dealing with the improvement of agricultural
and forestry competitiveness, sustainable
land management, and rural economic
diversification and the improvement of the
quality of life in rural areas. The fourth
methodological axis is dedicated to the LEADER
approach to local development through local
action groups.

2.3.1 New rural development priorities instead
of axes

The Commission’s legislative proposal for
rural development retains the long-term
strategic objectives of contributing to the
competitiveness of agriculture and forestry, the
sustainable management of natural resources
and the balanced territorial development of
rural areas. In line with the Europe 2020 strategy,
these broad objectives of rural development
support for 2014-2020 are given more detailed
expression through six EU-wide priorities. These
are: fostering knowledge transfer in agriculture
and forestry; enhancing competitiveness of
all types of agriculture and enhancing farm
viability; promoting food chain organisation and
risk management in agriculture; preserving and
enhancing ecosystems dependent on agriculture
and forestry; promoting resource efficiency
and the transition to a low carbon economy in
agriculture and forestry; and realising the jobs
potential and development of rural areas. It
is intended that these priorities should be the
basis of programming, including the definition
of target indicators in relation to each of them.

In the 2007-2013 period, the rural development
regulation specified that a minimum amount of
each member state’s Pillar 2 budget ceiling should
be spent on each axis. The Commission now
recognises that most measures serve more than
one objective or priority. It therefore deems it no
longer appropriate to group them into axes. In the
next period, programming will take place on the
basis of the six priorities which the Commission
believes should be sufficient to ensure balanced
programmes. However, member states will still be
required to maintain 25% of their Pillar 2 budget
for issues related to land management and the
fight against climate change.

2.3.2 Improved coordination with other EU
funds

A continuing source of tension in the pro-
gramming of rural development funds has
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been that other EU funds (for example, the
European Regional Development Fund, the
European Social Fund, the Cohesion Fund and
the European Maritime and Fisheries Fund)
might also be supporting projects in rural
areas but there was very little coherence or
coordination between them. Each of these
funds is administered by a different Directorate-
General and is often implemented through
different ministries in the member states.

There has long been a strand of opinion
that rural development spending should be
separated from the CAP and become part of
regional spending. Indeed, this was one of the
options considered in the refocus scenario
in the impact assessment. However, the
rural development regulation maintains the
traditional division of labour. To overcome the
coordination deficit, the regulation provides
that rural development spending in Pillar
2 of the CAP should work in a coordinated
and complementary manner with Pillar I, as
well as with other EU funds. All funds are
placed under a Common Strategic Framework
(CSF) at EU level which will be transposed
into Partnership Contracts at national level.
The CSF will replace the current approach
of establishing separate sets of strategic
guidelines for these funds. An apparent
corollary is that monies from these other
funds can be used to support the priorities in
the rural development regulation.

2.3.3 New allocation criteria for Pillar 2 funds

The distribution of rural development funds
across member states remains to be decided.
The Commission has indicated that this will
be based on objective criteria linked to
the objectives of a competitive agriculture,
sustainable management of natural resources
and balanced territorial development of
rural areas, but also taking into account past
performance. This latter is presumably intended
to prevent any sharp redistribution of resources
arising from the application of the objective
criteria between the member states.

Various allocation options using objective
criteria are considered in the impact

assessment (European Commission, 2011d).
Possible objective economic criteria include
agricultural area and labour force as indicators
of the size of the agricultural sector and labour
productivity as an indicator of the extent to
which the sector is lagging behind. Possible
objective environmental criteria include
agricultural area, Natura 2000 area, natural
handicap area, or forest and permanent
pasture areas as indicators of the public goods
provided. For the territorial balance objective,
possible objective indicators include rural
population as an indicator of the target group
benefiting from the support while the extent
to which rural areas are lagging behind is
covered by the use of a GDP coefficient for
the whole formula.

As is the case with Pillar 1, allocations using
objective criteria differ considerably from
the current distribution. Various pragmatic
solutions to limiting the resulting redistribution
are outlinedin the impact assessment. Applying
these criteria judiciously could even allow the
current distribution to be reproduced. It is
clear that so-called “objective criteria” are far
from objective and in fact are highly political.
The Commission regulation proposes to leave
the resolution of this issue to a Commission
implementing act to be adopted under the
examination procedure rather than including a
specific formula in the regulation itself which
is bound to be controversial.

2.3.4 Simplification of supported measures

The list of individual measures has been
streamlined and reduced from over 40 to less
than 20 (see Table 2 in the Annex for a list
of proposed measures). Individual measures
have been reviewed, with a number of
adjustments introduced to address issues on
implementation and uptake raised in the current
period. Agri-environment and LEADER remain
the only compulsory measures which must
be implemented by member states. LEADER
will continue in more or less its present form,
although with greater coordination with other
local action groups funded from other EU funds.
The legislative proposal requires that 5% of the
total Pillar 2 contribution shall be reserved
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for LEADER (this is the same percentage as
at present for the old member states but will
represent an increase from the minimum 2.5%
for the new member states).

A specific measure for organic farming is
created, and a new delimitation for areas facing
specific natural constraints is introduced. More
support will be provided for co-operative
actions within the food chain, within clusters
and networks, and for the new operational
groups set up under the European Innovation
Partnership (see below). Aid to encourage
earlier farm retirement has been eliminated.

The measures include an enhanced risk
management toolkit, including support to
mutual funds and a new income stabilization
tool offering new possibilities to deal with the
strong volatility in agricultural markets that is
expected to continue in the medium term.

Thematic sub-programmes aiming to address
specific needs contributing to the Union
priorities can be identified in regional
programmes, particularly to address the needs
of young farmers, small farms, mountain areas
and short supply chains. They can also address
specific needs relating to the restructuring of
agricultural sectors with a significant impact
on the development of a specific rural area.

Despite the introduction of a specific priority
to promote the transition to a low carbon
agriculture and food economy, including
fostering carbon sequestration, no new
measure to specifically address this priority
has been included (although other measures,
such as the farm advisory service and aid
for investment, can be targeted to climate
change measures).

2.3.5 European Innovation Partnership on
Agricultural Productivity and Sustain-
ability

This new instrument is aimed at promoting
resource efficiency, building bridges between

research and practice and generally encouraging
innovation. The European Innovation
Partnerships (EIP) are a new approach to
innovation which were first proposed in the
Europe 2020 strategy (European Commission,
2010c) and further elaborated in the
Commissions’ Communication on an Innovation
Union in 2010 (European Commission, 2010d)
with a view to speeding up the development and
deployment of the technologies needed to meet
the various challenges for Europe identified in
those documents. The Partnerships themselves
focus on improved governance arrangements to
help speed up the adoption of research findings
and to overcome the fragmentation of research
activity in Europe. The intention is that the
agricultural Partnership will act through
operational groups bringing together farmers,
advisors, researchers and businesses who will
propose innovative projects and ensure broad
dissemination of the results. These groups
will be able to draw on a proposed increased
budget of €4.5 billion in funding in the next EU
research programme (compared to less than €2
billion in the current period (House of Lords,
2011) which will be ring-fenced for research into
food security, the bio-economy and sustainable
agriculture.

