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The paper first discusses the issue of measuringudtyral incomes (section 1). It then descrildess t
evolution of EU agricultural income support polgigince 1992 and raises the issue of capitalisation
of income support in farm assets, notably land edkection 2). The French case is used to illuestrat
how incomes from agricultural activity vary in fuian of output choice and farm size (section 3).
This example also shows the increasing dependenfagro incomes on direct aids. Hence, the last
section analyses the income effects of variousast@ninvolving the level and the allocation rudés
first and second-pillar direct aids.

1. Measuring incomes in agriculture: Income from agcultural activity versus overall income of
agricultural households

Traditional indicators of agricultural incomes atlagproducer point of view. As they relate solaly t
the income generated by agricultural activity, tld@ynot include incomes from other sources (non-
agricultural activities, salaries, social beneéital income from property). The standard indicali&) (

is the net value added at factor cbBtata in real terms are obtained by deflating nainirlues by
the implicit price index of Gross Domestic Prod(@DP) at market prices. Real agricultural incomes
per worker are then defined by dividing real famodmes by agricultural labour measured in Annual
Working Units (AWUSs) to take account of part-timarhing and seasonal work (one AWU
corresponds to the input of one person engagedrioudtural activity in an agricultural unit on alF

time basis over an entire year). This first indicd measures the remuneration of primary inputs,
i.e., capital, land and labour (plus productiorhtg). By subtracting fromA the compensation of
employees, one defines the net operating surplushwineasures the yield from capital, land and
unpaid labour (indicatolB). By subtracting from the net operating surplu®iiest payments, land
rents and farm rents, one defines the net entreprex income which remunerates unpaid labour as
well as capital and land belonging to productiofisu¢indicatorlC). From these three definitions, one
immediately sees that many factors determine thel lend the development of agricultural activity
incomes: production levels and prices, input qustiand costs, subsidies and taxes, etc. These
factors are not independent. They are themselvidgented by exogenous parameters (climatic
conditions), market conditions (notably the balabeeveen supply and demand) and policy changes.

1 (1) INRA, UR 1134, Department of Social SciencesE3A Nantes, F. (2) INRA, UR 122, Department of SioBi@ences
(SAE2), Rennes, F.

2 The full paper is available from the authors upeguest.

3 The net value at factor cost is defined by sulitlgdrom the value of agricultural output at bagitces (prices received by

producers net of subsidies and taxes on produdts) gther subsidies on production (product specifid non-product
specific subsidies), the value of intermediate comgtion, the consumption of fixed capital and ottaees on production.



Income from agricultural activity does not measaverall income of agricultural households which
also includes incomes generated by non-agricultactivities of household members. Measuring
overall income of agricultural households raises practical problems. First, Farm Accountancy Data
Network (FADN) databases do not provide informatonncomes from non-agricultural activities. In
some countries, this first problem is (at leastipby) addressed by developing specific surveyd an
methods for collecting information on incomes fromn-agricultural sources. However, information
registered through this way differs from one coyrty another making inter-country comparison
difficult. In France three matching exercises weeeformed in 1991, 1997 and 2003 using the tax
revenue register and the FADN database to compamarnies from agricultural activity and overall
incomes of agricultural households. By construgtiire comparison is restricted to professional
farms, that is farms with more than 0.75 AWUs and/&tandard Gross Margin (SGM) greater than 8
Economic Size Units (ESUs). In 2003 incomes from-agricultural sources accounted for 40% of
overall incomes of French professional agriculturaseholds. The corresponding percentage was
25% in 1997. However, for 51% of French professi@uaicultural households, incomes from non-
agricultural sources were equal to zero in 2003.agrage, part-time agricultural households were
largely better off than full-time units in termslaéth SGM and income.

