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Foreword 

A group of independent agricultural economists was asked to 
undertake an economic assessment of current EC agricultural 
policy and to consider various ways to reform the common 
agricultural policy (CAP). The expert group was chaired 
by Arne Larsen, Director of the Institute of Agricultural 
Economics, Copenhagen. 

The results of the work of the expert group are presented in 
this report. The report reflects the consensus of opinion of 
the group of experts and contains a number of far-reaching 
recommendations for further reform of the CAP. These 
recommendations do not represent the position of the Com

mission but are, in the spirit of transparency, published 
together with the supporting analysis in order to contribute 
to the on-going discussions on agricultural policy reform. 

The report draws on evidence and analysis contained in 
papers provided by individual experts. These papers are 
published in a separate volume of European Economy 
entitled 'The economics of the CAP'. 

Heinrich Matthes 
Chairman of the Editorial Board of 

European Economy 
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Executive summary 

Most developed countries support agriculture in order to 
alleviate the social strains brought about by economic 
change. In this respect the European Community (EC) is no 
exception. Under the common agricultural policy (CAP), the 
level of support to agriculture in the EC is generally in line 
with that in other developed countries, taking into account 
relative income levels and the net balance of agricultural 
trade. 

With this background, the report suggests a general and 
long-term perspective for the future of the common agricul
tural policy. The fundamental approach is to separate more 
clearly two aspects of agricultural policy, that of economic 
efficiency on the one hand, and that of social and environ
mental measures on the other. The use of different instru
ments and institutions for these two areas would make the 
CAP more effective in achieving these objectives. 

The basic CAP instrument has been market price support, 
which encourages production but penalizes consumers, and 
has resulted in EC self-sufficiency or surpluses in most 
temperate farm products since the 1980s. This method, 
although always problematic, has over time become increas
ingly costly in terms of complicated administration, distortion 
of resource use, detrimental environmental effects and inter
national trade tensions. Although high food prices mean that 
the economic costs of the CAP continue to be borne mainly 
by EC users and consumers of farm products, taxpayers have 
faced increasingly budgetary costs of export and other 
disposal subsidies, intervention storage, direct payments to 
farmers and administration. Moreover, market support has 
also become increasingly inefficient as a way of helping 
those in farming who are most in need of income assistance. 

The 1992 CAP reforms, based on the Mac Sharry package, 
represent a major change in policy direction, from price 
support to direct payments, and will reduce some of the 
negative effects mentioned above. The package was essential 
in paving the way for a GATT settlement on agriculture. 
However, it is limited to about 50% of total EC agricultural 
output and has increased the imbalances in price support 
levels between commodities and has added to the administrat
ive burden of the CAP. Also, the direct payments are still 
partly tied to current levels of production, rather than being 
completely 'decoupled', and are not sufficiently targeted 
towards those farmers in need of support. 

For these reasons, considerations of economic efficiency 
alone would suggest further reform of the CAP. However, 
there are also compelling additional reasons for further 
change. The present policy seriously complicates the devel
opment offreer international trade, and the eventual enlarge
ment of the Community to the countries of Central Europe. 
Furthermore, with the introduction of direct income support, 
a clearer separation of the responsibility for internal market 
unity and for competition on the one hand, and the responsi
bility for more localized social and environmental aims of 
agricultural policy on the other, is possible. Whereas the 
responsibility for the former should remain at Community 
level, the principle of subsidiarity endorsed in the Maastricht 
Treaty of European Union suggests that the responsibility for 
the latter should be allocated to Member States. 

The main elements in such a reform are: 

(i) Further cuts in agricultural support prices, initially for 
commodities, such as milk products, fruit and veg
etables, sugar, tobacco and wine which have not been 
affected by the 1992 reforms. These price cuts should be 
phased in over a reasonable time period in order not to 
disrupt overly the production and rural conditions. 
Remaining import levies and quotas should be trans
formed into flat ad valorem tariffs which would restore 
world market links. The objective should be a level of 
market protection no higher than that enjoyed by other 
sectors in the EC economy. 

(ii) Compensation for price cuts could continue via direct 
payments, as in the 1992 reforms. However, these 
payments should be completely decoupled from current 
levels of production and use of production factors, for 
both existing and new compensations. 

(iii) Initially, compensatory payments should be financed by 
the EC budget as at present, but gradually (over 7 to 10 
years) this common financing should be phased out. 
Member States would be free to continue these payments 
on a decoupled basis, or to utilize their own funds 
for rural development, environmental improvement or 
structural adjustment purposes, in strict conformity with 
EC competition policy. 

(iv) With support prices close to world market price levels 
the rationale for quantitative restrictions, such as milk 
quotas and set-aside would have been eliminated, and 
should therefore be abolished. This would facilitate the 
entry in the profession for young farmers and allow 
production and export to expand. 

(v) EC regional, social and cohesion funds should be used 
more comprehensively as accompanying measures to 
aid structural developments, and could be exploited to 
ensure that no Member State, in particular those with low 
per capita income, suffer substantial financial penalties. 

Along these lines, further reform would enable farm 
income support to be separated from farm production 
and allow assistance to be targeted to those most in need 
from a social or economic point of view. Efficiency of 
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agricultural production and policy administration would 
be improved. Rural development and environmental 
protection could by the use of targeted instruments be 
promoted in a more cost-effective way. 

The original principles of the CAP — market unity, 
Community preference and common financing — would 
be maintained by this approach although Community 
preference would be at a much lower level than now, 
and although the financial burden to deal with the 
structural adjustment problems in agriculture would be 
shared using general rather than agriculture-specific 
instruments, i.e. using the Structural and Cohesion 
Funds. Responsibility for trade and competition policy 

would remain at Community level, while the primary 
responsibility for social and environmental policies 
affecting the agricultural and rural population would be 
at Member State level, as for other sectors. Although 
total budgetary costs might increase temporarily, there 
would be no serious losers amongst Member States, who 
would all share the substantial long-term efficiency 
gains and would benefit from increased freedom to 
adjust direct income support measures to national social, 
rural and environmental preferences and circumstances. 
Sources of contention and division within the Com
munity over agricultural policy would be greatly re
duced, and the Community's flexibility towards trading 
partners and new entrant States would be greatly en
hanced. 
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General introduction 

Chapter 1 1.2. Approach 

General introduction 

1.1. Motivation 

With the May 1992 agreement on reform of the common 
agricultural policy for the period up until 1996, and the 
December 1993 Uruguay Round agreement on international 
agricultural trade during the period 1995-99, the CAP is 
currently undergoing the most substantial change in its 
history. It might therefore be thought premature to consider 
at this time the further reform of the policy. Moreover, there 
have been many past analyses, by both the European 
Commission and outside commentators, of the CAP's devel
opment and problems. Is there a need for yet another expert 
report? There are several reasons for asserting that this is a 
useful exercise. 

First, several aspects of EC agriculture ensure its continued 
significance. Half the substantial EC budget continues to be 
allocated to the sector, representing an issue of major 
importance to its citizens as taxpayers. Economic interest is 
assured by the inherent characteristics of farming, in its 
variegated utilization of the Community's land and water 
resources, and its problems of structural adjustment to 
changing technology and consumer demand. Further, a 
number of international issues remain open even after the 
Uruguay Round, including relationships with countries to the 
east and south of the Community, links with developing 
countries, and the longer-term pattern of trade between the 
EC and the major global agricultural importers and exporters. 

Second, the 1992 reforms, which although they represent a 
major shift in EC agricultural policy, do not cover all sectors 
and do not within reformed sectors imply a complete move 
away from market price support. The Commission itself is 
therefore in the process of preparing reform proposals for 
sectors such as wine, beef, fruit and vegetables and sugar, 
and is requested by the Council to formulate ideas for the 
policies to pursue after 1996 by that year. 

Unlike many policy measures and reform proposals in the 
past, the present report has not been provoked by any acute 
crisis. In preparing the report, this has allowed the expert 
group to take a general and long-term perspective with a 
view to stimulating discussion in good time before the 1996 
assessment of the remaining imbalances and of the logical 
implications for the future EC agricultural policy of the move 
from market price support to direct payments which was 
initiated with the 1992 reform. 

The analysis proceeds from the basic assumption that agri
culture shall not be treated any differently than other sectors 
if there are not strong reasons to do otherwise. The report 
therefore — using an economic perspective — considers the 
arguments for developing special policies to deal with the 
problems in agriculture. 

The report recognizes that changing circumstances even with 
unchanged objectives may lead to new policy conclusions 
and therefore considers how changing circumstances over 
time have put pressure on the common agricultural policy as 
it was originally designed. It considers how the Community 
has responded to these pressures. Drawing the lessons from 
this exercise and extrapolating the experience into the future, 
the report provides general but concrete guidelines for further 
reform of the CAP with the main consideration given to the 
objective of economic efficiency, but with due regard to the 
other objectives which the CAP needs to satisfy and the need 
for policy changes to be adopted to receive widespread sup
port. 

1.3. Plan 

Chapter 2 reviews the objectives for agricultural policy 
and the level of support to agricultural sectors in various 
developed countries. At first sight, there are striking differ
ences in the overall level of farm support and in the 
policy instruments employed for channelling support to the 
agricultural sector. However, closer examination reveals a 
common pattern which offers not only interesting insights 
into the need for and possible direction of domestic policy 
reforms, but also highlights the significant international 
dimension of the reform process. 

Chapter 3 traces the evolution of the CAP. Four periods 
are distinguished: from the early 1960s to the first 
enlargement in 1973, covering the setting-up of the market 
organizations and the Mansholt plan; between 1973 and 
1981, the gradual build-up of pressure for change of a 
policy which was becoming unsustainable, largely because 
of a rapid increase in the degree of self-sufficiency; 
the years 1981-91 which are presented as years of 
experimentation; and finally, the years of reform marked 
by the 1992 CAP reform decision and the 1993 GATT 
Agreement. A critical assessment of these successive policy 
developments first helps to identify policies which, for the 
future, look either unpromising or even harmful. But there 
are also more positive lessons to be learnt for shaping a 
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sense of the right approach to the future. By interpreting 
the extrapolation results of quantitative model analyses, the 
chapter also assesses the economic consequences of the 
reforms relative to alternative scenarios up to the year 
2001. Against this background, Chapter 4 draws the lessons 
to be learnt and identifies the future challenges for EC 
agricultural policy. 

In Chapter 5, general guidelines for future EC agricultural 
policy design are formulated. It starts by presenting the 

foundation on which the proposed guidelines are based. 
Recommendations are provided concerning changes to the 
main elements of the CAP: prices, quantitative regulations 
and stabilization, and supplementary measures to secure 
support for the changes. 

Chapter 6 provides an assessment of the proposal in 
relation to objectives presented in Chapter 2 and from the 
point of view of European cohesion and integration. It is 
finally argued that all Member States stand to gain. 



Agricultural policy: objectives and approaches 

Chapter 2 (which can be traced back to the 19th century at least) may 
be taken as a well-established phenomenon. 

Agricultural policy: objectives 
and approaches 

2.1. Introduction 

Agricultural policies in the European Community have 
persisted despite considerable budgetary costs and much 
criticism from both trading partner countries and from 
commentators, including some of those in agriculture itself. 
However, the European Community has been far from alone 
in protecting its agriculture: throughout the developed world, 
governments have implemented policies which assist the 
farming sector. There is evidence therefore that agricultural 
policy addresses substantial and widespread socio-economic 
issues. 

The first part of this chapter discusses the major government 
objectives influencing agricultural policy in developed 
countries — concerned respectively with farm incomes, 
rural communities, the environment, technical efficiency and 
competitiveness, economic efficiency and international trade 
relations — and places the EC's common agricultural policy 
in this context. The second part recognizes differences in the 
level of support between developed countries, but identifies 
also a common pattern of this support. 

2.2. Policy objectives 

A. Farm incomes 

Economic analysis suggests that the impact of falling prices 
on farm incomes would be cushioned if there were a large 
enough 'flight from the land' by the farming population. 
However, such out migration is often regarded as socially 
and economically undesirable (see below). Moreover, despite 
the weather and other hazards of a farmer's existence, there 
is often a strong resistance to the idea of leaving the land, 
stemming from the nature of the lifestyle, the close mutual 
support in the agricultural community and loyalty to the local 
area. In many countries, despite strong economic pressures, 
emigration from agriculture does not seem to have been 
sufficient to protect the farming incomes of those who have 
remained in the sector. In the EC, farm employment has 
declined at a roughly constant rate of 3% per year, from 
about 10% of the total labour force 20 years ago to about 5% 
today. This has not been sufficient in recent years for farm 
incomes to increase in line with those in other sectors. 

In fact, the level of income in agriculture worldwide, as 
recorded by value-added per person employed, is consistently 
lower than that in other sectors (Graph 2). This is particularly 
true in countries where the agricultural sector has deep 
historical roots, such as Japan and Europe. However, low 
productivity and remuneration of agricultural labour does not 
necessarily imply that total income levels of farm households 
are lower than those of other households. Increasingly, people 
living on farm holdings receive income from non-agricultural 
employment and other sources, such as pensions. In fact, 
recent empirical work suggests that the income of farm 
households in the most highly developed industrialized 
countries may be as high if not higher than that of non-farm 
households. Table 1 shows that for a number of countries in 
the European Community the income of farm households is 
indeed higher than that of other groups — in the Netherlands 
significantly so. Other information suggests that the distri
bution of farm incomes is highly skewed, with a 'tail' of 
low returns despite the operation of income support and 
stabilization policies, which may even aggravate the income-
distribution problem. This may reinforce the perception of a 
continuing 'farm income problem'. 

The effects of the basic economic forces of supply and 
demand on real agricultural world market prices, which have 
fallen substantially, by an average of 2% per year since 1948, 
are illustrated in Graph 1. Following a temporary rise in the 
1970s, there has been an even steeper annual decrease of 
around 6% during the last decade. Although these movements 
are affected by national agricultural policies and other 
factors, the long-term decline in real agricultural prices 

Thus, politicians have long considered that there is a need to 
support and stabilize farm incomes, arguing that, without 
support, farm incomes would tend to fall below those of the 
general population, and be unusually volatile. In the post-war 
world, the 'farm income problem' was believed to become 
more urgent when rising general prosperity did not lead to 
equivalent increases in demand for agricultural products, 
while at the same time technological changes steadily 
increased agricultural supply. It was considered that without 
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GRAPH 1 : Evolution in real terms of agricultural world market prices 

Index 1979 - 100. Based on USD prices. 
Source: World Bank, own calculations. 

1948 1952 1956 1960 1964 1968 1972 1976 1980 1984 1988 1992 

GRAPH 2: Relative income1 in OECD countries, 1990 

70 -Γ-

6 0 - -

50--

40 

30 

20 

10 

Sweden S witzer- Japan Norway Austria Finland EC-12 Canada USA Aus tra- New 
land Ha Zealand 

1 Agricultural gross value-added per person employed in the agricultural sector relative lo gross value-added per person employed in the whole economy. 
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Table 1 
Relative agriculture incomes, EC1 

Country 
Total disposable income of 
agricultural households as 
percentage of that of all 

households 
Year 

Denmark 
Germany 
Greece 
France 
Ireland 
Italy 
Luxembourg 
Netherlands 
Portugal 

115 
110 
108 
108 
1122 
145 
143 
228 
81 

1988 
1988 
1985 
1989 
1982 
1988 
1985 
1989 
1986 

1 Figures for Belgium, Spain and United Kingdom are not reported. 
2 Percentage of total (disposable) income. 
Source: Statistical Office of the European Communities, 'Total income of agricultural 
households, 1992 Report, 5C, Luxembourg. 

government intervention, the downward trend in farm 
product prices would squeeze farm incomes, especially for 
certain groups such as small fanners or producers competing 
against cheaper external supplies. Furthermore, during cer
tain time periods there has been marked instability on world 
agricultural markets, suggesting to policy-makers the need 
for stabilizing measures. 

Governments in most developed countries have therefore set 
out to secure a satisfactory and equitable standard of living 
for farmers and to stabilize agricultural markets and farmers' 
incomes. For the EC, this objective is formulated in Article 
39 of the 1957 Treaty of Rome: 'to ensure a fair standard of 
living for the agricultural community, in particular by 
increasing the individual earnings of persons engaged in 
agriculture; to stabilize markets.' To assess the pursuit of 
these objectives, information on general and farm incomes 
must be gathered and assessed; this is a complex conceptual 
and statistical exercise, particularly when international as
pects are involved. 

B. Rural communities 

Many policy-makers believe that rural communities based 
on family farms are a form of social organization which 
preserves values such as social solidarity and community 
care. They also seem sensitive to the maintenance of service 
infrastructures dependent (at least originally) on farming. 
From an economic point of view, reductions in agricultural 
employment can have ripple effects which lead to the closure 
of schools, shops and service industries in rural areas, with 

corresponding adjustment costs and under-utilization of 
capital. At the same time, a drift from the land to the cities 
can put more pressure on urban services constantly struggling 
to meet demands. 

The maintenance of prosperous rural communities, and the 
preservation and encouragement of family farming, are 
explicit or implicit agricultural policy objectives in many 
countries. According to Article 39 of the Treaty of Rome, 
account is to be taken of 'the particular nature of agricultural 
activity, which results from the social structure of agriculture 
and from structural and natural disparities between the 
various agricultural regions'. 

However, regional development based on agriculture alone 
cannot succeed in achieving these aims without unacceptable 
levels of economic costs. Thus regional policies in general 
encompass activities other than those related directly to 
agriculture. Nevertheless, farming forms the background for 
residential and other land uses, and a foundation for local 
culture, particularly for smaller rural settlements. Thus 
support for rural communities and their development remains 
a major policy objective to be taken into account in the 
context of agricultural interventions by the State. 

C. The environment 

The maintenance of the countryside as a source of natural 
resources for utilization and enjoyment is a further long
standing public objective. However, there is now no consen
sus that agriculture can or should be relied upon to provide a 
satisfactory rural environment, or even that farmed landscape 
should prevail over wilderness. Some modern farming prac
tices are environmentally unfriendly, particularly in terms of 
loss of rare species and water quality. In fact, although many 
rural regions retain their traditional natural attractions, there 
is no doubt that changes in farming structures and techniques 
have had detrimental effects on the rural environment. 

Government in most countries imposes obligations on far
mers to prevent loss and damage to natural resources, to 
maintain the appearance of the countryside, and to preserve 
its wildlife. In fact, environmental protection is an explicit 
agricultural policy objective in counties like Austria, Switzer
land, Norway and Sweden. In the European Community, the 
environment is not explicitly mentioned as an agricultural 
policy objective, but Article 130R of the 1986 Single 
European Act specifies that: 'Environmental protection re
quirements shall be a component of the Community's other 
policies'. This has important connotations for agriculture, 
which is the largest land user in the EC, occupying 57% of 
its total area, and is subject to a highly developed and 
significant common policy. 
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The welfare of farm animals and the assurance of food 
safety are also considered the responsibilities of modern 
governments. These concerns are currently undergoing rapid 
evolution with the development of new ways to breed and 
husband livestock, and to treat crops, animals and foodstuffs. 
Biotechnology seems likely to enlarge further the potential 
for yield, variety and quality of agricultural products, but the 
difficulty of relying on private information and markets to 
arrive at optimal positions for all interests points to intensified 
government involvement in this area. 

other industries. Within agriculture itself, resources may be 
similarly misallocated. 

Economic efficiency in general requires the abolition of 
barriers to external trade and of government subsidies which 
influence production decisions. Market price support which 
increases domestic price relative to world market prices, 
hence retaining more resources in agriculture and discourag
ing consumption, has therefore a cost in terms of economic 
efficiency. 

D. Technical efficiency and competitiveness 

The pursuit of technical efficiency is an important goal of 
agricultural policy, not only to attain higher levels and 
growth rates of national income (GDP), but also to achieve a 
greater degree of food security and international competi
tiveness, two common government concerns. In the Com
munity, these aims underlie the Article 39 objectives 'to 
increase agricultural productivity by promoting technical 
progress and by ensuring the rational development of agricul
tural production and the optimum utilization of the factors of 
production, in particular labour', as well as 'to assure the 
availability of supplies and to ensure that supplies reach 
consumers at reasonable prices'. 

Technical efficiency in the agricultural sector which indicates 
the relationship between the level of agricultural production 
and the amount of inputs used, depends on the technological 
knowledge applied in the sector and on the enterprise 
structure. Efficiency in this sense is an important determinant 
of international competitiveness, and the related government 
objective of food security. Support both for agriculture in 
general and for scientific research, investments in R&D, 
education in agriculture and extension services has been 
justified on this basis. 

The technical efficiency of the agricultural sector also 
depends on the extent to which economies of scale are 
exploited. Generally, small firms are less technically efficient 
than are larger ones. This has provided the justification for 
structural adjustment programmes to support farm consoli
dation and enlargement in order to capture the economies of 
scale apparent in larger units. 

E. Economic efficiency 

Economic efficiency requires that capital, labour, land and 
other inputs are allocated to produce the highest possible 
level of gross domestic product. As regards agriculture, the 
main cause of economic inefficiency in developed countries 
is too many resources being used in that industry relative to 

The Treaty of Maastricht obliges the European Union to 
maintain 'an open market economy with free competition' 
(Article 3a). The Treaty of Rome already specified (Article 
110) that 'by establishing a customs union between them
selves Member States aim to contribute, in the common 
interest, to harmonious development of world trade, the 
progressive abolition of restrictions on international trade 
and the lowering of customs barriers'. Inefficiencies in 
agriculture can result from reasons other than market price 
support, and may indeed be used to justify government 
intervention to alleviate the inefficiencies. Anti-competitive 
market structures have negative impacts on price, output 
and consumption patterns. Protecting agriculture against 
monopolistic trade and industry practices in upstream and 
downstream markets has frequently justified government 
intervention in agricultural markets. The role of government 
in providing information and in stimulating investment in 
R&D has already been mentioned above as a tool to improve 
competitiveness, but may also be justified on efficiency 
grounds. Such knowledge and information constitute public 
goods and without government support, are likely to be 
under-supplied, particularly in a sector consisting of many 
small enterprises. Inadequate information flows also obstruct 
the efficient functioning of markets. Given the unusual nature 
of information as an economic commodity, and its crucial 
role in market operations, government policy often aims at 
ensuring satisfactory levels and forms of information to 
producers, traders and consumers. 

Perfect capital markets could accommodate the inherent risk 
in agricultural enterprise due to changing climatic conditions 
and due to instability in commodity markets. The non
existence of such markets, however, provides an argument 
for government intervention to stabilize agricultural prices 
and stimulate agricultural investments. 

It may be argued that economic efficiency for policy-makers 
is difficult to conceptualize and is therefore not perceived as 
a separate objective, which explains why it has not been given 
much weight in agricultural policy formulation compared to 
other objectives. However, economic inefficiencies due to 
agricultural support systems, when reflected in high budget 
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costs, in high consumer prices for food, and in trade tensions, 
do, clearly influence policy-makers. 

Switzerland to only 5% in New Zealand, with the Community 
in a middle position at around 45%. 

F. International policy coordination 

Agricultural policies have a significant international dimen
sion through their effects on trade flows and world markets. 
Agricultural support not only creates domestic economic 
distortion, but it also creates international spill-over effects 
in terms of lower world market prices, essentially exporting 
the domestic problems of structural adjustment. By depress
ing world market prices, it increases the problems for farmers 
in other countries, though easing difficulties for low-income 
food-deficit countries dependent on cheap food imports. 

Domestic policy-makers will tend not to take these spill-over 
effects into consideration, leading to a higher level of 
subsidization than if these effects were taken into account. 
Given the income objective, unilateral reduction in market 
price support requires policy-makers to substitute economi
cally costly and highly-visible budget transfers for less 
visible transfers from consumers. Even for big countries, 
there is only a small positive impact on world market prices 
to facilitate this process. However, if developed countries act 
together to reduce trade-distorting support measures, the 
adjustment is eased by a rise in world market prices, as well 
as a reduction in the political pressures for higher prices by 
reference to those offered in other countries. This reasoning 
underlies the Ministerial Declaration marking the 1986 
commencement of the Uruguay Round of GATT negotiations 
on agriculture and the OECD Ministerial Mandate of 1987, 
and has been implemented in the form of the 1992 GATT 
Agreement. 

The most common method of assistance to the agricultural 
sector is market support. This system maintains internal 
prices above world market prices for both producers and 
consumers, and thus generates an economic transfer to 
farmers from consumers, and from taxpayers in the case of 
exporting countries. According to the OECD, market price 
support accounts for 80% of all assistance granted to 
agriculture as measured by the PSE, but there are big 
differences between OECD Member States (see Graph 4). 
The common agricultural policy has traditionally provided 
the bulk of its assistance to EC agriculture in this form, 
although in recent years the proportion of total transfers 
ascribeable to other methods has been rising fast. 

Alternative methods of assistance to agriculture have been 
used to a much lesser extent. These include output subsidies 
(e.g. deficiency payments to guarantee a higher producer 
price), subsidies on variable and capital inputs in farming, 
food consumption subsidies, tax concessions, support to 
marketing infrastructure and research, and direct payments 
based on income, environmental services or other grounds. 
These methods usually throw the full burden of providing 
assistance onto the taxpayer, and often necessitate complex 
and costly administration. Finally, some governments com
bine price support with the regulation of domestic and foreign 
supplies, usually with the effect of reducing government 
budget costs and raising prices in a protected market. 
Important examples are the production quotas for rice in 
Japan, sugar in the EC and Australia, and milk in a number 
of OECD countries, US import quotas for sugar, and land 
set-aside in the EC, the US and some EFTA countries. 
However, the application and administration of such methods 
can be difficult, and economic measurement of their effects 
is equally complex. 

2.3. Policy approaches 

A. Differences in agricultural support, 

While there is a considerable degree of similarity between 
agriculture policy objectives throughout the developed world, 
there are striking differences in the level of support to the 
industry and in how it is provided. Graph 3 shows that the 
level of total assistance as measured by the percentage 
producer subsidy equivalent (PSE), i.e. the transfer to 
producers relative to the farm gate value of agricultural 
production, varies from around 80% of output value in 

B. ... but a common pattern of support 

Despite these striking differences in the level and method of 
support to agriculture, a common pattern can be detected. 
The degree of public support for agriculture correlates 
with the disparity between agricultural and non-agricultural 
incomes as measured by value-added per person employed 
(see Graph 5). In Australia and New Zealand, parity of 
incomes between agriculture and non-agriculture goes hand 
in hand with a low level of assistance. In Japan and the 
Nordic countries, where value-added per person employed in 
farming is less than a third of that in the rest of the economy, 
the level of assistance is extremely high. Seen in this context, 
the level of agricultural support in the EC is consistent with 
farming's level of relative income. 
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jRAPH 3 : Transfers to agricultural producers1 in OECD countries, 1990 
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1 Producer subsidy equivalent (PSE) relative to value of agricultural production at producer prices. 
Source: OECD, PSE database. 

GRAPH 4: Consumer and taxpayer shares of transfers to agricultural producers' in OECD countries, 1990 
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GRAPH 5 : Transfers to agricultural producers
1 
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in OECD countries, 1990 
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Agricultural protection also correlates strongly with the 
extent to which a country is a net exporter of agricultural 
products (Graph 6). Generally speaking, agricultural im
porters subsidize more than exporters (Graph 7), and the 
share of transfers due to market price support tends to 
diminish the more that a country is a net exporter of its farm 
production (Graph 8). The New Zealand economy, for 
example, is heavily dependent on agricultural exports and 
has the lowest level of assistance to producers within the 
OECD, as well as the smallest share of transfers due to price 
support. On the other hand, Japan is a significant net importer 
of agricultural produce with one of the highest levels of 
assistance to the farming sector. The Community is a small 
net importer of agricultural products overall,1 and provides a 
level of assistance close to the average for OECD countries 
as a whole. 

EC decisionmaking, with all its inherent peculiarities, does 
not, therefore, seem to yield strikingly different outcomes 

1 Producer subsidy equivalent (PSE) relative to value of agricultural production at producer 
prices. 

2 Agricultural gross valueadded per person employed in the agricultural sector relative to 
gross valueadded per person employed in the whole economy. 

Source: OECD, PSE database, national accounts, own calculations. 