2.3.6 Implementation and monitoring

Theregulationincludesruleson the preparation,
approval andrevision of programmes that largely
follow current rules. It opens up the possibility
for sub-programmes (e.g. young farmers, small
farmers, mountain areas, short supply chains)
that benefit from higher aid intensities. Member
states are encouraged to provide support with
different financial instruments, such as loan
funds, guarantee funds and venture capital
funds, under common EU rules for these types
of instruments. A performance reserve will
be established as part of the performance
framework, amounting to 5% of the Pillar
2 contribution to each RD programme plus
assigned revenue. It will be allocated in 2019
on the basis of a review by the Commission.
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3. PRODUCTION AND TRADE EFFECTS OF THE LEGISLATIVE

PROPOSALS

The Commission’s 2013 legislative proposals
contain a number of measures likely to affect
the level of EU domestic production and thus
the impact of EU agricultural policy on third
countries, including developing countries. The
most significant will be the market measures
confirming the elimination of milk and sugar
quotas. But changes in the design of direct
payments, including the overall budget for these
payments, redistribution across farmers and
member states, the introduction of the greening
component, and the extent to which payments
can be coupled or not, can also potentially have
market effects. From the point of view of third
countries, the question is what impact these
proposed reforms will have on them.

On balance, it is probable that the proposals
will reduce EU production capacity at least in
arable crops relative to the status quo. This
is because of the requirement to maintain
permanent pasture at current levels (which
will restrict the ability of EU farmers to plant
more arable crops if world prices remain
high), the de facto re-introduction of set-
aside at a rate of 7% of the arable area and
the requirement to diversify crops on a farm
basis and to move away from monoculture. In
addition, the requirements to move towards
greater equality in the allocation of direct
payments across member states as well as to
a uniform rate in those member states which
currently continue to use the historic model
of entitlements will reduce support in more
productive countries, regions and sectors
in favour of more marginal regions. While
there is debate about the magnitude of the
production effect of direct payments, the
academic literature underlines that there can
be some effect, so this redistribution will also
tend to lower production levels in the more
productive farming areas of the EU."

There are some offsetting elements to these
production-depressing factors. First, there
will still be scope for coupling payments,

no longer limited to suckler cows, sheep
and goats, and cotton, which would keep
production of commodities supported in this
way at levels higher than it would otherwise
be. Second, quotas on sugar production will
be removed after 2015 (but as the arable area
cannot be increased, any expansion of sugar
beet production would be at the expense of
other arable crops). Third, there is a greater
emphasis in Pillar 2 on innovation, especially
through the European Innovation Partnership
and additional resources for agricultural
research. However, it is possible that much of
this innovation will be focused on adjustment
to low-emission and low-carbon agriculture
rather than production-enhancing research.
Fourth, the greater emphasis on delivering
environmental public goods could lead to
a longer-term improvement in agricultural
productivity due to adoption of more
sustainable farming methods (for example, by
helping to improve soil quality, by increasing
the availability of pollinators, or by increasing
resilience to climate change).

On balance, the greater priority given to
achieving the delivery of environmental public
goods will mean that EU production potential
will be lower than it otherwise would be. This
conclusion is now examined in more detail for
some of the main measures in the Commission
package likely to affect EU supply.

3.1 Impacts from Elimination of Milk and
Sugar Quotas

The decision not to renew the milk quota
regime when it expires on 1 April 2015 was
previously taken during the 2008 CAP Health
Check negotiations, but it is confirmed in the
Commission’s legislative proposals. At that
time, Ministers committed to a “soft landing”
approach in which milk quotas are increased
by 1% each year from 2009 to 2013, before
the quota system is abolished altogether on
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1 April 2015. This was to ensure that supply
increased in line with increases in EU domestic
demand to avoid disruption of the EU market.
The concerns of some member states that
increased supply would have a negative effect
on market prices were met by the inclusion of
new possibilities for dairy aid in the Article 68
national envelopes in Pillar 1.

The most recent Commission projections for
the EU milk market (published in December
2010) suggest that quota abolition will have a
very modest impact on EU-27 milk deliveries
after 2015 (European Commission, 2010b).
Despite the prospect of buoyant dairy product
prices, Commission analysts believe that the
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steady increase in milk production costs will
limit incentives for a strong expansion in milk
production. Thus, growth in milk production
will remain below the potential growth rate
provided by the gradual elimination of the
quota regime, leading to a steady decline in
quota utilisation at the aggregate EU level.
In 2014/2015, the last quota year before
abolition, Commission projections indicate
that EU milk deliveries will be -8% below the
quota level (-6% in the EU-15 and -18% in the
EU-12). Figure 2 indicates the Commission’s
expectation that milk deliveries, even at the
end of the projection period, will remain
considerably below the (expired) quota level.

Figure 2. Quota utilisation for cow’s milk delivered to dairies, quota years (‘000t)
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Because the quota regime is administered at
farm and member state level, some member
states can be constrained from increasing
production even if the EU as a whole is
under-quota (as well as some dairy farms
even in member states which are under-
quota, depending on what arrangements for
the transfer of quota are in place). However,
future production increases are expected
to be limited to only a few member states
(Netherlands, Belgium, Ireland) and to have,
overall, a limited impact on milk deliveries at
the aggregate EU level.
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As far as third countries are concerned,
empirical modelling had suggested that EU milk
production could be up to 4% higher without
quotas than in the status quo situation with
the continuation of milk quotas at the pre-
Health Check level (FAPRI-Ireland, 2007; IPTS,
2009; Jongeneel, 2011; Réquillart, 2008).
Some of this increase has already occurred
because of the increase in quotas under the
“soft landing” approach since 2009. World
demand and prices are also higher than the
assumptions made in those studies. Hence,
the overall conclusion is that the impact of
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the final elimination of quotas is not expec-
ted to have any great significance for world
dairy markets.

The most recent reform of the EU sugar quota
regime was agreed in 2006 and implemented
over a four-year period 2006-2010. This
included phased reductions in the EU sugar
reference prices by 36% as well as a voluntary
buy-out scheme with the intention to reduce
sugar quota volumes by almost 30%. The EU
also renounced the Sugar Protocol to the
Cotonou Agreement which guaranteed the
price at which African, Caribbean and Pacific
(ACP) exporters could sell on the EU market
but, at the same time, opened duty-free and
quota-free access for sugar for ACP exporters.
The value of this preferential access to the
EU market is influenced by the extent to
which EU sugar is diverted to the production
of bioethanol and by the generally high world
market sugar prices which have prevailed
since the start of 2009.

Unlike quota elimination in the milk sector,
the Commission’s decision not to propose an
extension to the sugar quota regime which
will thus cease to exist after 2014-15 is a part
of the 2013 CAP reform. Also unlike quota
elimination in the milk sector, there is limited
publicly-available analysis to evaluate the
likely impacts of this move.