2. EU farm income support policy: Some questions ised by the Single Payment Scherfie

Income support is still an essential objective e CAP. It is now well admitted that market price
support policies are inappropriate devices for sutpg farm incomes in so far as there exist other
instruments that are simultaneously more efficeamd less trade distorting. In that perspective, one
achievement of the CAP reform process is clearlyntwease the transfer efficiency in favour of
agricultural producers through the continuous sHiim market price support to direct aids
progressively more and more decoupled from prododind factor use. But efficiency and equity are
two different concepts. One drawback of the Jun@320AP reform is that it does not address the
question of the uneven distribution of agricultuaals across countries, regions and farmers. ThHe CA
as it now applies still benefits proportionally radio North-European countries and larger farms.
There are distributional issues not only within dggicultural sphere but also with other economic
sectors. On this point, critics are clearly sumsetiin the so-called Sapir Report (Sapir et aD320
According to this report, the CAP has moved fromafincative policy enhancing competitiveness
towards a distributive policy targeted on a patticgroup of citizens. The report considers thisas
“systemic anomaly” and recommends addressing $kisei at Member State level.

Some agricultural economists argue that the 2008 @%orm does not go far enough to capture all
the benefits of decoupling. Of primary concern he potential capitalisation of the Single Farm
Payment (SFP) into land prices. Of course, produacts no longer required to get the payment
attached to entitlementsBut the scheme maintains a very specific link teetm payments and land
use through the so-called activation constraimt, ithe obligation for the farmer to maintain in
agricultural use a number of hectares at leastleéqubhe number of entitlements she (he) holdsetio g
the payment attached to the latter. This constigilikely to maintain the capitalisation of suppioito
farm land prices, in favour of landowners and t® detriment of farmers. The greater the number of
entitlements relative to the number of admissil@etares, the higher the capitalisation of the Sf® i
farm land prices (Guyomard et al., 2067).

4 For amore detailed presentation of the main issaised by the 2003 Single Payment Scheme, seen@urdoand Le Bris
(2003) or Guyomard et al. (2007).

® The SFP is broken down into a certain number @flements which in practice correspond to unit amts of direct aids
per hectare in so far as each entitlement has sxb@mpanied by an eligible hectare in order te gight to the payment of
the amount fixed by the payment entitlement.

® The lower the supply price elasticity of land aihé fewer substitution possibilities between inpute higher the
capitalisation of support into farm land pricegecis paribus (Latruffe and Le Mouél, 2006).



3. Incomes from agricultural activity in France

At the national level, real farm incomes per workghibit a contrasted pattern of evolution over the
last 15 years, that is a continuous increase fr884 1o 1998 followed by a continuous decrease from
1999 to 2005. Real incomes per worker increased thee1994-1998 period despite the 1992 CAP
reform which reduced institutional prices for céseand beef meat. However, these price cuts were
fully compensated by direct aids and labour praditgtgains were rather high over the years 1994 to
1998. By contrast, price cut compensation was patyial following the Agenda 2000 CAP reform of
1999 and labour productivity gains were much lowssar the years 1999 to 2005 (Butault, 2006). This
contrasted evolution has brought the indicéfoto a level of around 17,000 euros in 2005, that is
level only slightly greater than the 1993 levelgiies for 2006 suggest a significant increaseah re
incomes per worker, essentially thanks to posibwgput price effects.

In “2005” (average of the years 2001 to 2005), egalcultural incomes per family worker of French
professional farms were equal to 20,200 elr®his average figure masks substantial disparities
among units classified according to their produuatice and their economic dimension. On average,
farms of the highest economic dimension (more thd® ESUs) had an income per family worker
three times higher than farms of the lowest econatimension (less than 30 ESUSs), respectively
32,400 and 11,700 euros. The ratio of incomes ewatue of production plus direct aids was equal to
20%. The higher the economic dimension, the lowerratio of incomes on the value of production
plus direct aids (from 25% for the farms of the éstveconomic dimension to 18% for the farms of the
highest economic dimension). On average, direc @dresented 87% of incomes. The dependence of
incomes on direct aids was largely greater thar?/d @& beef farms (148%), sheep and goat farms
(140%), as well as for producers of cereals arskeds (127%). It was equal to 87% for dairy farms.
It was very low for farms specialised in pork armuipry (29%), horticulture and permanent crops
(24%), as well as wine production (8%). The depandef incomes upon direct aids will very likely
increase in the next years, ceteris paribus, becafusn increasing number of products includedhén t
CAP reform process (olive oil, tobacco, sugar,tfr@nd vegetables, wine). Interestingly, the rafio
direct aids on incomes is equally important forcidisses of economic dimension.

