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1. Introduction

Besides cohesion policy, agricultural policy is the only significant budgetary policy of the European
Union (EU), which is determined entirely at the Community level and predominantly funded from the
EU budget. The primacy of the Common Agricultural Policy (CAP) stems from the desire, after World
War |1, for greater economic integration of Europe and a related requirement to establish food security
in post-war Europe (Tracy, 1997; Ritson and Harvey, 1997). Since its origins the CAP has been
moulded through successive reforms resulting from constant internal and external pressures (Yrjola
and Kola, 2001; Garzon 2006; Swinnen, 2008) such as domestic budgetary problems and international
trade negotiation obligations (Swinnen, 2008; Cunha and Swinbank, 2009).

Since the 1992 MacSharry reform, there have been reductions in intervention prices, export subsidies
and import protection, as well as the abolition of certain supply management measures. The 2003
Fischler reform and the Health Check revision of the CAP (Council Regulation 1782/03, 2003;
Council Regulation 73/09, 2009) changed the basis for direct payments. The main aim of these
reforms was to strengthen the EU position in the ongoing World Trade Organisation (WTO)
negotiations (WTO, 2008), however the introduction of historical payment schemes has largely
preserved the scope and distribution of funds across the Member States and between farmers within
Member States.

The future of the CAP will largely depend on the post 2013 EU budget debate, in on the conclusiobs
reached in relation to the size, type and justification of the direct payments to EU farmers. Any
prediction of the long-term changes of the CAP is speculative, as such changes will largely depend on
the division of power between the reformist and more conservative Member States (Garzon, 2006;
Swinnen, 2008) and possible external factors such as developments in the WTO negotiations
(Daugbjerg and Swinbank, 2007).

Contributions by Member States to the post 2013 EU budget are unlikely to increase significantly, but
the pressure from the net contributing Member States to reduce CAP spending is set to increase (Begg,
2005; Begg and Heinemann, 2006; Begg et al., 2008; ECORYS, 2008). There is also a realistic
possibility of a re-nationalisation of Pillar | of the CAP, i.e. where all Member States would be
required to co-finance supports from national funds (Grybauskaité, 2008).



Pressures for the greater uniformity in the level of direct payments across Member States will increase.
In addition, average direct payment amounts will probably decrease due to the pressures from some
Member States for their abolition, since expenditure on direct payments accounts for two thirds of the
CAP budget. The continuation of direct payments may hinge on reducing their redistributive nature
(Begg and Heinemann, 2006; Cipriani, 2007) and on finding a new rationale for their existence, such
as ensuring public goods provision by agriculture (OECD, 2003; Yrjola and Kola, 2004; Begg et al.,
2008; Bureau and Mahé, 2008).

Agricultural interest groups and certain policy makers on the other hand stress the importance of
current system of direct payments in preserving an adequate level of European agricultural production
and argue that the abolishment or comprehensive reduction of payments would have negative impacts
on the production level as well as on agricultural foreign trade. However, several recent studies (e.g.
Nowicki et al., 2009; Vrolijk et al., 2010) suggest that the impacts of the abolishment of direct
payments would not be as detrimental to EU27 agricultural production as argued by the above
mentioned stakeholders. However, the they find that the negative impacts of direct payment abolition
could be more significant at the level of individual Member States, regions, commaodities or types of
farms.

In this paper, one possible post 2013 CAP reform scenario is outlined and its impact on the EU budget
and agricultural markets is analysed using the AGMEMOD 2020 combined model of European
agriculture (AGMEMOD Partnership, 2008). The post 2013 CAP reform scenario analysed, the
introduction of an EU wide flat area payment (EUWFAP), reflects some of the content of recent public
debates concerning the long term future of the CAP (Hervieu 2010; Matthews 2010). The main
hypothesis is that the implementation of such a reform scenario could lead to significant changes in the
budgetary distribution of direct payments between Member States, whereas the impacts on EU27
agricultural commodity markets, while negative, would be relatively minor.

The paper is structured as follows. Section 2 outlines the perceived difficulties with the provision of
CAP Pillar | support and sets out some proposals for alternative farm income support mechanisms. It
also provides a discussion of the EU budget review. Section 3 discusses the structure of the model
used for the analysis with particular emphasis on the incorporation of policy measures in the model
and goes on to set out a CAP reform scenario for evaluation. Section 4 details the results of the
analysis and Section 5 includes a discussion of the results and some conclusions.

2. EU agriculture and budget

2.1  CAP Pillar I direct payments

Since the Fischler Reform of 2003, Pillar | of the CAP comprises of a combination of decoupled direct
payments, price supports and coupled payments (CAP Monitor, 2009). Financially and politically,
direct payments are the most important element of the CAP. A national envelope is defined for each
Member State and these envelopes in effect represent historical rights to funds for direct payments.
These funds are then distributed in each Member State according to the relevant implementation
model of the single farm payment chosen (Council Regulation 1782/03, 2003; Council Regulation
73/09, 2009).

