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Abstract

The Common Agricultural Policy (CAP) has undergaignificant changes under the
2003 reform. This study estimates the contributiohthe CAP to the European farm
and food sectors and of some of the costs assecrdth reallocating resources to
these sectors. The study concentrates on the £ftédctome of the most distorting
public instruments: direct payments, border pradectand export subsidies
(components of Pillar | funding) in 2007.

Despite attempts to cut the link between suppadt @oduction, the CAP contributes
to maintaining farm and food sectors up to 8 paet &arger in the EU than if the CAP
did not exist.

The economic efficiency costs of allocating additibresources to the farm and food
sectors amount to some €38 billion, with the EUdpp®rting more than €34 billion in
allocative efficiency costs. Although the cost dadtdrtions in the new Member States
(NMS) is smaller, they are expected to increasdir@st payments are phased in. Parts
of the costs suffered by the EU are compensatednbynprovement in its terms of
trade in the order of €17 billion, at the expenkthe EU’s trading partners, especially
from Latin America. The benefits of the CAP areadited very unevenly across the
farm and food sectors, depending on the effectate of protection that affects each
operation.

The estimates are static and do not account fodgngmic effect such as the lack of
research into activities whose returns are lowdrgdhe CAP. The estimates also
abstract from the fact that the CAP maintains nmaigfarms in production, thus
reducing the productivity of the sector as a whole.

An alternative way of interpreting the resultshsatteliminating the parts of the CAP
modelled is likely to increase the production ptitdrof the EU by at least €38 billion.
Further gains could be possible if liberalisatioriie EU prompted other economies to
liberalise their farm and food sectors.



Introduction

The Common Agricultural Policy (CAP) has a multiudf facets and is in constant
evolution. Successive reforms have effected mamngés to the incentives that
European Union (EU) agricultural sector faces amd the EU and global economies
react to it. Since its inception, the CAP has esdhfrom a commodity-focussed
program with very specific objectives, among whiehsuring food security and
supporting farm incomes in Europe, into a systensugdport mechanisms with very

diverse objective€ In addition to changes in policy, membership & BU itself has
changed dramatically with successive enlargemehiiss changing the place of
agriculture in the EU. In 2008, a ‘health check’ swaonducted to adjust the
implementation of the 2003 reforms. Relatively reagevelopments of the CAP have
included:

the partial decoupling of direct payments, withxilbélity across Member States,
and

the strengthening of rural development paymentse@ally relevant among new
Member States.

These changes in policies and the changes in EUberesmp have affected how the
CAP influences EU rural sectors, the broader EUnenues, global markets, and
economies around the world. A complex policy sushitee CAP has many different
effects; for example:

it involves income transfers (for example from tayers and consumers to the
farm sector and to food processing),

it modifies the structure of the EU economy (foaewle, by attracting or retaining
resources in parts of the rural sector, which otis® would be employed
somewhere else in the economy),

it reallocates resources in economies outside theals they adapt to world prices
that are distorted by the CAP,

it involves some efficiency costs within the EU aghkbbally as resources are
reallocated from their most efficient use in resgoto support prices.

2 Formal objectives of the CAP are set out in Aeti89 of the consolidated version of the Treaty on
the Functioning of the European Union as it reduitsn the amendments introduced by the Treaty
of Lisbon (ex Article 33 of the Treaty establishihg European Community). European agriculture
is facing significant challenges over the comingattes. Issues like the effects of climate change,
the management of natural resources, and the cirisddtle to ensure food safety and security
require a careful cost-benefit analysis. An innweavision will be needed to incorporate these
different challenges into the CAP and match themwitp the most appropriate public and private
policies (Boulanger and Messerlin 2010).



This paper attempts to assess the benefits ofrelimg European agricultural direct
payments as well as the main policies that arestinfo price support programmes —
I.e. export refunds and border protection. This radassessment was conducted using
recent data on the CAP in a general equilibriunmé&eork, in order to capture the
economy-wide effects of reallocating resources.

Rural development programmes from Pillar 1l are madelled, mainly because of
lack of information: under these programs, rurale@oment activities are co-funded
by the EU and national governments. The total amhotifunding is what determines
economic behaviour, and the lack of disaggregatéarmation makes it difficult to
assess the effect of Pillar Il programs.

The remainder of this paper is organised as follows

Section 1 outlines a quantitative picture of theFCA
. Section 2 presents the effects of the CAP on thhefg@an economy
Section 3 provides the impacts on the world economy



1. The CAP framework

The CAP often represents nearly half of the EU letidgroviding support to a
shrinking part of the EU’s economy. It has underaignificant reforms since the
early 1990s, with the aim of improving its marketeatation (box 1). This section
focuses on the policy framework which results mafndm the 2003 reforms.

Notwithstanding major reforms in 2003, the CAP @ntinually evolving — while
some of the 2003 reforms are yet to be fully immated, new changes are being
introduced. Adding to the complexity, EU members agse additional, national
intervention tools that are applied within a comniah legal framework.

Structure of the CAP

Budgetary expenditure on the CAP is characterigetvb ‘pillars’

- Pillar I — market support mechanisms and directnpayts, which are funded
through the European Agricultural Guarantee FUrRGE)

Pillar 1l — rural development initiatives, whicheafunded through the European
Agricultural Fund for Rural Development (EAFRD).

3 The discussion is couched in terms of policigglied in the EU15 (Austria, Belgium, Denmark,
Finland, France, Germany, Greece, Ireland, Italyidmbourg, the Netherlands, Portugal, Spain,
Sweden, and the United Kingdom) and in the new Mangtates (NMS). A group of 10 new
Member States (NMS10) joined in 2004: Cyprus, Cz&dpublic, Estonia, Hungary, Latvia,
Lithuania, Malta, Poland, Slovakia and Slovenia.oTmore members (NMS2) joined in 2007:
Bulgaria and Romania.



Box 1 Recent CAP milestones

+ 1992 — The ‘MacSharry’ reforms reduced the level of market price support and
introduced direct support. The MacSharry reforms included production limits to
address surpluses, rural development measures with an environmental focus, and
mandatory land set-aside.

« 2000 —The ‘Agenda 2000" reforms reinforced the market-orientation and
environmental focus of the CAP. Agenda 2000 included a comprehensive rural
development policy, which built on earlier reforms, and further reductions in
intervention prices, which were compensated by direct payments.

« 2003 —The 2003 reform was marked by decoupling direct payments from
production to enable farmers to better respond to prevailing market conditions. It
also strengthened rural development policy, including a reduction in direct payments
— modulation — to fund an increase in rural development.

+ 2008 — The 2008 ‘Health Check’ introduces short-term adjustments in the
European regulations (appendix Table 13).

Figure 1 European CAP expenditures by category of measures, 2007
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Data source: European Commission 2008a

In 2007, Pillar | funding represented around 80 pent of the European budget
devoted to the CAP, most of which was in the forindmect payments, with the
remainder used to fund market interventions, incdgexport subsidies (figure 1).

EU members have more flexibility than ever to defimeasures and implement,
monitor and source funding for policies. Spendiegeen the first and second pillars
varies greatly across Member States (figures 23nd@he majority of expenditure is
made up of direct payments for EU15 members. Rdealelopment (Pillar II)
expenditure accounts for a larger share in the NMS.