Within the overall 'Agricultural and Food Products' group, the EC is a 

major net importer of fruit and vegetables, animal feed, fish, oilseeds, 

textile fibres and timber, and a major net exporter of cereals, milk 

products and alcoholic beverages. Within the smaller 'Food Products 

and Live Animals' group (which excludes beverages, tobacco, oilseeds, 

timber, fibres, etc.), it is also a net importer. 

GRAPH 6: Share of agricultural exports
1
 in OECD countries, 1990 
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1 Value of agricultural net exports at world market prices relative to value of agricultural production at domestic producer prices. 

Source: OECD, PSE database. 
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GRAPH 7: Transfers to agricultural producers1 and net 
export share2 of agricultural production 
in OECD countries, 1990 
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GRAPH 8 : Consumer share of transfers to agricultor 
producers
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 and net export share
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 Consumer subsidy equivalent (CSE) relative to producer subsidy equivalent (PSE), 

as percentage. 
2
 Value of agricultural net exports at world market prices relative to value of agricultural 

production at domestic producer prices, as percentage. 

*: OECD, PSE database. 

from those generated by other OECD political systems when 
differences in circumstances are taken into account. 

To support the income of farmers under structural adjustment 
pressures at reasonable economic cost has become a major 
and increasing challenge for agricultural policies around the 

world. With its 1992 CAP reform, the EC, in parallel with 
other countries such as the United States and Sweden, has 
tried to address this challenge by a move away from market 
price support in some key agricultural sectors. In this respect 
too, there seems to be a common pattern in agricultural 
policy worldwide. 

10 
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Chapter 3 support to direct income support, although the extent and 
consequences of this move are yet to become fully apparent. 

The evolution of the CAP 

3.1. Introduction 

The well-known Article 39 of the 1957 Treaty of Rome 
specifies the original objectives but not the nature of the 
common agricultural policy.1 Instead, the 1958 Stresa confer
ence did most of the initial architectural work on the CAP. It 
set out a system, put into place by the Commission and 
the six national governments during the early 1960s, for 
supporting market prices of farm products coupled with the 
dismantling of tariffs on intra-EC trade and the introduction 
of a common external tariff. The family farm ('the essential 
foundation of agriculture in Western Europe', according to 
the Stresa resolution) required a secure environment for 
which stable prices were held to be the key. 

Despite successive attempts at reform, market price support 
has remained the main policy instrument during the three 
decades of the common agricultural policy. However, the 
number and complexity of other measures also operating 
within the policy have increased greatly over the years. 
Several phases of policy development can be summarized, 
and roughly dated, as follows. 

From 1962, after the establishment of the CAP, national 
market price support systems were consolidated at Com
munity level, and used as the predominant instrument in the 
common market organizations for most of the EC's main 
agricultural products. During the 1970s, the inherent prob
lems of market price support were partly and temporarily 
overshadowed by the accession of new Member States and 
by the market and other instabilities of that decade. During 
the 1980s, as market price support came under pressure, an 
array of supplementary measures were tried and tested in a 
somewhat ad hoc way. Finally, the 1992 CAP reforms have 
marked a recognition of the need to switch from market price 

A number of economic explanations of these longer-term 
developments in EC agricultural policy may be put forward, 
depending on the approach adopted and the emphasis given 
to the various factors at play. A popular explanation lies in 
the mix of political lobbying and bureaucratic manoeuvring 
which surrounds the policy-making process: more formally, 
the system can be seen as a succession of rounds of a 'game' 
in which the 'players' seek to gain advantage for themselves 
or their supporters. Thus attention is focused on the changing 
structure of the Community's political and institutional 
make-up, and the historical context within which particular 
decisions were taken and pursued. 

An alternative explanation is based on 'social rationality', 
by which governments seek, successfully or otherwise, to 
achieve policy Objectives' such as those set out in the 
previous chapter. It is not necessary for governments to be 
conscious about this process of multivariate optimization as 
long as the process is driven by fundamental economic 
forces. These forces would include changing technological 
and market conditions such as the costs of farm production 
and of administration, and social trade-offs involving the 
relative level of farm incomes and the balance of agricultural 
trade. Since these parameters have altered over the last three 
decades, it follows that the CAP itself has adapted in order 
to enable the Community to satisfy its goals more efficiently. 

The second of these approaches underlies the way in which 
this chapter, in the next three sections, deals with the four 
CAP phases identified above. This short history demonstrates 
how the adverse consequences of market price support, 
which were recognized from the start of the CAP and have 
given rise to continuous discussion of its reform, have 
increased in importance relative to the benefits. A final 
section (3.6) outlines the current structure of agriculture in 
the EC. 

3.2. 1962-72: the early years 

Article 3 of the Rome Treaty requires 'the adoption of a common policy 
in the sphere of agriculture'. Article 38 defines 'agricultural products', 
and relates the common agricultural policy to the establishment of the 
common market in general. Article 40 requires a 'common organization 
of agricultural markets', excluding 'any discrimination between pro
ducers or consumers within the Community', and imposing 'common 
criteria and uniform methods of calculation' on 'any common price 
policy'. Articles 42 to 47 concern the evolution and transition towards 
CAP common market organizations. Article 110 states that, in estab
lishing a customs union, 'Member States aim to contribute, in the 
common interest, to the harmonious development of world trade, the 
progressive abolition of restrictions on international trade and the 
lowering of customs barriers'. 

A. Market price support 

In devising a policy to meet the objectives of the common 
agricultural policy, the six founding Member States had no 
hesitation in selecting market price support. No fundamental 
change in policy operation was involved since this type of 
policy already formed the basis of the national agricultural 
policies of the Six and merely required adjustment to the 
same regulatory conditions in all Member States. Alternative 
forms of intervention, such as deficiency payments (which 
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compensate farmers for market prices below pre-determined 
levels), would have been much more costly to the initially 
modest Community budget. Neither did the Six then have 
the administrative infrastructures to make direct payments to 
farmers a realistic option for policy-makers. 

Thus, by the mid-1960s, the Community had established a 
system of market protection for nearly all farm products, 
based on fixed Community-wide 'target prices'. At the 
relatively high levels agreed, the economic burden on 
consumers was heavy but consumers were then used to 
expensive food and had vivid memories of its scarcity during 
and after the Second World War. 

The system of market price support was (and is) implemented 
by three basic instruments: 

(i) Import levies, varied as often as daily according to 
import price levels, force external producers to sell 
inside the Community above a 'threshold' price. Essen
tially, these insulate the Community against fluctuations 
in world market prices which are widely held in 
Europe to be somewhat artificial and conditioned by the 

hegemony of the United States. The other virtue of 
import levies was that they raise EC revenue to offset 
the costs of market support. 

(ii) Export refunds, similarly variable according to world 
market conditions, compensate EC exporters for the 
difference between the internal Community price (usu
ally somewhat below the threshold price) and the lower 
world price. These subsidies are a charge on the EC 
budget, though due to the uncertainties of harvests and 
exchange rates, expenditure is very hard to predict more 
than a short period ahead. 

(iii) Intervention prices become the trigger for the purchase 
of EC farm products by Community authorities when 
oversupply pushes Community market prices below 
predetermined ('intervention') levels. The costs of pur
chase (net of revenue from stock disposal sales) and 
storage again fall on the EC budget, giving rise to a 
difficult policy trade-off between export subsidization 
and domestic intervention. 

These instruments were operated through national customs 
authorities and intervention agencies, and were financed via 
the EC budget (see Box 1). 

Box 1: Agriculture and the EC budget 

Agricultural spending under the common agricultural policy is 
very largely financed from the Community budget, which itself 
is financed from the EC's so-called 'own resources', mainly 
direct contributions from Member States. 

Agriculturally derived revenues are provided by levies on 
imported agricultural products and also from producer ('co-
responsibility') levies. CAP revenue of this kind (some of which 
is treated as 'negative expenditure') grew from below ECU 
1 billion per year in the early 1970s to over ECU 4 billion in 
1991 and 1992, but with CAP reform (see Box 2) has now fallen 
by about ECU 1.5 billion. 

Expenditure is covered by the European Agricultural Guarantee 
and Guidance Fund (EAGGF, or FEOGA from the French 
equivalent). Total annual outlays increased in nominal terms 
from about ECU 3 billion for the EC-9 in 1974 to ECU 
30 billion for the EC-12 in 1990, in real terms an average 
annual rate of increase of 7.6%. In addition, around ECU 
3 billion is spent on guidance (structural) and other 
agricultural schemes. 

The three components of EAGGF Guarantee Section spending 
have varied in importance through time. In terms of real 1985 
ECU, the main developments have been as follows: 

(i) Storage costs increased relatively gradually during the 
1970s from ECU 1 billion to ECU 2 billion, and then 
rapidly to over ECU 5.5 billion in 1985, before falling back 
to ECU 3 billion in 1990; 

(ii) Export refunds grew swiftly from 1974 to 1980 when they 
reached ECU 8 billion. They then dipped somewhat, before 
a new peak of ECU 9 billion in 1988; 

(iii) 'Other' spending — mainly direct price supports such as 
producer and consumer subsidies — fluctuated around 
ECU 6 billion from 1974 to 1983. In the following eight 
years, it doubled to ECU 13 billion, once again dominating 
the other two categories. 

Other taxpayer transfers are made to EC agriculture through 
national government expenditure inside and outside the CAP. The 
OECD ('Agricultural policies, markets and trade', Monitoring 
and Outhok, 1993, p. 160) estimated that total public spending on 
agriculture in EC Member States in 1992 was ECU 51.8 billion. 
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B. Emerging problems 

Stimulated not only by relatively generous support prices but 
also by technical changes affecting the raising of livestock 
and crops cultivation, EC farm output leapt ahead — by 
30% in the 10 years after 1963. The Community became 
self-sufficient in most products, except for those such as 
beef, fresh fruit and vegetables which were in increasing 
demand because of rising household incomes. However, 
general consumer food demand by no means kept pace, 
resulting in rapidly growing Community expenditures on 
intervention purchases and export subsidies for wheat, dairy 
products and sugar. 

The annual price fixings by Community agriculture ministers 
became steadily more difficult, under pressure on the one 
side from the limited room allowed by the Community's 
budget for generous awards, and on the other from the 
demands of the farming lobby. By 1972, Agricultural Fund 
spending accounted for about two thirds of the Community 
budget, while revenue from agricultural levies covered less 
than half the Fund expenditures. Moreover, while farm 
incomes increased in real terms, they did not keep pace with 
the rest of the economy, with the result that producers were 
felt unfairly treated. 

Moreover, decision-making in the CAP was not conducted 
along the lines originally planned. Resistance to majority 
voting on 'very important' issues in 1965-66 left decisions 
vulnerable to national veto. This complicated the manage
ment of the common organization of the agricultural markets 
at a time when its smooth operation was also being disrupted 
by currency instability. In 1969, further realignments of the 
French franc and the German mark led to the invention of 
artificial 'green' exchange rates for converting CAP support 
prices into national currencies and stabilizing national farm 
prices against currency fluctuations. However, at least in the 
short term, the green rates effected different support prices 
in certain countries, while monetary compensatory amounts 
(MCAs) were needed as taxes and subsidies at Member State 
borders in order to prevent the distortion of trade to which 
these differentials might have led. Green rates and MCAs 
were a departure from the principle of market unity, and 
introduced a new element of national discretion into the 
operations of the CAP, as well as considerable possibilities 
for both arbitrage and fraud. 

C. Structural policies and a first attempt at reform 

The original financial plan for the CAP envisaged the 
allocation of one third of the budget to the so-called Guidance 
Section for structural measures. Essentially, these were to 
aim at creating the larger units widely seen as necessary out 

of the small-scale pattern of much European farming, and at 
promoting the efficiency and viability of remaining farms. 
The process was to be aided through CAP funds for retraining 
and capital investment. However, apart from a limited 1964 
Directive, little was achieved in this area in the first phase of 
the CAP. 

The realization that the CAP was not working as originally 
hoped led to the first of many reform proposals in its long 
history. The Mansholt Plan (Commission, 1968) attempted 
to use prices more flexibly to achieve a better balance 
between demand and supply. Under the plan, five million 
hectares of land and five million people would have left 
EC-6 agricultural production during the 1970s. It also sought 
to convert dairy herds to beef production, which at that time 
was much lower than consumption. However, the plan 
proved too radical to be politically acceptable. It was seen as 
destructive of too many family farms and too great a 
departure from the policy of market price support. 

Structural objectives were finally embodied in three socio-
structural directives derived from the abortive Mansholt Plan, 
and adopted in 1972. These directives dealt respectively with 
farm modernization, with cessation of farming and land 
reallocation, and with the supply of guidance and training in 
new skills. However, the subsidies for farm modernization, 
the most successful of the directives, were mainly taken up 
in the better-structured farming areas in the northern part of 
the Community, and thus added to the problems of market 
disequilibrium. 

3.3. 1973-83: a missed opportunity for reform 

A. The first enlargement 

When the Community was enlarged in 1973, there were three 
reasons for expecting that the CAP could be put on a sounder 
footing. First, as a large net importer of foodstuffs, it was 
clear that the United Kingdom would be a net loser in 
budgetary and in more general economic terms from agricul
tural market price support. It was therefore reasonable to 
expect that the UK would exercise its influence to lower 
price support. Because majority voting in the CAP was still 
not common practice, and unanimity was generally required 
for decisions on prices, one country could hope to restrain 
the others. 

Secondly, the 1973 enlargement altered the economic charac
ter of agriculture in the Community. While it enlarged the 
productive area by nearly 50%, the number of farms increased 
by only 15%, so that the average farm size was raised by 
some 30%. This might have led to considerations of ef-
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ficiency being given greater weight in relation to the redis-
tributive objectives in favour of the agricultural sector. 

Thirdly, the enlargement made the Community a much more 
important player in world markets for agricultural products; 
the Nine accounted for about one third of world trade in farm 
produce and foodstuffs. The CAP'S impact on longstanding 
patterns of agricultural trade was one of the reasons which 
had prompted the United Kingdom, as a major agricultural 
importer, to stay outside the original Community. Its eventual 
accession in 1973 required some major concessions in order 
to accommodate the UK's special trade relations with a 
number of Commonwealth countries, such as New Zealand 
(butter and sheepmeat), and African, Caribbean and Pacific 
(ACP) States (sugar). 

At first, the expectations that enlargement would bring 
significant change to the CAP seemed to be justified. Soon 
after the accession of the three new Member States, the 
Commission was asked to consider and bring forward 
proposals for its improvement. The Commission duly pre
sented the 'Stocktaking of the common agricultural policy' 
report (Commission, 1975) to the Parliament and to the 
Council. This report remains to this day a bold work of 
analysis, and its evaluation of the effectiveness of the CAP's 
various instruments is still generally valid today.1 

GRAPH 9: Evolution of EC agricultural budget cost in 
real terms, 1973-91 
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B. Increasing support and CAP spending 

However, the proposals for policy changes were not as 
far-reaching as the rigour of this analysis might have 
suggested, even if there was a recognition that 'the manner 
in which this policy is implemented must accord with the 
need to maintain and — in certain cases — re-establish the 
structural equilibrium of markets'.2 The agricultural sectors 
of the three new Member States — Britain, Ireland and 
Denmark — were significantly boosted by higher EC support 

Points 74, 75 and 76 are particularly worth recalling: 
'74. Interventions which tend to dissociate farmers' receipts from the 
prices paid by consumers falsify economic calculation; they prevent 
the price system from correctly informing producers of consumer 
preferences, and consumers of the relative costs of the various products. 
The use of production or consumption subsidies cannot be considered 
low-cost solutions in relation to income or living-cost objectives except 
over short periods for the purpose of correcting the effects of accidental 
surplus situations (meat) or shortages (sugar) in the internal supply of a 
given product. 
75. Production quotas limit competition between producers and there
fore tend to enable production to be continued in farms or in regions 
where costs are higher; the corollary is higher prices for consumers and 
a bonus for better-situated producers. 
76. Income subsidy implies that optimum use is not being made of the 
labour factor in the farms considered. It can therefore only be justified 
economically as a provisional solution pending the modernization of 
the farms or the retraining of farmers for other types of activity.' 
See point 92 of the stocktaking paper. 

prices,3 while the UK market became virtually closed to 
many non-EC suppliers. As a result, the 1973 enlargement 
was only a very temporary palliative for the CAP's growing 
surpluses. The policy remained largely unchanged, and EC 
degrees of self-sufficiency in a broad range of products 
increased rapidly. Surpluses increased, and the Community 
had to resort more and more to subsidized exports for 
their disposal. 

As a result, CAP spending doubled in real terms between the 
mid-1970s and the mid-1980s (see Graph 9). Additional 
pressures on costs came from rising MCA expenditures 
prompted by repeated currency instability, and after 1980 
from the accession of Greece. Real agricultural incomes fell 
by 10% between 1978 and 1980, despite a 3% per year 
decline in the total number of EC farms between 1975 and 
1980. Neither did schemes to encourage people to leave the 
land help much to resolve the underlying problems of 
an over-large agricultural labour force (expanded by the 
accession of Greece in 1981), particularly since high unem
ployment levels rendered such schemes steadily less effec
tive. 

3 UK self-sufficiency in temperate farm products rose from 65% in the 
mid-1960s to 75% at the beginning of the 1980s. 
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GRAPH 10: Evolution of EC agricultural surplus,1 1979-91 
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Between 1978 and 1980 some of the pressure from surpluses 
did ease because of relatively poor harvests, and a short-lived 
general economic recovery. Further help came from a 
recovery in world markets — partly due to a strong rise in 
the US dollar — which temporarily lowered the cost of 
export subsidies. As a result, the need to tackle the CAP's 
structural problems of commodity surpluses and budget 
expenditures appeared to be less urgent. However, after 
1980, the former problems of the CAP for the Six began to 
re-emerge for the Ten. 

3.4. 1983-91: years of experimentation 

A. Crisis unrelieved 

The 1980s were years of almost unrelieved crisis for the 
CAP, with: 

(i) rapid growth in budgetary costs incurred through inter
vention purchases of product surpluses and their subsi
dized export (Graph 9); 

(ii) growing surpluses in all main crop and livestock sectors 
(Graph 10); 

(iii) a variety of uncoordinated attempts to discourage over
production. 

As the EC's budgetary crisis deepened, the Community 
responded with smaller and smaller rises in nominal support 
prices, representing significant decreases in real terms. 
Intervention rules were tightened, weakening the effective
ness of market support. However, with world market prices 
falling further, this did not prevent the growth of nominal 
protection over the decade as a whole (Graph 11). Neverthe
less, discontent grew among producers increasingly squeezed 
by stagnant prices and rising costs. 

B. A variety of measures 

It was clear that the 'rigorous' pricing policy was not curing 
the growing budgetary and political pressures on the CAP. At 
different times, but at an accelerating tempo, the Community 
brought in a variety of measures which sought to curb 
growing costs and surpluses: 

(i) Co-responsibility levies were a form of producer market
ing tax, existing from the start of the CAP regime for 
sugar, then (in 1977) imposed on milk, and later (in 
1986) on cereals. They made some contribution to 
covering the costs of the milk and cereal regimes 
— about 20% in the case of cereals, and about half for 
sugar, between 1989 and 1991. A Commission proposal 
to impose an extra tax on milk from high-output 

15 



EC agricultural policy for the 21st century 

GRAPH 11 : Evolution of EC nominal rate of protection1 for agricultural products, 1979-91 
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'intensive farms' was not adopted. Co-responsibility 
levies have led to cuts in production and thus perhaps 
slightly higher world price levels after a fall in export
able surpluses. However, in practice they have mainly 
constituted an additional tax on consumers, and an 
incentive to evasion and avoidance. 

(ii) Guarantee thresholds were applied to a range of products 
including cereals, some oilseeds and certain fruits. 
Under this system, support prices for the forthcoming 
marketing year were to be reduced automatically if 
aggregate production exceeded a pre-set level. Obvi
ously, effectiveness turns on the setting of these levels, 
and the degree of reduction in support prices for 'excess' 
output. In practice, the Council of Ministers tended to 
be generous in setting maximum production levels and 
there was often controversy over actual production 
levels. 

(iii) Stimulation of domestic consumption was tried for 
several commodities through consumer subsidies or by 
marketing campaigns financed by Community funds. 
However, administrative costs were often high, as was 
the incidence of fraud. Neither was there much certainty 
that subsidized demand did not replace normal con
sumption of the same or other products. 

(iv) Marketing quotas had been a feature of the sugar regime 
since its inception in the 1960s, and together with 
co-responsibility levies limited the net budgetary cost of 
that regime. Extension of the system to other commodi
ties was long resisted because of its inherent com
plexities and inefficiencies. However, the rapidly 
worsening situation in the dairy sector in the early 1980s 
led to the application, virtually overnight in April 1984, 
of quotas for individual milk farms or cooperatives. In 
subsequent years, this system has been the subject of a 
number of adjustments, arising partly from the original, 
rather generous, level of quota awards, and partly from 
legal settlements relating to special groups of producers. 

(v) Diversification of production was occasionally encour
aged as a means of relieving pressures in mainstream 
commodity markets. Several schemes encouraged the 
switching of cattle enterprises from milk to beef pro
duction, but with limited success. Following the 1973 
US embargo on soyabean exports, oilseeds were given 
strong EC support as a substitute crop for cereals 
because the Community was a substantial importer of 
this source of protein for animal feed. But the regime, 
based on subsidies for processors and producers, became 
increasingly expensive and a source of major political 
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GRAPH 12: Evolution of EC domestic producer prices and world market prices for agricultural products in real 
terms, 1979-91 ! 
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tension with the US.1 Since the 1980s, increasing 
interest has been shown in bio-mass and bio-energy 
from traditional and novel crops, and a number of 
experimental programmes of set-aside and rural devel
opment were initiated in certain Member States. 

C. Continued problems 

Despite their number and variety, these measures did not 
solve the fundamental problems of the CAP. Farm incomes 
remained static, and budgetary concerns persisted despite 
some relief after the US drought in 1988, and the institution 
of an expenditure ceiling from that year onwards. The 
invention of the 'green ecu' in 1984 was an attempt to avoid 
some of the difficulties of monetary compensatory amounts, 
but probably blurred the transparency of the policy. Weak 
world markets resulted in a growing differential in the 

In 1962, the Community agreed to GATT bindings of zero or very low 
tariffs on oilseeds and other non-cereal animal feed products such as 
manioc. Thus the normal market price support regime could not be 
adopted for oilseeds, and deficiency payments ('variable premiums') 
were paid to crushers in order to guarantee producer prices well 
above world market levels. Guarantee thresholds (levels of aggregate 
production at which co-responsibility mechanisms are triggered) were 
introduced for certain oilseeds in the early 1980s. 

movement between EC and world market prices during the 
decade (Graph 12). 
Surpluses, which had been reduced during the later 1970s, 
reached chronic levels in some sectors, with cereals joining 
dairy as a major problem sector. By 1988-89, net cereal 
exports had grown to 27.5 million tonnes whereas in the 
early 1970s the EC had been a net importer of 10 million 
tonnes. Also in the later 1980s, a CAP 'beef mountain' 
emerged as a new object of public ridicule. Further, the 1986 
accession of Spain and Portugal threatened new burdens of 
support for Mediterranean products. At the end of 1990, 
there were 14.4 million tonnes of cereals, 600 000 tonnes of 
dairy products and 530 000 tonnes of beef in public stores. 

While food self-sufficiency had been largely attained and 
markets had been stabilized, a further 30% rise in CAP 
spending from 1989 to 1991 did not prevent a fall in farm 
incomes, driving a significant number of farmers towards 
exit. The CAP's image was further sullied by increasing 
complaints of fraud and inefficiency. 
By the end of the decade, external pressures for CAP reform 
were becoming intense. The Community was faced with 
tough and determined demands for changes in the Uruguay 
Round negotiations in the GATT (see Section 3.5.C) below). 
These broke down in December 1990, at least in part because 
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of the Community's refusal to go far enough to satisfy other 
agricultural exporting countries, notably the US and the 
Cairns Group. 

Under pressure from the deteriorating budgetary legacy of 
the 1980s, the Commission produced in February 1991 a set 
of Reflections on the CAP (Commission, 1991a) which 
recognized that the policy's existing approaches were no 
longer sustainable. This analysis and the Commission's 
subsequent proposals of July 1991 (Commission, 1991b) led 
eventually to the May 1992 Council agreement on the 'Mac 
Sharry' package of CAP reforms (Commission, 1992a). 

3.5. The 1992 reform and other recent 
developments 

A. The 1992 reforms 

Box 2 specifies the main features of the CAP reforms 
agreed in May 1992 (Commission, 1992). Most of the 

changes involve a three-year transition over the marketing 
years 1993/94, 1994/95 and 1995/96. Following the lines 
of the 1991 recommendations (Commission, 1991), these 
centre on a substantial reduction in the support prices for 
cereals, alongside a system of regionally calculated 
'compensatory' area payments tied to a set-aside scheme 
for 'professional' producers. Lower cereal prices permit 
reduction in aid payments for oilseeds and protein crops, 
and lower support prices for milk and beef, with regional 
headage payments for male cattle and beef cows. Other 
changes involve simplification of the tobacco regime, a 
halving of 'normal' beef intervention purchasing, standard 
and 'extensive' stocking limits on eligibility for beef 
premiums, a two-tier system of transferable sheep premium 
rights, and a set of 'accompanying measures' for environ
mental protection, afforestation of agricultural land and 
early retirement. Commission proposals have or will be 
drawn up for non-rotational set-aside, dried fodder, 
milk, sugar, fruit and vegetables, wine, agri-monetary 
arrangements and the administration of the new systems. 

Box 2: The 1992 CAP reforms 

The main features of the measures agreed on May 22 1992 were: 

Arable sector: 
(i) a reduction of about one third in the cereal intervention 

price, which is to fall by 1995-96 to 100 green ECU per 
tonne, in three steps. An important degree of protection 
remains through the threshold price of 155 green ECU 
per tonne; 

(ii) elimination of price support for oilseeds and protein crops; 
(iii) compensation through direct area payments based on his

torical base areas and regional yields, subject to 15% 
rotational set-aside1 for such crops grown by all except 
small farmers (under 92 tonnes of cereal equivalent). 

Livestock sector: 
(i) a 15% reduction in intervention prices for beef from July 

1993, in three steps; 
(ii) compensation through direct headage payments (premiums) 

subject to a maximum stocking rate (two livestock units 
(LU) per fodder hectare by 1996); 

(iii) increased male bovine and suckler (beef) cow premiums 
subject to individual limits per holding and to regional 
reference herd sizes which, if exceeded, reduce the number 
of eligible animals per producer. There are extra 'extensi-
fication' headage premiums if a producer reduces the 
stocking rate below 1.4 LU per fodder hectare; 

(iv) a reduction in the ceiling for normal beef intervention 
buying from 750 000 to 350 000 tonnes by 1997. 

Accompanying measures: 

(i) implementation through Member State programmes with 
50% of the cost (75% in Objective 1 regions) borne by the 
CAP budget; 

(ii) an agri-environmental package aimed at more extensive 
means of production and the use of land for natural resource 
protection and public leisure; 

(iii) aid for forestry investment and management with up to 20 
years' compensation for income loss; 

(iv) various forms of compensation for early retirement, includ
ing lump sum or annual payments, for fanners and farm 
workers over 55. 

1 In 1993, non-rotational set-aside, at 18 or 21%, was introduced on an 
optional basis. 
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In some respects, the reforms fall short of the Commission's 
proposals. The Commission had proposed a cut in the cereal 
target price to ECU 110 per tonne, with the intervention price 
10% below this and the threshold price 10% above. In the 
event, the Council set a new target price of ECU 110 per 
tonne, with intervention at ECU 100 per tonne and the 
threshold at ECU 155 per tonne, thus preserving a strong 
measure of Community protection against imports. The 
existing stabilizer arrangements for cereals, including the 
coresponsibility levies and maximum guarantee quantities, 
were withdrawn at once rather than at the end of the 
transitional period. There were no immediate cuts in the milk 
quotas, and support price cuts for milk products were small. 

From an economic point of view, the significance of the 
price reductions depends largely on the remaining gap, if 
any, between markets inside and outside the Community. 
Although the Commission aimed at eliminating this gap by 
the end of the transitional period (allowing for some recovery 
in world market prices), it seems unlikely that this will 
be fully achieved, and continued budget expenditure and 
efficiency losses will therefore occur. However, lower cereal 
prices will encourage greater use of cereals in animal feed, 
thus reducing the need for quantitative restrictions and 
subsidized disposal. Similar points can be made about the 
smaller changes in the beef regime. 