In its impact assessment of the single CMO
regulation the Commission projects a rather
benign scenario (European Commission, 2011e).
In the baseline, with quotas remaining in place,
it projects that EU sugar production (including
out-of-quota  production) would remain
unchanged in 2019/20 compared to 2009/10.
EU white sugar prices would be supported at
the reference level (€404/t) and world prices
are projected to have fallen back from the
high levels experienced in 2009/10 (€313/t in
2019/20 compared to €450/t in 2009/10). The
no-quota scenario assumes that quotas and
support prices are abolished with effect from
2016/17, i.e., one year later than what the
Commission now proposes. In its modelling of
the impact of quota abolition, the Commission
compares the projected situation on the EU

and world markets in 2019/20 without quota
to the baseline scenario with quota.

Very limited impacts are foreseen. The sugar
beet area is projected to be around 2% higher
but yields will be lower due to lower beet
producer prices (which would fall below
the current reference price). White sugar
production is expected to be 1.7% higher but
with consumption also higher because of the
lower prices, little impact on the EU’s net trade
position is expected. Total gross imports are
projected to fall by less than 5% and imports
from EBA (least developed) countries and EPA
(African, Caribbean and Pacific) countries
would fall by less than 7%. World market
markets would be virtually unaffected in
its analysis.

Nolte et al. (2011) present a more dramatic
projection. They compare likely EU production
and prices in 2019/20 with quota abolition in
2014/15 under different world price regimes.
In their reference scenario, world sugar prices
in 2019/20 are very similar to those in the
Commission’s study (€362/t in 2019/20 prices,
€297/t in 2009/10 prices) and are taken from
the 2010 edition of the OECD-FAQ Agricultural
Outlook (OECD-FAO, 2010)." EU production is
projected to increase to 15.5 million tonnes
(excluding out-of-quota sugar) in the non-quota
scenario compared to 13.3 million tonnes in the
baseline scenario with quotas maintained, or
an expansion of +17%. EU domestic prices would
fall by -26% to below the EU reference price. If
world prices were lower than projected, then
the expansion in EU production would also be
smaller, while if world prices were higher than
projected in the baseline scenario (€416/t in
2019/20 prices, €341/t in 2009/10 prices), EU
production increases sufficiently to turn the
EU into a net exporter again. Without getting
too much into the precise figures, this study
projects more dramatic impacts for the EU
sugar market from the abolition of quotas
than the Commission’s impact analysis, and
thus correspondingly greater implications for
developing countries.

Differences in the models used may help to
explain some of these contrasting projections.
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The Commission’s model treats the EU as a
single unit, while the Nolte et al. model
distinguishes supply and demand responses
in the individual member states. Nolte et al.
effectively treat out-of-quota sugar production
(used either for industrial use or bioethanol
production) as exogenous and fixed. The
reason for the high world sugar market price
in their high price scenario might be due to
high oil prices and thus the diversion of a
substantial proportion of Brazil’s sugarcane
crop to ethanol production. In this situation,
this might also have an effect in the EU
market in encouraging some diversion of EU
sugar beet production to biofuel use, thus
mitigating the adverse impact on preferential
imports in this scenario. In general, however,
the best returns will come from using beet for
white sugar production and the incentive to
divert sugar production to fuel rather than
food use would be limited given assumed high
sugar prices.

3.2 Greening Impacts

The implementation of the measures associated
with the green payment will increase the costs of
farming in the EU either directly or in the form
of loss of income in the short-term. The green
measures (the requirement to maintain the 2014
level of permanent pasture, the requirement
for crop diversification and, particularly, the
ecological set-aside) will reduce supply and
increase market prices. In the longer-term,
there may be a positive feedback from more
sustainable agricultural practices in terms of
higher yields, but the likely importance of this
positive feedback is hard to quantify.

The Commission has made some estimates of
the cost of implementing these green measures
in its impact assessment (European Commission,
2011g). It concludes that the cost of greening
will amount to €33/ha of potentially eligible area
(PEA) in 2020. Just half of this figure is the cost of
maintaining permanent grassland (€17/ha PEA).”
This suggests that the total cost of greening to
EU farmers would amount to approximately €5
billion, assuming a PEA of around 160 million ha."™

As total use of variable inputs in EU-27 agriculture
in 2009 was €205 billion (DG Agriculture and Rural
Development, 2011), greening measures would
be equivalent to an increase in input costs on
average by a little over 2%.

The Commission’s impact assessment reports
surprisingly high market price impacts for these
greening measures. The crop diversification
measure pushes prices up for rice and barley,
in particular, but down for oilseeds and sugar
beet. In general, prices increase more when
the ecological set-aside area is expanded
than when crops are more diversified because
a larger land area is affected. The impact
of requiring the maintenance of permanent
pasture at 2014 levels does not seem to have
been separately assessed.

According to the Commission, EU wheat and
sugar beet prices might increase by 3%, barley
prices could rise by 12% and rice prices by 39%."
Livestock prices would be relatively unaffected
except for beef, where prices might go up by
7%. However, an expected rise in feed costs
of around 8% would put margins in livestock
enterprises under pressure. The positive impact
of the market effects from reduced supply do
not compensate farmers for the increased cost
of implementing green measures in Pillar 1. Once
the costs of the greening measures are factored
in, farm income falls by around -2% on average.
However, the fall would be substantially greater
on pig and poultry farms (due to higher feed costs)
and on dairy farms, while it would be slightly less
on wine and horticultural farms and could even
turn out slightly positive on arable farms.

3.3 Impact of Moving to More Uniform
Direct Payments

What might be the production, consumption
and trade effects of the Commission’s
proposals to redistribute direct payments
by moving to a flat(ter) structure of direct
payments across the member states, and to
redistribute payments within member states
by moving from the historic model of farm
payments (in the majority of member states
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which operate this system) to a regional flat
rate system?

If a direct payment is truly decoupled, then
moving payments from one farm to another,
or from one country to another, will affect
relative incomes but not output. But there is
widespread agreement (see footnote 11) that
even decoupled direct payments do have an
effect on production, even if there is less
agreement on how strong this effect is in
practice. There are now a number of studies
which attempt to quantify the effects of
redistribution in the EU (Erjavec et al, 2011;
Gocht et al, 2011). The general message from
these studies is that the production (and thus
trade) effects are likely to be small, but that
the distributional effects across and within
countries could be significant.

In any move towards a flat-rate payment either
between or within member states, grazing
livestock (beef and sheep) farms are the main
beneficiaries (along with wine and horticultural
farms). According to the Commission, moving
to a uniform flat rate per hectare of PEA across
the EU as a whole would see farm net value
added per Agricultural Work Unit increase by
10% on beef and sheep farms, while falling on
milk and arable farms (European Commission,
2011c). This redistribution is due, partly, to the
inclusion of “naked land” in the eligible area
and partly to the reduction in the disparities
under the historic model for the Single
Payment Scheme. If account were taken of the
greening component in Pillar 1, which means
farmers must incur additional costs to become
eligible for the payment, then the income gain
to grazing livestock is reduced and the income
losses on milk and arable farms but also pig
and poultry farms are exacerbated.