4 As discussed in box 2, the use of direct paymtitiar [) is scheduled to increase in the NMS.



Figure 2 European expenditures by Member State: Pillar | and Pillar I
Billion Euros, 2007
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Figure 3 European expenditures by Member State: Pillar | an  d Pillar 1l
Relative shares, 2007
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The decreasing level of market support prices amdpensating increase in direct
payments is reflected in the small shares of maskeport in figures 2 and 3. The
small share of market support expenditure is alsefiection of high commodity
prices in 2007, which reduced or eliminated diffexes between support prices and
world prices for some commodities.



The most distorting CAP instruments

Market support

The predominant market support mechanism is thee guarantee. The level of price
guarantees has been reduced steadily since the.1960etheless, price supports still
exist for selected commodities and give rise tosglibs when storage is required,
when commodities are sold on world markets at priselow the support price or
when farmers are compensated for other intervesijsuch as destroying vines).

For a given support price, the value of export glies varies with changes in world
prices. This affects the way that export subsidies allocated across commoditfes.
For example, recently, the sugar and dairy secttbiracted roughly 75 per cent of the
expenditures devoted to export subsidies (figure 4)

Market intervention can also be effected througbdpction quotas which limit
production (mainly for sugar and milk) and do notalve budget expenditures, and
land set-aside programs (compulsory or voluntarigh Wudgetary expenditures that
are integrated into direct paymefts.

Direct Payments

Direct payments were designed to compensate farfoeneduced price guarantees
since 1992. They were originally ‘coupled’ — thaf fied to either producing certain
commaodities or using certain inputs in the produtiprocess.

There have been efforts to break the link betwemome support and agricultural
production — that is, to ‘decouple’ support. Decegppayments are designed to give
farmers a guaranteed minimum level of income wénleiding market distortions.

5 According to the WTO, export subsidies notifieglthe European Commission represent around
90 per cent of those notified by all WTO memberd(M2007).

6 Land set-aside was first introduced to prevemplsses accumulating and was compulsory for
large producers. Compulsory land set-aside wasishieal under the Health Check in 2008 (see
Table 13).



Figure 4 Expenditure by sector and type of market intervent ion
measure 2
Million Euros, 2006
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Data source: European Commission 2008b

The 2003 reform introduced the single payment scheme (SPS), widnect
payments are not related to current productionsimts (box 2). It also introduced
‘cross-compliance’, where payments are linked tom&s achieving certain
environmental, animal welfare and quality standdbds 3).

Direct payments were introduced with the 1992 mafais to compensate farmers for
decreases in guaranteed prices. Despite furthermsf direct payments continue to
affect yields and production. By running againstvgte efficiency and the public
legitimacy of the CAP, the distribution of farm sidiies jeopardises the sustainability
of these public payments — at least in their pr&32€bmposition (Boulanger, 2005 and
2010).

7 For a detailed analysis of the 2003 CAP reformgrito OECD (2004).



Figure 5 Direct payments as a share of agricultural outputs 2
Per cent, 2006-07
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The value of direct payments, divided by the asdistalue of agricultural output gives
a measure of the relative level of assistance adh$ member8.Subsidy rates are
highly variable across the EU, exceeding 20 pet oereece and Ireland, and less
than 5 per cent in the Netherlands and the NMSi@d).

8 The level of assisted output includes outputroit and vegetables, even though this is not alyigh
supported sector. This measure is therefore a Itdoend on the rate of assistance provided by

direct payments.
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Box 2 The Single Payment Scheme

The single payment scheme is designed to cut the link between income support and
production decisions. There are two basic SPS models: (i) an historic model, in which
entittements are based on the amount of payments received per farm during a
reference period (2000-2002), divided by the number of hectares in the reference year,
and which generates a different payment for each farm; (ii) a regional model, in which a
flat rate entitlement is paid, based on the total amount of payments received and the
total number of eligible hectares in that region during the reference period.

In the historic approach, farmers who did not receive direct payments in the reference
year are not eligible for the SPS, but entitlements are tradeable in most countries.

Static and dynamic hybrid models have also been implemented,. In the static version,
the entitlements remain the same over time. In the dynamic version, a proportion of the
entitlement is based on a historic reference period and decreases over time, and a flat
rate element increases. The most common SPS model is the historic model (table
below).

The SPS was introduced in the 15 historic Member States and 2 of the NMS (Slovenia
and Malta) and a transitory Single Area Payment Scheme (SAPS) is paid to the
remaining 10 NMS. The SAPS is a uniform payment per hectare, up to a national
ceiling. The payments are fully paid by the European budget to the NMS once a
phasing-in period is completed (in 2013 for all except for Bulgaria and Romania, fo
which the period ends in 2016).

SPS implementation models

Historic Regional Static Hybrid Dynamic Hybrid

Austria Malta Denmark Finland
Belgium Slovenia Luxembourg Germany
France Sweden UK-England
Greece UK-N.Ireland

Ireland

Italy

Netherlands

Portugal

Spain

UK-Scotland

UK-Wales

Source: European Commission, 2008

Degree of decoupling

The concept of decoupling is difficult to definetisgactorily. To the extent that any
support of a sector attracts resources in thabgettmay be argued that decoupling
cannot exist, in the sense that it always affeeisnérs’ cropping and resource
allocation decisions. However, a weaker versiodaxfoupling might be considered as
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an income support payment that does not affectibpping mix chosen by a farmer.
Although it might be conceivable conceptually, suchHorm of income support is
difficult to implement in practice without affecgnfarmers’ allocation decisions.
Bearing this in mind, the following discussion agguthat some degree of decoupling
is being implemented.

Within the EU-wide framework which guides the implentation and management of
direct payments, the 2003 reform provides MembeateStwith some flexibility in
implementing the SPS, including in the degree aodeling. Links between support
and production remain in some countries.

Members can maintain a proportion of product-spedirect support where they
believe that moving to the SPS would result in paithn abandonment or severe
market disturbances. The proportion allowed vaae®ss commodities, with the
option applying to cereals, beef, sheep, goatee @il and cotton.

Member States may also grant ‘additional paymetaispecific types of farming
which are considered important for the protection emhancement of the
environment, or for improving the quality and mdikeg of agricultural products.
These additional payments can use up to 10 perdfethie funds available under
national ceilings in the SPSAdditional payments therefore reduce the funds
available for basic SPS and product specific paysien

Where coupled subsidies remain, they are genedefiyed either per hectare or herd
size. In the 2007 financial year, around 20 pert edrdirect payments made in the
EU15 countries remained coupled to production, giotinis masks large differences
in the degree across the EU15 (figure 6). Onlyalnd| Luxembourg, Malta and the
United Kingdom have fully decoupled their paymenish the introduction of the
SPS. Others have retained a sizeable proportiacogpled payments, including the
Netherlands (though the amounts of direct paymargsmall), Portugal and Spdid.
Of the payments that remain coupled, more thanes@@nt are allocated to grains and
beef in the EU15 (Table 1).