Introduction of the reforms has so far proceeded more or less 
to plan, with the notable exception of the 1992-93 crisis 
in the European Monetary System. This has resulted in 
substantially higher support prices in the United Kingdom 
since that country left the arrangement in September 1992, 
and imposed strains on the 'switch-over' mechanism after 
the widening of the exchange-rate bands in summer 1993. 
The application of strict controls at regional and farm levels 
(reference herd and flock sizes, set-aside percentages, etc.) 
have necessitated the introduction of large and complex 
national systems of administrative control, particularly in the 
initial year 1992/93. Continuing efforts in updating and 
modifying these systems are to be expected. 

Modelling results 

In order to assess the potential impact of agricultural policy 
reforms in the European Community, the Expert Group 
commissioned a number of special analyses. Existing models 
of the CAP were exploited in order to simulate developments 
over the next decade with and without changes in policy 
parameters. These models contain considerable commodity 
and in some cases country detail of EC agriculture. However, 

no economic model can incorporate all relevant variables — 
in particular, the administrative costs of the CAP are not 
addressed by current models, nor much of the detail of the 
regional and farm-level mechanisms. 

As with all such exercises, it is important to determine a 
common and acceptable set of basic assumptions about 
external conditions such as inflation and world market trends. 
Taking into account that the benefits of the 'green revolution' 
have been largely realized, and that consumption in de
veloping countries is picking up after the debt crisis of the 
1980s, the model runs assume that world market prices will 
continue to decrease in real terms, but at a much less rapid 
rate than in the 1980s, i.e. by less than 1% per year instead 
of about 6% per year. Under the base scenario (see below), 
real domestic EC farm prices are also assumed to continue to 
decrease less rapidly than in the recent past, but only by 
about 1% point more slowly. Thus the 'wedge' between EC 
and world market prices for agricultural commodities is 
therefore expected to decrease rather rapidly over the 1990s 
even without CAP reform; this has significant implications 
for the comparisons with the alternative scenarios. 

The main policy scenarios simulated were (a) continuation 
of pre-1992 CAP developments, including continued decline 
in real price support (the base scenario); (b) the 1992 reforms 
themselves; and (c) the reforms with full 'decoupling' of the 
compensation payments from current production levels. The 
May 1992 reform package was the first truly important 
recognition by EC governments that the price support system 
could no longer square the circle of maintaining farmers' 
incomes and at the same time bringing markets into better 
balance. Without the reform, one model simulation presented 
in Chapter D demonstrates that cereal production would have 
made further leaps from 164 million tonnes in 1992 to nearly 
200 million tonnes in 2001 while farm incomes would have 
declined by 0.9% a year in real terms.1 The increase in cereal 
production would lead to a near doubling of net exports, 
from 35 million tonnes in 1992 to 66 million tonnes in 2001. 

The model results suggest that the 1992 reform is not only 
beneficial for the economy as a whole, but also for the 
agricultural sector. The decline in farm incomes is reduced 
from 0.9% to 0.5% a year in real terms. The real income of 
the economy as a whole is more than ECU 5 billion higher 
by the year 2001. A decline in cereal production would more 

In Chapter D, the continuation of pre-reform policies is represented 
principally by an extrapolation, over the period 1993-2001, of changes 
in producer prices observed during the 1980s. In real terms, these 
changes are all negative, with the largest decreases for cereals (-3 %), 
oilseeds (-2.5 %) and beef (-2 %). World market prices are assumed to 
decline with a long-term trend of between 0.5 % to 1.5 % in real terms. 
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than halve net exports of this key commodity group to 15 
million tonnes in 2001, instead of nearly doubling it under the 
no-change scenario. In addition, cereals would considerably 
increase their share in feed use, thereby achieving the 
objective of so-called 'rebalancing' which has long been 
an important point on the EC agenda for international 
trade negotiations. 

Thus the 1992 reform will yield tangible economic improve
ments. Even so, the reform does not remove the need to face 
up to further economic and political challenges in the 
re-organization of the Community's agriculture. Not only 
has structural change been retarded in some sectors, leaving 
a legacy of 'catching-up' to be accomplished, but the 
post-1992 CAP regime will not remove the need to address 
future pressures for structural adjustment. Furthermore, the 
post-1992 CAP may turn out to be administratively very 
costly. 

More than 100 countries took part in the negotiations, which 
included trade in services, intellectual property rights and 
several other issues as well as agriculture, but attention 
naturally focused on the positions of the United States, the 
European Community (for which the Commission acted as 
negotiator), the Cairns Group of 14 farm product exporting 
countries, and Japan. Throughout the negotiations, the Com
munity was determined to preserve the essential nature of the 
CAP, as well as seeking 'rebalancing' of protection between 
cereals and oilseeds. However, until the CAP reforms of 
1992, compromise appeared impossible. 

The agricultural issues addressed and eventually resolved 
during the Round included the following, as they affected 
the three main areas of market access, domestic support and 
export subsidies: 

(i) 'credit' for policy measures taken prior to the final 
agreement; 

B. The Uruguay Round agreement 

Consideration of the CAP in the second half of the 1980s 
and in the early 1990s was frequently influenced by the 
development of the multilateral Uruguay Round trade nego
tiations under the General Agreement on Tariffs and Trade 
(GATT). Pressure to open these talks started soon after 
the completion of the 1973-79 Tokyo Round, which left 
agricultural policy largely unaffected. In 1982, the OECD 
Ministerial Mandate called for 'an analysis of the approaches 
and methods for a balanced and gradual reduction of 
protection for agriculture, and the fuller integration of 
agriculture within the open multilateral trading system, while 
taking into account the specific characteristics and role of 
agriculture'. In 1985, the US Food Security Act (Farm Bill) 
included provisions for retaliation against other countries 
accused of unfair trading. 

In July 1986, the Uruguay Round was launched, with the 
opening declaration that 'Contracting parties agree that there 
is an urgent need to bring more discipline and predictability 
to world agricultural trade ... Negotiations shall aim to 
achieve greater liberalization of trade in agriculture and bring 
all measures affecting import access and export competition 
under strengthened and more operationally effective GATT 
rules ... by: i) improving market access, ii) increased disci
pline on the use of all direct and indirect subsidies affecting 
directly and indirectly agricultural trade, and iii) minimizing 
... phytosanitary ... barriers'. 

(ii) the classification of policies into 'red', 'amber' and 
'green', corresponding respectively to those to be fully 
dismantled, those subject to monitored reduction, and 
those permitted to continue as not significantly dis
torting trade; 

(iii) 'tarification', i.e. the conversion of all import barriers 
not explicitly provided for under the GATT, such as 
variable import levies and minimum import prices, into 
simple tariffs, eventually to be 'bound' at lower rates; 

(iv) specified percentage reductions required in the three 
main areas. 

After seven years of intensive and often very difficult 
negotiations, especially between the Community and the 
United States, final agreement was reached in Geneva on 
15 December 1993. The outcome (which at time of writing 
is still subject to ratification by legislatures around the world) 
can be seen as a partial success in terms of the original 
governmental goals described above. At the least, the dangers 
of sliding into mutually damaging trade disputes, and export-
subsidy competitions in third-country markets, have been 
lessened. A fixed timetable for the measured reduction of 
protectionist policies over six years has been established, 
under the scrutiny of a new World Trade Organization to 
replace the GATT itself. Some detail of the EC's commit
ments in December 1993 are shown in Box 3. 
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Box 3: The EC Uruguay Round agreement on agriculture 

The final December 1993 agreement of the Uruguay Round in 
Brussels1 included the following provisions for EC agriculture, 
to take effect from the first half of 1995: 

Market access 

(i) Border protection measures other than ordinary customs 
duties are to be converted into tariff equivalents (TEs) for 
all agricultural products. Customs duties and TEs are to be 
reduced on a simple average basis by 36% over six years 
with a minimum reduction of 15% for each. A safeguard 
provision consisting of a variable element added to the 
basic tariff may be triggered if import prices fall below or 
import volumes exceed a base-year level. 

(ii) Minimum access opportunities are to be established rep
resenting at least 3% of domestic consumption at the start 
and 5% by the end of the implementation period. Current 
access opportunities on terms at least equivalent to those 
existing are to be retained. 

Domestic support 

(i) A total aggregate measure of support (AMS) for agriculture 
is to be calculated as the sum of such measures for all 
agricultural commodities. Total AMS is to be reduced in 
equal instalments, and bound at a level 20% below the 
base-period level by the end of the implementation period. 

(ii) Direct payments under production-limiting programmes 
such as those in the May 1992 CAP reforms are not to be 
subject to the AMS reduction commitment if based on fixed 

Except for some 'front-loading' of subsidized exports to enable existing EC 
stocks to be reduced, the final agreement largely replicated the Blair House 
'pre-accord' between the EC Commission and US Government in November/ 
December 1992. In turn, the pre-accord represented marginal changes in the 
framework and provisions of the Draft Final Act prepared by the GATT 
Secretary-General Artur Dunkel in 1991. 

area and yield or fixed number of head, or made on 85% of 
base-level production. 

Export subsidies 

(i) On a 1986-90 base, direct export-subsidy spending must be 
reduced, product by product, by 36%, and subsidized export 
volumes by 21%, over six years. 

The EC and US also came to bilateral agreement on the 
following outstanding issues: 

Rebalancing 

If EC imports of non-grain feed ingredients rise above the 
1990-92 average imports of these products, the US and EC are 
to seek a mutually acceptable solution. 

Peace clause 

Internal support measures and export subsidies that conform 
fully to reduction commitments are to be exempt until 2003 
from GATT actions such as countervailing duties and actions 
based on non-violation nullification or impairment. 

Oilseeds 

The EC is to introduce a separate base area for producers 
benefiting from the specific oilseeds payments system. This base 
area is to be reduced by at least 10%. Non-food production is to 
be allowed on set-aside land up to a volume of by-products not 
exceeding 1 million tonnes of soya meal equivalent. 

Other products 

The EC is to open a tariff-rate quota of 500 000 tonnes of com 
imports to Portugal, and establish a zero-duty tariff quota of 
120 000 tonnes of malt sprout pellets. A solution has been 
agreed for screenings, steep water, microscopic analysis and 
certification, to enable normal customs clearance procedures. 

C. The Europe Agreements 

Until the dramatic political events of 1989, eastern enlarge
ment of the Community, to include countries of Central 
Europe, was difficult to conceive. Up to that time, the 
significance of the Comecon bloc to the development of the 
CAP was confined mainly to strictly controlled quantities of 
EC imports — most importantly of live animals and meat — 
from Poland, Czechoslovakia, Hungary, Romania, Bulgaria, 
Yugoslavia, Albania and the USSR, and to occasional 
subsidized exports of product surpluses — most often of 
cereals and ex-store butter to the Soviet Union. 

In 1989-90, food aid was granted to Poland and import 
quotas were introduced or increased within the Community's 
PHARE programme. Negotiations also began on Association 
Agreements with Poland, Czechoslovakia and Hungary. 
However, the main event of 1990 was the integration on 
3 October of the territory of the former German Democratic 
Republic into a unified Germany and the Community itself. 
To the 127 million hectares of utilized agricultural area in 
the EC-12, this added a further 6 million hectares, three 
quarters arable, and nearly all within some 4 750 highly 
specialized State and cooperative holdings. Given the diversi
fied nature of the large workforce on these units, the 
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inadequacies of the food processing sector and the problems 
of land and firm privatization, the incorporation of this region 
into the CAP posed severe problems, necessitating special 
regulations which still persist. 

The Europe Agreements eventually agreed with Poland, 
Hungary, the Czech Republic, Slovakia, Romania and Bulga
ria cover five years, from 1992 to 1996, and provide for the 
consolidation of concessions already made under the EC's 
Generalized system of preferences, as well as new con
cessions for several other agricultural products.1 Most of the 
new concessions involve a 3-year staged reduction of import 
levies or duties, with 10% increases each year in the 
maximum quantities for commodities which are subject to 
levy. The quantities involved are based on actual amounts 
traded in the reference years 1988-90.2 They mainly reflect 
the more traditional and specialized products of the supplier 
countries, and are small or zero in the case of products in 
severe structural surplus in the Community. Minimum import 
prices must be observed for soft fruit for processing, where 
EC producers are particularly sensitive. A 'safeguard clause' 
in each agreement provides for consultation in cases of 
market difficulties, and the Community retains the right to 
impose health and safety checks at its borders. 

It is too early for' a firm judgment to be reached on the success 
of these agreements, and indeed on the success as a whole of 
the extensive internal and external efforts to transform the 
agricultural sectors of the Central and East European countries 
from a situation of State domination to one of private owner
ship and market orientation. Such a judgment depends, 
amongst other things, on the extent to which expectations — 
amongst economic observers and amongst the citizens of the 
countries concerned — are confirmed or otherwise. Some of 
these expectations have certainly been frustrated in the initial 
stages of the agreement period, partly because of the selectivity 
of the concessions granted, and partly because many of the 
preferential tariff quotas have not been fulfilled. Reasons in
clude preventative health measures introduced at very short 
notice by the Community in 1993, and a lack of information, 
flexibility or profitability in the exporter countries' agricul
tural sectors. The nature of the Europe Agreements means that 
much depends on the ability of Central European suppliers to 
compete on quality and other non-price grounds with EC 
produce. 

Meanwhile the 'Visegrad' Central European Free Trade Agreement 
between Czechoslovakia, Hungary and Poland was signed in December 
1992 and came into force on 1 March 1993; however, this agreement 
has a very limited agricultural role. 
For Romania, 1988-89 and for Bulgaria, 1989-91. 

D. Completion of the internal market 

A previous section in this chapter mentioned that 'green' 
rates and monetary compensatory amounts (MCAs) were 
introduced in 1969 in order to avoid the unacceptable 
repercussions of immediately basing effective CAP support 
prices on re-aligned Member State currencies. This 'agri-
monetary' system necessitated internal border checks for the 
required tax and subsidy payments, and constituted a breach 
with the fundamental Community principle of common 
markets. It also led to ever-increasing policy complexities, 
as efforts to phase out undervalued and overvalued green 
rates (corresponding to positive and negative MCAs respect
ively) were thwarted both by the reluctance of the higher-
priced countries to lower support to their farmers, and by the 
occurrence of further exchange-rate changes and hence a 
catching-up process. 

From 1984, when efforts to phase out positive MCAs 
for strong currency countries proved fruitless, currency 
re-alignments within the EMS involved the use of the 'green 
ecu', or a 'correcting factor' coefficient which revalued the 
standard ecu so as to compensate partly for the price-reducing 
effects on such countries. This new 'switch-over' system 
avoided new positive MCAs, while new or increased negative 
MCAs could be gradually removed without such great 
unpopularity, or the need for substantial compensatory direct 
payments. At the same time, adjustments were also made in 
the 'franchise', or margins within which MCAs or changes 
in these were regarded as unnecessary. Over the years, the 
effect of the 'switch-over' system has been to raise gradually 
the effective 'common' support price, and the average of all 
support prices in national currencies, by an amount now 
exceeding 20% of the level indicated by the 'real' or 
central-rate ecu. 

In 1988, following ratification of the Single European Act, 
the goal of a single European market was adopted by the 
Commission as the '1992' initiative. 

For agricultural products, border checks for the payment not 
only of MCAs, but also for value-added tax (VAT) and 
excise duties, as well as veterinary and food-safety controls 
have now been removed. A full set of common standards for 
such matters has been established, and alternative control 
systems set up to deal with cases of crop or livestock disease 
and food problems. The implementation of these health and 
safety systems continues to throw up difficulties from time 
to time, but the Community can be said now to have 
completed the internal market in these respects. 

As far as the agri-monetary system is concerned, the absence 
of border administration has abolished MCAs, and central 
rates of the European Monetary System are now used 
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for converting ecu-determined support prices and direct 
payments into national currencies. However, the green ecu 
and switch-over systems are retained, with little reduction in 
complexity. In cases of currency re-alignment, immediate or 
speedy adjustment of the conversion rates is to be enforced, 
with the possibility of temporary compensatory aids. 

Thus, at time of writing (spring 1994), agriculture has largely 
taken part in the completion of the EC's internal market, 
with the major and important exception that support prices 
and direct aids are still determined in national currencies in 
terms of a 'green ecu' system which builds in or permits 
compensation to neutralize the negative farm-income effects 
of currency adjustments. The importance of this can be seen 
in the fact that some ECU 1.7 billion was added to the 
Guarantee Section of the EAGGF by the monetary re
alignments that occurred between September 1992 and 
February 1993. A further extension of the single market for 
agricultural products will take place with the accession of the 
EFTA countries, scheduled for 1995.1 While the Commission 
is to bring forward proposals for further agrimonetary reform, 
the counter-attractions of price stability and upward creep in 
agricultural support levels remain to be overcome. 

3.6. The structure of EC agriculture 

A. The size of the sector 

With final production worth just over ECU 200 billion, the 
share of agriculture in Community GDP is just under 3%, 
and the sector has a similar proportion of total gross fixed 
capital formation. However, agriculture accounts for over 
6% of the employed civilian working population. Moreover, 
food, beverages and tobacco account for about 20% of 
average EC household consumer expenditure. Thus, although 
the sector now plays a relatively small direct role in 
the income-generating activities of the Community, it still 
occupies a significant share of employment in rural areas, 
while food and related products form a substantial proportion 
of international (and intra-EC) trade and of EC consumers' 
living costs. 

Agriculture's low share of Community GDP may be 
explained in terms of value-added; consumption of interme
diate inputs such as fertilizers, manufactured animal feed, 
etc. accounts for nearly half total output. Depreciation 

The European Parliament has approved the Accession Agreements for 
Austria, Finland, Sweden and Norway. Referendums are to be held in 
all these countries in late 1994, with accession (and consequential 
adjustments to the Uruguay Round agreements) taking place in the first 
half of 1995. 

(consumption of capital) and adjustment for direct taxes and 
subsidies further reduces net value-added at factor cost 
to about ECU 100 billion. However, other measures of 
agriculture's significance in the overall economy are implied 
by its utilization of 56% of the Community's total area, and 
by the fact that total expenditure on agriculture occupies 
about 60% of the total EC budget, as well as much smaller 
but still significant proportions of national government 
expenditures. Also, EC farming itself is intimately connected 
to the important agribusiness sectors of farm input supply, 
and the processing and distribution of farm products. In some 
areas, the extent or nature of farming operations are important 
for other land users, e.g. local residents, or tourists in 
mountain areas. Especially in certain localities, therefore, the 
size and prosperity of the farming sector can play a crucial 
role in the general economy. 

B. International trade 

With production continually outstripping consumption in 
many products, EC agricultural exports have steadily increa
sed. By 1990/91, the Community had become self-sufficient 
in all its main food commodities except oils and fats and 
fresh fruit. Production of cereals and sugar was more 
than 20% above domestic consumption, followed by butter 
at 15% higher. These three products alone accounted for 
more than USD 9 billion of exports. 

However, farm products are not a very significant proportion 
of EC exports (8.5%), less than the corresponding figure 
(12%) for the world as a whole. Agriculture does have a 
somewhat larger profile in the Community's total import bill 
(11.5%) because of purchases of rubber, timber and natural 
textile fibres, coffee, tea, cocoa and fish. Together, these 
make the Community the world's largest importer of agricul
tural products, with net imports worth more than USD 
26 billion in 1990-91. 

While agriculture may contribute only a modest share of 
EC exports, the Community remains the second largest 
agricultural exporter after the US, with trade based on 
cereals, particularly wheat, wine, sugar, milk powder, butter, 
cheese and meat. The Community's exports of beef are now 
greater than those of Argentina and Australia, while its sugar 
sales almost match those of Cuba. 

C. Farm size and labour 

Community agriculture is particularly varied in terms of farm 
structure. While the average area of an agricultural holding 
in the EC is 13 hectares, the United Kingdom figure is nearly 
five times as great at 64 hectares, while Greece, Italy and 
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Portugal have averages around 5 hectares. In the southern 
Member States, around 80% of all holdings are less than 
10 hectares in size (and thus many will not provide a farming 
livelihood), while in France, Denmark and Luxembourg, at 
least 17% of agricultural holdings are over 50 hectares in 
extent; in the United Kingdom this rises to 33%. 

Agricultural labour in the EC amounts to over 8 million 
persons mainly employed in the sector, and is equally 
varied between countries. For example, agriculture's share 
of employment is 22% in Greece and 18% in Portugal. On 
the other hand, the equivalent shares in Belgium, Germany, 
Luxembourg and the United Kingdom are around 3% or less. 
Overall, nearly 40% of those employed in agriculture have 
another main gainful activity; about 2.2 million farmers are 
classified as full-time. Also, the age of many farmers means 
that many are receiving pension and investment income. 

D. Agricultural production 

Overall, final EC agricultural output is almost equally divided 
between crop and livestock production. However, except for 
France and Portugal, EC Member States can be divided into 
two rather distinct categories in this respect. In the northern 
countries, especially Ireland and Luxembourg, livestock 
farming predominates, with around 60% of total (final) 
output on average, while crop products account for the 
remaining 40%. By contrast, in the southern countries, the 
proportions are reversed, crops accounting for at least 60% 
of total production, and livestock the rest. However, land-use 
patterns are not closely correlated: for example, Denmark 
has under 10% of its agricultural area in permanent pasture, 
while the United Kingdom share is nearly 65%. 

Five product groups — cereals, fresh vegetables, milk, beef 
and veal, and pigmeat — each account for over 10% of total 
EC agricultural output. However, about a third of grown 
cereals and nearly all grass (roughage) is fed directly to 
animals, and therefore does not appear as output. Other 
important EC agricultural products are wine and must, and 
poultrymeat (each about 5%). 

In terms of output level, France and Italy are the leading 
Member State producers, with about 20% of the EC total each, 
followed by Germany, Spain and the United Kingdom. In 
relation to domestic consumption, agricultural production is 
particularly important in Denmark, Ireland and the Nether
lands. As a share of GDP, agriculture is particularly important 
in Greece (14%) and Ireland (10%); for all other Member 
States, the sector does not account for more than about 5% 
of GDP. 

E. The CAP budget and transfers 

In recent years, CAP expenditure has accounted for about 60% 
of the total EC budget, or around 0.6% of EC GNP. Box 1 
above outlines the main features of the CAP budget, including 
its financing. In nominal terms, the CAP budget has, grown 
from ECU 3 billion in 1974 to over ECU 30 billion in 1990. 
Guarantee Section expenditure on market support and direct 
payments has now risen to ECU 35 billion (budget 1994), due 
to increased spending on cereals and several other commodity 
groups. The full implementation of the 1992 CAP reforms will 
bring additional demands to finance the direct compensatory 
payments included in those reforms. There is therefore strong 
upward growth in the CAP budget, and a danger of encounte
ring the 'guideline' ceiling which has been imposed since 
1989 on most Guarantee expenditure and is linked to a fraction 
of GNP growth. 

As outlined in Box 1, CAP expenditure can be classified into 
'market support' —essentially storage costs and export refund 
subsidies totalling some 15 billion in the early 1990s — and 
'other' Guarantee expenditure on direct producer and consu
mer subsidies, accounting for most of the rest. This second 
category has always been relatively important, if not so easy 
to classify and analyse, and is scheduled to grow further as a 
consequence of the current reforms. Market support expendi
ture depends on a mixture of climatic, commodity-market and 
exchange-rate factors, and is inherently less easy to predict. 

As between commodity sectors, crops account for about two 
thirds of total Guarantee spending, and livestock about one 
third. This corresponds to an approximately equal division of 
final agricultural production in the Community as a whole. 
The difference is largely accounted for by the heavy budgetary 
support afforded to arable crops such as cereals, sugar and 
oilseeds, and to tobacco, while pigmeat and poultrymeat at
tract relatively low Guarantee spending. As yet, additional 
and accompanying measures, such as non-annual set-aside 
payments and special environmental and rural development 
schemes, account for relatively limited amounts (about ECU 1 
billion in 1994). 

Budget costs arising from the CAP can be divided between 
transfer expenditures provided to farmers as income support 
or to consumers and processors as partial or selective compen
sation for the high EC domestic prices. Non-transfer expendi
tures represent the purchase of goods and services by the 
EC authorities for their own purposes, mainly the storage of 
agricultural products for the purpose of stabilizing (rather than 
supporting) domestic market prices, and for rural development 
and environmental purposes. Analysis along these lines (see 
Chapter B) shows that about half the net budget costs of the 
CAP in recent years has been production-related transfers to 
producers, while about a sixth is directed to consumers and the 
remaining third to stabilization and other 'public good' activi
ties. 
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It needs to be emphasized that these budgetary costs and 
transfers to not correspond to real income effects, since they 
do not take into account the costs imposed on the EC 
economy through the CAP's distortion of production re
source use and of consumer choice. Also, the inefficiency 
losses of tax-raising and administration are not included. 
Nor, of course, are costs imposed on third countries or 
non-marketed goods and services such as the environment 
taken into account. Nevertheless, they are important as an 
obvious determinant and outcome of agricultural policy
making in the EC, particularly since the CAP accounts for 
such a large proportion of the Community's budget. 

A wider concept of policy transfers has been employed by the 
OECD, which has extended its well-known PSE calculations 
to take account of all commodities (PSEs covers only 74% of 
EC agricultural production in 1992), of public storage costs, 
and of certain schemes (such as the milk production cessation 
premium) which the PSE method ignored. Table 6 shows these 
'total transfers', defined as 'the sum of all transfers from 
taxpayers, plus all transfers from consumers, less estimated 
budget receipts from tariffs on agricultural imports', and ex
presses them in various ways. The burden of support falling on 
consumers rather than taxpayers is well shown, as is the large 
transfer per full-time farmer. However, the EC ranks about the 
middle of all OECD countries for most such calculations (for 
further detail, see Chapter B). 

The OECD transfer calculations may be interpreted as provi
ding an upper limit estimate of the yearly direct payments 
which would compensate farmers for the removal of the CAP. 
However, the longer the time horizon for such an operation, 
the easier it would be for the capital and labour employed in 
EC agriculture to find a new employment equilibrium, and 
thus the need for such compensation would lessen accordingly. 

Table 2 
Agricultural shares of value-added and employment, and labour 
productivity growth, EC 1991 

Belgium 
Denmark 
Germany 
Greece 
Spain 
France 
Ireland 
Italy 
Luxembourg 
Netherlands 
Portugal 
United Kingdom 
EC-12 

2.9 
3.7 
1.5 

13.9 
4.6 
3.3 
9.5 
3.6 
2.2 
4.0 
5.3 
1.4 

Emloymcnt 
(FTEs) 

2.7 
5.5 
3.3 

21.6 
10.7 
5.8 

13.8 
8.5 
3.1 
4.5 

17.5 
2.2 

Table 3 
EC agricultural trade and self-sufficiency, 1990-91 

Self-
sufficiency 

% 
Net exports (+) 

imports (-) 
1000 t 

1990 
USD Mio 

Cereals 
Sugar 
Butter 
Wine 
Fresh fruit 
Fresh vegetables 
Meat 
Eggs 
Oils and fats 
All agricultural and 
food products 

120 
128 
115 
103 
85 

106 
120 
103 
701 

— 

24 981 
3 615 
3 362 

5 500 hi 
-4 417 

1861 
1 218.4 

81.3 
not available 

— 

4 519 
1074 

(3 575)2 

(7 055)3 

-9 054 

236 
2 

— 

-26 3664 

1 Rapeseed and sunflower seed only. 
2 Milk and eggs together, figure for butter not available. 
3 All alcoholic beverages, 
4 In addition to the deficits shown for fruit, vegetables, and oils and fats, the major 

contributions to this overall net import figure come from fish (USD -6 611 Mio), coffee, 
cocoa, tea and spices (-4 174), animal feed (-4 211), oilseeds (-4 198), rubber, timber 
and natural textile fibres (-14 277). 

Source: The agricultural situation in the Community, 1993. 

Table 4 
Agricultural production, 1991 
(a) Crop and livestock shares, by Member States 

2.9 6.2 
Source: The agricultural situation in the Community, 1993. 