Redistribution of direct payments (moving
from the historic model for entitlement
payments to a regional flat-rate system in the
EU-15 member states plus Malta and Slovenia,
and moving to greater convergence in the
value of payment entitlements across member
states) will tend to shift payments from more
productive to less productive member states,
and from more intensive to less intensive

farms within member states. Redistribution of
payments on its own would thus be expected
to have a negative effect on EU production.
Recent studies support this intuition but
suggest that the effects will be very marginal,
in most cases less than 1-2% (Erjavec et al,
2011; Gocht et al, 2011). The effects are
somewhat larger for cereals than for livestock
but still rather small. Overall, therefore, the
studies support the view that the EU’s direct
payments are rather decoupled in practice.”

One unknown in these calculations is the likely
impact of redesigned direct payments on land
prices. The Commission notes that moving to
a regional model is likely to increase the rate
of capitalisation of support in land prices.
This is because the flexibility for activating
entitlements with additional eligible land is
reduced due to the existence of only a very
limited amount of “naked” land and the
absence of differences in the entitlement
level in the regional model. If this argument is
correct, it means that less of the payment will
stay with the farmer and more will end up in
the hands of the owners of land, particularly
with rental arrangements. This would further
reduce the production-distorting impact of
these payments.'®

3.4 Coupling Impacts

The proposed regulations provide that member
states can use up to 5% of their national ceilings
to provide coupled support under specific
conditions, and this percentage can beincreased
with the agreement of the Commission if
further conditions are met. Coupled payments
have significant impacts on production and
therefore trade, but the overall impact of
the Commission proposal must be evaluated
against the scope for coupled payments under
the existing CAP regulations.

In the 2003 Fischler CAP reform, there was
significant scope to retain partial coupling.
For example, member states could continue
to couple 25% of arable payments and 40% for
durum wheat (Article 66 of Regulation (EC) No.
1782/2003), 50% of payments to sheep and goats
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(Article 67), or 100% suckler cow premium and
40% of slaughter premium or 100% slaughter
premium or 75% of special male premium
(Article 68). Some coupled payments for minor
crops and processing aids also continued.

The 2008 Health Check integrated the partially
coupled payments in the arable crops, olive
oil and hops sectors into the Single Payment
Scheme from 2010. Processing aids and most
other coupled payments, including some
specific payments in the beef sector, are
integrated into the single payment scheme by
2012 at the latest. With the implementation
of the Health Check agreement, suckler cow
and sheep and goat premia as well as payments
for cotton will be the only formally coupled
payments still allowed to remain in 2013. The
cotton payments arise from the Protocols in
the Treaties of Accession of Greece and Spain
which provide that the EU would support the
production of cotton in the regions where it
is important for the agricultural economy, that
the support would permit producers to earn a
fair income and would include the grant of an
aid to production.

The 2003 reformallowed member states toretain
up to 10% of their previously coupled payment
ceilings under Pillar 1 for specific supports to
farming and quality production (Article 69 of
Regulation (EC) No. 1782/2003). The additional
payment had to be granted for specific types
of farming which were important for the
protection or enhancement of the environment
or for improving the quality and marketing of
agricultural products. Furthermore, the money
had to be returned to the sectors from which
it was withheld.

In the 2008 Health Check, Article 69 (now
renumbered as Article 68 of Regulation (EC)
No. 73/2009) expanded the scope of national
envelopes while keeping the overall 10% share
of each member state’s direct payments
ceiling. Its purpose remains assistance to
sectors or regions with particular difficulties
but its use became more flexible. Member
states can continue to use these payments
for environmental measures or improving the
quality and marketing of products or animal

welfare. However, the money no longer had to
be used in the same sector although this option
was continued.

But in addition, this national envelope can now
be used to help farmers producing milk, beef,
goat and sheep meat and rice in disadvantaged
regions or to support economically vulnerable
types of farming. It can be used to top up
entitlements in areas where land abandonment
is a threat. It may also be used to support risk
management measures such as contributions to
crop and animal insurance premia and mutual
funds for plant and animal diseases. Countries
operating the SAPS scheme became eligible to
use national envelopes for the first time.

In order to prevent any potential breach of the
EU’s WTO commitments on trade-distorting
support, as well as to limit potential distortions
to competition within the EU, expenditure on
potential trade-distorting measures under
Article 68 is limited to 3.5% of national ceilings.
This includes support for types of farming
important for the protection of the environment,
support to address specific disadvantages, and
support for mutual funds. Overall, the share of
these coupled payments in national ceilings in
2011 is just under 7% (some minor payments
for protein crops, nuts etc. but also cotton are
not included). Specific supports under Article
68 account for 2.6% of direct payments while
partial coupled payments account for 4.0%.

Against this background, the question is whether
the provisions in the proposed Commission
regulation will make it easier to expand coupled
payments in the future or whether they will
continue to be constrained to a relatively low
percentage of overall EU direct payments. The
general overall ceiling of 5% of total direct
payments would suggest that the intention
is to keep the share of coupled payments in
check.” Payments should be used to maintain
production but not to increase it. A higher share
of payments can be coupled, but only for those
member states which already implement these
higher shares. Coupled payments can be used
for any of the main agricultural commodities
and not only suckler cows, sheep and goats, rice
and cotton. On balance, the share of coupled
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payments in total EU direct payments will not
increase, but on the other hand, the proposed
regulation does not further constrain the use
of coupled payments in EU agricultural policy.

3.5 Future WTO Compliance of EU Direct
Payments

The legislative proposal would not seem to
call into question any of the EU’s commitments
under the WTO Agreement on Agriculture
(see also Tangermann, 2011). The legislative
proposals do not change in any way the current
EU regulations regarding market access and
border measures. The single CMO regulation
maintains the provision for granting refunds
on exports to third countries, based on the
difference between prices within the Union
and on the world market, and falling within
the limits set by the commitments under
the WTO Agreement on Agriculture. The
entry price system for fruit and vegetables,
processed fruit and vegetables and grape
juice and musts is maintained. Provision is
also made for implementing safeguard duties
in addition to normal import duties in line
with the EU’s Schedule of Concessions in the
Uruguay Round.

In the absence of a Doha agreement the
present domestic support limit will continue
to apply to the EU. Because of its high Base
Total Aggregate Measure of Support (AMS) and
successive CAP reforms, the EU does not have
difficulties in staying within its Amber Box
commitment. Its Current Total AMS in 2007/08
was just €12.4 billion, compared to its revised
Final Bound Total AMS for EU-27 of €72.2 billion
(WTO, 2011). The single CMO regulation now
makes a distinction between reference prices
and intervention prices, making clear (as has
been EU practice) that it is the intervention
prices for public intervention that correspond
to the applied administered prices used in the
AMS calculation. Further reductions in the
EU’s Current Total AMS will occur over the
next few years as various non-exempt direct
aids are abolished (Josling and Swinbank, 2011)

and this rhythm will not be affected by these
legislative proposals.

Since 2005/06 the EU has reported expenditure
on the SPS and SAPS schemes in the WTO
Green Box (Josling and Swinbank, 2011). The
rules governing Green Box exemption from
domestic support reduction commitments are
contained in Annex 2 to the WTO Agreement
on Agriculture. To qualify for exemption,
domestic support must satisfy two criteria.
First, it must satisfy the “fundamental
requirement”, set out in Paragraph 1 of Annex
2, that a support scheme “must have no, or
at most minimal, trade-distorting effects or
effects on production”. Additionally, it must
satisfy one of a number of policy-specific
conditions set out in the remaining paragraphs
of Annex 2.