To the extent that direct payments have been déetuphe effects of support from
direct payments on the allocation of resourcesiwigigriculture have been reduced.
However, decoupled payments still retain resouncesagriculture by increasing

returns to these resources when they are employeisi sectoil

9 Article 68 of Council Regulation (EC) 73/2009 #&harticle reviews article 69 of Council
Regulation (CE) 1782/2003)

10 see also Table 1 for additional detail on padtioupling.

11 The effects of decoupling payments are diffidoltascertain. The OECD has a large body of
analysis on the issue (see, for example, OECD 2Z8@5a and 2005b).
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The degree of any aggregate supply response depenttee mobility of factors of
production. Where they are very mobile, there stranger resource reallocation away
from other industries into farming. Where an inmiither less mobile or in fixed
supply, such as agricultural land, any potentiajragate supply response will be
dampened, depending on the degree of substituyabflihis input with other inputs —
as is the case for land and fertilisers (Frand&emsfelt, and Jensen 2002).

It is sufficient for payments to be contingent bie tecipient being involved in farming
for the measure to have some effect on productaitems (OECD 2005a). Whether
there is an effect or not depends on whether tinelitons are binding — if they are
not, production decisions will not be affected bg SPS and if they are, the farmer
will take action that would otherwise not be taken.

Figure 6 Shares of coupled and decoupled payment
Per cent, 2006-07
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Data source: European Commission, 2008d
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Table 1 Allocation of coupled payments across commodities

Per cent, 2006-07

and programs 2

Aus Bel Den Fin Fra Ger Grc Ire ta Lux Net Por Spa Swe UK EUI15C
Cereals, oil seeds and
protein 12 09 16 34 503 96 37 169 94 167 04 02 295 1.7 26.8 27.3
Beef 472 989 739 512 381 09 70.8 46 333 198 374 218 295 28 27.2
Sheep and goat 16 16 34 01 58 0.2 11.0 14.8 0.4 5.3
Dairy 50.0 . o . . 42 06 01 00 755 256 62.3 . 10.1
Potato 14 195 7.8 0.7 431 4.2 2.6 14
Rice 0.4 2.2 17.1 44 3.2 2.8
Olive groves 0.0 2.3 -0.1 02 7.2 1.9
Tobacco 19 244 48 31.9 28 43 5.4
Hops 0.0 2.8 "
Nuts . 01 01 09 2.7 . 17 4.2 . 14
Energy crops 03 02 34 14 07 191 58 00 500 00 00 06 16 148 0.9
Silkworms 0.1 . .
Dried grapes 22.2 00 01 1.8
Bananas 3.3 0.1 1.0 2.9 20
Sugar beet and cane 3.1 0.3
Cotton 38.4 4.0 4.1
Country specific payments 34.6 18.7 31.1 38 66 23 552 6.7
POSEIP 1.1 2.7 0.0 11.8 0.9 1.3
Other . . . .
TOTAL 100 100 100 100 100 100 100 100 100 100 100 100 100 100 100 100

& Blank cells indicate no coupled payments. b The POSEI measures target agriculture in the
disadvantages. .. less than 0.05 per cent. € In 2007, payments to the NMS were small and decoupled.

Source: European Commission 2008d

EU’s remote regions, taking into account geographical and economic
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Box 3 Economic effects of cross-compliance measures

The 2003 reforms introduced the concept of cross-compliance, which makes direct
payments conditional on farm systems achieving certain environmental and animal
welfare standards in production. These requirements aim to address social and
environmental objectives, while providing income support to farmers. Importantly,
cross-compliance requirements are already enshrined in existing legislation. Cross-
compliance therefore aims to improve compliance with established regulation.

Cross-compliance measures can create incentives to change production patterns, or
induce a change in production methods and commodity yields. The extent of these
effects depends on the nature of the requirement, the cost of compliance and the cost
structure of production across commodities. For example, animal welfare requirements
affect livestock farmers but not crop farmers, and limitations on the use of pesticides
affect crop farmers more directly than livestock farmers.

The cross-compliance regulations can increase unit costs. This can shift the farm
supply curve up, and can lower output and increase prices. Evidence to date suggests
that the majority of cross-compliance obligations have had little or no direct impact on
farm production costs. The associated direct income payment, however, tends to shift
the supply curve back down. The net effect on production and prices is ambiguous;
accurately measuring the net effects of cross-compliance is therefore difficult and
would require further modelling research.

There may be significant externalities ensuing from cross-compliance that would
require consideration when evaluating the net impact of the measures on society, but
these are inherently difficult to measure.

The impact of cross-compliance measures on the agricultural sector can depend on the
willingness of the society to pay for the cost of meeting enhanced environmental and
animal welfare standards. Cross-compliance raises subsidiarity issue since European,
national and local preferences can be divergent.

Sources: Alliance Environnement 2007, OECD 2005b and Van Tongeren 2008

The overall effect of decoupling on both agricuduputput and its composition must

be determined empirically. Effects within an agltietal sector tend to be strongest in

countries that maintain a high degree of couplegnaats, such as France and Spain.
An aggregate supply response is also likely, asuregs shift into agriculture, away

from industries where the marginal product of thes®urces may be higher.

Border protection

The EU protects the agricultural sector with vasiomport duties —ad valorem and
specific tariffs, and tariff rate quotas. When mead in tariff equivalents, the border
protection of agriculture and food processing ighler than that for manufacturing
(Table 2). In general, agricultural and food preeg goods with the largest domestic
production in the EU face the highest rates ofguidn. For example, cereals have an

15



average protection rate of about 50 per cent, whibse agricultural goods generally
not produced in the EU are subject to lower rades @ppendix Table 14).

Table 2 European Union applied MFN tariff rates 2
Per cent, 2008

Description & Simple average tariff Range
Agriculture and hunting P 9.9 0-139.6
Manufacture of food, beverage, tobacco 194 0-604.3
Manufacturing excluding food processing 3.8 0-89.8

& |SIC (Rev.2) definitions.

b Import duties for durum wheat, high quality soft wheat, rye and sorghum were suspended between December
2007 and June 2009.

Source: WTO 2009

The EU grants preferential access to imports otatjure and food from some areas.
For example, average protection on imports fronstlekeveloped countries is often
between one and two per cent (largely as a consequa the Everything But Arms
agreement). Also, the EU's Generalised System efeRmces (GSP) provides
preferences to developing countries on most offftdines and the GSP+ offers
additional tariff reductions coupled to sustainatk¥elopment and good governance
citeria. There has also been some liberalisatiooutih preferential trade agreements.
Differences in rates of border protection can adthé costs of protection by distorting
production patterns.

The EU’s dispersion of protection is very high, lwié large variation in rates of
protection across trade partners, and across podiwe to tariff peaks on a few
agricultural commodities such as sugar, meat ang (Bouet et al. 2008).

Of the import duties imposed on agricultural anddgrocessing goods, a little over
half are ad-valorem tariff rates. Another 30 pemntcae specific tariffs. In addition, in
2006 the EU had 91 tariff quotas on agriculturaducts that were managed by the
Commission through a licensing system (WTO 2007).