Crops (%) Livestock (%) 

Belgium 
Denmark 
Germany 
Greece 
Spain 
France 
Ireland 
Italy 
Luxembourg 
Netherlands 
Portugal 
United Kingdom 
EC 
— (million ECU) 

38 
34 
37 
68 
61 
55 
14 
63 
15 
44 
51 
41 
52 

(105.9) 

(b) Shares of individual products in final production 

Wheat 
Barley 
Maize 
Sugarbeet 
Olive oil 
Fresh fruit 
Fresh vegetables 
Wine and must 

Crop 
(%) 

6.9 
2.3 
2.2 
2.2 
2.4 
4.7 

10.1 
5.2 

Milk 
Beef/veal 
Pigmeat 

62 
66 
63 
32 
39 
45 
86 
37 
85 
56 
49 
59 
48 

(98.5) 

Livestock 
(%) 

15.8 
11.2 
10.4 

Source: The agricultural situation in the Community, 1993. 
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Table 5 

EC farm structure, 1987 

Table 6 
Total agricultural policy transfers, EC, 1990-92 (billion ECU)1 

EC-12 

Utilized 
agricultural 

area 
per holding 

of holdings 
with less 

than 10 ha 

13.3 66.0 

Source: The agricultural situation in the Community, 1993. 

of holdings 
with more 
than 50 ha 

Belgium 
Denmark 
Germany 
Greece 
Spain 
France 
Ireland 
Italy 
Luxembourg 
Netherlands 
Portugal 
United Kingdom 

14.8 
32.2 
16.8 
4.0 

13.8 
28.6 
22.7 
5.6 

30.2 
15.3 
5.2 

64.4 

45.8 
18.0 
47.0 
89.4 
72.3 
29.9 
31.3 
84.8 
28.8 
43.3 
87.5 
25.9 

5.8 
17.2 
6.1 
0.5 
6.0 

18.1 
9.0 
1.9 

26.2 
4.4 
1.9 

33.3 

6.8 

From taxpayers 
From consumers 
Budget revenues 
Total transfers 

share in total GDP (%) 
per head of population 
(ecu/hd) 
per full-time farmer 
equivalent (ecu/FFE) 
per hectare of farmland 
(ecu/ha) 

1 Includes ex-GDR. 
Source: OECD secretariat estimates, 

and Outlook, 1993. 

1990 

39.3 
66.1 
0.7 

104.8 
1.9 

300 

11900 

750 

'Agriculture 

1991 

47.5 
71.4 

0.5 
118.4 

2.0 

340 

13 400 

850 

1992 

51.8 
69.3 
0.6 

120.5 
2.0 

350 

13 700 

870 

policies, markets and trade' 

OECD 
average 

1992 

2.1 

340 

16 900 

240 

, Monitoring 
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Chapter 4 

Lessons and future challenges 
4.1. Introduction 

Following the previous chapter's description of the past and 
present situation of EC agriculture, this chapter assesses the 
future economic prospects for EC agricultural policy, as these 
appear shortly after the beginning of the implementation of 
the May 1992 CAP reforms and the major shift from market 
price support to direct income support. Following a number 
of general 'lessons' which may be drawn from experience to 
date, the structure of analysis follows the list of policy 
objectives identified in Chapter 1 of this report. The aim is 
to identify a set of challenges which any future policy 
changes, such as those outlined in the following chapter, will 
have to address. 

4.2. Lessons 

The development of the CAP up to the 1992 reforms suggest 
a number of lessons to be learnt: 

1. Market support measures such as those of the traditional 
CAP tend to become less and less transfer-efficient as the 
price elasticity of agricultural production in the process of 
economic development implying the increased use of 
purchased input become more elastic. Benefits to produ
cers are eroded by higher land and other input prices, 
while consumers pay high food costs and rising surpluses 
lead to ever-higher taxpayer costs. Indeed, the circle 
becomes a vicious one, with taxpayer-financed export 
subsidies helping to depress world prices which then 
require more subsidies to dispose of surpluses on world 
markets. 

2. CAP-type support is not distributed satisfactorily amongst 
producers. One estimate (CEC, July 1991) is that 80% of 
CAP spending goes to only about 20% of farmers, 
overwhelmingly the bigger and richer ones. This is partly 
the result of tying spending to production and of biasing 
it towards 'northern' products. Attempts to fine-tune CAP 
support in favour of different groups of farmers have 
proved difficult and expensive. 

3. Despite CAP support, a large number of EC farm house
holds can no longer realistically expect adequate incomes 
from farming in the longer term, particularly in compari
son with non-agricultural alternatives available to many 
of their younger members. The economic survival of 
many farm enterprises run by these households thus 

remains doubtful, even for those which might succeed in 
achieving greater cost efficiencies, in creating larger 
farming units, or in diversifying into non-farming activi
ties. 

4. Rural communities continued to suffer a number of 
economic and social problems which cannot be addressed 
by further CAP-type support to agriculture (CEC, 1988, 
Rural World). While the 1988 reform of the EC Structural 
Funds and other initiatives goes some way towards 
addressing this issue, the greater part of CAP expenditure 
still does little to promote broader rural development. 

5. Price support places the Community's ability to compete 
in industries where the agricultural products are used as 
inputs at risk. The development of new crop-based 
industries, such as bio-energy and materials manufactu
ring, is made difficult without expensive subsidies. 

6. The administration of the CAP has become increasingly 
complex and fraud-ridden because of numerous modifica
tions to the original price supports and the introduction of 
experimental and ad hoc schemes. The enlargement of 
the Community from Six to Twelve, and probably more, 
and attempts to introduce national features into common 
policy regimes has worsened such problems in inconsist
ency and complexity. 

7. CAP supply control mechanisms have been unable to 
prevent an overall increase in agricultural surpluses. 
Farmers have been proved adept at avoiding such restric
tions, and at finding alternative production avenues. The 
controls themselves were often introduced too loosely, 
but negotiating the necessary changes with farmers and 
Member States proves increasingly lengthy and expen
sive. 

8. The negative environmental impact of the CAP's produc
tion-stimulating measures has become more severe, such 
as ecological decline induced by crop-growing methods, 
and by water and air pollution caused by agri-chemicals 
and animal waste. Agriculture's growing environmental 
problems cannot be satisfactorily dealt with by voluntary 
schemes. 

4.3. Future challenges: policy objectives 
reconsidered 

A. Farm incomes 

Even though future decline in real world market prices for 
agricultural commodities is expected to be less severe than 
in the 1980s due to trade liberalization and high income 
growth in developing countries, the downward pressure on 
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prices is likely to continue for most traditional agricultural 
products. At individual level, the consequent fall in farming 
income can only be limited if employment in agriculture falls 
significantly around the world. However, this does not mean 
that there is a straightforward trade-off between the income 
and employment objectives of governments in rural areas in 
the sense that lower employment leads to higher incomes, or 
that higher income requires lower employment. 

Patchy evidence suggests that the real incomes of farm 
households, as opposed to farming income per person 
employed, have generally risen over recent years, partly 
because many EC farming families have developed other 
sources of income. The general recession of the early 1990s 
and slower growth thereafter than in the 1980s, may also 
mean a less difficult task for farmers to maintain relative 
incomes at least for a period. Furthermore, the CAP reforms 
mean that many farmers will now benefit from secure and 
direct income support which is independent of market and 
climatic fluctuations. 

The growth of social security safety nets has eased the 
hardship suffered by those leaving agriculture due to business 
failure. The CAP was never intended to be a social insurance 
against the failure of a farming enterprise, although some of 
its mechanisms have been dedicated to keeping scarcely 
viable activities in business. The EC now has other instru
ments, including substantial rural development policies, 
available to ease the transition for individuals. 

The decline in the number of middle-sized farms has been 
accompanied by a rapid growth in the number of large farms 
which now account for a high proportion of output. The 
decline in numbers of small farms, however, has been much 
slower. This means that farm structures are now much more 
clearly divided between large and small. This is evidence 
that price support is missing its target of transferring income 
to producers with low relative incomes. 

The increases in the size of farm units and in the value of the 
output of each unit is prompting larger producers to employ 
the services of financial and insurance markets. A variety of 
means are now available to cover against crop failures and 
unexpected blows to livestock production. The price-fixing 
mechanism is thus relatively less important as an income 
stabilizer. 

Within the Community, exchange-rate changes have in the 
past caused great difficulties for many farmers in countries 
with strong currencies while provoking inflationary pressures 
in countries with devaluing currencies. In comparison to 
other industries, however, EC agriculture was partly 
cushioned by monetary compensatory amounts and other 

policy measures. Nevertheless, exchange-rate changes will 
continue to pose a threat and a challenge to the CAP. The 
1993 decision to enlarge the exchange-rate mechanism bands 
to 15% has already created new difficulties and tensions as 
national EC currencies continue to vary against each other. 
The problems associated with currency changes will not in 
fact be resolved until the EC has a common currency as 
foreseen by the Maastricht Treaty. 

The future challenges for EC agricultural policy in the area 
of farm incomes are thus to target a lower aggregate level 
of essential income support to farmers whose continued 
occupation in activities is endangered but is deemed to be of 
general social, environmental and cultural benefit, and to 
promote the development of institutions which will allow 
agriculture to cope with market and exchange-rate risk in a 
similar way as other sectors. 

B. Rural communities 

Rural communities obviously threaten to die without rural 
employment and as a result of continuing agricultural change, 
as well as technical changes in manufacturing and business 
transport and services, some (but not all) rural communities 
in the EC are likely to continue to pose problems of economic 
development or at least substantial and perhaps undesirable 
changes in their occupational and social character. It has 
become clear that many of the current problems of rural 
communities cannot be addressed by further CAP-type 
support to agriculture (CEC, 1988), and the challenge here is 
to continue to develop the various rural development initia
tives under the 1988-reformed EC Structural Funds. 

It can of course be questioned whether such communities, 
especially those in remote areas, should be maintained by 
policy subsidies or special regulations, or whether free-
market forces should be allowed to operate with little 
interference. From an economic point of view, this question 
depends in a complex way on the opportunity costs of public 
expenditure on rural development and social assistance, on 
economies of scale and capital utilization in rural services, 
on the transition costs that would be imposed on individuals 
if a fast rate of change were enforced, and on externalities 
valued by the general population, such as the maintenance of 
traditional environment and way of life. The importance of 
these concerns varies greatly from place to place. 

What is however clear is that modern agriculture will no 
longer be labour-intensive and will employ only limited 
numbers of people directly or in many cases (e.g. off-farm 
handling of bulk production) indirectly. Even with high 
levels of price and direct support, some areas of the Commu-
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nity suffer problems of social 'desertification' and a serious 
run-down in farming activity. With still lower price support, 
there may be quite serious problems of whole regions losing 
competitiveness in the production of traditional, mainstream 
commodities such as cereals and sheepmeat due to lower 
productivity growth than in the more developed regions. The 
continuous fall in employment is obviously undermining the 
belief that agricultural price support is essential to the 
maintenance of rural communities. It is also provoking a 
search for other more cost-effective methods of keeping rural 
communities alive. Evidence in some parts of the Community 
for a 'rural renaissance' based on grass-roots and income 
activity suggests that such a search is not fruitless. 

C. The environment and related issues 

Public opinion is increasingly aware that the search for 
higher production, stimulated by price support, is having 
negative consequences for the quality of natural resources. 
Unwanted effects include pollution from such inputs as 
nitrate fertilizers, aesthetic damage caused by practices such 
as field enlargement and intensive stocking, and highly 
artificial methods of livestock husbandry. Simple market 
support cannot deal satisfactorily with these problems, and 
may even contribute to them despite environmental and 
animal-welfare regulations, while voluntary and experimen
tal schemes have not yet been shown capable of addressing 
the complexity, variety and time-scales of the issues in
volved. 

The current CAP market reforms are unlikely to change 
dramatically the level of externalities, both positive and 
negative, produced by EC agriculture, although there should 
be a better balance towards more extensive crop and livestock 
production. However, regions and Member States already 
facing structural problems of under-utilized and poorly 
rewarded agricultural resources are likely to face the greatest 
difficulties of adjustment to the new conditions. Much 
will depend on the conceptual elaboration and practical 
implementation of the reform's accompanying measures for 
the agri-environment, particularly the extent to which they 
contribute towards a 'global' local strategy of conservation 
of desirable natural and vernacular features, and their utiliza
tion for economic purposes (Merlo and Manente, 1992). 

means, or by the private sector, often in contradiction to the 
price signals set by the CAP. 

D. Technical efficiency and competitiveness 

Fundamental technical and economic forces will continue to 
pose inescapable challenges to which the political process 
will have to adjust. Although the lower EC prices now being 
introduced may have a longer-term effect of slowing down 
the pace of invention, development and adoption of new 
methods, technological progress such as genetic manipula
tion and electronic controls will continue to raise the 
productivity of even the most advanced production systems. 
There is also still considerable scope for productivity gains 
through structural change (larger farms). In addition, hitherto 
less efficient regions of the world such as Eastern Europe 
have a catch-up potential which will need to be accommo
dated. Substantial supply increases in agricultural products 
worldwide must, therefore, be expected. On the other hand, 
demand for agricultural products will remain stagnant in the 
Community while increases in effective worldwide demand 
will be limited. 

To be sure of being able to feed itself, the Community does 
not need to increase production further. Supply of most main 
products exceeds 100% of consumption. Moreover, these 
consumption levels could be adjusted if, for whatever reason, 
Member States found themselves forced to use their own 
resources to feed their populations more efficiently in 
nutritional terms, as long as a certain level of production 
capacity is preserved. 

The ending of the Cold War and the melting away of political 
tensions in Europe have made a future threat to food supplies 
even less plausible than before. The only factors justifying 
concern about future supplies of food are the Community's 
dependence on imported inputs which have so boosted 
productivity, and possibly the consequences of a Chernobyl-
type nuclear accident in a wide and crucial area of Western 
European agriculture. However, the appropriate responses to 
these threats lie elsewhere than in the continuation of market 
price support for current food production. 

Higher consumer incomes have created an increasing demand 
for high-quality products to which the market price support 
system of EC agriculture is poorly adapted. As with animal 
welfare, the CAP has proved inappropriate in addressing 
modern demands relating to product origin and production 
methods; these have had to be addressed by other policy 

The challenges for future EC agricultural policy in this area 
therefore lie in the encouragement (without undue public 
expenditure) of high-quality and low-cost production and 
marketing of farm commodities for domestic and external 
markets, and the reform of CAP mechanisms which discou
rage or complicate this approach. 

29 



EC agricultural policy for the 21st century 

E. Economic efficiency 

As regards agricultural policy, the pursuit of overall econ
omic efficiency relates to the EC's balance of broad political 
goals, both internal and external. Internally, the continuing 
exploitation via the single market of regional comparative 
advantage in farm production will throw up problems of 
structural and personal adjustment for those areas and farmers 
placed at relative disadvantage in traditional occupations. 
The pace and scale of re-allocating physical, financial and 
human resources away from unprofitable farming activities 
and towards more rewarding (in commercial or public-good 
terms) ones will involve difficult searches and choices 
amongst available options. However, such difficulties should 
not be ignored by policy-makers, both because re-allocation 
is necessary if the EC as a whole is to improve its economic 
efficiency (which determines overall output and hence the 
amounts available for income redistribution), and because 
policies can reduce the private costs and coordinate the path 
of adjustment in many areas. 

Externally, economic challenges are posed by the competitive 
producers and potential customers in the Community's 
trading partners, particularly the industrialized countries 
of North America, Eastern Europe, South-East Asia and 
elsewhere. Not only will the technical and marketing effi
ciency of the EC farm sector be under increasing pressure 
(on food, fibre and other markets at home and abroad) as a 
result of the Uruguay Round agreement, but the worldwide 
development of macroeconomic performance is at least 
influenced by the efficiency of the agricultural sector and its 
role in international trade policy formulation (see next sub
section). 

F. International trade relations 

Future challenges for EC agricultural policy also lie in wider 
issues of trade and political relationships with other countries. 
As in the past, questions of enlarging the Community will 
involve adoption of the current CAP as part of the acquis 
communautaire, and such problems will become easier to 
deal with if the CAP (a) avoids high distortion of farm 
product markets, and (b) contains a greater degree of internal 
differentiation and flexibility in direct support payment sys
tems. 

Another important question to be resolved in the next decade 
is the compatibility of current CAP reforms and the EC's 
Uruguay Round commitments on export subsidies. Whether 
or not difficulties can be avoided during the period of the 
agreement, longer-term questions remain, particularly if 

world market commodity prices maintain their long-run 
decline in real terms. 

G. Central and Eastern Europe 

An important consideration for EC agricultural policy will 
be how to develop agricultural trade relations with Central 
and Eastern Europe prior to accession and how to integrate 
the agricultural sectors in these countries into the CAP during 
the usual transitional period after accession. It is in the 
EC's overall interest to support the political and economic 
development of the countries of Central and Eastern Europe. 
Normally, an important aspect of this support would be 
opening up to their trade and, in fact, the Community's 
bilateral agreements with these countries address this need. 
The Europe Agreements1 in particular grant them privileged 
access to the EC market, although a restrictive attitude 
prevailed in some sectors, especially agriculture. 

An across-the-board preference for exports from Eastern 
Europe would be an expensive and distortive method of 
assistance as long as agriculture in the EC is highly protected. 
It would be expensive because it would replace imports 
from other countries or increase EC exports by an amount 
corresponding to the higher imports from the East. Subsidies 
for these exports would have to be financed from the 
EC budget. Privileged access would thus amount to a 
special-purpose grant from the EC budget to Eastern Europe 
linked to agricultural exports whose value to these countries 
would be less than the budgetary cost incurred by the 
Community. A direct grant to these countries would be 
less expensive. 

In addition, privileged access would have a distortive effect, 
in that CAP protection would be extended eastward. Farmers 
there would be receiving price signals which were not 
oriented to the world market. This would lead to distorted 
supply responses, as it does in the EC. Farmers in Eastern 
Europe would produce more than they would do under less 
artificial market regimes, in the process aggravating problems 
in the Community and worldwide. 

Agriculture is more important to the eastern economies than 
it is to the EC, but the Community can effectively help them 
only if it reduces its level of price support and external 
protection. The inefficiencies in the income maintenance 
system, even after the 1992 reform and the GATT Agree
ment, are not only an obstacle to assisting Community 

1 With Poland, Hungary, the Czech Republic, Slovakia, Romania, 
Bulgaria and Albania. 
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farmers in an economically sound way, they are also a 
major stumbling block to a supportive relationship with 
Eastern Europe. 

The CAP in its present form is not only a complication to the 
development of free trade with Eastern Europe, it would also 
be a source of great difficulty to any eventual attempt by the 
EC to honour its commitment to take the Visegrad Four 
(the Czech Republic, Slovakia, Hungary and Poland) into 
membership. If they were to apply market price support at 
the present EC level, they would be transferring resources 

from consumers to producers in volumes which may be 
thought politically undesirable. In the long run, they might 
also be stimulating production to reach levels far in excess 
of their domestic requirements.1 

However, it does not appear that the direct impact of eastern 
enlargement on EC agricultural expenditure would pose major 
problems, contrary to the recent estimates of some economists. Most 
of the Central and East European countries are net agricultural 
importers and they would thus contribute to the Community's budget 
(through duties on imported farm products) rather than cause a 
significant increase in spending. This is unlikely to change 
dramatically while they are still outside the Community. 
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Chapter 5 

Guidance for future policy 

5.1 Introduction 

This chapter offers a general and long-term perspective for 
the future of the CAP. The fundamental aim is to make the 
CAP more consistent with the principles on which EC 
policies generally are based through a clearer separation of 
responsibilities for the efficiency and income aspects of the 
present policy. This implies a further re-orientation of the 
CAP away from price support and towards direct income 
support, allowing the allocation of tasks between the Com
munity and the Member States to be made more in accordance 
with the principle of subsidiarity. 

This basis for the analysis is first of all an assessment of 
the possibilities for achieving the objectives underlying 
agricultural policies pursued worldwide, as identified in 
Chapter 2. Emphasis is put on the objective of economic 
efficiency reflecting the general tendency for more weight to 
be given to such considerations in current government 
decision-making. 

However, guidelines for reform of the CAP also need to take 
into account a number of constitutional principles which 
characterize the Community at its present level of develop
ment. These are: 

(i) fair competition, 

(ii) subsidiarity, 

(iii) consensus. 

The principle of 'fair competition' finds its expression in 
Article 92 of the Maastricht Treaty which lays down the 
general principle that State aids which threaten to distort 
competition among firms in different Member States are 
forbidden. There are certain exceptions, for example aid to 
facilitate the development of certain activities or of certain 
economic areas may be permitted where such aid does not 
adversely affect trading conditions to an extent contrary to 
the common interest. Article 93 sets out the procedure by 
which the Commission can exercise its control and impose 
specific obligations on Member States. In performing this 
task, the Commission has in each case to decide whether the 
harm done to competition in the Community is outweighed 
by the contribution that the aid may make towards other 
Community objectives. This policy may be interpreted as 
implying that agriculture should be treated in the same way 

as other sectors of the economy, unless reasons can be 
advanced why it deserves special treatment in terms of 
government support. 

The principle of 'subsidiarity' is expressed in Article 3b of 
the Maastricht Treaty: 'in areas which do not fall within its 
exclusive competence, the Community shall take action ... 
only if and in so far as the objectives of proposed action 
cannot be sufficiently achieved by the Member States and 
can, therefore, by reason of the scale or effects of the 
proposed action be better achieved by the Community'. 
When it comes to social and incomes policies, there is in 
general little, if any, a priori evidence that better results can 
be achieved with responsibility placed at the Community 
level.1 Even at the increased level of integration achieved 
with the Maastricht Treaty, the responsibility for achieving 
an equitable income distribution still remains largely with 
the Member States. This not only reflects the relatively low 
level of cohesion in the European Union compared with that 
in the individual Member States, but is also justified because 
it allows measures, for example, to deal with structural 
adjustment problems to be differentiated according to their 
severity and according to differences in social security 
institutions in the Member States. This suggests that, in a 
reformed CAP, there should be convincing evidence that 
agricultural policy measures adopted at Community level 
would be an efficient method to achieve social or income 
redistributional objectives. It is important here to emphasize 
that the question to what extent the financial burden of social 
and structural adjustment problems in agriculture or in 
general should be shared between Member States is a 
separate, essentially political issue, which may be dealt with 
independently of the allocation of the responsibilities for 
dealing with these problems. 

The principle of 'consensus' is embedded in both the 
constitutional rules and in the practice of the Community. The 
Treaty on European Union requires that political decisions be 
taken either by qualified majority or by unanimity, and it is 
reasonable to expect that decisions which will affect im
portant national interests will only be adopted if a consensus 
can be achieved. For a CAP reform proposal to be adopted, 
it is therefore important that the distribution of costs and 
benefits between Member States does not change dramati
cally as a result of its implementation and also that it is 
perceived in each Member State not to do so. Widespread 
analysis and open discussion of the effects and implications 
of proposals for further reform of the CAP is therefore 
important. 

1 See 'Stable money — sound finances' European Economy No 53,1993. 
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5.2. Guidelines for further CAP reform 

A. Further cuts in agricultural support prices 

A main objective for further reform of the CAP should be for 
agricultural support prices eventually to provide a level of 
protection no higher than that enjoyed by other sectors in 
the economy. 

The 1992 CAP reforms represented a major stride towards a 
more market-oriented EC agricultural policy, but also created 
important new imbalances in the level of market protection 
afforded to different farm products, in particular on the 
demand side. Initial price reductions, beyond those already 
agreed, should therefore be concentrated on commodities 
such as milk and sugar whose regimes were not significantly 
affected by the 1992 reform. This would mean a substantial 
move in the direction of world market prices for most 
products other than cereals and oilseeds, whose prices will 
be reduced to close to world market level already as a 
consequence of the 1992 reforms. 

The price decreases should be phased in over a relatively 
long period, in order to limit the budget cost due to 
compensation payments and to avoid causing too much 
disruption in rural areas and in industries depending on 
the agricultural sector. However, the price cuts should be 
implemented in full, without weakening of their effect due to 
monetary or national adjustments. 

The planned reduction in domestic EC farm product support 
prices should be clearly announced in advance. However, 
domestic price adjustments should take reasonable account 
of world market price developments with the conditions for 
deviations from the planned developments clearly spelt out. 

B. Reform of stabilization measures 

Reductions in price levels do not, in themselves, imply a 
reform of the market price system, although, as EC prices 
approach world levels, there might be a reduced need for 
direct price stabilization if, as a result of the internal reform 
in the EC and in other countries, world market prices became 
more stable. In order to strengthen these market links and 
thus their price-stabilizing effects, the remaining EC levies 
and import quotas should be transformed into flat ad valorem 
tariffs as required by the Uruguay Round agreement. There 
may be some scope for maintaining variable levies as a 
stabilizer against unacceptable fluctuations in internal prices, 
and to prevent these falling below certain levels. In any 
case, alternative means of stabilization including forward 

contracts, insurance and possibly mutually operated income 
stabilization funds should be encouraged. 

C. Elimination of quantitative restrictions 

Quantitative restrictions in the form of production quotas for 
milk and sugar, reference levels of regional cattle herds and 
sheep flocks, and land set-aside proportions may have 
desirable effects in reducing budget expenditures, but also 
create production inefficiencies and administrative costs. 
Reduction in prices will reduce the incentive to expand 
production and thus the pressures on the EC budget. All 
such quantitative restrictions should therefore ultimately 
be eliminated. 

In particular, the provision in the 1992 reform package for 
set-aside in the crop sector should be gradually eliminated. 
The modelling analysis carried out for this report suggests 
that likely price developments over the next few years will 
lead to cereal prices approaching world prices quite closely, 
so that no set-aside would then be needed to comply with the 
Uruguay Round agreement. If, in fact, subsidized cereals 
exports threatened to conflict with the EC's international 
commitments, further cuts in cereal prices with correspond
ing income compensation should be made to eliminate export 
subsidies, to allow set-aside to be abolished and EC exports 
to expand. The objectives of preserving social and landscape 
features in rural areas should be achieved by other instru
ments. 

D. Direct income support: a Member State responsibility 

The need for compensation for decreases in prices will differ 
very much between Member States depending on the severity 
of the structural adjustment problems, and according to 
differences in pension schemes, unemployment benefits and 
other social provisions. Political support with respect to the 
degree and time-scale for such compensations is also likely 
to differ among Member States. Providing compensation to 
all farmers in the Community according to the same rules 
might therefore imply under-compensation in some Member 
States and over-compensation in others, according to na
tional preferences. 

In line with the subsidiarity principle, the responsibility for 
direct income support, i.e. for deciding on criteria of eligi
bility, on size and on duration of such payments, should 
therefore be allocated to the Member States, on condition 
that the payments do not distort competition. 
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E. Temporary transfers to Member States 
from the EC budget. 

Providing compensation to farmers for the price decreases 
under the 1992 reform and for further price decreases will 
increase the burden on the national budget in the Member 
States, particularly in those countries where pre-reform 
transfers from the EC budget and from consumers have been 
particularly large. 

In order to ease the transition process, the Community should 
therefore provide compensation to the Member States on a 
temporary basis. This compensation would be financed 
in part from the payments which during the three-year 
implementation period under the 1992 reform are paid 
directly to farmers from the EC budget and in part from 
savings following the further reform of the CAP in terms of 
reduced export subsidies and other costs. The transfers will 
be limited in time and provided on a degressive basis, and 
should be used only for direct compensation to farmers or for 
rural development, environmental or structural adjustment 
purposes. Community financing for this purpose should be 
phased out over a pre-determined period, say seven to 
10 years. 

F. Rules to ensure fair competition 

National agricultural policy measures must of course always 
conform to EC competition policy. In general, therefore, 
support linked to current production will not be allowed, 
although payments to achieve rural and environmental objec
tives, not affecting trading conditions contrary to the common 
interest, should be permitted. It has to be accepted that some 
rural regions in the Community are still highly dependent on 
agricultural and closely related activities for the occupations 
and incomes of their inhabitants. For this reason, certain 
agricultural measures may continue to be appropriate. How
ever, these should be funded and assessed on the same basis 
as assistance to other sectors of the rural economy, e.g. 
tourism, forestry, small-scale manufacturing, etc., according 
to the principle that agriculture should be treated in the same 
way as any other sector if there are no strong reasons to 
the contrary. 

'Decoupled' income payments, i.e. payments which satisfy 
similar conditions as specified in the so-called 'green box' of 
non-trade-distorting measures agreed in Uruguay Round 
negotiations, would be allowed. Member States will therefore 
in general be free to provide compensations based on 
historical levels of production because such payments do not 
provide an incentive to increased production. 