Conservative Member States, like France, Ireland and Spain, who in the past have generally been
opposed to CAP reform, largely use the historical model of the single farm payment. Under the
historical model the individual producer’s payments are based on payment rights set by reference to
the level of production and payments in the historical reference period. In contrast to this basic
scheme, England, Wales and Germany are gradually adopting the so called regional model, whereby a
uniform regional payment replaces the historical payments. Several Member States, including Finland,
Denmark and Slovenia, use a hybrid model, which combines the elements of the historical and
regional direct payments models. While the 2003 CAP reform introduced decoupling of direct
payments, it also allowed continuation of certain coupled payments and some Member States, such as
France and Spain, have availed of this possibility. The new Member States (EU12), except Slovenia
and Malta, use uniform hectarage (per hectare) payments for agricultural land (simplified area
payment scheme or SAPS) which is similar to the regional model, but without the system of paying
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rights for the producer. The 2008 Health Check revision of CAP encourages, but does not oblige,
Member States to harmonise policy across the Union. Under Health Check Member States may
change their policy towards the regional single payment model (equal hectarage payment for all the
producers in a region, defined as no smaller than 3 million hectares).

The proposition, that decoupled (lump sum) payments do not have production, market and
redistributive effects (Conforti, 2005) holds in the case of production neutrality and when markets are
complete. However, Key and Roberts (2008) list numerous studies (Hennessy, 1998; Chau and de
Gorter, 2000; Burfisher and Hopkins, 2003; Roe et al., 2003) that establish that with imperfect labour,
credit or insurance markets, decoupled payments can have production effects. These effects tend on
average to be minor, but could have significant consequences for the structure of individual
agricultural holdings (Key and Roberts, 2008).

Table 1 shows indicative estimates of average direct payments per hectare of utilised agricultural area
across the Member States. There are large disparities in terms of average payments per hectare among
the Member States. On average, the hectarage payment is the highest in Greece (544 EUR/ha),
followed by Malta (494 EUR/ha), whereas the payments are on average lowest in the Baltic States
(Latvia 83 EUR/ha) and in Romania (92 EUR/ha). These disparities have become a serious political
issue between the Member States and will significantly influence the nature of the debate on the CAP
post 2013.

Table 1: Average CAP Pillar | direct payments per hectare of utilised agricultural area by EU
Member States

National envelope for Average CAP Pillar |
Member State CAP Pillar I direct payments  direct payments per hectare of
in 2013* utilized agricultural area
(Mio. EUR) (EUR/ha)
EU15:
Austria 752 236
Belgium 615 447
Denmark 1,049 394
Finland 571 249
France 8,521 310
Germany 5,853 346
Greece 2,217 544
Ireland 1,341 324
Italy 4,370 343
Luxembourg 37 283
Netherlands 898 469
Portugal 606 174
Spain 5,139 206
Sweden 771 247
United Kingdom 3,988 247
EU12:
Bulgaria 580 190
Cyprus 53 366
Czech Republic 909 258
Estonia 101 112
Hungary 1,319 312
Latvia 146 83
Lithuania 380 143
Malta 5 494
Poland 3,045 197
Romania 1,264 92
Slovakia 388 200
Slovenia 144 295

* 2016 for Bulgaria and Romania.
Source: Adapted from Baldock et al. (2010): Table 1.3. (pg. 45), Table 1.4. (pg. 46).

New EU Member States, in particular Poland, Latvia and Estonia, have highlighted the disparities in
the level of direct payments per hectare and have made requests for their equalisation (Seeder, 2008;



CAP POST-2013 ..., 2010) in the direction of EUWFAP. The equalization of payment levels across
Member States so as to ensure a fairer and more equitable agricultural policy in the EU has become
one of the main topics of the post 2013 CAP reform (The Common Agricultural ..., 2010).

Justifying the CAP is central to forming a sustainable long-term perspective for agricultural support in
the EU. It has been argued (e.g. Bureau and Mahé; Frandsen, 2008; IEEP, 2010) that agricultural
policy can be justified by its r6le in the provision of public goods and, that accordingly, the name and
stated objectives of the CAP should be changed (Buckwell, 2007; Swinnen, 2008; Begg et al., 2008;
Bureau and Mahé, 2008). Pillar I CAP payments for environmentally and animal welfare friendly
agriculture and supports to agriculture in less favoured areas could, together with more targeted
payments under the Pillar I (such as EUWFAP), form a system of payments for various public goods
related to agriculture, as proposed by Bureau and Mahé (2008) and Baldock et al. (2010). They
advocate that the current single farm payment system should be replaced with a contractual payment
system, under which direct payments would be paid in return for the provision of adequate levels of
public goods and services.

However, the issue of remuneration for public goods provided by European agriculture is not
straightforward. The costs of supplying non-commodity outputs through agriculture differ across the
EU Member States and regions, as does the consumer demand and willingness to pay for these goods.
Thus, differentiated regional payments have gained more political support than the EUWFAP (The
CAP towards ..., 2010; CAP POST-2013 ..., 2010).