16



2. European effects

With the elimination of the most distortive elementf the CAP, the reallocation of
resources to sectors that did not benefit from CAPport is likely to improve
allocative efficiency in Europ&. European production and economic welfare is likely
to increase, through increasing aggregate incordeansumption opportunities.

2.1. Disaggregated level

Overall, eliminating direct payments, export refsirashd border protection as it existed
in 2007 would lead to a reduction in the size afpcand livestock among EU15 by
about 8 per cent as presented in Table 3. Boragegiron removal would contribute
by far the most to this effect. The decrease wbgldmaller among the new Member
States for two reasons. First, because phasingrirdirect payments was still

incomplete in 20043 Second, because border protection is higher falymts grown
in EU15 than grown in EU12.

As the size of land devoted to supported farmintiyidies decreases in EU15, more
land would be reallocated to forestry, and to @&desxtent, to fruit and vegetable
activities. The reverse would occur in the new Menfbtates because farming activity

would increase as support in EU15 redukes.

Within the farming sector, fruit and vegetable atigs typically do not benefit from
direct payments — but rather from farming interasmgation fund. For these activities,
the elimination of direct payments that benefitestagricultural products would lead
to some reallocation of land (as well as labour eapital) to non-supported parts of
the EU15 farm sector. By contrast, in the new Mentiates, resources would flow
from fruit and vegetable activities toward cropsl dimestock as the extensive support
for these sectors in the EU15 is eliminated. Fanidl vegetables in EU15 and EU12
benefit from some border protection. Eliminatingstprotection would decrease fruit
and vegetable output as the European market waael €heaper imports. However,
this effect may be reduced if EU fruit and vegetadne of better quality than imports.
Differences in quality include higher added valwg producers as consumers are

likely to be willing to pay higher prices®

12 his analysis does not consider the effects of@mmylic support to other economic activities witliinrope
and outside.

13 pirect payments were small in 2007, but expeategkow after thgohasing-in period. The main effect of this
is likely to be the maintenance of a larger agtigall sector in the N. than otherwise and to prévesources
from exiting the sector.

14 But as direct payments increase in the N., thiscefvill be reduced — and may disappear in a saorh that
uses, say, data for 2011.

15 In addition to this sub-sectoral effect, Frascoan Meijl and von Tongeren (2003) identifiediacrease in
market access when the United-States also decrgasggricultural support. In the afore mentioneper, the

17



Table 3 Effects of removing CAP’s distortive elements on s ectoral
outputs within the EU

2007 baseline, per cent changes

Sectoral output Crops Live- Food Fruit | Forestry | Manuf . Serv.
CAP component / stock | process. | vegetable
Region
a. Direct payments
EU12 0.49 1.98 0.29 -0.49 -1.12 -0.26 -0.01
EU15 -1.92 -2.52 -0.76 1.21 1.70 0.29 0.05
b. Border protection
EU12 -2.48 -2.41 -5.56 -4.64 0.96 1.29 0.20
EU15 -6.23 -4.93 -4.92 -6.66 1.72 1.02 0.10
c. Total CAP
EU12 -1.97 -0.64 -5.61 -4.95 -0.04 1.12 0.19
EU15 -8.09 -7.64 -6.02 -5.62 3.35 1.35 0.15

Note: Columns are ordered in approximate decreasing order of assistance from the CAP — from left to right.
Source: Simulation results.

The main sectoral beneficiaries of resource reatlon following the simulation
would be manufacturing and services. Although thecgntage changes in services
might look small, they correspond to large absoar®unts since this sector accounts
for more than 70 per cent of the European econawtigity.

These estimates deserve three remarks. Firstisesale generated at the 57 sector
level and are aggregated in this section into bisextors for presentation purposes.
Nevertheless, the relatively high level of aggremat in terms of products — tends to
understate distributional and allocative effects. régional and individual activity
levels, effects are likely to be larger.

Second, in an increasingly open world, the CAP c$fehe resource reallocation
outside the EU which reflects the effects of CARtiaments in world prices.

Eliminating the CAP would increase world pricesaigriculture and food processing
but decrease prices for manufacturing and servsepresented in Table 4. Thus,
given the patterns of trade, effects on sectordpuis outside the EU would be
massive as presented in the section 3.

increased foreign market access for European expodrwhelmed the decreasing effect of removingpgean
support to European food processing.

18



Table 4 Effects of removing CAP’s distortive elements on w orld
prices,
2007 baseline, per cent changes

Sector Crops Livestock Forestry Food | Manufacturing Services
and fishing | processing
World price +2.08 +3.91 -0.16 +0.83 -0.10 -0.18
variation

Source: Simulation results.

Third, given the contribution of border protectitm sectoral output distortions, it
sheds light on the importance in restraining sudtruments within a multilateral
agreement. It gives to the Doha Round a crucialomamce as regards border
protection liberalisation. The effects of elimimagi European direct payments would
have smaller although significant impacts. Refognthe direct payment regime is
nevertheless also driven by budgetary considemti@ocial equity and society
expectations

2.2. Aggregated level

Eliminating the CAP’s distortive elements is pragxt to improve the allocation of
resources among the various sectors of the econantd,thus increases the EU’s
production potential — its Gross Domestic Prod@DP) — by nearly 38 billion euros
as presented in Table 5.

Some of the benefits derived from eliminating th&®R® distortive elements in terms
of production are lost through changes in EU impod export prices. This is because
the CAP enables the EU to increase the price ofnitg agricultural) exportables
relative to that of its (agricultural) importables.

Table 5 Effects of removing CAP’s distortive elements on E uropean
economic welfare and activity
2007 baseline, per cent changes, million euros in 2007 price changes

Economic welfare Economic activity

Regions Gross Domestic Absorption Gross Domestic Product
Per cent Value Per cent value

EU12 0.32 2,882 0.44 3,739
EU15 0.16 18,666 0.30 34,395
EU 0.23 21,548 0.31 38,134

Note: Gross Domestic Absorption (GDA) is sometimes referred to as Gross National Expenditure
(GNE); the sum of public and private consumption and investment. Hence, GDA = GNE = GDP — (X-
M).

Source: Simulation results.

The economic welfare of the EU as measured by gilossestic public and private
consumption and investmétis projected to increase by nearly 21.5 billiomosu

16 The exact term would be ‘gross domestic absorptmmemand-side measure of the purchasing power of
income.
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The bulk of this aggregate effect would occur ia #U15 because on the one hand
these Member States have larger distorted agrralilutput than the EU12, on the

other hand because many of these effects are skiamedd the EUL5, as stressed
above.

3. World effects

The world as a whole would experience a net welg@@ from the removal of the
most distortive CAP instruments. Europe would ke rirain beneficiary of reforming
its own agricultural policy. The reallocation ospairces within the economies across
the world and corresponding terms of trade effeatsild increase world economic
GDP and welfare by nearly 33 billion euros — therdpean border protection
elimination being the key contributing element.