As in other sectors of industrial policy, the Community's 
responsibility is and will be to set the ground rules in line 

with its disciplines on State aids in general. Governments, 
therefore, have to satisfy the Commission, as the custodian 
of the Community's responsibility in this area, that the 
support they give to farmers does not distort competition in 
the EC's internal market. During the transitional period, 
before prices are reduced to world market price level, high 
rates of export subsidies and tariffs in case of increased 
production still create significant spillover effects in terms 
of increased costs to the common budget. A common 
organization to reinforce the Commission's general authority 
in this area should therefore be envisaged. Such an organiza
tion could involve the obligation on Member States to 
produce, for approval at Community level, multi-annual 
plans for direct income support to farmers. 

G. Other measures 

The above guidelines maintain the Community's financial 
solidarity for the operation of the common agricultural policy, 
but imply that financial responsibility for the structural 
adjustment problems in agriculture and rural areas after the 
transition period will be shifted away from the CAP. The 
Structural and Cohesion Funds need therefore to be used 
more comprehensively as a source of accompanying 
measures to aid structural adjustment than those available 
under the 1992 reform package. The reform proposal outlined 
here would cover many more commodities and policy areas, 
and additional measures should be targeted specifically 
at rural development and environmental objectives. Local 
markets for environmental services could be supported 
by public funds, subject to Community regulation and 
monitoring to avoid unfair competition. 

There is also a case for partial compensation being paid to 
Member States for the cost of installing the administrative 
structures necessary to switch from the present system to the 
new one, and possibly for the maintenance of these systems 
where this would make for improved overall economic 
efficiency in the Community. The Community could provide 
special help to those Member States with relatively weak 
administrative capabilities and large numbers of small farms. 
Such States are likely to find the implementation of direct 
income support programmes relatively costly. 

Stockpiling and external trade arrangements should be ex
plored as alternative methods of ensuring food security, 
which in any case is a less important objective than at the 
inception of the CAP. Such measures should also be used to 
ensure that the Community is able to provide emergency 
food aid. 

Finally, arrangements should be made to assure continued 
public funding — at Community level where appropriate — 
of scientific research, technological development, extension 
services and education systems for the agricultural sector. 
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Assessment 

6.1. Introduction 

This chapter provides an assessment of the guidelines for 
reform outlined in Chapter 5. The guidelines are evaluated 
according to the general policy objectives identified in 
Chapter 2. Finally their impact in terms of European cohesion 
and integration is discussed. 

The guidelines are assessed using basic economic reasoning. 
Given the long-term nature of the suggestions for further 
reform of the CAP and the limitation of the available models 
in this respect, the expert group decided not to undertake 
a quantitative assessment. This remains a challenge for 
future work. 

Member States, the task of absorbing a further reduction of 
agricultural employment in the economy will be less and less 
difficult. For most Member States it will therefore be 
sufficient and administratively convenient to extend to farm
ers the national social security net, job-training programmes, 
pre-pension schemes and other social and employment 
measures. These would allow social problems in the farming 
industry created by structural adjustment to be dealt with in 
the same way as is done for other industries. In some Member 
States this is already the case, which limits the need 
for special compensation schemes following the proposed 
price reductions. 

Under the reformed CAP, domestic agricultural prices will 
be subject to increased fluctuation. With the development of 
capital markets stimulated by government encouragement 
and regulation, it will however be possible for new futures 
markets and other financial instruments to smooth excessive 
variability in farmer returns. 

6.2. Policy objectives B. Rural communities 

A. Farm incomes 

In the long run (i.e. after full adjustment has taken place), 
one would expect only the price of land, as the fixed factor 
of farm production, to fall as a consequence of a reduction in 
farm prices. The employment of capital and labour in the 
agricultural sector will decline in response to the reduced 
level of market price support as some fraction of these factors 
is diverted to other sectors, but their remuneration will not 
fall because it will remain linked to the capital rents and 
wages obtained in other sectors of the economy. 

In the short term, however, price cuts lead to drop in income 
for farm capital and labour as well as for land. It takes time 
for existing capital to be depreciated and for labour to find 
alternative employment. To avoid the negative impact on 
farmers' income Member States may, however, subject to 
Community competition rules, provide direct income support 
as compensation and as payments for environmental services. 
Under the new system, support may be more efficiently 
targeted to those most likely to be in need from a social or 
economic point of view. 

In the long run, farm household incomes will, when non-farm 
income is taken into account, stabilize at a level similar to 
that enjoyed by households employed in other industries. 
After the sharp reduction in farming population which has 
taken place and which continues to take place in most 

The decrease in agricultural prices will in itself have a 
depressive effect on economic activities in rural areas, 
especially those highly dependent on agriculture. The effects 
on food-processing industries and industries supplying input 
and capital to the agricultural sector also need to be taken 
into account. A significant part of the direct income support 
provided in compensation to farmers is, however, likely to 
generate private investment activities in rural areas which 
will counteract this depressive effect. Furthermore, in gen
eral, the proposed increase in support for rural economic 
activities will also compensate for the decline in agricultural 
production. Agriculture has become an increasingly capital-
intensive industry. A more balanced support to rural activities 
is therefore likely to provide relatively more employment in 
rural areas and hence more support to rural communities. 
National policies could be adjusted more easily than at 
present to accommodate strong public preferences for sup
porting rural communities which exist in certain Member 
States. Such measures might stimulate agricultural pro
duction, causing a problem from the point of view of EC 
competition policy. However, the effect would be rather 
limited if the measures are properly targeted. Small farms in 
rural areas in need of development account for only a small 
part of total EC production. But, of even greater importance, 
the costs imposed on other Member States would be much 
reduced after reduction of agricultural prices to world market 
levels, because the negative effects on the EC budget would 
have been eliminated, or at least reduced very significantly. 
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C. The environment E. Economic efficiency 

Under the kind of approach advocated here, protection of the 
environment in the Community would be cheaper and easier. 
Reduction in farm prices would both lower the incentives for 
farmers to intensify via higher levels of purchased inputs and 
higher stocking rates, and enable alternative land uses such as 
forestry, low-density housing and environmentally-friendly 
production systems to compete more effectively for space. 
Subject to Community rules of fair competition, there would 
also be greater freedom for Member States to operate national 
or regional systems to provide compensation to farmers for 
the production of environmental services or to reduce the 
negative impact of agricultural production. Again, should 
this stimulate agricultural production, then the negative 
spillover effect would be far less important than under the 
present market price support system. 

D. Technical efficiency and competitiveness 

Lower agricultural prices and less stable agricultural prices 
are likely to reduce the incentive for research and develop
ment in new agricultural products and techniques. The 
guidelines therefore suggest targeted public support for 
agricultural research and development at local, national and 
Community levels. Such support should limit itself to 
offsetting significant market failures, e.g. excessive trans
action costs involved in gathering contributions from many 
small farmers, and positive externalities unrecognized by 
the markets. 

The move from administratively-determined prices to prices 
which reflect better supply and demand conditions will 
provide increased incentives for the development of quality 
products. This will provide a stimulus to the agricultural 
sector because these are the products where increasing 
consumer income is likely to expand demand most in the 
coming years. 

Removing quantitative restrictions will improve technical 
efficiency by making it possible for farmers to use the most 
efficient production techniques and to exploit economies 
of scale. 

Food production will become less intensive in the use of 
purchased inputs after the implementation of the proposals 
and will therefore depend less on imported inputs. Food 
security will therefore decrease less than the decline in 
self-sufficiency would suggest. Anyway, food security is not 
likely to be an important issue in the future. 

Reducing agricultural prices to world market price levels 
will provide significant economic efficiency gains. 

In the long run, the resource allocation in the Community 
will be improved by the transfer of labour, capital and other 
resources from agriculture to other more competitive sectors, 
and also the costs of administration will be significantly 
reduced. The 1992 reform has already created an administrat
ive infrastructure which may be used for providing direct 
income support, and, with decreasing subsidies, the need for 
strict control of agricultural production and trade will decline. 
The gain in aggregate real income from these two factors 
will represent a sizeable share of the present large transfers 
to Community agriculture from consumers and taxpayers. 
Budget expenditures to pay for export refunds, intervention 
purchases and administration will be significantly reduced 
and consumers will experience a significant real income gain 
due to lower prices, whereas the loss in income to the owners 
of the primary factors currently employed in the agricultural 
sector will be modest. 

However, in the short run, benefits compare less favourably 
with costs. The loss in earned income for farm households 
will be relatively more significant in the short run than in the 
long run, as the transfer of labour and capital from the 
agricultural sector to other sectors takes time and may create 
some unemployment among those previously employed 
in agriculture. Budget liabilities, partly borne by national 
governments, which are always costly to finance, will 
increase as the transfer from consumers are replaced by 
direct payments, and as the administrative costs for providing 
direct income support may also increase. 

With price changes being decreased over a reasonably long 
period, and with compensation from the EC budget to 
Member States being gradually phased out, there need not be 
any increase in the EC budget. At the end of the transition 
period, expenditures for agricultural purposes would in fact 
have been significantly reduced. A revision of the EC 
agricultural budget guidelines may therefore not be required, 
whereas Member States may need, at least temporarily, to 
increase budget appropriations to provide compensation 
to farmers. 

The reduction of farm prices may also create some macro-
economic benefits. In an environment of general unemploy
ment due to 'sticky' real wages, there will be some general 
short-term benefits as a decrease in food prices raises real 
wages and thus stimulates employment. 

38 



Assessment 

F. International trade relations 

Following implementation of reform according to the guide
lines suggested here, the Community's relations with trading 
partners should further improve. The EC will eliminate its 
subsidized exports, easing relations with the United States 
and other food-exporting countries. The Central and East 
European countries and many developing countries will be 
helped by a less restrictive EC import regime. For poor 
countries dependent on food imports whose price may be 
increased by EC or multilateral policy reform, there will be a 
need to continue food aid in emergencies and to design 
longer-term economic development programmes financed by 
the Community. 

Particularly if agreements are made in the context of the 
GATT, lower EC agricultural prices will induce other 
developed countries to reduce their level of support to 
agriculture and hence increase world market prices. As 
the Community is increasingly becoming an exporter of 
agricultural products, such worldwide coordination is there
fore particularly attractive for the Community. 

Lower agricultural protection will also make it possible to 
ensure, by increased imports, the supply of raw materials to 
the EC food processing industry. This will avoid an over-
severe structural adjustment in this sector as a result of 
reduced agricultural production by quantitative restrictions, 
which, in the absence of further reform, may be needed 
to fulfil the EC's obligations under the 1993 Uruguay 
Round agreement. 

6.3. European cohesion and integration 

A. Unity of the market, Community preference 
and financial solidarity 

The implementation of the proposed guidelines will facilitate 
relations between the existing Member States as well as 
simplifying accession and integration of new Member States, 
hence contributing to European integration. 

The common agricultural policy has played a key role in 
establishing and maintaining the European Community by 
assuring fair competition in agricultural markets. Although 
on several occasions during its history it has been the cause 
of fierce disputes among the Member States, it is still 
considered by many to provide an essential contribution to 
Community cohesion. It is therefore important to demonstrate 
that the proposed guidelines in essence are consistent with 
the three well-known principles on which the CAP was 
originally based: unity of the market, Community preference 

and financial solidarity. The guidelines maintain the unity of 
the market. There will still be a common agricultural 
policy: responsibility for the internal market and for external 
protection will remain at Community level. Nor will State 
aids be allowed to distort competition on agricultural com
modity markets. The Community's competition rules, which 
have been adequate in regulating State aids in other sectors, 
can be expected to be similarly effective in agriculture, 
although special provisions, as proposed, may be needed 
during the transitional phase when external protection for 
some products will still remain at a high level. 

Also CAP, reformed according to the guidelines proposed 
here, will still be consistent with the principles of Community 
preference and financial solidarity. Community preference 
will be maintained, although at a lower level than today. 
Financial solidarity will also be maintained with respect to 
the expenditures and revenues of the EC's general budget 
which follows from the operation by the Community of 
agricultural trade and competition policy. However, after the 
transitional period, there will not be financial solidarity, in 
the context of the common agricultural policy, with respect 
to the costs of dealing with the income problem caused 
by the structural adjustment pressure on agriculture. This, 
however, does not exclude financial solidarity within the 
Community for structural adjustment problems in general 
using policy instruments appropriate for this purpose. 

B. Changing circumstances and Community 
responsibilities 

At the time the European Economic Community was 
founded, market price support systems with the objective of 
supporting farmers' income already existed for agricultural 
products in the original Member States. Creating an internal 
market for agricultural products could only be achieved by 
harmonizing these systems, thus creating a common price 
support scheme. In other words, although the responsibility 
for achieving an equitable personal income distribution was 
the responsibility of the Member States, the responsibility for 
maintaining farm incomes was allocated to the Community as 
it would otherwise have been impossible to create an internal 
market for agricultural products. 

Today, with the introduction of direct payments in the 1992 
reforms as an instrument to secure an appropriate level of 
farm income, the situation is fundamentally different. It is 
now possible to separate the responsibility for the adminis
tration of the internal market from that of maintaining 
farmers' incomes (or more generally incomes in rural areas) 
at an acceptable level. It is possible to leave the responsibility 
for maintaining the unity of the market for agricultural 
products, and for ensuring that competition is not distorted, 
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to the Community, re-allocating the primary responsibility 
for maintaining income in rural areas to the Member States. 

Furthermore, at the time the CAP was formed, the transfers 
between Member States were much smaller and far easier to 
justify than today. The degree of self-sufficiency between 
Member States was much less unequal, and the transfers due 
to the CAP were therefore not a major source of political 
tension. CAP benefits to those Member States which had a 
comparative advantage in agriculture balanced the benefits 
enjoyed by other Member States due to the creation of a 
customs union for industrial products. Today the transfers 
between Member States due to the CAP are a much more 
divisive issue. Particularly after the 1973 enlargement, the 
difference in the degree of self-sufficiency between Member 
States for agricultural products has become much more 
significant while the differences in benefits derived from the 
internal market for industrial products are far less significant 
than they were in the 1950s. In successive GATT rounds, the 
tariff rate for industrial products has been almost eliminated, 
and industry has become the dominating sector in the 
economy in all Member States. The transfers between 
Member States due to the CAP cannot therefore be justified 
to the same extent by reference to differences between 
Member States in size of their industrial sectors. Nor can the 
existing transfers between Member States due to the CAP be 
justified with reference to differences in income positions, 
since most of the net beneficiaries are high income countries. 

Finally, other instruments have been created which may be 
used within the Community to share the burden of structural 
adjustment pressure in rural areas. These instruments are 
more cost-effective in helping those countries which in this 
respect have a particularly heavy burden, than are agricultural 
policy measures. 

C. Costs and benefits for Member States 

Although further quantitative work will be needed to prove 
the point, it seems that by appropriate timing of decreases in 
support prices and in the compensation from the EC budget, 
and by adjustment in the payments from the Structural Funds, 
all Member States stand to gain from the implementation of 
the guidelines, or at least to experience only modest losses. 

The reasons for this may be summarized as follows: 

In the long run, following reform according to the proposed 
guidelines, the removal of the inefficiencies and the depress
ing effect on international prices inherent in the present 

support system will provide benefits to all Member States in 
terms of lower budget contributions to the EC and lower 
consumer prices in the Member States, which will outweigh 
the losses in land rent. 

During the implementation period, the transitional cost will 
be divided and evenly shared. Administrative costs due to 
the full implementation of direct income support schemes 
will be limited given the already established recording and 
monitoring system covering a large part of agriculture, as 
part of the 1992 reform. Community cofinance will reduce 
the costs in those countries where there will be a particular 
burden due to a large number of farms and a relatively weak 
administrative infrastructure. The transfers from the EC 
budget to the Member State governments, which are only 
gradually to be reduced, will limit the financial burden for 
those countries where the compensation to farmers for 
reductions in agricultural prices imposes a disproportionate 
burden on taxpayers. The gradual decrease in agricultural 
prices will provide time to transfer the resources released in 
agriculture and related industries to other sectors, and 
hence limit the need to provide income compensation. 
The adjustment in the food processing industries will be 
facilitated by access to imported raw materials due to 
reduction in tariff barriers. 

D. Community enlargement 

Finally, the proposal also offers advantages in relation to 
further European integration by enlargement of the Com
munity, where agriculture also risks being a difficult issue. 

The EFTA countries could, for example, maintain nationally 
financed direct income support at a higher level than in the 
rest of the Community, thereby allowing these countries to 
maintain high levels of support in climatically disadvan
taged areas. 

Making farm income support a national responsibility will 
also facilitate the integration of Central and East European 
countries into the Community. It will allow transfers from 
the Community budget to these countries to be directed to 
sectors where support will provide a greater contribution to 
growth, and hence to convergence, than will market price 
support to their agricultural sectors. The implementation of 
the proposed guidelines will also eliminate the potential 
barriers which the prospect of high budget transfers could 
constitute for the accession of the Central and East European 
countries to the Community. 
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Chapter A over recent years, compared with EC-12 GDP growth rates 
of 2.3 and 2.9% per year over the same periods. 

EC agriculture past and present 

1. Introduction 

In order to provide a historical background to the main 
report, this chapter describes, from an economic point of 
view, the major features of the structure and evolution of 
Community agriculture since 1973, the year of accession by 
Denmark, Ireland and the United Kingdom, marking the first 
enlargement of the EC from the Six. Statistical problems 
arise from the accession of Greece in 1981 and of Spain and 
Portugal in 1986, but these must be accepted. 

The chapter is structured as follows. Developments in 
the EC production of agricultural commodities are first 
described, followed by analysis of trends in real product 
prices and the implications for farming incomes and related 
aspects of agricultural structure. Next, patterns of EC con
sumption and trade with third countries are dealt with, 
and the consequences for the Community's agricultural 
self-sufficiency and level of protection are treated. Finally, a 
brief overview of the development of CAP instruments 
is provided. 

2. Production 

After the Second World War, with assistance from domestic 
governments and US Marshall Plan aid, agricultural pro
duction in Western Europe was quick to recover, reaching 
50% above pre-war levels by the end of the 1950s (Tracy, 
1982, pp. 232-4). This trend continued for most products and 
in EC-9 Member States throughout the 1960s and early 
1970s (CEC, 1976, p. 187). 

The overall growth of EC agricultural output (measured by 
final production, i.e. gross production less wastage and 
on-farm use) since 1973 is shown in Graph 13. Over the 
18-year period 1973-90, output rose by an average 2.0% per 
year, but only at 1.2% per year during the later sub-period 
1983-90. These figures indicate a notable absolute and 
relative slackening of growth in the EC agricultural sector 

Within the farm sector, output levels of different commodities 
have changed at rather different rates. Over the whole period 
1973-90, output of the major subsectors of crops, livestock 
(animals for slaughter) and animal products (primarily milk) 
grew at 2.6,1.8 and 1.0% per year, respectively. After 1983, 
these rates fell to 2.3, 1.1 and -1 .3%. Consequently, the 
proportion of total EC agricultural output accounted for by 
crops rose from 45 to 48% between 1973 and 1990, while 
the share of animal output remained roughly unchanged at 
about 33%, and that of animal product output fell from 
22 to 19%. 

2.1. Input use 

Amongst production factors, there have been striking differ
ences in trend within the EC. Agricultural land use has 
remained remarkably stable with a virtually constant arable 
area of 36 million hectares (Mha) in the EC-6, and nearly 
68 Mha for the EC-12. Total utilizable agricultural area 
(UAA), which includes grazing and other areas (e.g. 
orchards) has declined only very slowly, from 67.2 Mha in 
1973 to 64.2 Mha in 1988 for the EC-6, compared to around 
129 Mha for the EC-I 2. 

This rather static picture disguises a more dynamic process 
in certain localities, as well as the operation of urbanization 
policies in several Member States. Studies of land use change 
(e.g. Whitby, 1991, for England and Wales) have shown that 
loss of (mainly arable) land to urban and other (e.g. transport) 
uses has been largely compensated for by improvement and 
conversion of other land from grass to crops. Afforestation 
and land abandonment have been largely confined to the 
poorer regions of the Community. Some Member States with 
large-scale industrial change, e.g. Germany (West) and Italy, 
have lost farmland at rather greater rates than agricultural 
countries such as Greece and Ireland, where largely, ac
cession to the Community appears to have brought about an 
increase in cultivated land (CEC, 1987, p. 119). 

In contrast to the steady overall level of agricultural land, the 
use of labour in EC-12 agriculture has declined strongly, by 
an almost-constant average of 3% per year between 1973 and 
1989, to under 10 million agricultural work units (standard 
man years) (Graph 14). The only noticeable deviation from 
trend is an apparent slight dip during 1981-82. For the 
Community as a whole, the decline has virtually halved the 
share of agricultural employment in total civilian employ
ment, from 13.8% in 1970 to 7.4% in 1988, and has reduced 
'persons employed' (i.e. with their main occupation) in 
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GRAPH 13 : Total output volume indices (Index 1985 = 100), EUR-12,1973-90 
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Source: Eurostat, Economic accounts for agriculture. 

GRAPH 14: Total labour input in AWU, EUR-12,1973-90 
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Source: Eurostat, Economic accounts for agriculture. 
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agriculture to 8.7 million in 1990. This decline has obvious 
implications for trends in crude labour productivity, and 
for the maintenance of real valueadded and income over 
this period. 

Again, however, this rather gradual overall pattern of devel
opment hides a number of different components. High rates 
of decline (over or around 4% per year) in farm labour have 
been observed in Denmark, Spain, Italy and Luxembourg, 
with some acceleration in most of the Mediterranean 

countries since 1980 (Table 7 and Frohberg, 1993). The fall 
has been much slower in the United Kingdom and the 
Netherlands; in the latter, at 0.77% per year between 1980 
and 1990. Statistics for the E7 (Germany, France, the 
Benelux countries, the United Kingdom and Ireland) indicate 
annual rates of decline in farm labour slowing from 4.4% 
during 196773 to 2.1% during 198087, with an 197487 
average of 2.2%. Labour reduction was faster in the other 
five Member States, although there too the fall approximately 
halved in pace during the 1980s. 

Table 7 

Changes in the agricultural labour force 197090 

Country Agricultural labour force 

equivalent fulltime workers (AWU) average annual change 

Share of agricultural employment 
in total civilian employment 

1970 1990 1970 to 1990 1980 to 1990 1970 1988 

average annual change 

1970 to 1988 

Β 
DK 
D 

GR 
E 

F 
IRL 
1 
L 
NL 
Ρ 
UK 

η 1000 

181.2 
216.1 

1 527.0 
1 192.4 
3 566.5 
2 369.0 

365.2 
3 653.8 

14.6 
303.3 

1 630.5 
615.0 

in 1 000 

93.2 
96.1 

762.5 
781.8 

1 400.7 
1 473.8 

238.4 
2 156.7 

6.0 
235.1 
867.6 
456.4 

in% 

3.27 
3.97 
3.41 
2.09 
4.57 
2.35 
2.11 
2.60 
4.37 
1.26 
3.11 
1.48 

ιη% 

2.10 
3.49 
2.54 
2.00 
4.94 
2.16 
1.92 
3.04 
3.97 
0.77 
3.21 
1.47 

in% 
4.8 

11.5 
8.6 

40.8 
29.5 
13.5 
27.1 
20.2 
9.4 
6.3 

30.0 
3.2 

in% 
2.7 
6.3 
4.3 

26.1 
14.4 
6.8 

15.4 
9.9 
3.4 
4.8 

20.7 
2.2 

%/year 
3.15 
3.29 
3.78 
2.45 
3.91 
3.74 
3.09 
3.88 
5.49 
1.50 
2.04 
2.06 

EUR12 15 634.6 8 532.3 •2.98 3.00 13.8 7.4 ■3.40 

Source: ECCommission, The agricultural situation in the Community, various issues, Brussels. 

Fixed capital in EC agriculture increased at an average rate 
of 1.1% per year during 197487 for the EC10. Again, the 
1980s showed a significant slowdown in adjustment with the 
EC7 figure falling from 2.9% during 196773 to 0.3% 
during 198087. In recent years, renewal of facilities and 
equipment accounts for a very high percentage of gross asset 
formation in agriculture, as in the rest of the EC economy 
(CEC, 1987, p. 23). As between countries, over the period 
197487, the Netherlands, Belgium and Ireland all indicated 
rates over 2% per year, while these were less than 1% in 
Germany and Italy (0.6 and 0.8% per year, respectively). 

The volume of intermediate consumption (variable inputs) 
has increased during 197390 at almost the same rate as total 
output (1.9 compared to 2.0% per year), though with a 
similar drop to around 1% per year since 1983 (Graph 

15). Due to the decrease in intermediate input prices, the 
proportion of intermediate costs in total against inputs has 
thus fallen back during the 1980s to 43% in 1990 for the 
EC12 (CEC, annual). 

There have been notable differences between specific input 
volume trends, especially since the mid1980s. Fertilizer 
usage, which rose particularly strongly over the 1960s/70s 
(over 13% per year; see Bowler, 1985, calculating from 
Behrens and de Haen, 1980), has almost stabilized since 
1980 (Graph 15), as has energy usage, while use of plant 
protection products has continued to increase in volume, 
averaging 6.4% per year between 1973 and 1989. Use of 
purchased feedingstuffs averaged growth at 2.4% per year 
between 1973 and 1990 but slowed to only 0.6% per year 
after 1983. 
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GRAPH 15: Intermediate consumption volume index (Index 1985 = 100), EUR-12,1973-90 
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Source: Eurostat, Economic accounts for agriculture. 

2.2. Technical change 

Technical change has been significant in the development of 
most parts of the EC farming sector, often 'embodied' in 
various inputs such as seeds and machinery, but sometimes 
reflected in the development of technical systems of a 
simplified or large-scale nature. Adoption of technological 
improvements brings advantages in cost or (if output quality 
is improved) price. However, in the absence of policy 
measures, the 'treadmill' of market forces will eventually 
bring about a lowering of output price to eliminate the 
profit-increasing effect (and pass on the economic benefits 
to users and consumers), although 'early adopters' can gain 
a temporary advantage. The CAP has slowed down the 
'treadmill', enhancing the financial attractiveness of tech
nology-enhancing investment to input suppliers and farmers 
by raising and stabilizing product prices. In addition, since 
the war, national EC governments, and latterly the Com
munity itself, have had major programmes of agricultural 
research and development (as well as extension and education 
systems) which have accelerated the invention and adoption 
of new agricultural methods. 

Crop and grass production has been favoured mainly through 
yield-increasing (land-saving) innovation in variety develop
ment and labour-saving on field operations. For example, 
over the period 1973-90, cereals, sugar beet and oilseed rape 
have increased EC-12 yields by 1.9, 1.7 and 2.1% per year, 
respectively, enabling output on a fixed area to increase by 
33 to 42% over this period. However, while the area of 
cereals and sugar beet have remained fairly static, that of 
oilseeds has nearly quadrupled, mainly by extending the 
geographical range over which these crops are be produced, 
e.g. oilseed rape in the United Kingdom, and soya beans 
in Italy. 

In dairy production, yields per cow have increased by 
about 1.6% per year between 1974 and 1989, while carcass 
weights per adult beef animal have increased by around 
0.5% per year over the same period. At the same time, 
faster growth rates and higher fertility levels have been 
achieved, accelerating the rate of output per breeding 
animal in these sectors, and others, notably pigs and poultry. 
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GRAPH 16: Index for primary factor productivity (Index 1973 = 100), EUR-12,1973-90 
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Source: Eurostat, Economic accounts for agriculture, own calculations. 

2.3. Productivity 

The outcome of these various output and input developments 
can be observed in aggregate gross value-added (GVA, 
i.e. final output less intermediate consumption) and in 
productivity measures. At constant prices (i.e. in volume 
terms), EC-12 agricultural GVA increased by 2.1% over the 
period 1973-89, or at the same rate as output volume. 

Graph 16 indicates that primary factor productivity in EC-12 
agriculture rose at an annual average rate of 3.6% between 
1973 and 1990, suggesting significantly stronger increases in 
productivity in EC agriculture than in other sectors — 
average real GDP growth was 3.0% 1971-80 and 2.3% 
1981-90. Moreover, there was little sign of slackening of 
productivity growth during the 1980s. 