The specific conditions governing schemes
providing decoupled income support to
producers are set out in Paragraph 6 of Annex
2. It states, in particular, that “The amount
of such payments in any given year shall not
be related to, or based on, the factors of
production employed in any year after the base
period.” Swinbank and Tranter (2005) have
argued that this criterion could be contravened
by the obligation in the EU direct payments
regulation to match SPS payment entitlements
to eligible land in order to receive payments.
Furthermore, although there is no requirement
to continue production in order to receive
decoupled payments, the cross-compliance
conditions may themselves indirectly require
a minimum level of production. In particular,
farmers are obliged to maintain all agricultural
land in good agricultural and environmental
condition. In the 2003 horizontal regulation
(Regulation (EC) 1782/2003), the Community
standard for the minimum level of maintenance
was specified as the maintenance of “minimum
livestock stocking rates or/and appropriate
regimes”. In the Commission’s legislative
proposal, this reference to minimum stocking
rates is deleted, thus weakening any link that
might be made between cross-compliance
conditions and production.
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It is not clear if the EU would notify the green
payment as decoupled income support or
as an environmental payment. It may have
difficulty in justifying it as an environmental
payment because the amount of the payment
is not obviously linked “to the extra costs or
loss of income involved in complying with the
government programme”.”® In the Annex to the
Commission’s November 2010 Communication
(European Commission, 2010a), it claims that
the compulsory additional aid for specific
“greening” public goods would be based on
the supplementary costs for carrying out these
actions. But there does not appear to be any
analysis which suggests that these costs should
amount to 30% of the direct payments ceiling
allocated to each member state. In fact, the
Commission’s own analysis (reported earlier)
suggests that total on-farm costs would amount
to around €5 billion annually, whereas 30% of
the direct payments budget of €42 billion would
amount to around €12 billion annually.

If it is notified as a decoupled income support,
a question might be raised over the eligibility
requirement that farmers must maintain
existing levels of permanent grassland. Both
the Panel and the Appellate Body in United
States - Subsidies on Upland Cotton found that
policies that have the effect of channelling
production into certain crops might potentially
be in breach of the specific criteria governing
decoupled payments. The issue in question
in that case was the exclusion of land used
for fruit and vegetables from eligibility for
payments. It would be for a future panel to
decide if the same reasoning could be used with
the permanent pasture restriction to question
the Green Box status of the green payment if it
is notified as decoupled income support.

Also new in the legislative proposal is that
there is a new round of entitlement allocation,
in which a farmer’s entitlements are updated
based on the eligible area he holds in 2014,
the first year of the new scheme. In theory,
the prospect that entitlements could be based
on future areas farmed could give farmers an
incentive to keep more land in production to

benefit from such future allocation, and thus
undermine the requirement that the payment
scheme have no or minimal trade-distorting
effect. The extent to which it was permissible
to update base areas was reviewed in United
States - Subsidies on Upland Cotton. Under
the United States Farm Security and Rural
Investment Act of 2002 farmers were permitted
for the purposes of the direct payments regime
to update the base areas established earlier
for the purposes of the production flexibility
contracts regime under the Federal Agriculture
Improvement and Reform Act of 1996. Cardwell
and Rodgers summarise the outcome of this
dispute on this point as follows:

“Brazil argued before the Panel that, where
one decoupled income support regime
was replaced by another with the same
structure, design and eligibility criteria,
then they should have the same base
period. The Community also argued that
continued updating of reference periods
in respect of existing decoupled support
created an expectation that production
of certain crops would reap payment
benefits. The Panel did not consider it
necessary to decide the issue; but it did
observe that the direct payments regime
was a “successor” programme to the
production flexibility contracts regime,
albeit with differences. Also, it felt that
there was no evidence, “only speculation”,
as to whether producers would expect
to be able to further update their base
areas in the future. The Appellate Body
similarly eschewed detailed consideration
of this issue.” (Cardwell and Rodgers, 2006,
p. 824, footnote references omitted)

They concluded that, until clear guidance
is given by the Panel or Appellate Body on
the legitimacy of updating the base areas
used in support schemes, WTO Members
cannot be sure whether or not it is legitimate
to do so to take account of more recent
production patterns.

The updating issue has been raised in the WTO
Doha Round of trade negotiations. The most
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recent version of the Agriculture Chair’s draft
modalities (from December 2008) contained
language that would expressly forbid the
updating of entitlements (WTO, 2008). But
in the absence of a conclusion to the Doha
Round, there has been no agreement on
this measure.

There does not appear, therefore, to be any
reason why the legislative proposals might
threaten the EU’s ability to remain compliant
with its Uruguay Round commitments but they
continue to leave open questions previously
raised about the Green Box status of its
direct payments.
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4. IMPLICATIONS FOR DEVELOPING COUNTRIES

The Commission’s proposals for new regulations
for the EU’s agricultural policy after 2013
represent a rather limited modification of the
current CAP. Champions of more radical change
argue that it is a missed opportunity for real
reform. On the other hand, it maintains the
greater market orientation of CAP reform
pursued since 1992, and the Commission has
resisted calls from agricultural interest groups
to return to a policy of promoting price stability
around a high level of guaranteed prices, if
necessary through the use of supply controls,
often advocated under the guise of promoting
food security. It is possible - some would argue,
even likely - that the reform proposals will be
further diluted as the legislative proposals are
negotiated between the European Parliament
and the Council. It is certainly hard to see either
body pushing for a more radical reform option
than what the Commission has proposed.

4.1 Food security impacts of the
Commission proposals

The potential impacts of the Commission
proposals on EU agricultural production will
influence its net trade position and thus the
level of world prices for different commodities.
The discussion in Section 3 highlighted that the
principal changes in the proposals, on balance,
will reduce EU production capacity, particularly
in arable crops with the exception of sugar. The
requirement to maintain permanent pasture
at 2014 levels on a farm basis will restrict
the ability of EU farmers to plant more arable
crops if world prices remain high. The de facto
re-introduction of arable set-aside at a rate
of 7% and the requirement to diversify crop
production on a farm basis and to move away
from monoculture will raise farm costs. The
proposals to move towards greater equality
in the allocation of direct payments across
member states as well as to move to a uniform
rate in those member states which currently
continue to use the historic model of payment
entitlements will reduce support in more

productive countries, regions and sectors in
favour of more marginal regions. While there is
debate about the magnitude of the production
effect of direct payments, this redistribution
will tend to lower production levels in the more
productive farming areas of the EU.

This may seem a rather surprising conclusion in
the light of the rather misdirected debate on the
importance of food security as an objective of this
CAP reform. The Commission’s November 2010
Communicationnotedthat the publicconsultation
felt that an important strategic aim of the CAP
should be “[t]Jo preserve the food production
potential on a sustainable basis throughout
the EU, so as to guarantee long-term food
security for European citizens and to contribute
to growing world food demand, expected by
FAO to increase by 70% by 2050” (European
Commission, 2010a).