3.1. Disaggregated level

The average level of barriers faced by differemiogters is summarised in Table 6.
They are affected by the composition of exportas gives rise to differences in the
average tariff rates faced by different exportershe EUL7 Given the pattern of its

exports to the EU, Latin America faces the highestrage barriers for the crop,
livestock and food product types that it exportshi® EU. Thus border protection from
the EU results in the largest reallocation of resesi in Latin America: the outputs of
the crops, livestock and food processing sectoes raduced, and output of the
manufacturing and services sectors increased Byilfion euros.

Table 6 Trade weighted average ad valorem equivalent tarif ~ f rates on
European imports,
2004, per cent

. . . Food
Exporting regions Crops Livestock process Average
Australia-NZ 4.36 0.37 16.62 11.89
East Asia 16.52 0.64 17.02 15.94
Rest of Asia 4.73 0.93 19.38 10.86
North America 9.55 1.82 16.17 11.93
Latin America 19.43 8.32 23.96 21.37
Africa 2.10 0.05 19.86 9.34
Rest of Europe 6.00 0.42 13.31 10.69
Total 10.94 1.75 18.76 14.62

Source: Calculations from the GTAP 7 database.

The high tariffs in the food processing sector (Wekxcess of 10 per cent on average)
leads to decreases in output in these sectoreiortter of 5 per cent in many regions.
The overall decrease in activity in this sectorsaié the EU is in the order of 18billion

17 One should consider that zero trade flows for isezommodities can result from some European
prohibitive tariffs.
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euros. The effects of tariff escalation are wellstrated with the results in Australia
and New Zealand: although the border protectioedday livestock exporters is low

relative to that faced by meat and dairy produitts, high protection afforded these
sectors have a flow-on impact upstream, reducingbse than 3.5 per cent the output
of both the food processing and the livestock sedtoAustralia and New Zealand.

Table 7 EU export subsidy rates by commodity

Per cent
Commaodity Subsidy rate
Cereal grains nec 2.11
Vegetables, fruit, nuts 0.13
Bovine meat products 2.30
Meat products nec 0.65
Dairy products 5.64
Processed rice 3.64
Sugar 25.97
Food products nec 0.52
Beverages and tobacco products 0.03

Source: Calculated from the GTAP 7 database

The EU subsidises exports of processed foods arallgsser extent, some agricultural
products!8 These subsidies are the difference between thédwpoice at which a
product is sold and the support price. The subsatlys assumed in the modelling are
presented in Table 7. These subsidies apply tBllexports of these products. Dairy
products and sugar benefit from the highest r&i€gt and 25.97 per cent of the value
of exports, respectively.

Table 8 Export refunds by destination region
2007, million euros, per cent of value of total exports
Importing region Crops Food processing
Value Rate Value Rate
Australia-NZ 0.02 0.04 7.84 0.74
East Asia 0.71 0.13 90.55 1.10
Rest of Asia 1.40 0.23 173.89 3.61
North America 1.23 0.15 72.37 0.66
Latin America 0.23 0.10 38.76 1.56
Africa 0.84 0.06 135.57 2.68
Rest of Europe 4.93 0.17 180.26 1.68
Total 9.36 0.15 699.24 1.60

Source: Simulation results.

Export subsidies benefit importers of EU produgtddwering the cost of purchasing
them and expanding the EU’s market. The effectexqfort subsidies on the EU’s

18 A possible alternative to export subsidies isttwessurplus production. Storage is often thoughig a more
expensive alternative than selling a product onvtbdd market, and gives rise to explicit budgetaogts.
Although some storage occurs, the cost of thisoogs not modeled, because of the lack of inforomati
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trading partners are a function of the amount @fsgly that they receive as presented
in Table 8. Export subsidies total 709 million eyrthe direct cost to EU taxpayers. A
large share of subsidies benefit consumers in nsgtbat import large amounts of
agricultural and food products from the EU: resiAsfa, Africa, rest of America and
rest of Europe.

Table 9 Effects of removing CAP’s distortive elements on s ectoral
outputs outside the EU
2007 baseline, per cent

CAP components / . Food Forestry Manuf- .

. Crops | Livestock . - . Services
Regions processing & fishing acturing
a. Direct payments
Australia & New-Zealand 0.31 1.07 -0.21 0.47 -0.22 0.01
East Asia 0.11 0.06 . 0.11 -0.04 .
Rest of Asia 0.15 0.46 -0.05 0.07 -0.08 -0.01
North America 0.50 0.34 -0.14 0.07 -0.07 0.01
Latin America 0.73 0.44 -0.09 0.15 -0.19 -0.01
Africa 0.63 0.48 -0.25 0.30 -0.20 -0.04
Rest of Europe 0.33 0.35 -0.29 0.41 -0.10 -0.01
b. Export refunds
Australia & New-Zealand -0.05 0.60 -0.15 0.48 -0.12
East Asia 0.01 0.04 0.01 0.06 . .
Rest of Asia 0.01 0.11 . 0.24 -0.02 -0.01
North America 0.03 0.13 -0.01 0.09 -0.01
Latin America 0.04 0.16 -0.01 0.18 -0.04 .
Africa 0.02 0.14 -0.02 0.35 -0.05 -0.01
Rest of Europe 0.09 0.12 -0.03 0.43 -0.05 -0.01
c. Border protection
Australia & New-Zealand 0.19 3.61 -0.77 3.53 -0.97 -0.01
East Asia 0.83 0.27 0.07 0.92 -0.16 -0.02
Rest of Asia 0.08 0.50 0.06 4.45 -1.15 -0.14
North America 1.73 1.03 -0.29 0.88 -0.19 -0.01
Latin America 2.25 11.88 -0.53 4.14 -2.39 -0.06
Africa 0.18 2.14 0.05 5.21 -0.74 0.03
Rest of Europe 1.49 1.46 -0.38 4.98 -0.84 -0.06
d. Total CAP
Australia & New-Zealand 0.49 4.89 -1.01 4.30 -1.28 -0.01
East Asia 0.96 0.39 0.07 1.10 -0.20 -0.02
Rest of Asia 0.23 1.07 0.02 5.01 -1.32 -0.15
North America 2.30 1.50 -0.45 1.07 -0.28 .
Latin America 2.78 12.70 -0.60 4.51 -2.64 -0.06
Africa 0.81 2.93 -0.18 6.13 -1.02 -0.02
Rest of Europe 1.95 1.94 -0.68 5.90 -1.00 -0.08

Note: .. between -0.005 and 0.005.
Source: Simulation results.

With export subsidies reducing the cost to impartef procuring EU exports of
agricultural and food products, the demand for Epoets of these products expands,
substituting for imports from other regions and f@wmestic productiod® This

19 Export subsidies are contingent on the level afgpsupport and on world prices; they bridge the lgatween
the two. For a given price support, the export glybmcreases as the world price decreases, fanpha in
response to an unexpected increase in foreign ptiodu As it increases, the export subsidy depsesse|d
prices further, as the European production arrimesthe already oversupplied world market. The ¢ffec
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accounts for the decline in agricultural and fooddoiction in non-EU regions and the
corresponding rise in the outputs of other indastds resources are shifted away from
agriculture and food processing and reemployedanufacturing and services.