Other authors (Behrens and de Haen, 1980; Henrichsmeyer 
and Ostermeyer-Schloder, 1988) have indicated that differ
ences in the levels and productivities of factors used in EC-9 
agricultural production over the period 1963-76 differed 
widely between countries, due mainly to national 'dynamics' 
of structural change and specialization rather than product 
composition. Although labour and land inputs declined, this 
was offset by increased use of capital and variable inputs, so 
that total factor use remained fairly constant overall. Thus 
both production and factor productivity increased at the same 
average rate of 2% per year over this period. Total input 
(of primary factors and intermediate inputs) was virtually 
stagnant over the period analysed, so that productivity 
improvements account for the increase in output. However, 
the productivity gap amongst Member States widened rather 
than narrowed over this period. 

3. Prices and incomes 

3.1. Price trends 

According to Eurostat figures (Economic accounts for agri
culture), real EC agricultural output prices (i.e. unit values 
averaged all production sold) fell at an average annual rate 
of 1.5% during the period 1973-90. For crops, the rate of fall, 
at 0.6%, was considerably slower than for animal output, at 
2.7%, while real animal product prices fell at an average 
annual rate of 1.4% (Table 8 and Graph 17). 
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GRAPH 17: Total output deflated price index (Index 1985 = 100), EUR-12,1973-90 
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Source: Eurostat, Economic accounts for agriculture. 

Table 8 

Annual rate of change for real domestic agricultural prices 
EUR-121 1973-90 and 1983-90 

Growth rates (%) 

Total output 
Crops output 

Cereals excluding rice 
Oilseeds 
Fresh vegetables 
Final animal output 
Animals 
Cattle (including calves) 
Pigs 
Animal products 
Milk 

Intermediate consumption 
Fertilizer and soil improvers 
Feedingstuffs 

1 Before 1980 EUR-11 (- Portugal). 
Source: Eurostat, Economic accounts for agriculture, and own calculations. 

1973-90 

-1 .5 
-0 .6 
-2 .2 
-2 .3 

0.9 
-2 .2 
-2 .7 
-1 .9 
-4 .6 
-1 .4 
-1 .1 
-1 .2 
-2 .4 
-2 .6 

1983-90 

-2.1 
-1.5 
-4 .4 
-6 .9 

0.6 
-2.7 
-3 .6 
-2.8 
-4 .8 
-1 .3 
-1 .0 
-3.1 
-3.1 
-4 .2 

Weighted averages of national prices in real terms (rather 
than EC unit values deflated by an EC index, as above) 
indicate that between 1973 and 1990 EC-10 producer prices 
fell at an average rate of 2.7% per year, while crop and animal 
prices fell by about 2.5 and 2.8% per year, respectively 
(Tangermann, 1992, pp. 7-8). 

The 18-year trend rates of real prices calculated from the 
agricultural accounts conceal substantial changes within the 
period as a whole. Over the subperiod 1983-90, the overall 
average rate of decline in real EC agricultural output prices 
accelerated to 2.1% per year, with crop prices dropping by 
1.5% per year over these years, and animal output prices by 
3.6% per year. Animal product prices (mainly for milk) 
maintained their rather slower rate of real decline (about 
1.4%) throughout. Within the crops subsector, there were 
particularly marked differences in the rate of fall in real 
prices. Cereals and oilseeds prices fell at 2.2 and 2.3% per 
year over 1973-90 as a whole, but at 4.4 and 6.9% per year 
after 1983), while fresh vegetable prices actually rose in 
real terms. 

Compared to these rates of change in farm output prices, real 
levels of prices of intermediate consumption commodities 
fell by 1.3% per year over the period 1973-90 (Graph 
18). This average conceals a number of detailed features, 
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GRAPH 18: Intermediate consumption deflated price index (Index 1985 = 100), EUR-12,1973-90 

120 

100-- Growth rate:-1.3% 

60 

40--

20 

1973 1975 1977 1979 1981 1983 1985 1987 1989 

Source: Eurostat. Economic accounts for agriculture. 

including a marked rise in real energy prices in the 1970s (+ 
1.1% over the whole period) and an increase in plant 
protection product prices in the 1980s, while real fertilizer 
and feedingstuffs prices fell by 2.4 and 2.6%, respectively, 
during 1973-90. After 1983, real intermediate consumption 
prices fell by a high 3.1%. 

It can thus be concluded that, over the whole period 1973-90, 
the EC cost-price squeeze in agriculture (the ratio of the 
price index of final agricultural output to that for inputs, i.e. 
the sectoral terms of trade) shows the expected decline, but 
not at a particularly rapid or consistent rate. Overall, the price 
relationship between outputs and intermediate consumption 
commodities tightened at an average rate of 0.3% per year 
(1.5 minus 1.2), but, after 1983, real prices of intermediate 
inputs fell faster than those of farm products, led by marked 
falls in fertilizer prices. 

Moreover, this movement was not equally strong for all 
Member States: the Netherlands' ratio dropped by only 1% 
per year between 1975-79 and 1983-87, while the United 
Kingdom's rate was 1.9% per year. Both Spain (rise of about 
15% 1975-79) and Portugal (fall of 20% 1980-87) show 
different patterns from those for the EC-10. Tangermann 
(1992), with a cost-price squeeze estimate of 0.6% per year 

for the EC-10 over 1973-90, also finds that the decline in 
sectoral terms of trade was significantly less than that of real 
prices deflated by real GDP, and that in two Member 
States (Italy and Greece) sectoral terms of trade have 
even improved. 

The balance of forces generating agricultural output trends 
over the past two decades has therefore differed between 
subperiods, countries and commodities. Overall, as expected, 
technical change has outweighed the price squeeze in offset
ting relatively more expensive inputs and enabling farmers 
to expand production throughout the period as a whole. Crop 
output has expanded substantially and steadily (though with 
a varying mix) under a relatively slow decline in product 
prices, while livestock production has risen more slowly 
under greater cost-price pressure. In the later 1980s, milk 
quotas and more severe output price declines have actually 
stabilized livestock output. 

The level of world market prices are both an important 
determinant of CAP expenditure and are affected by the 
Community's surplus disposal practices. On the other hand, 
EC border prices for agricultural cormmodities are also 
significantly affected by other influences, ranging from 
harvest conditions and policy decisions elsewhere in the 
world, to fluctuations in exchange rates between EC and 
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other currencies (mainly the US dollar). Market conditions 
are particularly sensitive in other parts of the world at times 
of unusual shortage and where the Community and other 
exporters are competing for outlets. Because of the imperfect 
nature of much of this competition, and the significant 
quality and value-added differences in traded agricultural 
commodities, there are particularly acute statistical difficult
ies in determining suitable measures of annual world prices. 

which 1979 and 1991 values are shown in Table 11. Although 
single-year data can be misleading, the very substantial 
growth rates of most of these indices, to levels often over 
100% in 1991, indicate the degree to which CAP support has 
divorced EC market conditions from those in world markets. 
No particular pattern is obvious in Table 11, except for 
the relatively low rates of protection for pig- and poultry 
products. 

Table 9 shows real external prices for major EC agricultural 
commodities, as used in the OECD PSE calculations. All 
show marked decline over the years 1979-91, mostly at an 
average rate of between 6 and 9% per year. Comparison with 
earlier periods (e.g. Sanderson, 1990, pp. 370-379) shows 
that the 1980s represented a period of particularly rapid de
cline in most real prices for traded agricultural commodities: 

'In general, real commodity prices (except for sugar) tended 
to be fairly stable until the early 1970s. The most significant 
peak in the prices of grains, oilseeds, beef and lamb occurred 
in 1973, but butter prices rose most steeply between 1974 
and 1981. The long-term trend in real prices has been 
downwards for most commodities, with grain and sugar 
prices declining the most since 1960, followed by the price 
of soybeans. The prices of livestock fell the least' (Sanderson, 
1990, p. 372). 

Table 9 

Real external prices (1986 value, ecu per tonne) and annual rate 
of change 1979-91, for EUR-121 

Table 10 
Real producer prices1 (1986 value, ecu per tonne) and annual 
rate of change 1979-91, for EUR-122 

1979 1991 Growth rate (%) 

Wheat 
Barley 
Maize 
Rapeseed 
Soyabeans 
Sunflower 
Refined sugar 
Milk 
Beef and veal 
Pigmeat 
Poultry 
Sheepmeat 
Eggs 

261 
230 
236 
512 
635 
635 
378 
319 

3 862 
2 118 
1628 
5 102 
1356 

140 
123 
149 
285 
346 
345 
239 
239 

2 523 
1164 

955 
3 800 

858 

-5 .3 
-5 .3 
-4 .3 
-4 .5 
-4 .8 
-3 .8 
-3 .5 
-2 .2 
-2 .6 
-5 .2 
-4 .4 
-1.4 
-4 .3 

1 The producer price is equal to the adjusted producer price, i.e. the producer price plus 
direct payments less levies. 
2 EUR-10 until 1986. 
Source: PSE database, OECD. 

1991 Growth rate (%) 

Wheat 
Barley 
Maize 
Soyabeans 
Rapeseed 
Sunflower 
White sugar 
Milk 
Beef and veal 
Pigmeat 
Poultry 
Sheepmeat 
Eggs 

1 EUR-10 until 1986. 
Source: PSE database, OECD. 

190 
124 
143 
334 
343 
387 
297 
136 

2 385 
1722 
1321 
2103 

961 

64 
58 
76 

153 
116 
128 
194 
85 

1317 
873 
797 

1341 
703 

-8 .6 
-8 .3 
-6 .9 
-6 .4 
-9 .0 
-9 .4 
-6 .7 
-5 .4 
-4 .3 
-6 .3 
-5 .8 
-6 .6 
-5 .5 

The ratio between EC producer prices (Table 10) and external 
prices (Table 9) gives the nominal rate of protection, for 

Table 11 
Nominal rate of protection (%) and annual rate of change 
1979-91, for EUR-121 

Wheat 
Barley 
Maize 
Soyabeans 
Rapeseed 
Sunflower 
Milk 
Beef and veal 
Pigmeat 
Poultry 
Sheepmeat 
Eggs 
1 EUR-10 until 1986. 
Source: PSE database, OECD. 

1979(%) 1991 (*) Growth rate (%) 

42 
86 
65 
90 
49 
64 

135 
62 
23 
23 

143 
41 

118 
111 
95 

125 
145 
169 
179 
92 
33 
20 

183 
22 

9.0 
2.1 
3.2 
2.S 
9.5 
8.4 
2.4 
3.3 
3.1 

-1 .2 
2.1 

-5 .1 
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GRAPH 19: External and EC producer price for wheat in real terms' (1986 value) 1979-91 
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PSE database, OECD. 

Examination of trends in selected products shows that both 
EC and world prices have generally moved downwards, 
though with occasional peaks in the latter graphs barely 
reflected in the former. However, since these declines have 
been roughly parallel in absolute terms, the relative degree 
of protection as measured by the ratio has increased. Thus 
EC farm gate prices have followed a similar trend to world 
market prices as exemplified by the price of wheat (Graph 
19), but they have not matched the rate of real decline, nor 
the short-term fluctuations (representing relative extra-EC 
shortages and gluts) in the latter. 

3.2. Farming incomes 

Sectoral income in EC agriculture is commonly measured by 
net value-added (NVA, or net product) per agricultural work 
unit (AWU, equivalent to a standard work year). Real NVA 
per AWU in EC agriculture increased by 1.4% per year over 
the period 1973-90 (Graph 20). For the EC-9, there was, a 
slight decline between 1974 and 1978, followed by a fall of 
about 4% to 1980 (CEC, 1982, p. 101). After a recovery of 
15% between 1980 and 1982, real NVA per AWU then 
stayed almost constant until 1988, and rose a further 10% in 

1989 to a three-year plateau (CEC, 1993, p. 39). Since then, 
there has been some erosion, by 5% between 1991 and 1992, 
and a further 1.5% by 1993 (CEC, 1994, as reported in Agra 
Europe, 18 March 1994, p. E/8). 

Overall, therefore, the NVA per AWU measure indicates 
that, at least until the 1990s, decline in the agricultural 
workforce has been just sufficient to keep real agricultural 
incomes on a slight and rather unsteady upward trend over 
the last 20 years, at an average rate of about 1% per year. 
Alternatively, it may be said that the level of farm incomes 
under the CAP has encouraged the displacement of farm 
labour at a rate only just fast enough to avoid a constant or 
declining trend. However, during the 1980s, average real 
GNP per person employed increased by around 2% per year, 
so that incomes from farming per person employed in 
agriculture have fallen in relative terms. 

A recent study for the European Commission (Hill, 1992) 
has examined data and methods for estimating the incomes 
of agricultural households, i.e. those where the household 
head's main income source is independent activity in farming 
or his/her main occupation. This definition excludes many 
households whose farm holdings are included in other 
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GRAPH 20: Real net value-added per AWU (Index 1986 = 100), EUR-12,1973-90 
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Source: Eurostat, Economic accounts for agriculture. 

agricultural statistics. For these 'agricultural households', the 
study concludes (Hill, pp. 30-31) that: 

'Though typically only about two thirds of the total (income) 
comes from farming, there are substantial differences be
tween Member States... . For those countries in which 
comparisons are possible, agricultural households appear to 
have average disposable incomes which are typically higher 
than the all-household average. The relative position is 
eroded or reversed when income per household member or 
per consumer unit is examined. In ... Germany and France, 
... the relative disposable income situation of agricultural 
households seems to have been deteriorating over time. 
There is evidence that total household income is more 
stable than the income from independent agricultural activity 
(though) no clear relationship seems to hold between the 
relative stability of disposable income and farming income' 
(emphasis added). 

Similar work over a longer period in the United States 
(reported in, e.g., Gardner, 1992, p. 77-78) indicates that 
any significant gap between farm and non-farm income 
disappeared during the 1970s (and has not reappeared for 
long since). Gardner concludes that, for the US, 'a sector-
wide farm income problem no longer exists'. All this 
evidence makes trends in income from farming an unreliable 

guide to the total personal income of farm households, with 
obvious policy implications. 

4. Farming structures 

4.1. Farm size 

The numbers of EC agricultural holdings of various area 
sizes have shown markedly different trends when analysed 
by size group (Table 12). Within the EC-10, the total number 
of holdings over 1 hectare of utilizable agricultural area 
(UAA) — a cut-off point which eliminates over a million 
tiny holdings which barely qualify as 'farms' — fell from 
6.6 million in 1970 to 4.8 million in 1987, a drop of 27%, or 
1.8% per year on average (considerably slower than total 
labour input, AWU). The number of holdings between 5 and 
20 ha UAA nearly halved in number from 2.4 to 1.3 million 
over the same period. However, the number of holdings 
between 20 and 50 ha in size fell by only 7%, while those 
over 50 ha UAA rose in number by 28% from 291 000 to 
373 000, an annual growth rate of 1.5%. Very small holdings 
between 1 and 5 ha UAA fell in number by 25%, or 1.7% 
per year, with a slight rise after 1985. 
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Table 12 
Number of holdings by size (in 1 000's), 1979-87 

EUR-10 
1970 
1975 
1977 
1979 
1983 
1985 
1987 
EUR-12 
1987 

7 667 
7100 
6 802 
6 820 
6 515 
6 359 
5 005 

703 

1362 
1338 
1321 

3 087 
2 728 
2 632 
2 494 
2 342 
2 275 
2 312 

1244 
1044 
1012 

923 
866 
826 
813 

1115 
938 
895 
847 
762 
751 
719 

850 
867 
865 
852 
830 
816 
780 

201 
325 
330 
338 
355 
367 
373 

6 920 3 411 1163 936 946 473 

Source: EC-Commission, Agricultural situation in the Community, various issues. 

There are therefore clear signs of differential structural 
effects along the area spectrum of EC farm size, with 
enlargement of larger holdings, which now occupy more 
than half of total EC UAA and relatively constant numbers 
(not necessarily identities) of very small holdings, while 
small to medium-sized farms of under 20 ha are disappearing 
at a relatively fast rate. The same pattern is evident in the 
statistics for cattle, dairy and pig herd size distributions in 
recent years, with growth in the numbers in the largest size 
categories, and decline in most of the smaller size groups. 

The reasons for these developments are bound up with the 
maintenance of economic and technical viability, as farm 
businesses attempt to keep up household incomes and 
undertake necessary capital re-investment which in many 
cases is justifiable only with enterprise units of substantial 
size. 'Intermediate' farms (CEC, 1988, p. 19) are in continu
ous danger of financial failure through inadequate incomes 
or excessive debt burdens. Many of the CAP's structural 
measures over the last two decades have been directed at 
identifying those of such farms as may be helped towards 
renewed viability by temporary income supplements or 
investment assistance. Other farms have been seen as posing 
a 'social problem' to be tackled by various means, including 
pre-pensions for the Community's many elderly farmers 
(Table 13) (Frohberg 1993, Table S). 

4.2. Specialization 

Another aspect of structural development is the tendency 
towards greater specialization on EC farm holdings. Table 
14 (Larsen 1992, Table 11) shows that the percentages of 
EC-9 farms containing a specified enterprise declined be
tween 1975 and 1985 for all activities except sheep. Falls 

were particularly marked for potatoes (34 to 18% of all 
holdings), root crops (22 to 10%) and pigs (13 to 7% for 
breeding sows), while only sheep maintained their dispersion 
amongst 10% of all holdings. 

Table 14 
Indication of production specialization in EUR-9 

Percentage holdings with 

Crops 
Cereals 
Potatoes 
Sugar beet 
Forage roots and tuber 
Wine 

Livestock 
Cattle 
Dairy cows 
Sheep 
Pigs 
Breeding sows 
Poultry 

Source: Statistical yearbook of agriculture 

1975 

61 
34 

6 
22 
31 

51 
37 
10 
38 
13 
55 

, Eurostat, 

1985 

52 
18 
5 

10 
30 

38 
24 
10 
22 

7 
36 

Index 
1985 on 1975 

0.85 
0.53 
0.83 
0.45 
0.97 

0.75 
0.65 
1.00 
0.58 
0.54 
0.65 

reported in Larsen 1992, Table 5. 

Factors underlying the different rates of these developments 
may include the growing importance of locational advantage 
(wine and sugar), equipment capacity (cereals), and scarcity 
of management labour (farmers having less manual assist
ance). The technical ease or importance (in income terms) of 
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Table 13 
Age distribution of farm holders by farm size and by Member State in 1987 (percent of farm holder in age class) 

country 

Β 

DK 

D 

GR 

E 

F 

IRL 

1 

L 

NL 

F 

UK 

Source: 

farm size 

. . . < 10 ha 
10 < . . . < 30 ha 

30 < . . . < 100 ha 
. . . > 100 ha 
. . . < 10 ha 

10 < . . . < 30 ha 
30 < . . . < 100 ha 

. . . > 100 ha 
. . . < 10 ha 

10 < . . . < 30 ha 
30 < . . . < 100 ha 

. . . > 100 ha 
. . . < 10 ha 

10 < . . . < 30 ha 
30 < . . . < 100 ha 

. . . > 100 ha 
. . . < 10 ha 

10 < . . . < 30 ha 
30 < . . . < 100 ha 

. . . > 100 ha 
. . . < 10 ha 

10 < ' . . . < 30 ha 
30 < . . . < 100 ha 

. . . > 100 ha 
. . . < 10 ha 

10 < . . . < 30 ha 
30 < . . . < 100 ha 

. . . > 100 ha 
. . . < 10 ha 

10 < . . . < 30 ha 
30 < . . . < 100 ha 

. . . > 100 ha 
. . . < 10 ha 

10 < . . . < 30 ha 
30 < . . . < 100 ha 

. . . > 100 ha 
. . . < 10 ha 

10 < . . . < 30 ha 
30 < . . . < 100 ha 

. . . > 100 ha 
. . . < 10 ha 

10 < . . . < 30 ha 
30 < . . . < 100 ha 

. . . > 100 ha 
. . . < 10 ha 

10 < . . . < 30 ha 
30 < . . . < 100 ha 

. . . > 100 ha 

Frohberg, 1992, Table 5. 

below 
35 

11.0 
15.4 
17.5 
14.3 
10.3 
10.3 
14.4 
12.9 
12.3 
17.7 
17.4 
13.2 
5.6 
5.5 
6.5 

11.1 
3.9 
6.1 
7.7 
8.1 
5.8 

11.1 
14.6 
11.0 
4.2 
6.5 
7.9 
8.8 
5.3 
6.8 
8.2 
7.6 
6.9 
6.0 

18.8 
28.6 
13.1 
8.7 
9.2 
0.0 
5.2 
5.8 
7.4 
9.4 
7.5 
7.0 
7.8 
8.2 

35 to 
55 

36.3 
47.3 
54.2 
57.1 
33.9 
37.4 
53.8 
61.3 
48.3 
54.2 
59.1 
58.5 
37.5 
49.1 
53.3 
55.6 
35.0 
42.3 
47.8 
47.7 
31.4 
40.6 
53.0 
60.4 
38.5 
44.0 
48.4 
47.1 
34.2 
39.4 
42.9 
41.9 
33.3 
34.5 
53.0 
57.1 
45.2 
48.5 
56.5 
66.7 
36.2 
38.2 
39.5 
43.8 
42.3 
39.2 
46.0 
49.2 

55 to 
65 

31.4 
33.2 
25.9 
28.6 
24.2 
30.0 
21.7 
16.1 
28.9 
26.3 
22.1 
24.5 
27.7 
29.8 
28.3 
22.2 
32.2 
33.8 
31.9 
28.7 
33.9 
38.1 
28.6 
24.3 
28.5 
28.1 
26.8 
26.5 
31.6 
32.8 
30.1 
29.5 
28.5 
34.5 
22.7 
14.3 
26.3 
30.9 
26.1 
33.3 
28.8 
32.1 
32.1 
25.0 
23.0 
28.3 
28.5 
27.0 

above 
65 

21.3 
4.0 
2.5 
0.0 

31.5 
22.3 
10.0 
9.7 

10.6 
1.9 
1.4 
3.8 

29.2 
15.5 
12.0 
11.1 
28.9 
17.8 
12.6 
15.5 
28.8 
10.1 
3.8 
4.3 

28.8 
21.4 
16.9 
17.6 
28.8 
21.0 
18.8 
21.0 
31.3 
25.0 
5.5 
0.0 

15.3 
11.9 
8.2 
0.0 

30.3 
24.0 
21.0 
21.9 
27.2 
25.5 
17.7 
15.7 

above 
55 

52.7 
37.2 
28.4 
28.6 
55.7 
52.3 
31.7 
25.8 
39.5 
27.2 
23.5 
28.3 
56.9 
45.3 
40.3 
33.3 
61.1 
51.6 
44.5 
44.2 
62.7 
48.2 
32.4 
28.6 
57.3 
49.5 
43.7 
43.1 
60.4 
53.8 
48.9 
50.5 
59.8 
59.5 
28.2 
14.3 
41.6 
42.8 
34.3 
33.3 
59.1 
76.1 
53.1 
46.9 
50.2 
53.8 
46.2 
42.7 
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combining farming enterprises with non-farm activities, 
whether on a continuous or seasonal basis, may also have 
altered. The reduction of market instability under the CAP 
might have been expected to encourage specialization due to 
the lessened attraction of diversification to counter com
modity price risk. However, with potatoes still a non-CAP 
product and with the sheepmeat regime being introduced 
only in 1980, the pattern of specialization over the period 
analysed does not suggest that this has been a very strong 
influence. 

4.3. Pluriactivity 

In recent years, much attention (e.g. Arkleton Trust, 1988) 
has been paid to the phenomenon of pluriactivity (or multi-
occupation) by farm households, i.e. the engagement by 
household members in activities additional to independent 
farming itself. Some investigators stress informal, social and 
cultural activities, as well as those which are remunerative, 
but the official statistics confine themselves to 'other gainful 
activities' (OGAs). Such activities may include: 

(i) employment on other farms, as farm labourers or as 
farming contractors; 

(ii) para-agricultural activities such as on-farm food pro
cessing (e.g. wine-making); 

(iii) on-farm leisure enterprises, handicrafts, small-scale 
manufacturing or consultancy services carried out on or 
from the farm; and 

(iv) off-farm activities ranging from part-time office work 
nearby to permanent 'full-time' employment or engage
ment in non-farming enterprises. 

The importance of pluriactivity and/or part-time farming is 
indicated in Table 15, which shows that almost a third of all 
holders of agricultural holdings in the EC-10 have other jobs. 
More detailed data show that the percentage is highest in 
(West) Germany (42%) and lowest in the Netherlands (20%) 
and the United Kingdom (21%). Perhaps not surprisingly, 
the percentage of all holders with OGAs falls by farm size, 
from 35% in the (most numerous) category under 5 ha in 
area (Belgium and Germany highest at about 60%; Italy 
lowest at 29%), to 15% for the group over 50 ha in area 
(highest in Denmark at 25%; lowest in Belgium, Germany 
and the Netherlands at about 4%). 

For the EC-10 as a whole, about 16% of spouses of farm 
holders have OGAs, but this proportion varies widely by 
country, from 55% in Ireland to 1% in the Netherlands. 
However, the proportion does not vary much by area size 
of farm. 

Table 15 

Dual activity by farm households, EUR-10,1985 

Numbers (Ό00) 
Total 
With other gainful activity 
(OGA) 
Share with OGA (%) 
— by size of holding 
< 5 ha 
5-20 ha 
20-50 ha 
50+ha 
— by proportions of 
worktime on holding (%) 
<50 
50-99 
100 

Source: Farm Structure: 1985 Survey: 
(Table X, pp. 122-3). 

Farmers 

6181 
1882 

30 

35 
30 
17 
15 

44 
23 
10 

Spouses 

3 201 
514 

16 

16 
15 
17 
19 

19 
12 

9 

Main Results, Eurostat (1987) Vol. 

Other family 

2 647 
819 

31 

5C Luxembourg, 

4.4. Rural labour markets 

It is not sufficient to consider simply the development of 
farming incomes, even at household level, to understand the 
changes that have been at work on the occupational patterns 
of EC agricultural population. First, there are the adjustments 
in labour patterns on farms themselves. In addition to the 
farmer, labour can be supplied by his/her spouse and by other 
family members or by non-family workers, employed on a 
regular (full- or part-time) or irregular basis. The share of 
regular farm employment in the Community varies widely 
between Member States, from 0.4% of the total labour force 
in Greece, to 16% in Denmark, France and the Netherlands, 
and 33% in the United Kingdom. Though patchy, the official 
statistics (CEC, 1987 and 1992, Table 2.5.1.5) suggest a rise 
in these proportions over the last 15 years, while family 
contributions (generally the larger component) have fallen 
slightly. 

The reasons for these developments are unclear. First, regular 
employees can provide a high level of skill and reliability, 
but involve the farm business in substantial fixed cash costs. 
Smaller family sizes, and increases in secondary and tertiary 
education, may reduce the number of younger people in
volved in farm activities. The use of machinery and more 
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advanced technology discourages the participation of chil
dren who might later enter the regular workforce. 

Second, there has been adjustment in off-farm employment. 
Improvements in communications have widened the horizons 
of farm people and generally reduced the segmentation of 
the rural labour force. Better roads and greater car ownership 
significantly increase the travel-to-work radius available to 
rural people. They also enlargen the areas of operation of 
agricultural services (input supply or output transport and 
processing), and thus affect farm-related sectors of employ
ment, in addition to economies of scale in many of these 
services. Wider coverage of the electronic media (telephones, 
television, etc.) also lessens the effect of distance on rural 
employment patterns, partly by altering the industrial struc
ture, and partly by putting rural people more closely in touch 
with urban standards and modes of living. 

Both these factors suggest that immobility of the farm labour 
force, as a major underlying cause of the 'farm income 
problem' (where it exists), is likely to be of lessening 
importance. Farm work is always likely to possess its own 
special characteristics, attractive to some (but not all) in 
terms of its open-air nature, variety or responsibility, and 
experience. However, such a case can be made for many 
other occupations, and the increased content of technology 
and marketization involved in modern farming suggests 
that interflow of labour between farming and non-farming 
may increase. 