The analysed flat area payment system (EUWFAP) is basically more equitable than the current direct
payments system in terms of payment disparities between different Member States and is also
considerably more straightforward in design. However, it remains controversial in the sense that it
could lead to a politically unacceptable redistribution of budgetary envelopes and direct payments,
even an EU-wide flat rate per eligible hectare or a regional flat area payments system in all Member
States could have a large impact on agricultural land values (Kilian et al., 2008) and could lead to
structural changes with adverse implications for the provision of public goods. The transition from the
current direct payment models towards an EUWFAP could be facilitated by applying the additional
“objective” criteria (e.g. Copenhagen Conference discusses ..., 2010), such as correcting for
purchasing power parity, fixed inputs or agricultural production.

2.2  Budgetary dimension of CAP

Substantial redesign of the direct payment system requires simultaneous consideration of the broader
context of EU budget reform debate. There are two main perspectives on the possible direction of EU
budget reform. Academics and policy makers see the post 2013 budgetary planning process, together
with CAP reform, as a historical opportunity to conduct, for the first time since the 1988 EU budget
reform, a thorough overhaul of the EU budget and undertake the necessary changes that will allow the
EU to effectively face the new challenges and changing environment (Begg and Heinemann, 2006;
Cipriani, 2007; ECORYS, 2008; Begg et al., 2008). The insecurity created by the current global
economic crisis further fuels expectations regarding the EU budget reform.

It is worth recalling that the EU budget is relatively small in size, accounting for approximately 1% of
EU GDP and just over 2% of total EU public expenditure (ECORY'S, 2008; Begg et al., 2008). In the
last two decades, around 80% of all EU budgetary expenditure was on agricultural and cohesion
policies, whereas the remaining amount, viewed as paradoxically insufficient by the reformists (see
Grochowska and Kosior, 2008; Begg et al., 2008), was spent on the ambitious strategic goals of the
EU as set out in the Lisbon and EU 2020 Strategies, mainly policies aimed at increasing the
competitiveness of the EU (Begg, 2005; ECORY'S, 2008; Begg et al., 2008).

Any future EU budget reform will have to address the two key principles of the EU budget: the
subsidiarity principle, i.e. what should be financed at the EU level or at the level of the Member State,
and the proportionality principle, i.e. the total size of the EU budget. In line with the EU Treaties, the
EU budget is a subsidiary instrument of European public finances, whose added value is directly
related to the concept of the “European public good”, i.e. the public good that justifies financial



intervention at the EU level. According to Begg et al. (2008) the EU Single Market is the basic
(integrative) European public good.

The ECORYS study (ECORYS, 2008) argues that path dependency appears to be the main argument
for the current existence of CAP direct payments and market interventions. Begg et al. (2008) see the
path-dependent character of CAP expenditure as a part of the “side-payments” logic necessary to
facilitate the conclusion of the political deals that lie at the heart of the process of EU integration, a
logic that has enjoyed great political support in the past. If the EU wants to change the structure of its
budget, moving away from predominantly redistribution oriented towards more allocation (target)
oriented financing of European policies, all the existing budgetary policies, in particular the CAP, will
have to be reviewed and reformed.

Table 2: Expected inflows from the CAP and the CAP net financial position in 2013 by Member States

CAP inflows CAP net
Member State (CAP Pillar I and I1)  financial position*
(Mio. EUR, 2004 prices)
Poland 3,808 2,642
Romania 2,294 1,907
Ireland 1,779 1,120
Hungary 1,484 982
Greece 1,669 804
Spain 4,797 690
Bulgaria 785 651
Czech Republic 1,047 538
France 8,648 532
Lithuania 523 405
Portugal 1,036 377
Slovak Republic 562 353
Denmark 1,169 184
Latvia 245 178
Estonia 198 142
Slovenia 219 61
Finland 743 4
Malta 13 -14
Cyprus 53 -24
Austria 1,038 -26
Luxembourg 43 -73
Sweden 839 -345
Netherlands 1,612 -473
Belgium 993 -839
Italy 4,119 -2,505
United Kingdom 4,152 -2,685
Germany 6,276 -3,430

* Net financial position for agriculture is calculated as a difference between estimated CAP inflows for CAP Pillar | and Il and expected total
payments in EU total budget (British rebate included), according to the agreed financial perspective for the period 2007- 2013.

Source: own calculations.

The path dependent character of the CAP and EU budget is also evident from the fact that in the past
the EU budget has changed relatively little in terms of its emphasis on agriculture. Table 2 shows the
average annual inflows and net budgetary position of EU Member States regarding the CAP. The
disparities between Member States can be explained by the disparities in the scope of resources,
intensity and productivity of agriculture, as well as by the level of funds available for rural
development policy.

Reflecting the pressures within the WTO Doha round (WTO, 2008), the European Commission has
indicated that it will agree to further liberalisation of international trade by committing to a removal of
export subsidies by 2013 and demonstrating a willingness to reduce border protection. Thus it can be
expected that beyond 2012 market intervention will be less prevalent. We can therefore expect a
substantial reduction in EU funding in this area, but not its complete removal.