The impacts outside the EU of removing the modbdise elements of the CAP are

summarised in Table 9. They illustrate how dram#ie effects of the CAP can be,

with border protection reducing the size of hemisSouth America by about 12 per

cent, and in Australia by about 3.5 per cent. Tdlatively high border protection and

reduced market access affecting some processed feedlts in decreases in the size
of processed food in some regions by 4 to 5 pet cen

3.2. Aggregated level

The following analysis of the global GDP and wetdfaffects of the CAP is couched in
terms of the contribution of the different partstoé CAP as it is modelled. Export
subsidy results are not presented, as the GDP alidre effects of export subsidies in
the modelling are very small (equal to zero at dleoimal points in almost all cases).

Table 10 shows that the main welfare impact ofaipayments is on the European
Union itself — a gain in welfare measured in terohsGDA equivalent to around 1

billion euros per annum (EU15 contributes to 768iom euros). This result can be
decomposed into changes in allocative efficiencpRPBand the EU’s terms of trade
as explained in the appendix.

Table 10 Effects of removing European direct payments on wo rid
economic welfare and economic activity
2007 baseline, per cent changes, million euros in 2007 price changes

Economic welfare Economic activity

Gross Domestic Absorption Gross Domestic Product

Region Per cent Value Per cent Value
Australia-NZ 0.04 283 . 4
East Asia 0.01 886 . -99
Rest of Asia . -13 . -56
North America 0.02 2,028 . -139
Latin America 0.02 531 -0.01 -146
Africa . 12 -0.01 -54
Rest of Europe . 48 -0.01 -267
EU12 0.02 159 -0.02 -209
EU15 0.01 762 0.05 5,509
World 0.01 4,822 0.01 4,822

Note: .. between -0.005 and 0.005.
Source: Simulation results.

Most of the gain is attributable to a gain in adlbee efficiency (more than 5 billion
euros in terms of 2007 GDP) associated with theadrttiverting resources away from

shown here is only that of the export subsidy,aal from that of any initial, unrelated decreasevorld
agricultural prices.
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non-supported sectors. This efficiency gain islpardmpensated by an impact in the
EU’s terms of trade. The rest of the world alsodigs from a net gain from direct

payments removal. For example, in North America, @DA increases by 0.02 per
cent, equivalent to more than 2 billion euros. Telfare gains can be largely
attributed to a terms of trade amelioration. Thdfave gain to the world of the

European direct payment removal is equivalent &bdllion euros per annum, which

is about 0.01 per cent of global GDA. This is thet affect of the various resource
reallocations that occur within the economies aribee world, and represents an
opportunity cost in terms of consumption possilesit

EU27 suffers the traditional efficiency losses thae associated with border
protection, in the order of 33.7 million euros,these measures encourage a larger
agricultural sector — and reduced activity in otbectors — in the European Union than
is a free trade equilibrium. Most of the effectguwrcin EU15. As illustrated in Table
11, these losses are partly compensated by a éraoSincome from the rest of the
world through an improvement of the European teofade, to the tune of almost
11.9 billion euros. A standard result of an econatmgt restricts its imports is to
induce a reduction in the world price of its imgoaind a relative increase in the price
of exports.

Table 11 Effects of removing European border protection on world
economic welfare and economic activity
2007 baseline, per cent changes, million euros in 2007 price changes

Economic welfare Economic activity

Gross Domestic Absorption Gross Domestic Product

Region Per cent Value Per cent Value
Australia-NZ 0.14 984 . 25
East Asia -0.04 -2,466 -0.01 -475
Rest of Asia 0.11 1,967 -0.03 -516
North America 0.01 1,377 -0.01 -688
Latin America 0.23 5,752 -0.05 -1,202
Africa 0.07 611 . 33
Rest of Europe 0.07 1,691 -0.06 -1,447
EU12 0.30 2,695 0.45 3,870
EU15 0.17 19,118 0.26 29,824
World 0.08 29,780 0.08 29,780

Note: .. between -0.005 and 0.005.
Source: Simulation results.

The aggregate effects of the CAP are analysedrinst®f their effects on economic
activity (changes in real GIZP) and on economic welfare (changes in real Gi)A

20 The measure of GDP used in this section is caiedilat purchaser prices and therefore includechapges
in indirect taxes (including tariffs), whether exssgus or endogenous. This accounts for differebetgseen
changes in GDP reported in this section and thedTeolumns, in the previous section, which exdwhy
effects of changes in indirect taxes.

21 As noted earlier, this measure of economic weléarenot account for many of the externalities thatCAP
might be able to produce.
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Since resources are held fixed in each countryngés in GDP are interpreted as
changes in allocative efficiency. Changes in welfare composed of changes in
allocative efficiency and gains or losses due @nges in the terms of trade.

Latin America and the rest of the world experieacdecrease in GDP due to lower
imports of manufactured goods by the European Unldms decrease is due to the
release of resources in European crops, livestadkf@od processing sectors leading
to an increase in production in other sectors —ufaturing, services and forestry.

In many cases, however, the decreases in GDP argeracted by improved terms of
trade. Almost all regions experience a welfare gedm removing European border
protection. Latin America as a group experiencesldingest gains because its exports
to the European Union face the highest protecfltne main source of this gain is an
improvement in the region’s terms of trade as tbedér protection reduces the price
they receive for their exports. Similarly, gains Australia and New Zealand are
mainly attributable to an improvement in the averagce of their exports induced by
the European protection removing. Importers of feggerience some detriment from
an increase in world food prices caused by lowencaljural protection in the
European Union.

The overall effects of removing CAP’s distortingmlents are made up of the effects
of each of the components modelled, as outlinede@bbhe largest contributor to the

aggregate effects of the CAP is the border praieatomponent, which accounts for

more than 80 per cent of the gains in Europeananeéind GDP.

Table 12 Effects of removing CAP’s distortive elements on w orld
economic welfare and economic activity
2007 baseline, per cent changes, million euros in 2007 price changes

Economic welfare Economic activity

Gross Domestic Absorption Gross Domestic Product

Region Per cent Value Per cent Value
Australia-NZ 0.19 1,352 . 28
East Asia -0.03 -1,803 -0.01 -651
Rest of Asia 0.10 1,865 -0.03 -664
North America 0.03 3,574 -0.01 -945
Latin America 0.26 6,380 -0.06 -1,429
Africa 0.05 410 -0.01 -115
Rest of Europe 0.06 1,327 -0.09 -2,042
EU12 0.32 2,882 0.44 3,739
EU15 0.16 18,666 0.30 34,395
World 0.08 33,037 0.08 33,037

Note: .. between -0.005 and 0.005.
Source: Simulation results.

The allocative efficiency gain to the EU of remayiris border protection, export
refunds and direct payments exceeds 38 billion®ufFbis amount does not account
for any of the costs of managing the diverse elésmehthe CAP, that is, the costs of
managing the tariff, the quota systems, or thectipayments. The discharge of such
administrative costs would have to be added to ghms of this counterfactual
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scenario. In addition to these financial gainsrahere additional allocative gains that
are due to the delivering of resources in managfrgCAP, when these resources
could be used in other parts of the economy. Howthise modelling experiment does

not consider any new financial transfer between KemStates when eliminating

direct payments that result from common financifighe CAP under the European
budget.