However, it is important to interpret this
conclusion correctly. It is saying that the
legislative proposals, ceteris paribus, will
slightly lower future EU production potential.
But whether actual EU production in future
will be greater or smaller than today will
depend on market conditions. In particular,
if global supply tensions persist and world
market prices remain high, then EU farmers
will undoubtedly respond with increased
production. Nonetheless, the EU’s share
of global agricultural production will be
(slightly) smaller than if it had not prioritised
environmental public goods so highly.

It is a desirable objective that the EU should
contribute to meeting global food needs, but it
is also important that it does this in an efficient
and sustainable manner. Two observations
can be made. The first is that, to the extent
that the “greening” measures chosen in the
legislative proposals to pursue the delivery
of environmental public goods are relatively
inefficient and costly, then the EU’s production
potential will be needlessly reduced. Pursuing
its environmental objectives with more targeted
and efficient policies might not only yield
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greater environmental benefits, but would also
reduce the trade-off with potential production.
Second, rather than attempting to maintain and
increase production through distortionary public
supports, the more appropriate way to increase
the EU’s production potential is through greater
innovation leading to higher productivity. This
was recognised in the Commission’s November
2010 Communication and is reflected in the
proposal for a European Innovation Partnership
on agricultural sustainability and productivity
and the doubling of research funds for agriculture
in the next programming period. Because of the
novelty of this instrument and the fact that it
is untried, it is hard to predict how important
it will be in reversing the trend of declining
growth rates of agricultural productivity within
the EU (House of Lords, 2011).

4.2 Coupled payments

Around 6-7% of the EU’s current direct payments
remain coupled. The Commission legislative
proposals do not, in themselves, suggest that
this percentage will be greatly changed in the
post-2013 period. The rules for introducing
coupled payments are loosened, in terms of
the commodities that are covered. However, it
is likely that coupled payments will continue
to be used mainly in the beef and sheep/goals
sectors. The implication is that production
of these commodities will be maintained at
higher levels than would be the case if coupled
payments were eliminated after 2013.

4.3 Sugar

The previous discussion showed that there was
considerable uncertainty about the implications
for the EU sugar market of quota abolition.
The two studies reviewed projected a very
minimal impact on world sugar prices, but very
different scenarios for preferential imports. The
Commission’s impact assessment suggests that
there would be very limited impacts on sugar
imports from preferential exporters (European
Commission, 2011e). Total preferential imports

would amount to 3.5 million tonnes in 2019/20
(compared to 3.7 million tonnes with the
continuation of quotas) and imports from EBA
(least developed) and EPA (African, Caribbean
and Pacific) countries would amount to 2.5
million tonnes (compared to 2.7 million tonnes
with the continuation of quotas).

The Nolte et al. (2011) study, on the other hand,
projects that preferential imports would fall
from an estimated 3.0 million tonnes in the
baseline scenario with quotas to 0.9 million
tonnes in its reference scenario using OECD-
FAO (2010) price projections for 2019/2020
without quotas. With lower world market
prices and hence lower EU production after
quota abolition, preferential imports would
still shrink but by a smaller amount, to 1.9
million tonnes. However, with higher world
market prices by 2019/20 (though still below
the estimated EU market price) preferential
imports would be eliminated. The study
contains a detailed breakdown by preferential
exporter, including least developed countries
and ACP countries. In the reference scenario,
these two groups are projected to export
385,000t and 337,000t, respectively, compared
to 542,000t and 1.7 million tonnes under the
quota non-abolition scenario. With high world
market prices, exports from both groups of
suppliers would be eliminated.

The Commission impact assessment also investi-
gates the impact of a lower world market price
(€250/t compared to €312/t in its reference
scenario). It confirms that preferential imports
would be significantly greater if world market
prices are lower, as in Nolte et al. It projects
preferential imports of 4.8 million tonnes, of
which 3.6 million tonnes would be sourced
from EBA/EPA suppliers. It does not examine
a corresponding high-price scenario but the
implication is that preferential imports would
be smaller than in its reference scenario. One
might assume, however, that in a situation of
high world market sugar prices the significance
of the access of preferential exporters to the
EU sugar market would be less important.
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4.4 Cotton

The EU reformed its cotton regime in 2008
but it remains an anomaly in the post-Fischler
landscape of decoupled payments. The reform
decoupled 65% of the previous cotton aid,
while 35% continues to be linked to cotton
production as a cotton-specific area payment.”
In preparing the reform, the challenge was to
find an appropriate balance between respect
for the legal obligation in the Protocols agreed
when the cotton-producing Member States
acceded to the EU and the progressive move to
decoupled support initiated by the reform of
the CAP in 2003.% Full decoupling would make
the gross margin from producing cotton negative
in all regions, so cotton production would fall
dramatically and could cease in Spain. The
65/35 option was thus a compromise in the light
of the Protocol commitment. In fact, the area
planted to cotton has declined gradually since
the reform was introduced, but there are still
300,000 ha of cotton grown in the EU largely
due to the coupled area payment.

The 2008 reform confirmed the link to the
cultivation of cotton through a crop specific
payment per eligible hectare, in accordance
with the objective set out in the Greek Protocol
that production in the cotton-producing regions
would be maintained. The hectare payments
are now fixed at €805.60 per ha for Greece and
€1,400 per ha for Spain, subject to a maximum
base area. The maximum base areas eligible
for production aid were reduced and are now
set at 250,000 ha for Greece and 48,000 ha for
Spain.? The total subsidy is fixed at a maximum
of €256 million.

In the Commission proposed regulation the
base areas and yields are maintained but the
hectare aid amounts are slightly reduced. For
Greece, the hectare aid is set at €764.35 per
ha (previously €805.60) and for Spain, the aid
is set at €1,292.66 per ha (previously €1,400).
This reduction in the value of support by 6%
will further reduce the incentive for cotton
production in the EU, although the remaining
support continues to unbalance the playing
field for developing country cotton exporters,

particularly in West Africa. However, it should
be noted that the recent increase in world
cotton prices far exceeds the marginal impact
which the removal of the remaining EU cotton
subsidies would have.

4.5 Rice

Five countries account for the bulk of EU rice
production: Italy, Greece, Spain, Portugal and
France. EU consumption has been growing while
EU production has been rather flat (following
a sharp fall in production following the rice
regime reform in 2003 there has been some
recovery since then, but production remains
below its previous peak level). The EU tends
to produce japonica (round or medium-grain)
rice while consuming mainly indica (long-
grain) rice, so despite only covering around
two-thirds of its consumption, it is both an
exporter and importer of rice. Most rice is
imported under preferential agreements with
India, Thailand, Pakistan and the US.

The requirement under “greening” to limit the
area devoted to any one crop to 70% of total
arable land would result in a reduction in the
area planted to rice by around 8% (European
Commission, 2011g). The requirement to set-
aside a further 7% of arable land area as
ecological focus area will also reduce the
area planted to rice. Commission projections
foresee quite a dramatic increase in the EU
market price for rice as a result. This should
benefit exporters of the higher quality rice
varieties (India, Pakistan, US) in particular.