5. Consumption 

The consumption of agricultural products in the European 
Community involves substantial off-farm economic activity 
in the food processing and distribution sectors. The agri-
foodstuffs industry has a turnover almost double the value of 
EC agricultural production, and employs some 2 million 
people (CEC, 1987, p. 43). Some parts of this industry (e.g. 
milk processing) are substantially in the hands of farmers in 
the form of cooperatives, etc., but others, especially further 
'downstream', are run by independent concerns, both small 
and large, including multinational enterprises with oligopol
istic characteristics. There is also a considerable amount of 
national and Community government regulation relating to 
food preparation and content. 

The main features of EC food consumption patterns may be 
characterized as follows: 

(i) static or slowly growing aggregate consumption of 
major food products; 

(ii) higher degrees of processing and added value in food 
products; 

(iii) growing intra-Community trade in agricultural products; 

(iv) convergence of national food purchase patterns; 

(v) increasing variety of available foods. 

Table 16 shows consumption quantities per capita in the 
Community for about 20 farm products and product groups 
between 1979 and 1991, along with annual average rates of 
change. Apart from high growth rates in certain oilseeds, 
most rates of change in per capita consumption are low or 
negative. Rice and poultrymeat show relatively high rates of 
growth, while some coarse grains, and beef and veal, have 
declined per head over this 12-year period by over 1% per year. 

Table 16 

Consumption quantities (kg per head) and annual rate of 
change 1979-91, for EUR-12 

Total cereals1 

Wheat 
Common wheat 
Durum wheat 
Coarse grains 
Barley 
Maize 
Oats 
Rice 
Oilseeds 
Rapeseed 
Soyabeans 
Sunflowernt 
Refined sugar 
Milk 
Beef and veal 
Pigmeat 
Poultry 
Sheepmeat 
Eggs 

1979 

432.6 
161.7 
144.9 

16.8 
271.0 
133.2 
107.8 
29.9 
4.8 

57.5 
6.7 

45.4 
5.4 

37.4 
310.8 

26.0 
36.3 
13.6 
3.5 

14.2 

1 Excludes rice, includes feed use. 
Source: PSE database, OECD. 

1991 

405.1 
192.2 
177.8 

14.46 
212.9 
122.5 
75.3 
15.2 
7.1 

85.1 
23.2 
48.3 
13.5 
36.1 

296.9 
23.0 
41.1 
19.1 
4.4 

13.7 

Growth rate 

- 0.5 % 
1.4% 
1.6% 
0.9% 
1.8% 

- 0.8 % 
- 2.3 % 
- 6.0 % 

4.8% 
4 .1% 

10.6 % 
1.0% 

11.0 % 
0.3% 

- 0.6 % 
- 1.2 % 

1.2% 
3.1% 
1.9% 

- 0.2 % 

The share of food in total Community household expenditure 
has fallen steadily, from 20.4% in 1984 (in EC-12) to 15.1% 
in 1990. Taken together with low (and sometimes negative) 
rates of population change, these features account for the 
somewhat static overall aggregate consumption situation. 
Within the retail expenditure levels, the value share of farm 
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products in food has fallen as a result of two factors: higher 
degrees of processing, and a fall in agricultural product prices 
relative to those of processing techniques and services. 

These features are explicable in terms of low elasticities of 
demand. Price changes have a relatively small effect on the 
aggregate amounts of food purchased by EC consumers. 
Second, most foodstuffs exhibit low income elasticities: that 
is, as personal (household) incomes rise, the quantity of most 
foods bought increases by only a fraction of the proportional 
rise in incomes. For some 'inferior' foods, purchased quan
tities may even fall, as consumers switch to preferred 
commodities. However, within the European Community, 
sluggish growth in consumed quantities is especially notice
able as income levels, especially in the northern Member 
States, reach high levels. 

The creation of the single market, with reduction in physical, 
economic and bureaucratic barriers to trade, has greatly 
encouraged internal trade in the Community. Between 1973 
and 1985, intra-EC-9 trade in agricultural and food products 
(excluding fishery and forestry products) increased in current 
value from ECU 14.4 to 56.1 billion, a real rise of about 
40%. After 1980, the real value of intra-EC-12 agricultural 
trade increased from ECU 67 to 88 billion by 1990, though 
with a slowdown in the later part of this period. Such rapid 
growth rates help to explain the behavioural developments in 
food consumption and variety noted above. 

Table 17 shows EC self-sufficiency indices for 1979 
and 1991. Generally speaking, the lower the 1979 
self-sufficiency figure, the faster the subsequent growth 
in the index. Most of the major commodities show 
self-sufficiency index values over 110 by 1991, with the 
exceptions of oilseeds (45 overall, with rapeseed and 
sunflowers over 90 and soyabeans at 10) and sheepmeat 
(82), which are both still in deficit. 

Table 17 

Degree of self-sufficiency for selected commodities, EUR-6, 
1956/60,1971/72-73/74 and EUR-12,1989/90 

1956/60 1971/72 1989/90 
1973/74 

All cereals 
Sugar 
Wine 
Butter 
Beef and veal 

Source: EC Commission, 
pp. 187-9. 

85 97 110 
104 116 123 
89 101 104 

101 120 124 
92 86 107 

Agricultural situation in the Community: various issues, Brussels, 

6. Trade and budget 

6.1. Self-sufficiency 

The more or less continuous rise in EC agricultural pro
duction over the post-war period has outstripped trends in 
consumption despite the positive demand factors of rising 
population and consumer income levels. Thus, over time, 
imports have been reduced, sometimes to virtually zero, 
and EC exports of some commodities have reached very 
substantial levels. 

This changing balance of supply and demand has been 
primarily due to a combination of (a) strong market support 
via the common agricultural policy, (b) striking progress in 
farm technology, and (c) weak growth in aggregate consumer 
demand. These are not of course independent factors — high 
and stable output prices encourage the origin and adoption of 
technical change, and to some extent limit consumer demand. 

6.2. Exports and storage 

Rising EC self-sufficiency has naturally led to increasing 
net Community surpluses of many agricultural commodities. 
Table 18 shows the surplus tonnages for most of the main 
temperate agricultural products between 1979 and 1991. In 
almost all cases, there has been an increase in potential net 
export quantities. As might be expected, the levels of and 
trends in net exports over the 1979-91 period as a whole 
more or less follow the pattern of the self-sufficiency 
indices (Table 18 above), though percentage rates of 
change are generally higher in magnitude. There are 
however the (important) exceptions of oilseeds, with a 
slight rise in imports of soybeans, and of milk, with a 
reduction in exports under quotas. Graph 21 shows the 
pattern of net export quantities for a few major commodities 
over the period 1979-91. There has been a fairly steady 
upward movement in total cereal surplus from zero at the 
start of the period to over 30 million tonnes in 1991, with 
beef also increasing, but unsteadily and at much lower 
tonnage levels). On the other hand, the trend in both milk 
product exports and oilseed imports reversed around 
1983-84. 
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GRAPH 21 : Net EC' export quantities for selected commodities, 1979-90 
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1 1979-81 EUR-9,1982-83 EUR-10,1986 EUR-12. 
Source: Eurostat, Economic accounts for agriculture. 

Table 18 
Surplus1 quantities (1 000 tonnes), self-sufficiency indices and annual rate of change 1979-91, for EUR-122 

Total cereals excluding rice 
Wheat 

Common wheat 
Durum wheat 

Coarse grains 
Barley 
Maize 
Oats 

Rice 
Oilseeds 

Rapeseed 
Soyabeans 
Sunflower 

Refined sugar 
Milk 
Beef and veal 
Pigmeat 
Poultry 
Sheepmeat 
Eggs 
1 Sin pin-, is defined as production minus consumption. 2 EUR-10 until 1986. 3 Figures in brackets give the growth rate for the net import quantity. 
Source: PSE database, OECD. 

1979 

- 2 377 
5 091 
5 518 
-427 

- 7 468 
3 861 

- 10 984 
-345 
- 6 6 

- 14 060 
-612 

- 12 213 
- 1 2 3 5 

2 498 
19 064 
-114 

- 5 1 
192 

-291 
277 

Surplus quantities 

1991 

37 117 
26 126 
20 397 

5 729 
10 991 
10 570 

1 145 
-724 
- 5 6 

- 15 013 
-290 

- 14 333 
-390 
2 550 

15 801 
1010 

737 
354 

-255 
509 

Growth rate (%)3 

9.5 
7.3 

8.3 

(1.2) 
(7.9) 
(1.6) 

(- 15.9) 
-0 .2 
-2 .8 

0.5 
(- 0.5) 

1979 

98.0 
111.7 
114.1 
90.6 
89.8 

110.7 
62.2 
95.7 
94.9 

9.4 
66.3 
0.2 

15.4 
124.8 
122.7 
98.4 
99.5 

105.2 
69.0 

105.9 

Self-sufficiency indices 

1991 

127.9 
141.4 
134.9 
220.6 
115.7 
126.3 
104.6 
85.5 
97.6 
44.8 
96.2 

9.7 
91.2 

121.5 
116.2 
113.4 
105.5 
105.6 
82.4 

111.3 

Growth rate (%) 

1.7 
1.1 
0.6 
5.5 
1.9 
1.0 
3.9 

-0 .4 
0.6 

13.1 
0.9 

14.3 
-0 .6 
-0 .7 

0.8 
0.4 

-0 .3 
1.3 
0.1 
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Table 19 shows EC 'intervention' stocks for selected com
modities over recent years. The figures reveal considerable 
fluctuation, which can be related to both the variation in EC 
production over the years, and the state of world markets, 
which may encourage or discourage storage as against the 
alternatives of immediate export or internal disposal. 

Table 19 

EC intervention stocks (1 0001)1 

Marketing 
year 

1983/84 
1984/85 
1985/86 
1986/87 
1987/88 
1988/89 
1989/90 
1990/91 

Common 
wheat 

3 318 
10 256 
10 312 
7 319 
4 567 
2 906 
5 521 
8 520 

1 At end of marketing year. 

Barley 

222 
2 013 
5 296 
4 235 
3 916 
3 242 
3 320 
5 538 

All 
cereals 

4 335 
13 927 
18 502 
14 271 
11748 
9146 

11795 
18 729 

Butter 

1122 
1188 

640 
64 

820 
324 

Skimmed· 
milk 

powder 

646 
765 
240 

7 
21 

354 

Source: EC Commission, Agricultural situation in the Community, (various issues). 

By the seasonal nature of much agricultural production, 
considerable storage facilities (including processing facilities 
such as freezing plants) are necessary to maintain continuous 
supplies through the year. The uncertain nature of crop 
harvests also encourages the establishment and management 
of stocks by both governments and private companies in 
order to guard against the likelihood of shortage. Well-
established financial institutions (advanced contracts, futures 
markets) have grown up for several products. It was therefore 
natural for CAP policy-makers to address the problem of 
surpluses by exploiting the existence of such arrangements. 

'Intervention' buying and storage has played a very signifi
cant part in CAP activities at certain times. However, the 
costs involved (including physical depreciation of products, 
especially livestock products, in store) are substantial. They 
have, in 1992 values, increased from around ECU 1.5 billion 
1973-75 to around ECU 5 billion 1990-92 (Table 20). 
In order to determine optimal policy, official economic 
judgments of future domestic and world market conditions 
must be made in order to decide when, and how long, to 
store, against other alternatives. When the Community is a 
major player in world markets, as for milk products, cereals 
and meats, or when substantial quantities of product are 
already entering subsidized domestic markets, these judg
ments (normally made weekly or monthly by management 

committees of Commission and Member State representa
tives) must take into account the effects on prices and costs. 

The CAP has therefore entered the storage system as an extra 
actor, both in the management of 'public' stocks and to 
subsidize private stockholding. To some extent at least, its 
activities have substituted for (rather than added to) purely 
private stockholding; the profit-making attractiveness of 
private enterprise in this area is reduced when government 
activity, backed by substantial financial resources and uncer
tain motives, is increased. To this extent, therefore, as well 
as in the light of other disposal mechanisms, the size of 
intervention stocks cannot be taken as an absolute measure 
of 'surplus' product, although they do indicate potential 
short-run and long-term inefficiencies in the operation of 
the CAP. 

6.3. Budget expenditures 

The evolution of the EC agricultural budget will be con
sidered here. The structure of the budget is discussed in more 
detail in Chapter B. 

Various factors have affected the trend of CAP revenue, 
including reductions in the volume of imports of the main 
EC-produced commodities, rising horticultural and other 
'special' imports, Community enlargement, and the changing 
relationship between EC and world prices. In sum, CAP 
revenue of this kind has grown from levels below 1 billion 
UA (pre-ecu units of account, each roughly equal to USD 1) 
in the early 1970s to around ECU 2.5 billion in the late 1980s. 

The expenditure side is represented by spending from 
the European Agricultural Guarantee and Guidance Fund 
(EAGGF, or FEOGA from the French equivalent). Guarantee 
Section expenditure — which carries nearly all the non
structural costs — increased tenfold in nominal terms over 
the 1970s and 1980s, from about 3 billion UA for the EC-9 
in 1974 to ECU 30 billion for the EC-12 in 1990. This sum 
includes expenditure on rural development schemes linked 
to market operations, stock depreciation and disposal, and 
set-aside totalling about ECU 1.5 billion, but is net of 
cereal and milk co-responsibility levy revenue of the same 
magnitude. An additional ECU 3 billion approximately is 
expended on Guidance (structural) and other schemes. 

In real terms, the rise in Guarantee spending is less marked, 
but still substantial, from around ECU 12 billion (1992 
values) in 1973-75 to nearly ECU 31 billion in 1991, an 
average rate of 7.6%. 
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GRAPH 22: EC expenditure for storage in real terms (1992 value) 1973-92 
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Source: See Table 20. 

GRAPH 23: Trends in EC agricultural budget expenditures in real terms (1992 value), 1973-92 
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The Guarantee total may be broken down into three com
ponents: storage expenditure, export refunds and 'other' — 
mainly direct price supports such as producer and consumer 
subsidies (Table 20). Since the mid-1970s, storage and 
export-refund expenditures taken together have roughly 
equated with the level of the third category. However, over 
the 18-year period as a whole, each in real terms has grown 
at average rates of 5.6, 6.3 and 7.6% per year respectively, 
and the proportions of these components have altered signifi
cantly from time to time, with a clear change in pattern 
about 1983. 

Table 20 

CAP budget expenditures, million ECU, 1992 value 

Expenditure 
for storage 

1973 1 181 
1974 1503 
1975 2 315 
1976 2 939 
1977 2 668 
1978 4 426 
1979 2 934 
1980 2 994 
1981 2 745 
1982 2 833 
1983 4 215 
1984 5 048 
1985 6 402 
1986 7189 
1987 4 628 
1988 5 539 
1989 3 211 
1990 4 493 
1991 5 846 
1992' 5 554 

Export 
refunds 

3 839 
1769 
2 640 
3 922 
6 326 
7 902 
9 654 

10 094 
8 312 
7 425 
8 478 
9 465 
9 160 
9 368 

11493 
11836 
11 118 
8 469 

10 519 
9 348 

Other EAGGF 
Guarantee 

7 815 
7 893 
6 860 
8 359 
7 378 
7 040 
8 605 
7 860 
7 694 
9 076 
8 344 
8 796 

11259 
11392 
12174 
13 762 
13 253 
14 385 
15 519 
16 334 

1 Figures for 1992 are appropriations. 
Source: For the years 1973-85: Koester and Tangermann, 1989. For the 
agricultural situation in the Community, various issues. 

Total EAGGF 
Guarantee 

12 835 
11164 
11815 
15 221 
16 372 
19 368 
21193 
20 948 
18 752 
19 335 
21037 
23 309 
26 820 
27 949 
28 295 
31 137 
27 581 
27 346 
31884 
31236 

years 1986-92: The 

Up to that time, real spending on storage increased relatively 
gradually from about ECU 1 to 3 billion, while export 
refunds grew rapidly from 1974 to reach nearly ECU 8 billion 
in 1980. 'Other' expenditure fluctuated around ECU 8 
billion. After the early 1980s, real storage expenditure 
increased very rapidly to over 6.4 billion in 1985, before 
falling erratically back to about 4 billion by 1990. Meanwhile, 
export expenditure, having dipped in 1981-82, rose again to 
a peak of ECU 9 billion in 1988, falling thereafter to 1990 as 
the US drought of that year pushed up world prices. Other 
forms of price support doubled in size to over ECU 16 billion 

in 1992, thus restoring the position of the mid-1970s when 
this component dominated the other two combined. 

The Agricultural Fund is an integral part of the Community 
budget, and the net cost of the CAP is therefore financed from 
non-agricultural sources, i.e. import taxes on manufactured 
products, VAT-based contributions from Member States, and 
the 'fourth', GNP/GDP-based, financial resource. Since the 
first of these is relatively small and rather static in amount, 
and is linked to GATT-agreed tariff rates, it is reasonable to 
ascribe the net budgetary cost of the CAP to the general 
tax-raising systems of the Member States, i.e. a mixture of 
personal and corporate direct income taxes, and indirect 
taxes such as VAT on goods and services. 

7. Evolution of the CAP until 1992 

7.1. Introduction 

Chapters Β and C provide an economic framework for 
examining the development of the CAP since its introduction 
in the 1960s. Chapter Β explains the transfer and real income 
effects of various support instruments. Chapter C attempts to 
explain agricultural policy development, as represented by 
the types and levels of the various instruments utilized, in 
terms of attempts by the political system to redistribute 
income (in this case towards farm producers) while minimiz
ing the economic costs (distortionary and administrative) of 
doing so. The specific development of agricultural policy in 
any one country or group of countries is seen as depending 
ultimately on the evolution of economic fundamentals in 
the agricultural sector itself and on wider technological, 
economic and political developments in society as a whole. 

Application of this framework to the CAP thus requires 
recognition and understanding of both these sets of underly
ing developments. The preceding sections of this chapter 
have set out the evolution of trends in EC agricultural 
production, consumption and trade, as well as those in farm 
prices, incomes and structures. It is clear from the statistics 
reported in these sections that over the past three decades 
there has been marked and persistent, if not regular, change 
in most of the variables studied. In terms of technology, 
food self-sufficiency and farm labour levels, amongst other 
measures, the Community in the 1990s finds itself in a very 
different position than was the case in the late 1950s and 
early 1960s. 

As regards more basic socio-economic developments, the 
two key economic features are the substantial rise in general 
living standards in the Community since the 1960s, and the 
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much reduced share of agriculture in EC GDP. Higher real 
incomes are associated not only with a lower share of 
consumer expenditure on food (and especially the share paid 
for raw foodstuff materials), but also with significant changes 
in the population's way of life. These changes have been 
partly associated with the demographic drift from the 
countryside to urban areas, or at least away from land-based 
occupations, and partly with changing recreational activities 
and increased environmental concerns. In most EC countries, 
public expenditure has risen to about 40% of GDP, reflecting 
increased involvement of government in both economic 
activity and social welfare. This has altered public percep
tions and expectations of policy, as well as developing 
governmental experience of new policy administration sys
tems. 

The internal and external political and institutional structure 
of the Community has also not been static. The CAP was set 
up by the Six with the main negotiations being concerned 
with reconciliation of the levels (rather than types) of existing 
market price support between France and Germany. Other 
matters, such as the Community's attitude to external agricul
tural trade, the ultimate financial responsibility for product 
surpluses, and the relative importance of market ('Guaran
tee') and structural ('Guidance') intervention in agriculture 
were largely ignored, or regarded as irrelevant at the time. 
By the 1990s, thé Community had experienced three enlarge
ments (and the incorporation of East Germany). Amongst the 
Twelve can now be found a much wider range of agricultural 
and socio-economic conditions, and the budget situation of 
the Community has become both more serious and more 
complex. Decision-making on the CAP has also altered, with 
a shift away from annual fixings of the common support 
prices to the formulation and adjustment of longer-term and 
much more complex policy instruments, now within the 
single market. Input to this decision-making from the rep
resentatives of farm producers and agri-business has become 
oriented to the Commission and Council of Ministers in 
Brussels rather than national capitals. 

Externally, the post-war background of European reconstruc
tion, the Cold War and decolonization has given way to the 
rise of the newly-industrialized countries in the Far East, 
grave crises in much of Africa, and the many ramifications 
of the break-up of the Soviet Union, including the liberaliza
tion of Central Europe. The transformation of the Community 
from major reliance on the United States for agricultural and 
other supplies to recurrent tension over export competition, 
often in the context of depressed world markets, has also 
altered the economic and political environment within which 
the development of the CAP must be assessed. 

Against this background, the rest of this chapter discusses 
the developments that have taken place in CAP instruments 

over the last 30 years or so. The various policy methods 
utilized — market support, direct income payments, and 
various additional instruments — are explained in terms of 
the changing pressures impinging on the policy-makers of 
the time. The developments are grouped into four phases, 
although it will be stressed that the various components of 
the CAP have often co-existed, albeit in different forms and 
importance. The material also provides a framework for 
assessing possible future developments in the CAP under 
current pressures for reform (Chapter D). 

7.2. Inception of the CAP 

The inception of the CAP by the Community of Six 
took place during the long post-war recovery in economic 
prosperity in continental Western Europe. The restoration 
and renewal of manufacturing industry and the economic 
infrastructure of communications, energy supplies and hous
ing were matched by equally striking progress in the tech
nology of agriculture, in the form of mechanization and 
intensification of livestock production, to be shortly followed 
by advances in crop production and protection. Increased 
farm output as a consequence of this progress found a ready 
market in the increasingly affluent urban markets, but only 
for a few products did this displace imports or result in 
exports to third countries. 

In structural terms, European agriculture remained a problem 
sector. Low incomes persisted on the numerous small farms, 
even while the inherent labour surplus gradually dispersed to 
the towns and cities where employment in the growing 
manufacturing and service sectors was assured. Many of 
these farms were substantially self-sufficient as regards such 
inputs as animal feed and capital works, though the efforts of 
national extension services, both public and private, was 
encouraging dependence on external supplies and assistance 
for such activities as fertilization and insemination. 

With the possible exception of the Netherlands, all six 
countries had traditionally pursued agricultural policies based 
on market price support. However, early efforts in the 
Benelux countries, and the failed proposals for a 'Green 
Pool' High Authority for European agriculture along the 
lines of the Coal and Steel Community, had shown the 
problems of agreeing a common framework for agricultural 
policy. The degree of trade preference to be awarded to 
partner States and to third countries, the basis for determining 
the methods and levels of support, and the relative roles 
of Member-State governments and Community authorities, 
were all highly contentious issues. Amongst other effects, 
these considerations isolated the United Kingdom and hence 
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Denmark and Ireland from the various discussions of the 
1950s. 

The Spaak Report which preceded the Treaty of Rome left 
several crucial aspects of agricultural policy unresolved, but 
it did determine in a forceful way the fundamental question 
as to whether agriculture should form part of the new 
Community's arrangements: the Treaty specified that there 
should be (uniquely) 'a common policy in the sphere of 
agriculture' (Article 3), and the objectives of the policy were 
laid out in the well-known paragraph of Article 39. These 
objectives make no specific reference to the Community's 
agricultural self-sufficiency or trade policy, although Article 
110 aims at '... the harmonious development of world trade'. 

The 1958 Stresa Conference, which was convened to draw 
up proposals for the CAP, recognized the emerging issues of 
trade and over-production, but this was done with little 
attention to the international implications. Possible United 
States objections to the nascent policy were weakened by 
that country's generally benevolent attitude to the emerging 
Community on wider political and economic grounds, and 
by its rejection of the montant de soutien proposal that each 
country should be authorized a given level of support. 
Instead, the attention of the Commission and the national 
governments of the Six in 1960-62 focused on the establish
ment of a system of market price support, the general 
dismantling of tariffs on intra-EC trade and the introduction 
of a common external tariff, along with the detail of the 
initial CAP regulations themselves. 

The implementation of the CAP during the mid-1960s 
established an internal market for agricultural products, with 
a rather rigid system of market protection for nearly all 
farm products, based on fixed Community-wide ('common') 
support 'target prices'. Three basic instruments were intro
duced in order to maintain CAP market prices. First, import 
levies, with rates varied daily or weekly according to 
offer prices for extra-Community supplies, forced external 
competition to surmount a 'threshold price' set to ensure 
'Community preference' on internal markets. Second, should 
domestic supplies threaten to lower the Community market 
price below the 'intervention price', agencies were em
powered to purchase product for storage or other disposal. 
Third, export 'refunds', again varying according to world 
market conditions, were to be made available to enable 
Community supplies to be sold to third countries. 

The explanation for this approach lies primarily in the 
historical situation of the Six (their pre-existing policies 
based on administrative and trade considerations), and in the 
overriding contemporary need to implement a common 
policy within the framework of the new Community. Other 
forms of supportive intervention were available, such as the 

British system of deficiency payments, but these would have 
involved large payments from the as yet small Community 
budget, with awkward questions on the method of its 
financing, whereas market support promised import levy 
revenue which could be used to offset, and perhaps cover, 
CAP expenditures. (For durum wheat, olive oil and oilseeds, 
a 'premium' system much like deficiency payments was in 
fact introduced — along with problems of fraud — but these 
were localized products with limited market shares. For 
sugar, a major product with severe regional imbalances in 
costs, a special system of production quotas and producer 
levies, had to be introduced via that product's processing 
sector.) In addition, the administration necessary to im
plement direct payments to farmers based on market trans
actions did not exist in many parts of the continent, in 
contrast to Britain where detailed regulation of farming 
and food in a largely urbanized nation had been applied 
in wartime. 

The economic burden of agricultural market support, es
pecially at the relatively high levels eventually agreed, fell 
on the consumers of the Six, but at retail level they had 
become accustomed to food being expensive and indeed until 
lately scarce, and this was not felt as a major impact of the 
new policy. International trade and technology in highly 
processed foodstuffs had not yet grown to a level at which 
major processing companies could object on grounds of 
unfair competition. 

The method of market price support — variable import levies 
keeping domestic prices steady and effectively insulating the 
Community from fluctuations in world market prices, rather 
than fixed levies or tariffs — reflected the widespread view 
that world markets were unreliable and sometimes artificial, 
and indeed dominated by the United States against whose 
hegemony the Community was at least in part a political 
expression. It was considered that the family farm (written 
into the final Stresa resolution as 'the essential foundation of 
agriculture in Western Europe'), required a stable economic 
environment for its successful transformation into a viable 
unit. On the other hand, as Tracy (1989, p. 269) has pointed 
out: 'it was fortunate for world trade that the Commission 
withdrew its original proposal to regulate imports quantitat
ively on the basis of annual balance sheets of availabilities', 
since this would have brought in a much more dirigiste type 
of policy. Trade disputes with the United States during the 
1960s — particularly over poultry and oilseeds — reinforced 
the feeling that a high degree of Community self-sufficiency 
in agricultural products was desirable, and that this justified 
a substantial buffer between internal and external markets. 

The effects of this initial phase of the CAP were significant 
increases in production. Technical advances and structural 
change in agriculture led to marked increases in farm output, 
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which grew substantially (by about 30% between 1963 and 
1973), outstripping slackening demand. Although self-
sufficiency grew for most commodities, it fell for some 
products with income-elastic demand, such as beef and 
fresh fruit and vegetables. This reduced levy revenue and 
eventually required substantial expenditures on intervention 
purchases and exports of cereals, dairy products and sugar. 
By 1972, Guarantee expenditure absorbed over 2 billion UA 
(two thirds of the Community's overall budget) compared to 
agricultural levy revenue of only 800 million UA. 

Although farm incomes increased in real terms, incomes in 
the rest of the economy rose faster, leaving producers with a 
feeling that they were being maltreated in comparison to 
the rest of society. The Community's annual price-fixings 
became steadily more difficult under the budgetary pressure 
and in the context of still-low inflation, which prevented the 
politically-easier lowering of real support prices via small 
nominal rises or freezes. 

A further factor hindering the smooth evolution of the 
CAP was the increasingly difficult political and monetary 
situation. In 1965-66, French anxiety over the accretion of 
Commission powers led to the Luxembourg compromise 
over majority voting, thus making decision-making subject 
to national veto. The 1969 re-alignments of the franc and the 
German mark led to the invention of monetary compensatory 
amounts (MCAs), as devices to avoid cost-push inflation (in 
France) and negative farm-income effects (in Germany). 
These MCAs represented a departure from the principle of a 
common market, and introduced a new element of national 
flexibility into the CAP. 