Regarding rural development policy the main question is whether a policy which was developed for
more affluent Member States as a supplement to the CAP Pillar | and aimed at balancing their net
contributor positions can actually be regarded as a common European policy, especially since there is
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another development policy based on a territorial approach, EU cohesion policy, also in existence. In
Member States with serious development needs, particularly some new Member States, rural
development policy can be in grave conflict (content- and implementation-wise) with cohesion
(regional) policy, which requires more coherent action at the national and European levels. However,
it is unlikely that rural development policy will be abolished or merged with cohesion policy.

Ultimately, the future size and structure of the agricultural budget will be determined largely by
decisions concerning the direct payments system. From the literature and public debate (Baldock et al.,
2010; Hervieu, 2010; Matthews, 2010) the impending reform must address the challenges of i) finding
a new justification for the continuation of the CAP, ii) designing a new direct payments policy that is
linked to the justification for policy and iii) delivering the new CAP with reduced budgetary
resources. The most probable direction of further reforms appears to be the introduction of i) a basic
EU wide flat area payment or other more regionally uniform types of payments (to reflect disparities
in economic and natural conditions for agricultural production throughout EU) and ii) some additional
payments for remunerating public goods provided by the European agriculture, thus making the CAP
more equitable, targeted and efficient (The CAP towards ..., 2010; CAP POST-2013 ..., 2010).

Reductions in Pillar | CAP funding by the EU could also be achieved if these payments were to
become co-financed from national budgets, this direction is seen as the logical next step if the CAP is
to target the provision of public goods more efficiently (OECD, 2003; Yrjéla and Kola, 2004; Begg et
al., 2008). Different levels of co-financing could more efficiently address the problem of disparities in
the prices of public goods provided by agriculture throughout the EU.

3. The Methodology

3.1 AGMEMOD partial equilibrium modelling approach

The market impacts of the proposed reform scenario is estimated with the AGMEMOD 2020
combined model (AGMEMOD Partnership, 2008). The AGMEMOD 2020 combined model is an
econometric, dynamic, multi-product partial equilibrium model in which a bottom-up approach is used
(AGMEMOD Partnership, 2008). Based on a common model template, individual country models
reflecting the specific situation of the agriculture in the individual Member States have been developed
during the course of different AGMEMOD 2020 projects (Salamon et al., 2008). The approach allows
for the inherent heterogeneity of EU agriculture to be captured, while simultaneously maintaining
analytical consistency across all the individual country models. The incorporation of CAP instruments
in a harmonized fashion in each of the country models allows the AGMEMOD 2020 combined model
to analyse important policy relevant questions and the impact of possible policy changes, at the
individual Member State and aggregate EU levels in a consistent and transparent manner.

The AGMEMOD country model for a given Member State consists of different supply and market
modules for those commodities that represent the majority of the agricultural output of the Member
State concerned. For each commodity in a given Member State, agricultural production as well as
supply, demand, trade, stocks and domestic prices are derived by econometrically estimated equations.
One element of the supply and demand balance, for each commodity modelled, is derived as a closure
variable. Within this combined model environment all EU prices, as well as all elements of
agricultural commodity supply and demand in each Member State, are modelled endogenously. As the
AGMEMOD 2020 combined model does not represent a closed economy, key price equations are
used to take into account the impact of the developments in non-EU markeOts (the Rest of the World)
on EU agriculture. To solve the combined modelling system in prices, the supply and utilisation
balances of each product at both the EU and the Member State levels must hold and take into account
the international trade and other commitments of the EU.

The AGMEMOD modelling system does not distinguish between intra-EU and extra-EU trade at the
Member State level (it is a non-spatial model), thus intra-EU trade disappears at the EU level when
summing over all Member State supply and use identities. This implies that the EU net export variable
is used as the closure variable at the EU level. Thus, the AGMEMOD 2020 combined model generates
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market supply, use and price projections under the Baseline and alternative scenario policy
assumptions for both the EU27 and individual Member States, under the assumption of exogenous
world prices. The assumption of exogenous world prices is an important limitation of the AGMEMOD
modelling system that is being addressed in ongoing research..

The importance of incorporating CAP instruments in a harmonized way across the individual country
models is a central analytical advantage of the AGMEMOD 2020 combined model. The policy
harmonization approach adopted ensures that the AGMEMOD Partnership’s analysis (AGMEMOD
Partnership, 2008) of the differential impact across the Member States of a common policy changes
reflects the likely differential impact of the analysed policy change across Member States rather than
differences in how a common policy is modelled within the individual country models. The
implementation of policy harmonization approach involves two steps:

1. Development of specific harmonized country policy data sets:
= Policy information which incorporates data on all current or past types of CAP direct payments;

= Consistent country datasets which, in a coherent manner, incorporate total budgetary envelopes
per Member State, different types of the EU CAP direct support elements and their allocation
from the total budgetary envelopes.