4. Impacts of domestic support reforms on agricultral activity incomes in France
The baseline: Impacts of the Single Payment Scloenf@ench agricultural incomes

The 2003 Single Payment Scheme (SPS) mitigatesai®B6P most of per-hectare and per-head direct
aids. France chose to implement the SPS usingisharical model which, by construction, maintains
unchanged the distribution of first-pillar budgenhfls among farms, ceteris paribus. France mairtaine
coupled 25% of direct aids for arable crops, 10G%ucker cow premiums, 100% of calf slaughter
premiums, 40% of adult cattle slaughter premiunt %0% of sheep and goat premiums. France has
thus fully exploited the possibility offered by tBeropean legislation of maintaining coupled sorne o
direct aids that were formerly granted on a petdrecor per-head basis. The baseline situation
includes the dairy and sugar reforms. It assumas®% of land under mandatory set aside is used
for production of biofuels and it incorporates a B8ndatory modulation rate. Prices and quantities
are assumed unchanged at “2005” levels.

Under these baseline assumptions (H1), the singyenpnt (57% of total direct aids) amounts to
16,500 euros per farm and 234 euros per hectamgleSpayment amounts per farm and per hectare
vary considerably according to farm orientationr Egample, the single payment per farm is three
times higher for a wheat grower (29,500 euros) fbaa specialised beef producer (11,500 euros). By
definition of the historical model, the single pagmh per farm is higher for units previously oriehte
towards highly supported productions (arable crafilis and beef). It is lower for beef farms (14,900
euros per farm) than for dairy farms (23,000 eyses farm) or farms specialised in arable crops

" The indicator considered here is the net operatimplus defined per family worker (expressed inW&yand in real terms
(in euros of the year 2005).



(26,200 euros per farm) because of a higher degfreecoupling in beef relative to milk and arable
crops. The higher the size of the farm (expressdwctares), the higher the single payment per,farm
ceteris paribus. The ratio of the SFP on total afirds varies significantly in function of farm
orientation / specialisation. This ratio is lower &xtensive dairy, beef and sheep farms becaease th
units are also supported through second-pillar oreaswvhich are not included in the SFP. This is the
case in particular for extensive dairy, beef angeghfarms in mountainous areas. The single payment
per hectare (on average 234 euros) varies from €l2bs (sheep and goat farms) to 349 euros
(specialised dairy farms with a surface in foddetiza greater than 30% of total forage area). It is
significantly lower for beef farms (167 euros) tHandairy farms (270 euros) and farms specialised
arable crops (290 euros).

Scenario S1: Impacts of total decoupling

Under the assumption of total decoupling (scen@fiyy the single payment (80% of total direct aids)
amounts to 23,100 euros per farm and 327 eurodheeare (an increase by 40% relative to the
assumption of partial recoupling). The increasefpen and/or per hectare is logically more marked
for beef farms (the single payment per beef farendases from 14,900 euros in the baseline to 28,600
euros in this scenario S1, that is a rise of 928antfor dairy farms (the single payment per dairy
farms increases from 23,000 under H1 to 27,800scundler S1, that is a rise of 21%). The single
payment per farm and per hectare of arable croplysers increases by about 25% due to the
inclusion into the SFP of the 25% of direct aidsttwere previously maintained coupled. Even under
the assumption of total decoupling, consideraklfiedinces remain in amounts of decoupled aids per
farm and/or per hectare. The single payment petaheds equal to 177 euros for specialised dairy
farms with a fodder maize surface lower than 10%otEl forage area, but to 415 euros for specidlise
dairy farms with a fodder maize surface greaten tB@% of total forage area. On average, the single
payment per hectare is equal to 321 euros for faeefs, 327 euros for dairy farms and 368 euros for
arable crop farms.