Finally, the world as a whole would experience & welfare gain as presented in
Table 12. Europe would be the main beneficiary efbrming its own agricultural
policy. East Asia, as relevant importers of food arporters of manufacturing, would
experience some welfare losses. Groups of countaeisg the highest European
protection —i.e. Latin and North America or Australia and New Zeala- would
highly benefit from the European liberalisation &hd increase in world commodity
and food prices. Hence the reallocation of resaurgghin the economies across the
world and corresponding terms of trade effects wontrease world economic GDP
and welfare by nearly 33 billion euros.

Border protection is mainly responsible for chaggine terms of trade in favour of the
European Union. A standard result of an economyricdag its imports is that it
reduces the world price of its imports and increatbee world price of its exports.
These effects are present in the model and the @A&uces again for the European
Union with a transfer from the rest of the worldtive order of 17 billion euros. This
transfer contributes to mitigating the large e#firecy costs of the CAP to the European
economies.

26



Concluding remarks

This paper estimates the contributions and costiseoCAP to the European and world
economies. This assessment was conducted usingt (@097) data on the CAP in a
general equilibrium framework, in order to captaoenomy-wide effects.

Not all the CAP could be modelled; for example,r¢hiss not enough information to
model the effects of rural development measuresoi®epillar expenditures are often
characterised by very diverse programmes that @s@aed to achieve certain public

good objectiveg2 To the extent that these objectives cannot effeltibe achieved
through market mechanisms, these expenditures rbgltbnsidered a legitimate use

of public funds23

By contrast, the effects of the first pillar wer@aelled — but without considering any
negative or positive externalities that could bgoagted with farming activities. First
pillar measures accounted in 2007 for the bulk ofogean budgetary expenditure
under the CAP, and consisted mainly in direct payselhese were included in the
modelling, as well as the main policies that aredus price support programmes
(border protection and export subsidies implieddifferences between world prices
and support prices — which were small in 2007).

The modelling results are sensitive to parametercels, specific model features, and
the structure of the database. They are also inlsgeypeflecting the limited ability of
CGE modelling to capture all costs and benefito@ased with the CAP. These
factors would need to be accounted for in a momprehensive analysis of the effects
of the CAP.

In addition to model and database limits, there sseeral other considerations that
have not been taken into account in the modellingdacted in this study, both
because some effects are inherently difficult tadedpand because the complexity of
the model increases with the number of effects ripm@ted. Accounting for the
following considerations would be an important &iddi to a comprehensive policy
assessment of the effects of the CAP: (i) cost drniaistering, managing and
monitoring the CAP; (ii) structural, competitiondaproductivity effects; (iii) effects
of cross-compliance and rural development measures.

Since the CAP is in constant evolution, this methias any study at a point in time is
either an attempt at an ex-post assessment offdeseof the CAP (as is this study) or
an ex-ante evaluation of the possible effects @ingles. The former is likely to have
more information available, and usually entails roons compromises to isolate the
effects of policies from all that has taken plagtée latter is often based on less

22 Byt not exclusively because the second pillahef€AP includes structural adjustment programs.

23 Joint production of some market commodity and jgpugbod can however be questionable. Moreover one
should argue that European budget aim at fundinggaan public goods, whereas national/local funding
should be used to finance national/local publicdgo(ee Bureau and Mahé, 2008).
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information, making it more difficult to review ankkss susceptible to thorough
criticism.

Notwithstanding the limitations of the modellingpetresults suggest that the CAP is
generating a significant welfare loss, particuladythe European Union itself. The
main results from this study call for the six follmg remarks:

First, given the heterogenic structure of assigaard structure of European farming
activities, agricultural support is stronger in Buthan EU12. However, the phasing-
in of direct payments in the new Member Stateskislyf to change this and to help
maintain marginal — inefficient — farm holdings.

Second, despite some ‘decoupling’, CAP assistatiiebsases production toward
products and activities that benefit from strongistance, either through direct
payments or through border protection, to the oetnit of other parts of the economy,
including manufacturing and services, but also dtsgeand some fruit and vegetable
crops which compete for land and do not benefinhfessistance.

Third, the European allocative efficiency costlod CAP as modelled was in the order
of 38 billion euros in 2007. This was compensategart by strong terms of trade

gains for the European Union — in which policy m&as increased the price of
exports and decreased the price of imports. Tlsi®dion contributed some 17 billion

euros to the European Union at the expense of atbedd economies.

Fourth, some parts of the farm sector are hurtilgctipayments that are allocated to
other parts of the sector. For example, parts @fftropean fruit and vegetable sector
are hurt by direct payments. Border protection seémncompensate some of these
effects, however, detailed analysis indicates thatignificant part of farm land is
likely to be diverted away from potato productidviore detailed analyses of the
structure of border protection are likely to shotver examples of this type of effects
of the CAP.

Fifth, the CAP has still global effects on agricuétl sectors across the world. For
example, on the one hand, Australian and South Raeibeef production is smaller
than it would be without the CAP, and so is thedpiion of cereals in parts of
Africa. On the other hand, as resources in the figao Union are diverted away from
manufacturing, Asian manufacturing exports increasehey substitute for European
production.

Sixth, an alternative way of interpreting the résuk that eliminating the most

distortive elements of the CAP is likely to incredbe European production potential
by at least 38 billion euros. Further gains infitven of increased market access could
be possible if liberalisation in the EU promptedhest economies to liberalise their

farm and food sectors
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Appendix: methodology

This study uses the GTAP model to estimate thdlikéfects of the CAP on the
European economies and globally.

The GTAP model and database

Given the interest in this study for the inter-seat effects and net aggregate effects of
the CAP, we use a general equilibrium model of éghenomy. This paper uses the
latest version of the GTAP model and database tdefibe effects of the CAP. The
model describes economic behaviour in all marketke real economy:

the producer sector, composed of farmers, foodgssmrs — who are primarily
affected by the CAP as producers and users of snpais well as that of producers
of other goods and services

the household sector, which consumes agriculturdlfaod products and all other
goods and services, invests and saves, and supgdbesr, capital and land to the
rest of the economy.

the government sector, which collects taxes angligees government services and
income transfers

As a model of the real economy, the GTAP modelwges financial markets and any
possible effects of monetary policy: the model jmles projections of changes in
relative prices.

In the implementation of the GTAP model used fas 8tudy, resources are assumed
not to move across regional borders. In the modedjons can include national
economiesdg the US, Australia, New Zealand and each EU Merfitate) or regions
(eg Rest of Europe). This captures short term adjustspéncluding the reallocation of
resources within the economies modelled.

The model is supported by a data structure whiah lma thought of as a set of
input-output tables linked by world trade; the bgsar of the data is 2004. A set of
parameters regulate the behaviour of the variouts pE the model — that is the
reactions to modelled changes in policies.

Model version 6.2 was used; it is documented intélat al 1997, and is available at
https://www.gtap.agecon.purdue.edu/models/currgmtEhe database (GTAP version
7) is documented in Narayanan and Walmsley 2008.