2. Inclusion of policy data in a harmonized way within the AGMEMOD 2020 combined model. This
step involves the development of a:

= Set of equations of budgetary envelopes and payments, which are uniform for all Member States
and centrally done within the combined model environment;

= Set of country specific equations, which generate policy variables reflecting the influence of
policy instruments on expected gross returns for crops. For livestock and livestock products the
variables generated are used to create (when combined with market prices) reaction prices.

Policy variables are then used in the supply side of each of the AGMEMOD country models in order
to capture the impact of policy measures on the supply of agricultural products.

With the use of the policy harmonization approach, the AGMEMOD modelling system accounts for
the vast majority of the budgetary resources utilised within the current CAP Pillar | budget measures.
Three types of direct support schemes are currently supported by the CAP Pillar | budget. These
payments (coupled and decoupled), are associated with the single payment system (SPS) that operates
in all old Member States (EU15), Slovenia and Malta, the simplified area payments scheme (SAPS)
that operates in all bar two of the new Member States (EU12), and a limited number of other coupled
direct payments.

Total funding for the SPS and the SAPS and most coupled payments, is aggregated in national
envelopes or national ceilings. Together these payments accounted for almost 97% of total CAP direct
support expenditure in 2007. According to Council Regulation 1782/03 (2003), there are still some
other aid schemes that together account for approximately 3% of CAP direct support expenditure in
2007, which are not included in the national budgetary ceilings. Only coupled payments which are
defined on the basis of partial implementation of decoupling or the “optional exclusions” of SPS
(Council Regulation 1782/03, Title 111, Chapter 5; 2003) are included in national envelopes defined by
Council Regulation 1782/03 (2003).

The allocation method utilised in the AGMEMOD policy harmonization approach ensures that the
ceilings (and sub-ceilings) set out in the EU regulations (Council Regulation 1782/03, 2003; Council
Regulation 73/09, 2009) are respected, that the allocation of overall national ceilings in each Member
State across the three categories of coupled, historical and regional payments is correctly reflected, and
that the impact of the modulated funds and their transfer from CAP Pillar I to Pillar 11 is incorporated
appropriately.

The main assumption regarding the modelling of the impact of the different types of budgetary support
is that all direct income support measures, coupled or decoupled, provide incentives to produce, and
that the degree to which different types of CAP instruments (for example coupled versus decoupled)



differ in their impact on production decisions is captured explicitly in the value of coefficients, termed
multipliers. It is assumed that support related to a product or production factor associated with a
particular product has a direct impact on production. Support granted to land, irrespective of the type
of product produced, can also act as a production inducing factor. The magnitude of the multipliers
used to determine the differential supply inducing impact of different direct payment instruments is
based on both qualitative and quantitative analysis (inter alia cost-revenue calculations for individual
commodity markets and assessments of the mobility of production factors in individual Member
States).

Direct payments in the AGMEMOD modelling system are incorporated as policy price add-ons to the
relevant producer price to form a reaction price (livestock, livestock products) or expected gross
returns (crops). These policy based price and gross market return add-ons are used in the impact
assessment of total budgetary support on agricultural production. The reaction price accounts for the
effect of decoupled direct payments through the application of multipliers which adjust the share of
budgetary support in the reaction price of livestock products and in gross return per hectare for crop
products.

The multipliers are applied as production impact coefficients to different types of direct payments and
for different commodities and vary significantly across AGMEMOD country models and
commodities. The multipliers applied to decoupled regional or historical payments are in the range of:

0<(Pi_npm; Pi_rem)<1,

where: P; yem — multiplier of historical payments for product i,
Pi_rem — multiplier of regional payments for product i:

The value of the historical multiplier (P; nem) is set lower than the value of the regional multiplier
(Pi rem). Namely, the historical payment provides a greater production incentive than the regional
payment since the appropriate production technologies have already been established on farms. For
historical payments the value of multipliers ranges between 0.3 and 0.6 and for regional payments
between 0.1 and 0.5. The multipliers for coupled measures are valued between 0.5 and 1.0. Fully
coupled payment has a multiplier set to 1.0.

Model response is crucially dependent on supply and demand own price elasticities. Their initial
values are predominantly econometrically estimated and refined in the process of validation and
sensitivity analysis applying common economic and agronomic reasoning. Their short-run values are
rather conservative. For the most Member States and commodity markets the values of supply own
price elasticities are in the range from 0.05 to 0.2.

3.2 Analysed policy scenarios

Based on the recent public debate of the long-term CAP and EU budget issues (Baldock et al., 2010;
The Common Agricultural ..., 2010), Baseline and alternative policy scenarios are formulated. The
alternative scenario is used to analyse market impacts of a comprehensive long-term reform of the
direct payments policy, captured by the introduction of EU wide flat rate area payment (EUWFAP).