Scenario S2: Impacts of a 20% mandatory modulation

The second scenario S2 assumes a mandatory modubditall first-pillar direct aids at a rate of 20%
all the funds saved through this mechanism beiadjosated on existing measures of the second
pillar.2 By construction of the scenario, its impact onakierage income of French professional farms
is null. However, some types of farms loose whileeo types gain. Units which suffer the most are
those which, under H1, received large amountsrst-fiillar direct aids and small amounts of second-
pillar subsidies. This is the case, for examplearable crop producers who record an income loss of
19% and intensive dairy farmers who suffer fromramome decrease of 14%. By contrast, extensive
livestock farms, notably those located in mountaieas, register significant gains: incomes increase
by 48% for sheep and goat farms, 45% for grassebda@gy farms and 25% for specialised beef
farms. This modulation scenario would favour smiadige units relative to large size units. In other
words, the distribution of direct aids would begklly less unequal in this scenario S1 relativeh®o
baseline H1.

Regarding output price changes that would be neazle@utralise the positive or negative effect on
incomes of this 20% modulation scenario, one néitesthat a very small increase (1%) would be
sufficient so that incomes of dairy farms are tames in the baseline H1 and in this scenario Sthdn
same way, a relatively small increase (5%) in rio& cereals and oilseeds would be sufficient to
neutralise the negative impact on incomes of aratdp producers of this 20% modulation scenario.
These average figures mask significant dispardie®ng farms according to their product choice
and/or economic dimension. The case of dairy fatimstrates this diversity. Farm-gate milk prices
should increase by 3% to maintain unchanged incavhédsdder maize based dairy farms but they
should decrease by 14% to maintain unchanged incofngrass-based dairy farms.

8 Of course, the redistributive effects of any matioh scenario critically depend on the way funds reallocated on the
second pillar.



Scenario S3: Impacts of a 35% cut in first-pillaredtt aids

The third scenario S3 assumes full decoupling. SRE is applied using the regionalised model. Unit
values of entitlements are thus identical for tamfers located in the same region. These unit salue
are cut by 35%. But contrary to S2, funds savedkbdo this mechanism are not used to increase
second-pillar subsidies.

On average, incomes of French professional farnesedee by 28% (8,100 euros) because of the
decrease by 35% in first-pillar decoupled diredsailncome losses are particularly important for
arable crop growers (-50%) and beef producers (34Bairy farms also suffer from a substantial
income decrease (-32%) with important differencesoeding to farm characteristics. While fodder
maize based large units record an income loss f, 4fass-based small to medium units obtain an
income gain. However, output price changes needegutralize these huge income losses would be
rather “modest”. Farm-gate milk prices should iase by 7%, beef prices by 14% and arable crop
prices by 11%.

Concluding comments

Given the weight of direct aids in agricultural @amees, any reduction in first-pillar direct aids fond
any redistribution of funds from the first to thecend pillar will significantly impact most type$ o
farms. Accordingly, it would be economically (andliically) dangerous to implement too drastic and
rapid cuts in first-pillar direct aids. In other wis, cuts should be spread over several yeardaw al
farmers to adapt. The dependence of farm incomesreat aids also highlights the risk of a domestic
support reform strategy excessively based on a amgim of “communicating vessels” (cuts in first-
pillar aids to increase budget support of the sdqultar). Clearly, a better strategy would besfito
define policy objectives, be they of the first ecand pillar; second to define efficient instrunseand
resources needed to achieve these objectivesatmebpect, it is clear that the 2003 CAP reformsdo
not address the question of small and poor farmes; often located in marginal zones where
agriculture is still a major economic activity aathployment alternatives are seldom. In the same
way, it does not address the question of agricalltprice and income instability. Income support
expenditure could and should be significantly redband funds saved by this way used to finance
price and income stabilisation programmes as wsllr@munerate positive environmental and
territorial public goods.
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