4.6 Final remarks

Developing countries are increasingly hetero-
geneous in the way they are affected by
changes in world food prices and, thus, by
changes in EU agricultural policy. The effects
depend on the commodity composition of
their trade, whether they are net importers
or exporters of commodities protected by the
CAP, and whether they have preferential access
to the EU market and thus are able to share in
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some of the benefits of CAP protection. Each
country must individually undertake its own
analysis to assess how it might be affected. It is
hoped that the analysis in this paper provides
some relevant guidelines and parameters for
such country-specific analyses.

It remains to stress that, with the possible
exceptions of sugar and rice, the order of
magnitude of the effects to be expected
from implementation of the Commission’s
legislative proposals for CAP reform post-2013
will be minor, particularly in the context of
the swings in world market prices experienced
since 2008. The paper has emphasised that
the greater emphasis on encouraging farmers
to adopt environmentally-friendly farming
practices, and the redistribution of direct
payments towards farms in more marginal
and less productive areas, will lower the EU’s
production potential compared to a status quo
scenario. This will affect arable production in
particular. Resulting higher feed prices will
also reduce EU pig and poultry production
and will also constrain any expansion in milk
production which might be anticipated after
the elimination of milk quotas. The slight
reduction in coupled cotton payments will
lead to lower EU cotton production.

While the abolition of milk quotas is not
expected to have any significant impact on
world markets, the proposed elimination
of sugar quotas could result in a substantial
increase in production, depending on the
level of world market prices over the next

decade, although there is disagreement on
the magnitude of the likely supply response.
Increased EU production will result in
lower imports from preferential suppliers,
particularly least developed countries and
ACP exporters. In a situation where world
sugar prices remain high, one study even
envisages the elimination of these imports
although the Commission’s impact assessment
is less dramatic. Moreover, the continuation
of coupled supports which, on the basis of
past experience, will be directed mainly to
beef and sheep production, together with the
effect of redistributing direct payments to
more marginal farming areas where beef and
sheep production is more important, will keep
EU production of these commodities higher
than would otherwise be the case.

This CAP reform was not intended to address
the trade barriers used to keep some EU market
prices higher than world market levels. The
EU has reduced the impact of these barriers
for a number of developing countries through
extending the scope of preferential access
under various trade agreements, and a further
reduction is being negotiated in the WTO Doha
Round. Nonetheless, developing countries will be
disappointed that the opportunity was not taken
in this reform to set a final date for the ending of
export subsidies. A more ambitious CAP reform,
in which the targeting of direct payments was
pursued more insistently and coupled payments
were phased out, would also have a greater
impact in removing the remaining distortions
caused by the CAP to world markets.
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ENDNOTES

1 According to the Commission, all three scenarios respond to the objectives of the reform but
are distinguished by the weight they give to particular objectives. The adjustment scenario
broadly assumes a continuation of the current CAP but with a significant harmonisation in
the level of payments throughout the EU, some further strengthening of rural development
measures to target the challenges identified as priorities (resource efficiency and innovation)
and some streamlining of market measures. The integration scenario brings about a more
balanced CAP (between policy objectives, member states and farmers) through more “green”
targeted measures, and is the scenario adopted by the Commission and largely described in
this document. The refocus scenario would be a more fundamental reform; it assumes the
gradual phasing out of income support under Pillar 1 and the re-focus of support around the
environmental and climate policy objectives through the rural development policy strategic
framework (Commission 2010a; 2011a).

2  The proposed CAP budget assumes the maintenance of Pillar 1 and Pillar 2 expenditures
in nominal terms at 2013 levels (see European Commission, 2011f, Legislative Financial
Statement). A more detailed analysis of the MFF proposal, taking account of the shift of
some expenditure items from the CAP budget to other MFF headings and the creation of
additional spending heads outside the MFF such as for crisis management in agriculture,
shows that agricultural spending could increase in nominal terms and could be maintained
even in real terms in the next MFF period. See http://capreform.eu/commission-multiannual-
budget-plan-protects-the-cap-budget/.

3 For a comprehensive analysis of the role of the CAP in the EU MFFs, see European Parliament,
2011c.

4  Europe 2020 is the EU’s growth strategy for the coming decade. It aims at “smart, sustainable
and inclusive growth” with greater coordination of European and member state policies in
meeting five high-level objectives on employment, innovation, education, social inclusion
and climate/energy.

5 Direct payments are the most prominent element of EU budget support for agriculture.
However, market price support provided through restrictive trade barriers still accounts for
almost 40% of the EU Producer Support Estimate as calculated by the OECD for the 2006-08
period (Matthews, 2010).

6 Inthe framework of cross-compliance under the current direct payments regulation, member
states are required to ensure that land which was under pasture in 2003 (in the old member
states, later years apply to the new member states) is maintained under permanent pasture.
The obligation applies at the national or regional level. The proposed regulation would
require that the obligation be met at the individual farm level.

7  This figure is based on the difference between the national ceilings shown in Annex Il and
the net ceilings shown in Annex lll, adjusted for total cotton payments of €256 million.

8 These conditions include:

- the necessity to sustain a certain level of specific production due to the lack of
alternatives and to reduce the risk of production abandonment and the resulting social
and/or environmental problems;
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- the necessity to provide stable supply to the local processing industry, thus avoiding
the negative social and economic consequence of any ensuing restructuring;

- the necessity to compensate disadvantages affecting farmers in a particular sector
which are the consequence of continuing disturbances on the related market;

- where the existence of any other support available under the direct payments
regulation, the rural development regulation or any approved state aid scheme is
deemed insufficient to meet the needs referred to in the relevant article.

Modulation was introduced, initially on a voluntary basis, in the Agenda 2000 reform as
an instrument to transfer resources from direct payments to producers in Pillar 1 to rural
development programmes in Pillar 2.

The impact of decoupled payments on production has been explored in the literature
using both theoretical and empirical models. The theoretical literature acknowledges that
decoupled farm payments affect farm production through wealth effects leading to higher
investment and changes in attitude to risk; through their impact on farm structural change;
by reducing the need for off-farm work; through the impact of their capitalisation into land
values; through expectations about future programme eligibility and the basis for future
payments; and through conditional requirements on the receipt of the payments such as
cross compliance requirements. Much of the empirical work has been undertaken in the
United States which has had longer experience with the use of decoupled payments, and
is not necessarily transferable to the EU context. Good reviews of the current state of this
debate can be found in Bhaskar and Beghin, 2009; McVittie et al, 2009; and Rude, 2008.

The model used by Nolte et al. is driven by real (2004/05) rather than nominal prices, but
in reporting their results they convert all prices into nominal euro values in 2019/20 using
an average compounded inflation rate of 1.7%. To facilitate comparisons with the price
assumptions used in the Commission study, their nominal prices are deflated by 18% (1.7%
compounded over ten years) to derive prices in approximate 2009/10 money termes.

The Commission may have over-estimated the cost of maintaining permanent grassland
because its methodology seems to assume that all permanent pasture that could be
converted into arable cropland would be by 2020 in the status quo scenario. Its model
does not have the capacity to estimate the proportion of permanent grassland that would
actually be under threat in 2020, given the configuration of relative profitability (gross
margins) between grazing livestock and other enterprises at that time.