Baseline Scenario

The Baseline policy scenario assumes a continuation of current policy and confines itself to the
mandatory elements of the agreed CAP reforms under the Health Check. These elements are milk
quota abolition after 2015 with the agreed annual increases in milk quota beginning in 2009, the
abolition of set aside, the decoupling of certain direct payments and an increase in the basic
modulation rate to 14% by 2012. The additional modulated funds are used to fund CAP Pillar 1l
measures and thus in effect reduce the national ceilings.

European Wide Flat Area Payments Scenario (EUWFAP)

The implementation of the policy harmonization methodology within the AGMEMOD 2020 combined
model allows for the transparent and homogenous implementation of the proposed policy change
scenario across the various Member State models. Individual country (Member State) models together
form the AGMEMOD 2020 combined model. The impact of the policy changes analysed, as reflected
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in the policy data used, is inferred as the difference between the AGMEMOD model’s projections
under the alternative scenario and the Baseline scenario.

In the European Wide Flat Area Payments Scenario (EUWFAP Scenario) we analyse the impact of
introducing a common single area payment across the EU gradually from 2014 to 2020. In form and
definition it is similar to the proposals for a basic contractual payment scheme (similar to suggestions
by Bureau and Mahé, 2008; Baldock et al., 2010). The EUWFAP is set at 100 euros per hectare as
final value in 2020 with eligible area set equal to the agricultural area on which entitlements under the
single farm payment system were established. Under the EUWFAP scenario the modulation rate is set
to zero.

Both, the Baseline and the EUWFAP scenarios use the same assumptions concerning the development
of exogenous macroeconomic data over the course of the projection period. In addition, given that the
AGMEMOD 2020 combined model is a partial equilibrium model of EU agriculture, world prices of
agricultural commodities are exogenous and are thus the same in the Baseline and EUWFAP scenario.
The Baseline makes no assumptions regarding the outcome of the stalled WTO Doha Development
Round negotiations (WTQO, 2008). Under the both analysed scenarios, the EU agricultural trade policy
for the period to 2020 is defined according to the Uruguay Round Agreement on Agriculture.

The introduction of EUWFAP scenario has important consequences for the distribution of budgetary
funds between Member States compared to the Baseline scenario. The introduction of a flat area
payment at 100 EUR per hectare would lead to a 39% reduction in the total EU27 expenditure on
agricultural income supports compared to Baseline scenario for the period 2014-2020 and a 54%
reduction in the final year of implementation.

Member States with more intensive agriculture would on average face larger relative declines of total
budgetary support under the EUWFAP, for example with a 100 EUR per hectare flat area payment, the
level of budgetary support in Greece would drop by over 85%. Latvia is the only Member State with
an estimated increase in EU budgetary support (+19%) compared to the Baseline scenario.

Table 3: Budgetary distribution per Member States for Baseline and alternative policy EUWFAP
scenario in year 2020

Direct payments national envelope Change in national
envelope
Member State Baseline Scenario EUWFAP Scenario
(Mio. EUR) (Mio. EUR) (Baseline=100%)
Austria 744,955 323,985 -56.5%
Belgium 648,856 146,619 -17.4%
Bulgaria 809,585 364,486 -55.0%
Czech Republic 902,222 356,598 -60.5%
Germany 5,774,254 1,695,100 -70.6%
Denmark 1,030,478 271,676 -73.6%
Estonia 100,900 76,390 -24.3%
Spain 4,840,413 2,538,324 -47.6%
Finland 565,520 229,360 -59.4%
France 8,415,555 2,958,411 -64.8%
Greece 2,178,382 325,405 -85.1%
Hungary 1,313,966 582,734 -55.7%
Ireland 1,340,521 430,489 -67.9%
Italy 4,184,720 1,470,994 -64.8%
Latvia 145,616 173,361 19.1%
Lithuania 377,360 279,070 -26.0%
Netherlands 853,090 194,669 -17.2%
Poland 3,017,407 1,594,148 -47.2%
Portugal 608,827 376,541 -38.2%
Romania 1,777,866 988,592 -44.4%
Slovakia 386,214 193,928 -49.8%
Slovenia 144,110 49,034 -66.0%
Sweden 763,082 320,124 -58.0%
United Kingdom 3,975,849 1,676,085 -57.8%

Source: own calculations.
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4. Results and Discussion

4.1  Market impacts of implementing the alternative policy scenario (EUWFAP)

The analysis is focused on soft wheat, barley, maize, beef, pork and milk. Table 4 reports the main
production and market impacts of introducing the EU wide flat area payment (EUWFAP) in 2020 for
these commodities compared to the baseline situation.

The results are presented for the whole EU (EU27), old Member States (EU15), new Member States
(EU12), as well as for two individual Member States, France (FR) and Poland (PL). France represents
the group of Member States applying the historical model, while Poland represents the group of
Member States applying the SAPS scheme.