Strategy for assessing the effects of the CAP

The initial effect of the different parts of CAPpport is to change the relative prices
of supported products, reduce the cost of usingtsym the supported activities and
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increase the returns to factors employed in thepeued activities. Production is
reallocated across the world and resources ardocatdd within the world’s
economies in response to these changes in relagitens. A measure of this
reallocation is the change in sectoral outputs.

Since resources are assumed to be in fixed suppgach country, changes in real
gross domestic product (GDP) can be used as a meakefficiency gains or losses
that are due to allocative changes. Changes inaveclire measured as changes real
gross domestic absorption (GDA). The differencenveen changes in GDP and in
GDA are accounted for by the effects of changdakenterms of trade, that is, changes
in the price of a country’s exports relative to gree of its imports.

The effects of the CAP are assessed by simulatieg @imination of the most
distorting instruments. This creates a counterfctuhich represents the global
economy without the influence of the CAP, and agaiwhich to assess its
contribution and effects on welfare, production dratle flows in the European and
global economy.

Despite the detailed analysis, one must bear irdntinat quantitative modelling is
limited to what can be measured and to the avéihbif data. As a consequence, due
to the complexity of Pillar 11, its complementariyith Member State financing, and
the lack of data on the member-country componehtgwaffects the total amount of
funding, which is likely to affect farmer behaviputhe effects of Pillar Il were not
modelled. Further, as Pillar | funding is beingkld to cross-compliance measures
which involve externalities that are difficult tovvaduate (for example, adherence to
environmental and animal welfare standards), itdificult to assess the entire
contribution of Pillar | to welfare in the EU, ar the world for that matter.

For ease of exposition, results are aggregatedodiregional and industry levels.

The strategy in this paper is to attempt to captieeeffects of the CAP in 2007. For
this reason, Pillar | data for 2007 have been useshock the model instead of the
assistance as represented in the original GTAPodatawhich is based in 2004. In
contrast to domestic support, export subsidies amport duties for 2007 are
approximated by the rates found in the original GTdatabase.

Finally, the implementation of the CAP and its efteare highly variable from year to
year. For example, with the high food prices thavpiled in 2007, the role of price
support was negligible. Conversely, with fallingoéb prices in early 2009, the
contribution of price support in 2009 would be teglthan is illustrated in this paper
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Appendix: tables

Table 13 2008 CAP Health Check main issues and Council outc omes

Issue Council outcome

Set-aside Abolish the requirement to leave 10% of arable lands fallow

Milk quotas Increase quotas by 1% annually from 2009 to 2013 (milk quotas will be
phased out by April 2015)

Decoupling - Arable crops, olives and hops to be fully decoupled from 2010
» Seeds, beef and veal payments (except the suckler cow premium) to be

decoupled by 2012

SPS model Additional flexibility granted to Member States distributing decoupled
support under the historic model with funds to be distributed on a regional
basis

SAPS Extend the SAPS to 2013 (initially SAPS needed to be converted to the

Cross compliance

article 68 (ex-69)

Modulation

Intervention
mechanisms

Payment limitations

Specific scheme

Rural development

SPS by 2010-11

- Simplify the requirements by withdrawing some irrelevant and
redundant rules

« Implement new requirements on landscape features and water
management

« Member States may use up to 10 per cent of their financial ceiling to
grant measures to address disadvantages for farmers in certain regions
specialising in dairy, beef, goat and sheep meat, and rice farming

- Risk management measures broadened to include crop, animal and
plant insurance and mutual funds for animal diseases and
environmental incidents

 Overall increase in modulation by 5 per cent distributed over four steps
beginning in 2009, to reach 10 per cent by 2012

» Progressive modulation of 4 per cent for direct payments above
300,000 Euros

« Abolish intervention for pigmeat
 Set at zero the intervention quantity for barley and sorghum

« Introduce tendering for common wheat, butter and skim milk powder
once threshold has been reached

Apply either a minimum payment (100 Euros) or a minimum size of eligible
area per holding (1 hectare) with the exception of Portugal, Hungary and
Slovenia for which the minimum size remains 0.3 hectares

« Protein crops, rice and nuts will be decoupled by 1 January 2012
« Abolish the energy crop premium in 2010

- Reinforce programmes in the fields of climate change, renewable
energy, water management and biodiversity (funded with additional
modulation)

- Dairy and accompanying measures added as a nhew challenge

Source: European Commission 2009

31



Table 14  Applied MFN tariffs on selected products, EU, 2008

various commodities and classifications

Code Description Number of  Average Range  Standard
lines tariff (%) (%)  Deviation
(%)
HS22
9 Coffee, tea, mate and spices 42 3.0 0-12.5 4.2
10 Cereals 55 49.4 0-138.2 34.5
17 Sugar and sugar confectionary 42 35.7 0.1-604.3 95.0
24 Tobacco 30 28.6 10-74.9 17.4
51 Wool 70 4.0 0-8.0 3.1
52 Cotton 149 6.4 0-8.0 2.3
ISIC b Rev.2
1 Agriculture, hunting, forestry & fishing 565 9.3 0-139.6 13.8
11 Agriculture and hunting 422 9.9 0-139.6 155
12 Forestry and logging 36 0.3 0-3.2 0.9
3 Manufacturing 9009 6.7 0-604.3 14.8
Manufacturing excl. food processing 7247 3.8 0-89.9 4.0
Manufacture of food, beverage, tobacco 1762 194 0-604.3 30.4
311 Food products 1433 20.5 0-485.6 27.7
3111 Meat products 290 25.4 0-204.2 29.2
3112 Dairy products 150 32.4 0-189.7 33.2
3113 Fruit and vegetable canning 383 215 0-485.6 32.2
3115 Manufacture of oil and fats 128 10.2 0-161.9 21.8
3118 Sugar products 11 32.9 0-94.7 37.0
3132 Manufacture of wines 108 16.2 0-218.3 33.1
314 Tobacco manufacturing 9 41.8 10-74.9 25.5

&  Harmonized System (HS) of classification.
b International Standard Industrial Classification (ISIC) Revision 2.
Source: WTO 20009.
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Table 15 Partial decoupling: share of coupled payments by s ector and EU Member State, 2008
Per cent
maf((i);zlrl:g Belgium Denmark Germany Greece Spain France lItaly Netherlands Austria Portugal Slovenia Finland Sweden

Livestock
Sheep and goat 50 50 50 50 50 50 50
Slaughter (calves) 100 100b 100 100 100 100 100
Beef option 1 €

suckler cow premium 100 100 100 100 100 100

slaughter (adults) 40 40 40 40 40
Beef option 2

slaughter (adults) 100 100

special male
premium 75 75 75 75 75
Crops
Arable crops 25 25 25
Hops 25 25 25 25 25
Olive groves 40 6
Seeds
All species 100 100 100 100 100
Certain species 100 100 100 100 100

& |n the French overseas departments, in the Azores and Madeira (Portugal), in the Canary (Spain), 100% of direct payments remain coupled; b Only North region (Flanders
+ Brussels); © Member States can choose one of the two options presented in this table for retaining coupled payments to beef; a ‘suckler cow’ is one belonging to a herd

intended for rearing calves for meat production; the ‘special male premium’ is for holding male cows before either slaughter or export.

Source: European Commission, 2008c
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