For the basis of this rough calculation, see http://capreform.eu/what-is-the-likely-cost-of-
greening-pillar-1/.

The Commission’s impact assessment of the cost of greening compares scenarios with both 5%
and 10% ecological set-aside, but not the proposed 7% contained in the regulation. The impact
on supply and thus market prices in moving from 5% top 10% is not linear, but for simplicity the
price changes reported here have been derived by adding 0.4 times the difference between
the two scenarios to the results using the 5% set-aside option. The results are given separately
for the EU15 and EU12, and the text reports those for EU15 only.

The effects of moving to a uniform flat-rate payment structure have been simulated using
two well-known sector models AGMEMOD and CAPRI. In each case the results are, in part,
determined by the modellers’ assumptions about how direct payments impact on production
as well as by the policy scenarios that they assume. The AGMEMOD study assumes a more
severe policy scenario (from a farm perspective) in that the CAP budget for direct payments
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is reduced by almost half and coupled payments are eliminated. Despite these severe
assumptions, the production effects are estimated to be very marginal (ranging from 0% to
-0.8% of commodity production in 2020) apart from beef where production is estimated to
fall by -3.3% largely due to the ending of coupled support. The CAPRI study examines the
impact of moving to a uniform payment at the NUTS 1 regional level, member state level
and for the EU as a whole (with the level of redistribution and potential impacts increasing
in moving to an EU flat rate). Its results also show relatively small production and price
impacts. In the EU flat rate scenario, which represents the most radical redistribution of
direct payments, production generally falls (by -1.3% and -1.9% for cereals, by -1.7% and
-0.8% for oilseeds, and by -0.6% and -0.2% for meat in the EU-15 and EU-10 respectively).
The small magnitude of the impacts is due in part to the role of entitlements in limiting land
use expansion while allowing for some substitution between grassland and arable land. The
findings of these studies are further described in http://capreform.eu/production-effects-
of-moving-to-flatter-structure-of-direct-payments/.

In the AGMEMOD model, coefficients are applied to direct payments to determine their
production effects. For example, a coefficient of 1 would imply that farmers perceive
direct payments as equivalent to a price increase of equal magnitude, while a coefficient
of 0 would imply that they treat them as totally decoupled. The coefficients used in the
AGMEMOD model vary across countries and commodities, for example, to reflect differences
in the distorting effect of payments under the historic versus the regional model. For
historical payments the coefficients vary between 0.3 and 0.6, and for regional payments
between 0.1 and 0.5. The coefficients for coupled payments lie between 0.5 and 1.0.

The Annex to the Commission’s November 2010 Communication (European Commission,
2010a) notes that “This would be equivalent to today’s coupled support paid through Article
68 and other coupled aid measures.”

The Commission notes: “It would not be possible to qualify the greening component as
an environmental payment since this would require a costs incurred/income foregone
calculation” (European Commission, 2011h, footnote 8, p. 17).

In fact, the reform of the EU cotton regime which integrated 65% of the cotton aid into
the decoupled payment system and left 35% as an area payment was decided in 2004. The
new arrangement entered into force on 1st January 2006. However, the Spanish government
contested the 2004 decision and particularly the 65/35 breakdown before the European Court
of Justice. In September 2006, the Court ruled that the principle of proportionality had been
infringed by the Council and that the reform must be annulled, although the ruling did not
question the reform as such. The Court also ruled that the new regime should continue to
apply until a new regulation was adopted “within a reasonable time”. Following an impact
assessment, a new regime maintaining the 65/35 breakdown was introduced in 2008.

When Greece acceded to the EC, it requested that support should be given for cotton, given
its importance in the agricultural economy of some regions. As cotton was not considered
an agricultural product (and therefore not listed in Annex | of the EU Treaty), a specific
support regime for cotton was written into the Greek Treaty of Accession as Protocol No 4.
This was later extended to Spain and Portugal when they joined the EC.

Greece (which accounts for 80% of EU production) and Spain are the only two significant EU
producers. Tiny amounts of cotton are also produced and eligible for support in Bulgaria
whereas production in Portugal has effectively ceased.
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ANNEX

Legislative Proposals

Table 2. Measures proposed in the rural development regulation

Article Measure Actions supported
28 Knowledge transfer and Vocational training, skills acquisition, demonstration
information actions activities, farm visits
29 Advisory services, farm Support to public or private bodies set up to provide
management and farm relief advice or training. Advice to farmers should be
services linked to at least one Union priority, either cross
compliance, compliance with the green payment in
Pillar 1, climate mitigation, soil or water protection,
or occupational safety
30 Quality schemes for Support for new participation by farmers in quality
agricultural products and schemes
foodstuffs
31 Investments in physical assets | Support for investments to improve agricultural
performance and farm viability; to SME investments
in processing and marketing; and for investments
linked to agri-environment commitments or
enhancing the public amenity value of a Natura 2000
area or other high nature value area
32 Restoring agricultural Support to farmers or groups of farmers for
production potential damaged |investments in preventive actions or for the
by national disasters restoration of agricultural land and production
potential damaged by natural disasters
33 Farm and business Start up aid for young farmers, for on-farm
development diversification and for development of small farms
as well as aid to investment in non-agricultural
activities by micro and small enterprises in rural
areas
34 Basic services and village Support for small-scale investments in infrastructure
renewal in rural areas including renewable energy, broadband, recreation,
tourism.
35-40 | Investments in forest Support for afforestation and investments to
area development and improve resilience and environmental value of forest
improvements in viability of ecosystems
forests
41 Setting up of producer groups | Support to facilitate establishment of producer
groups
42 Agri-environment Support to farmers undertaking environmental
commitments going beyond the relevant mandatory
standards
43 Organic farming Support to farmers who undertake to convert to or
maintain organic farming practices
44 Natura 2000 and Water To compensate farmers for the costs incurred and
Framework Directive payments | income foregone as a result of Natura 2000 and WFD
restrictions
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Article

Measure

Actions supported

45-46

Payments to areas facing
natural or other specific
constraints

To compensate farmers for the additional costs
and income foregone related to the constraints for
agricultural production in these areas

47

Animal welfare

To compensate farmers for animal welfare
commitments which go beyond relevant mandatory
standards

48

Forest-environmental services
and forest conservation

To compensate private and public forest owners for
forest environment commitments which go beyond
relevant mandatory standards

49

Co-operation

Support to the establishment, running costs and
direct costs of specific projects or specific forms

of co-operation, including between different food
chain actors, clusters and networks and operational
groups of the European Innovation Partnership

50-53

Risk management

Support for premiums for crop and animal insurance
caused by adverse climatic events or pests or
diseases; for contributions to mutual funds to pay
financial compensation to farmers who suffer losses
from animal or plant disease or an environmental
incident; and for contributions to an income
stabilisation tool in the form of contributions to
mutual funds providing compensation to farmers
who experience a severe drop in their income.

55-61

LEADER

Support for local development strategies by local
action groups

Source: Author’s compilation.
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