The results presented below generally support the hypothesis that the redistribution of subsidies under
the EUWFAP scenario does not lead to large negative changes in the level of production of
agricultural commodities. However, at the EU27 level the analysed reform does lead to a significant
change in the production of beef, with an estimated 3.3% drop in the level of EU production compared
to the baseline situation. Specialist EU beef production is highly dependent on subsidy support, our
results suggest that decoupling those payments that under the baseline remained coupled and
harmonising the per hectare level of support across EU Member States reduces the aggregate
production level of beef in the EU. Given that the EU is a net importer of beef under the Baseline and
that by 2020 imports still account for only a small share of total EU beef use, impact of the analysed
reform on beef trade is more dramatic. Under the EUWFAP scenario EU beef net trade increases by
almost 40% compared to the baseline.

For other analysed commaodities no significant changes are observed. This is understandable for
commodities which have never been supported by CAP direct payments, such as pig meat.
Furthermore, dairy sector has mainly been in receipt of price support and even with the introduction of
the dairy premium historical payment rights are less important to farm incomes in dairying when
compared to beef. Thus, the limited impact of the introduction of EUWFAP on dairy is not surprising.
The abolition of the EU dairy quota from 2015 (under both the baseline and EUWFAP) represents
much more significant change of the policy framework than the introduction of EUWFAP.
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Table 4: AGMEMOD - Agricultural market results for EU27, EU15, EU12 and selected countries in
2020 by analysed scenarios

EU27 EU15 EU12 FR PL

Soft Wheat

Production Baseline (1000 t) 146,481 107,388 39,143 37,728 11,544
EUWFAP (% change*) -0.73% -0.81% -0.49% -1.57% -0.02%

Net Trade Baseline (1000 t) 18,964 10,265 8,699 12,280 952
EUWFAP (% change) 553%  -8.73%  -176% = -0.25%  -0.32%

Barley

Production Baseline (1000 t) 70,812 57,744 13,068 10,938 3,760
EUWFAP (% change) -0.79% -0.76% -0.93% -1.02% -0.32%

Net Trade Baseline (1000 t) 16,503 15,121 1,382 6,201 -1,244
EUWFAP (% change) -3.00%  -3.09%  -1.94%  -1.81% 0.48%

Maize

Production Baseline (1000 t) 82,978 51,433 31,545 17,467 2,470
EUWFAP (% change) -1.28% -2.37% 0.50% -1.32% 13.64%

Net Trade Baseline (1000 t) 17,995 8,473 9,522 11,198 -1,955
EUWFAP (% change) -5.82%  -14.39% 1.81% -1.98% -3.22%

Beef

Production Baseline (1000 t) 7,967 7,103 864 1,533 311
EUWFAP (% change) -3.26% -3.59% -0.58%  -13.24% 0.00%

Net Trade Baseline (1000 t) -619 -578 -41 -284 76
EUWFAP (% change) 39.90% 41.87% 12.20% 67.61% 0.52%

Pork

Production Baseline (1000 t) 20,248 16,511 3,737 2,188 2,268
EUWFAP (% change) 0.00% -0.01% 0.00% 0.00% 0.09%

Net Trade Baseline (1000 t) -2,762 -2,331 -431 -393 187
EUWFAP (% change) 0.47% 0.56% 0.00%  21.12% 0.37%

Milk

Production Baseline (1000 t) 153,809 125,351 28,458 26,078 12,506
EUWFAP (% change) -0.24% -0.33% 0.14% -0.58% 0.21%

* Percentage change to Baseline (Baseline=100%).

The results presented in Table 4 also confirm the expectation that agricultural production in the EU15
would be affected to a greater degree by the proposed change to EU direct payment policy, when
compared with agricultural production in the EU12. These results are as anticipated since EU12 SAPS
payments per hectare are already at a lower level that SPS payments in the EU15 and the change to the
EUWFAP payment represents a small policy change relative to the Baseline for most of the new
Member States. The impact of the policy change the EU15 is also ameliorated by the fact that some
EU15 Member States already operate a regional payments model (Germany, parts of United Kingdom
and Finland). The impact of SPS direct income support paid under the regional payments model is
under the baseline lower than the impact of support that uses the historical payments model.

While the impact of the policy reform for most commodities at the aggregate EU level are not
significant, there are notable differences in the magnitude of impact between Member States. The
introduction of the EUWFAP has a negative production impact especially for highly supported
commodities such as beef in those Member States where the historical payment system has been used.

In Member States such as France, the introduction of EUWFAP payment is expected to have have
negative consequences for beef production given the use of a historical payment model, the persistence
under the baseline of coupled direct payments and relatively high levels of support per hectare. In
contrast production in Member States already operating the SAPS system, such as Poland, the
EUWFAP reform does not represent a major change in policy since the existing policy setting is close
to that which would prevail under the EUWFAP scheme.
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4.2  Conclusions

This paper discusses the long-term future of the CAP within the context of the EU budgetary reform
process beyond 2013. One option of flatter direct payments was elaborated and their impacts on
agricultural commodity markets and on the distribution of CAP Pillar | budgetary expenditure across
EU Member States were analysed.

Under the EU wide flat area payment (EUWFAP) a rate of 100 EUR was used. Under the (EUWFAP)
scenario the national envelope for direct payments would increase in only one Member State (Latvia),
whereas all the other Member States would, in the final year 2020, lose on average more than 35% of
their support compared to the baseline situation. A different flat area payment rate could have been
chosen. A higher rate would have increased the number of Member States which on a budgetary
envelope basis would gain from the reform, however one of the themes of the ongoing EU budgetary
review (and the CAP post 2013 reform) is a desire that the EU budgetary expenditure reflect new and
emerging non-agricultural policy priorities (get reference). A flat area payment below the current EU
average creates budgetary headroom under which expenditure on other policy areas can expand within
the context of a fixed or only slowly growing EU budget.

Policy makers and interest groups often defend the existing direct payments system by recourse to
arguments that the abolition or significant reduction of existing support would lead to large changes in
EU agricultural production. Our analysis does not confirm such assertions. The production of the key
European commodities, grain, livestock and dairy is not substantially reduced under the reform
scenario analysed (EUWFAP). Changes are significant at the aggregate EU level for only one
commodity, beef. However, more significant changes can be expected at the Member State level, as
demonstrated by our analysis of the impact of the EUWFAP on French beef production.

The development and empirical evaluation of the alternative policy scenario (EUWFAP) enables
discussion of other, possibly more politically significant dimensions of CAP reform. Under the
EUWFAP expenditure on Pillar | of the CAP declines, such a policy change contribute to the wider
process of EU budgetary reform including the abolition of the controversial British (and other) rebates.
Reduced expenditure on Pillar | direct income supports could also allow an increase in the budget for
policies with a more politically acceptable and less redistributive design. Such a development could be
made more politically if the co-financing principle currently applied to CAP Pillar 1l payments was
extended to the CAP Pillar I. Such co-financing could be phased in and enable the introduction of hew
direct payments schemes tailored to address the problem of how to differentially remunerate those
who provide the public goods associated by agriculture in different EU regions. Peet (2005) argues
that national co-financing of the CAP Pillar | does not have to mean the re-nationalisation of the CAP.
The EU institutions could continue administering and regulating the CAP, and police nationally
financed income support payments in order to prevent Single Market distortions, just as industrial
subsidies are already regulated. It is worth mentioning, that the New Members States already co-
finance CAP Pillar | payments under the terms of their accession agreement.

The introduction of co-financing could also help mitigating against the negative impacts of
comprehensive CAP reforms at the level of individual commodities such as beef. Member States
could within limits re-introduce coupled direct payment supports. However, from a longer term
perspective the sustainability of maintaining individual commodities at existing production levels
through the provision of budgetary support is questionable. If seemingly marginal agricultural
activities are associated with significant non-commodity outputs, such as the maintenance of rural
landscapes or prevention of land abandonment, such agricultural activities should be supported by
measurable and directly targeted measures (Bureau and Mahé, 2008).

EU wide flat area payment (EUWFAP) could provide a solution to the inequity and competitiveness
problems stemming from the existing direct payment system. However, such a straightforward yet
comprehensive solution could have unwanted effects, especially on the agricultural land market
(Kilian et al., 2008). Any comprehensive change to the level of budgetary inflows in different Member
States is bound to provoke strong political opposition due to the path dependent character of
agricultural policy payments. It is therefore likely that the payments asscoaited with the negotiated
outcome to the reform will be less uniform than proposed under the EUWFAP and that additional
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corrective, so-called “objective” criteria (Copenhagen Conference discusses ..., 2010; CAP POST-
2013 ..., 2010; The CAP towards ..., 2010) will most be taken into account in the search for a
politically acceptable solution to the problems of disparities in levels of remuneration to farmers and
willingness to pay for the public goods and services provided by agriculture across EU Member States.

One of the main conclusions of our analysis is that the negative production impacts of comprehensive
CAP reform cannot objectively be put forward as the main argument for hindering such reforms.
Making political decisions based only on one type of possible impact would be at best insufficient.
The policy makers will devote much more attention to the impact of any proposed reform on the
distribution of the payments between different types of agricultural producers, commodities and
regions. Any changes in the scope and distribution of CAP direct payments could have significant
impacts on farm incomes and agricultural land values which could give rise to unexpected structural
breaks in some regions which cannot be easily predicted.

Any comprehensive reform of the CAP should ideally be based on a thorough analysis of the wide
range of impacts, i.e. it should go beyond the range of the classical agricultural sector models thar are
designed predominantly to estimate market impacts of policy change. A challenge for future research
is to develop policy modelling tools which can provide consistent estimates of the impacts of policy
change across a more comprehensive set of indicators than is currently possible. Such indicators
would include the commodity market, supply and use and agricultural price and income indicators
provided by models such as the AGMEMOD model but would also include political-economy relevant
indicators, as well as the indicators of important new dimensions such as provision of public goods
and consequences of policy change for risk management. The question of whether such all-inclusive
economic modelling tools can be developed in a real world of a given and perhaps increasing
complexity remains open.
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