The budgetary consequences of the growth in market sur
pluses, and the slow rate of structural adjustment, led to the 
1968 Mansholt Plan, which envisaged prices playing a more 
effective role in ensuring a balance between demand and 
supply, while the output-increasing effect of creating 
'modern production units' was to be offset by the retirai or 
transfer of five million hectares of land and five million farm 
people, and the conversion of dairy herds to beef production 
(then considerably lower than consumption). After consider
able debate, the plan was rejected, on the grounds that it 
threatened the existence of too many family farms, and in all 
represented too radical a break in policy-making from the 
short-term adjustment of market price support. 

United Kingdom, Ireland and Denmark (a net deficit region), 
and the global economic turmoil successively experienced in 
the grains, beef, oilseeds, energy and financial markets, did 
much to hide underlying international and EC trends in 
agricultural product markets, and allowed ministers to take 
decisions which were later to have serious long-term conse
quences. Serious drought in the mid-1970s added to the 
disruptions. Throughout the mid-1970s, the outlook for world 
agricultural prices and patterns of farm product trade was 
exceptionally unclear. This, together with the determination 
of the Community to establish the CAP as fully recognized 
in international trade negotiations, meant that the outcome of 
the GATT Tokyo Round was limited in the agricultural area 
to concessions on tropical products. 

The question of agricultural trade was one of the main factors 
that led to the United Kingdom staying outside the original 
Community. Although the UK's domestic agricultural pro
duction had risen significantly during the 1950s and 1960s 
(so much so that the system of deficiency payments had to 
be modified in the 1960s on account of budgetary cost), the 
UK remained a leading world food importer, especially from 
its traditional suppliers in the Commonwealth as well as its 
two European neighbours. The 1973 enlargement of the 
Community from the Six to the Nine therefore involved 
some major adjustments in trade patterns. Several of these 
adjustments were handled by special arrangements, such as 
for New Zealand supplies of butter and sheepmeat, and 
Commonwealth sugar, but the enlargement meant the virtual 
loss of the UK market to a wide range of non-EC countries. 

UK farm production was stimulated by the prospect and then 
actuality of higher EC support prices (especially as transition 
to these prices was accelerated by market and monetary 
developments in the mid-1970s). UK self-sufficiency in 
temperate food products rose from its mid-1960s level of 
65% to over 75% by the beginning of the 1980s, with the 
growth of substantial British exports of cereals. Thus, the 
breathing-space afforded to the CAP by UK entry was 
short-lived. Although intra-EC trade was stimulated, strong 
productivity growth stimulated by the relatively generous 
price awards of the 1970s inspired by favourable world 
market price developments, and sluggish demand growth, 
led to an increasing degree of Community market imbalance 
in many agricultural sectors, in particular cereals (where the 
problem was exacerbated by the low-duty entry of cereal 
substitutes from third countries) and milk. 

7.3. Enlargement 

The consequences of this failure to reform the CAP as soon 
as its inherent problems became apparent were disguised by 
a number of events in the 1970s. The 1973 accession of the 

Compared to the widespread and substantial intervention 
on agricultural product markets, structural policy received 
relatively limited attention during the early years of the CAP, 
despite the consensus that poor structures were at the root of 
many of the problems of European agriculture. The original 
financial plan (Regulation 25/62) for the CAP was to allocate 
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one third of the FEOGA budget to the Guidance Section 
for 'structural measures', i.e. for assistance towards the 
modification of farming patterns by (for example) farm 
consolidation, labour re-training and capital investment. The 
intention was the joint one of easing the adjustments widely 
seen as necessary in the small-scale post-war structure of 
much European farming, and improving the efficiency and 
viability of the remaining farms. Since 1964, FEOGA grants 
have been available for a proportion of the costs of approved 
investments relating to the production or marketing of 
agricultural commodities. In 1972, just prior to the entry of 
the United Kingdom, Ireland and Denmark, three 'socio-
structural' directives derived from the rejected Mansholt Plan 
were introduced, dealing respectively with farm moderniza
tion, cessation of farming and land re-allocation, and the 
provision of guidance and training in new skills. 

In 1975, the 'Less Favoured Areas' (LFA) Directive (75/268) 
introduced the concept of regional discrimination in the 
application of agricultural policy, permitting Member States 
to grant annual subsidies ('compensatory allowances', paid 
on livestock units or crop areas) and enhanced rates of farm 
improvement grants to producers in certain areas suffering 
from natural physical handicap, with partial reimbursement 
from FEOGA. Such discrimination was seen as the only 
feasible way to approach the desired income redistribution 
amongst farmers (and, taking budgetary contributions into 
account, amongst countries) while adhering to the principle 
of common (single) market price support. 

Thus, in practice, this part of the CAP became a mixture of 
'adjustment' measures geared to speeding up and compensat
ing for agricultural restructuring on the one hand, and of 
'support' measures explicitly or implicitly retarding such 
adjustment on the other. The application of such measures 
was also patchy, with a considerable degree of selectivity 
being exercised, both by Commission officials in the approval 
of individual projects, and by Member States in the choice of 
LFA designations and the level of nationally-financed grants. 
Perhaps because of this, Guidance Section expenditure has 
approximated only 5% of the total Agricultural Fund instead 
of the one-third share originally envisaged. 

The explanation for this hesitant and limited approach to the 
structural arm of the CAP lies in a mixture of political, 
administrative and economic factors. The six original Mem
ber States shared a common problem of non-viable farms 
and out-of-date infrastructure, but to different degrees and 
with different ideas as to how these matters might be 
approached, for example, as between the small and densely 
populated Netherlands and the extensive regional problems 
of Southern Italy. The existence of other Community instru
ments in the form of the Regional and Social Funds and the 
European Investment Bank (and of national and regional 

schemes in member countries) created problems of allocating 
funds and responsibilities. The administrative burden of 
individual farm projects (until 1977, without even a pro
gramme framework) contrasted with the relative simplicity 
of a common price and market policy for standard agricultural 
commodities. 

The policies also reflected a trade-off between improving the 
efficiency and competitiveness of Community production on 
the one hand, and reducing regional disparities on the other. 
Indeed, it has been argued (Fennell, 1987, p. 178) that the 
structural legislation is concerned at least partly to counteract 
adverse distributional effects of the market support policy, 
by modifying the operation of the laws of comparative 
regional competitiveness, by assisting those with limited 
means to overcome entry barriers to new levels of pro
ductivity, or by easing the adjustment path for those unable 
to compete within changing market circumstances (all 
examples of correction of perceived market failure). The 
greater use of the much more flexible directive instrument 
rather than the universally applicable regulation, the variety 
of rates of support between different regions, countries and 
schemes, and the complex nature of the FEOGA Guidance 
accounts, all reflect these considerations. 

7.4. Surplus disposal and containment 

The situation of the CAP as it approached its third decade 
indicated that substantial adjustments to its methods, if 
not in its objectives, would be needed to avoid complete 
breakdown. Declines in world prices after the short-lived 
'world food crisis' of the end of the 1970s added to costs. 
Commodity surpluses emerged, for which the intervention 
authorities of the Community were buyers of last resort, or 
which could only be exported with the assistance of subsidy 
payments. As a result of these changing fundamentals, 
budgetary expenditure on the CAP doubled between the 
mid-1970s and 1980. 

The policy developments during the 1980s may be seen 
as an attempt to deal with the surplus situation without 
fundamentally changing the market support system. 

At the same time, real agricultural incomes (net value-added 
at factor cost per agricultural work unit) fell by 10% between 
1978 and 1980. Structural change, though proceeding apace 
(the total number of EC-9 farms, and the numbers of those 
engaged in agriculture, both fell at about 3% per year 
between 1975 and 1980), was not sufficient to reduce 
the underlying problems (average farm size in the EC-10 
increased only from 15.5 to 17.3 ha over the period 1977-87), 
and rising EC employment generally made unattractive 
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schemes which encouraged the out-migration of farming 
people. International monetary disorder led to substantial 
expenditure on monetary compensatory amounts. These 
problems were recognized in the Commission 'Reflections' 
and 'Guidelines' documents of 1980 and 1981. 

In the milk sector, deliveries to EC-10 dairies began to rise 
strongly above consumption levels after 1976, reaching a 
surplus of about 12 million tonnes (14% of consumption — 
some of which was subsidized) by 1981. Co-responsibility 
levies or producer marketing taxes (see below) that had been 
introduced for milk in 1977, and varied in rate between 0.5 
and 2.5% of the target price, but Commission efforts 
('Guidelines' report, 1981) to add a 'super' or supplementary 
levy on supplies over a reference quantity and to impose a 
tax on milk from 'intensive' farms were resisted by the 
Council, in favour of a 'prudent' support price policy. 
Investment aids for the dairy sector were limited but not 
eliminated, and a number of conversion schemes designed to 
encourage dairy farmers to convert to beef or sheep pro
duction or to go out of production had limited success. 

In cereals, the EC's degree of overall self-sufficiency had 
risen from about 85% before the first enlargement to 100% 
by the start of the 1980s, thus converting the Community 
from its traditional role as a major world importer towards 
that of an exporter with the implication that the disposal 
prices fall from the cif price to the lower fob price. For wheat 
and barley, the Community was already exporting substantial 
tonnages by 1980, while remaining an important buyer of 
maize. The growth in EC usage of the so-called cereal 
substitutes (manioc, cereal residues, maize gluten feed, fruit 
pulp, etc.) on which import duties and tariffs were bound 
under the GATT, aggravated the problem of surplus soft 
wheat and barley. 'Voluntary' import quotas on manioc were 
eventually negotiated with Thailand and other EC suppliers, 
but equivalent efforts on maize gluten feed with the United 
States failed. At home, no major changes in policy were 
effected, other than the weak 'guarantee threshold' regime 
for determining support price changes. 

The greater complexity of the meat sector and its products 
made the development of the CAP in this area more varied. 
Following the 'beef crisis' of the early 1970s, production fell 
below consumption throughout the second half of the 1970s, 
but self-sufficiency rose above 100% by 1981. In addition to 
intervention buying and export subsidies, expenditure on 
which had become less onerous, a number of 'premium' or 
direct-payment schemes were applied under the CAP after 
1975. A slaughter premium was operated in the United 
Kingdom as a successor to that country's pre-CAP deficiency 
payments system, while Italy, Ireland and later Greece 
operated a calf premium scheme in support of their producer 
groups. For sheepmeat, a common market organization was 

introduced only in 1980, after the accession of the United 
Kingdom, but before that of Greece, both countries with 
important sheep and goat sectors. As with beef, a slaughter 
premium was applied in the UK, but an annual ewe premium 
was payable elsewhere. For both beef and sheepmeat, a 
number of concessionary import schemes were in operation, 
as a result of historical trade links and previous GATT agree
ments. 

Aware of the sensitivity of beef consumption to price, and 
the costs of freezing and storage of this product, the 
Commission attempted to limit market intervention in price 
and quantity, e.g. via quality, sex and carcass-portion criteria, 
to utilize private storage aids and consumer subsidy schemes, 
and to design further direct aids. In 1980, it introduced a 
suckler (beef) cow premium, and in 1987 a 'special' beef 
premium was paid on male animals. Together with the 
side-effects of the imposition of milk quotas after 1984 
(which triggered a large supply of cow beef), these factors 
pushed the EC from a net-import position in the 1970s to 
becoming a major world exporter in the 1980s. These 
developments required large export-subsidy expenditure and 
created considerable international friction. 

The variety of these developments, arising from the different 
situations on the various commodity markets, and the differ
ent technical alternatives open to the Commission, make it 
difficult to summarize their economic rationale and effects, 
except to characterize them as disparate and uncoordinated 
efforts to contain the rise in surpluses and the consequent 
growth in CAP budgetary expenditure. The size of the 
transfers from consumers to agricultural producers appears 
to have played a much less significant role in policy 
decision-making. 

It is clear that straightforward reduction in the level of market 
price support, which would have diminished the economic 
inefficiencies inherent in the basic shape of the CAP, 
was deeply unpopular. The Agricultural Council regularly 
undermined Commission efforts to lower support prices at a 
faster rate during the 1980s. The strong lobbying powers of 
the farmer interests in Community Member States undoubt
edly played a large part in this, coupled with the reduced 
incentives attaching to the collective financial and decision
making mechanisms of the EC. Thus, despite various weak
enings of the intervention-purchasing system, the level of 
producer income support and of the consumer/taxpayer costs 
of the CAP remained high as world market disposal prices 
fall at an increasing rate. Complaints grew in intensity from 
third countries, particularly Australia, New Zealand and 
the United States, which was especially angered by the 
trade-diversion threat of the Iberian enlargement and by the 
effects of the CAP's highly supportive oilseeds regime. 
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Given a fixed target or other 'official' price, a co-
responsibility or producer tax has the effect of lowering 
returns to producers (usually on marketings rather than gross 
production, so that commodities produced and consumed or 
utilized on the same farm are exempt), while leaving 
consumers (who would include livestock producers in the 
case of feed cereal production) unaffected. The attraction of 
this instrument in the context of the CAP has lain in the 
discouragement to production while maintaining the transfer 
from consumers. Over 1989-91, about 20% of the gross 
financial cost of the CAP cereal regime was offset in this 
way, and about half the gross cost of the much older sugar 
regime, in which the levies are attached to quotas. In terms 
of economic efficiency, co-responsibility levies (as negative 
output subsidies) bring some reduction in resource-use 
distortion due to lower than otherwise levels of domestic 
production, and perhaps slightly higher world price levels 
due to the parallel fall in exportable surpluses, while, as the 
name implies, part of the financial burden is switched from 
taxpayers to producers. 

Despite these attractions, wider and more intensive use of 
the co-responsibility levy approach in the EC has probably 
been discouraged by the potential for administrative difficult
ies and costs. Levy payment could be (fraudulently) evaded 
via such methods as unrecorded farm-to-farm sales and 
merchant under-recording, and (legally) avoided through 
changes in affected production systems and markets, for 
example on-farm feed-mixing and milk-processing and arti
ficial ownership arrangements. There has also been a political 
tendency to reduce the coverage of the tax by exempting 
certain categories of producers (e.g. small producers, or those 
in less favoured areas) from part or all of its impact, in order 
to introduce the levy more easily in the first place, and to 
satisfy particular interest groups with fewer complications 
than would arise with a separate targetted scheme. 

Given starting values of support price, domestic supply and 
demand, and supply/demand parameters (including the rate 
of shift in supply), the economic effects of the quantum 
systems of guarantee thresholds and budgetary stabilizers 
turn on the settings of the maximum quantities eligible for 
full support, and the degree of reduction in support price for 
'excess' output. Compared to the co-responsibility levy, the 
system has the financial advantage of limiting (and perhaps 
reducing) taxpayer exposure to the cost of surplus disposal, 
while from the viewpoint of economic efficiency it offers 
a gradual lowering of resource-use and consumer-choice 
distortions. The system also requires policy implementation 
only at the level of the Council of Ministers and their 
advisors, avoiding the need to monitor and administer at 
farmer or trader level. In practice, these attractions were 
offset by somewhat generous settings of the maximum 
quantities, uncertainty and controversy over actual pro

duction levels, and the tendency towards increasing EC 
agricultural protection arising from declining world prices 
and the 'green money' system. 

For several commodities, efforts were made to stimulate 
domestic consumption, either directly, by offering cheaper 
supplies to the market by means of consumer subsidies, or 
by marketing campaigns financed by Community funds such 
as co-responsibility levy revenue. The efficiency of these 
schemes has been criticized, since it is necessary to try and 
ensure that subsidized demand does not simply replace 
normal market consumption of the same or other products. 
Attempts to do this have often led to high administrative 
costs and fraud levels. 

Direct supply control was attempted only for milk during the 
1980s, in addition to the original regime for sugar. The 
explanation of these actions lie in a combination of technical 
feasibility (most milk and sugarbeet has to pass through 
central processing facilities where output can be monitored 
and punitive levies for excess production applied), and urgent 
financial significance (both commodities, especially milk, 
involve substantial budgetary expenditures, and the pace of 
crisis in the dairy sector was alarming). The economic effects 
of this instrument are to limit resource distortion (in that 
the marginal production is eliminated) and some financial 
burden, but as applied the milk quotas did not reduce 
consumer costs, and the aggregate quota level was set (and 
kept, despite adjustment) some 15% above unsubsidized 
consumption levels of dairy products, so that considerable 
taxpayer burdens persisted. In addition, individual quotas 
attracted a market value through their transferability with or 
without the land to which they were initially allocated (with 
a windfall gain to those land-holders). In turn, these values 
created several major administrative problems, in disputes 
over the initial allocations (the SLOM cases), in landlord-
tenant relationships (farm workers were not generally con
sidered), and in territorial and other questions of transfer
ability. Finally, there were important downstream effects 
arising from the limitation on (heretofore rising) milk output, 
primarily in the closure of milk-processing plants, many in 
rural settlements. As had happened with the national sugar 
quotas, the milk quotas became embedded into the policy 
and capital-asset systems, and resistance to them slowly 
evaporated. 

Various other problems and attempted solutions during this 
period may be mentioned. The search for alternative farm 
enterprises was one, with various schemes to diversify farm 
production. The strong support given to oilseeds — a major 
source of protein for animal feed, in which the Community 
was in substantial deficit — resulted in a rapid growth of 
arable area that might otherwise have been devoted to cereal 
production, via a processor/producer subsidy (normal market 
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support being prevented by GATT bindings on import 
tariffs). Though successful in these terms, the regime became 
increasingly expensive during the 1980s, and created major 
tensions with the United States. Agri-environmental schemes 
and set-aside schemes were experimented with in attempts to 
restrict the amount of land being devoted to commodities in 
surplus. The production of several 'southern' products, such 
as wine, olive oil and tobacco, was stimulated by CAP 
support (and the entry of new Mediterranean Member States), 
and emerging surpluses were first tackled by a variety of 
consumption and 'withdrawal' (i.e. destruction) subsidies 
and schemes, and then by increasingly severe controls on 
areas and subsidies to encourage a switch to higher-quality 
and more popular varieties. 

As the 1980s progressed, the Community's budgetary crisis 
deepened as a result of accumulating surpluses and a strong 
downward trend in world prices despite a rise in the 
dollar until 1984. Initially, efforts were directed towards 
modifications to the support-price mechanisms. Smaller and 
smaller nominal rises in support price rises were implemented 
over the years, intensifying the cost-price squeeze. Inter
vention rules were tightened, thus weakening the market-
support role of this instrument. However, it was clear that 
this 'rigorous' price policy was not sufficient to solve the 
crisis, and that some form of production controls would be 
necessary. A preliminary form of such controls were the 
'guarantee thresholds' introduced for several products, in
cluding cereals, milk, some oilseeds and certain fruits. Under 
this system (a version of the French 'quantum' approach), 
support prices for the forthcoming market year were to be 
reduced automatically if aggregate production exceeded a 
pre-set level, but the starting-point for such reduction (i.e. 
the intervention price) was still left to annual negotiation. 
Against the rapid rise in yields after 1981, and sluggish 
internal demand, none of these measures were adequate in 
preventing the remorseless rise in budget cost. 

In 1984, the first major step towards CAP reform was taken 
when marketing quotas for milk were imposed, virtually 
overnight, on individual farms (or cooperatives). For other 
products, no such radical measures were put in place. Indeed, 
the invention of the 'green ecu' in 1984, after which 
CAP common prices were linked to rises in the strongest 
Community currency, raised the average level of support 
price by about 15% above what it might otherwise have been 
by the end of the decade — although it can be argued that 
ministers would have negotiated higher 'real ecu' prices 
otherwise. In 1988, the guarantee threshold scheme was 
resurrected in the form of the 'budget stabilizer' mechanisms 
for several commodities. These mechanisms combined ad
ditional co-responsibility levies with subsequent price re
ductions should production exceed pre-defined 'maximum 

guarantee quantities', and thus added a degree of less-than-
perfect elasticity to support demand. 

Budget estimates for 1990 and 1991 showed a sharp rise in 
expected CAP Guarantee spending, from about ECU 
26 billion in 1989 (a slight drop on 1988) to ECU 28 billion 
in 1990 and ECU 31 billion in 1991, with further rises 
beyond. Experience with the voluntary set-aside scheme was 
proving disappointing, with limited take-up in most countries 
(only 2.5% of the total EC cereal area by mid-1991) and 
much less impact on production due to 'slippage' problems 
of resource re-allocation by farmers. In the livestock sector, 
serious problems were apparent, especially for beef and 
sheepmeat. Some of the reductions in support prices were 
offset by agri-monetary adjustments resulting from the joint 
operation of the 'green ecu' system and the move towards 
eliminating MCAs en route to the single European market 
by end-1992. 

Another group of external factors also intensified the press
ures on the CAP. Predictions of world balances of the main 
traded commodities, and thus world market prices with 
which CAP subsidies would have to contend, implied 
rising EC expenditures. The GATT Uruguay Round was 
confronting the Community with strong demands for reform 
of the CAP, and the breakdown at Brussels in 1990 brought 
much closer the threat of international trade turmoil as a 
result of agricultural intransigence. Events in Central and 
Eastern Europe presented the Community with opportunities 
to affect developments in that area, but at a cost in terms of 
adjustments to its agricultural policies. 

The Commission's reflections and proposals (CEC, 1991a 
and 1991b) recognized the non-sustainability of current CAP 
methods and initiated the current set of reforms, which are 
described in some detail in Section 8.1. This section takes a 
broader look at the rationale and nature of these reforms 
which are based on lower market prices, a much higher 
degree of direct payments to farmers and a range of other 
structural and other agri-environmental measures. 

Analysis of the unreformed CAP had showed that many of 
its provisions were working with limited and distorted effect. 
Although food self-sufficiency had been largely attained, and 
markets considerably stabilized, farmer incomes were falling 
(after a rise to 1989) despite a 30% rise in CAP expenditure, 
and large numbers of farmers were leaving the land, or were 
expected to do so as age and retirement took their toll, or 
general economic conditions outside improved. There were 
very large and costly accumulations of surplus products (at 
end-1990, public stores held 14.4 million tonnes of cereals, 
600 000 tonnes of dairy products, 530 000 tonnes of beef), 
and these were continuing to grow. There were also persistent 
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and increasing complaints of fraud and inefficiency in some 
of the CAP commodity regimes. 

From an economic point of view, these developments can be 
viewed in a number of ways. First, the 'transfer efficiency' 
of the CAP, in terms of the benefits received by the intended 
recipients compared to the burdens borne by consumers and 
taxpayers, was low and deteriorating. At the simplest level, 
welfare benefits to producers were being eroded by higher 
land and other input prices, while increasing surpluses 
involved ever-higher taxpayer costs which at least partly 
went simply to depress world market prices still further. 
Certain sections of the agricultural population (e.g. hired 
workers) were virtually ignored. If costs and benefits were 
taken to include the rural environment, enjoyment of country
side externalities was being reduced and offset by landscape 
deterioration through land 'improvements' for crop-growing 
and over-stocking of animals, and by water and air pollution 
by agri-chemicals and animal waste. 

Second, a large number of farm households were threatened 
with inadequate income levels (particularly anticipated in
comes, relative to alternative opportunities for earnings 
and life-styles outside agriculture, as expected by potential 
entrants to farming, mainly in family succession to ageing 
current farmers). For these people, there was little realistic 
expectation that cost efficiencies, farm-level structural ad
justments, or diversification to alternative farm or non-
farming enterprises would be sufficient to permit economic 
survival. Although some farm costs, such as feed and 
fertilizer, had fallen or risen relatively slowly in recent years, 
this was not expected to continue, and other costs, such as 
those for land (largely dependent on interest rates), labour 
and marketing, were high and rising. 

Third, the Community's fundamental competitiveness on 
world agricultural markets was clearly low. In the face of 
industrial competition from the Far East and the United 
States, the Commission and Community had become 
increasingly aware of this aspect of its general economic 
performance and were concerned to avoid deterioration in 
the farm trade sector, partly for straightforward budgetary 
and balance-of-payments reasons, and partly to avoid 
discouragement to the establishment in the Community 
of new crop-based industries such as bio-energy and 
materials manufacture. 

Fourth, the distribution of CAP support amongst farmers was 
clearly unsatisfactory. It had been estimated that 80% of 
CAP expenditure, largely tied to volume of production 
and somewhat weighted towards 'northern products', was 
directed at only about 20% of its farmers. 'Modulation' of 
CAP price support in order to discriminate amongst different 
groups of farmers had proved difficult and where agreed 

expensive, and new ways of protecting the family-farm 
structure of EC agriculture were urgently needed. 

Fifth, the administration of the CAP was becoming increas
ingly complex with the numerous modifications to the 
originally fairly simple price supports and a number of 
experimental and ad hoc schemes. The application of frame
work directives within Member States usually resulted in 
slow and acrimonious negotiations after the original decision, 
while individual 'registration' of producers was necessary 
for milk quotas, set-aside, etc. On the other hand, these 
developments demonstrated that a different, more direct, 
form of policy would be possible. 

Sixth, the supply control mechanisms of the 'old' CAP 
were insufficient to avoid the appearance of surpluses 
under the joint stimulation of high support prices and 
technological progress. Farmers were proving highly 
capable of switching resources to avoid the restrictions 
being imposed, and in any case the measures applied 
tended to be insufficiently restrictive. While adjustments in 
these measures (e.g. reduction in quotas, higher diversifi
cation subsidies) were possible in principle, negotiating 
these amongst farmers and Member States proved difficult, 
slow and expensive. A more effective (in terms of supply 
control) and more flexible (in terms of annual adjustment) 
approach was needed. 

Finally, the environmental aspects of the CAP could never 
be satisfactorily addressed either by simple market support 
or by a set of individual voluntary schemes: a universal 
('horizontal') mechanism was needed, however hard this 
might be to agree amongst Member States with a wide 
variety of environmental concerns and problems. In most 
cases, this would point towards incentives for extensification 
(lower levels of other inputs applied to land), or at least 
disincentives or outright bans on intensification. 

A further aspect of CAP policy-making into the 1990s was 
the increasing attention being paid to regional problems. 
While in a sense inevitable if the basic economic philosophy 
of comparative advantage in farm production was to apply, 
the adjustment problems faced by regions with poor and 
outdated agricultural structures and technologies were con
sidered by many so severe as to deserve special consideration 
under the 'cohesion' principle enshrined in the Single 
European Act. 

A number of possible approaches were (and are) open to the 
Commission in addressing these issues. Basic was a lowering 
of market price levels in the Community, since all other 
measures had in a sense to 'compete' against the artificially 
high market value of mainstream farm production. Taxation 
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or limitation of variable inputs (e.g. fertilizer)was possible, 
but the effectiveness of this in terms of supply control had 
been long placed in doubt by a number of modelling 
analyses, while the farm-income impacts would have been 
severe, especially for some groups. Extension to further 
commodities of farm-level production (or marketing) quotas 
were another possibility, but the experience of milk quotas 
did not much encourage this. Faster and more severe 
application of the stabilizer-type measures would combine 
the two approaches, while retaining the freedom of 
individual producers to adjust or not as each saw fit, but 
again did not guarantee quick reductions in protection 
levels, surpluses and budget costs. 

A 'social' approach, dominated by outgoer and farmer-
retirement schemes (alongside price reductions and/or land 
retirement), was advocated by some, notably in the form 
of the 'bond scheme' suggested by Tangermann (Marsh et 
al., 1991) to the European Parliament. This promised the 
gradual and permanent elimination of the 'problem groups' 
of farmers by means of generous financial incentives, but 
did not address some of the regional and environmental 
concerns. 

In the event, the 1992 reforms put in hand by the Commission 
and Council contain aspects of several of these approaches. 
The numerous (and perhaps increasing) objectives of the 
CAP, and the structure of the Community, are no doubt 
responsible: a single-minded approach would not have ad
dressed satisfactorily the various problems of farm incomes, 
budget cost, environmental and regional concerns, etc., and 
the interests of 12 Member States are almost bound to 
lead to a compromise position. The new ability of more 
sophisticated administration and information systems to 
register land uses and other activities by a much smaller 
population of full-time farmers is being exploited in this 
effort. 

However, given the restrictions on storage and internal 
disposal outlets, the major outcome of increasing imbalance 
in supply and demand is evidenced in changes in the EC's 
net trade position, as outlined above. The Community's 
share of world exports (and imports) of feed grains (barley, 
maize, etc.) is still under 10%. However, it is responsible 
for over 15% of world exports of wheat and sugar, 20% 
for beef and veal, pigmeat, poultrymeat and eggs, and 50% 
for butter, milk powder and wine, while approximating 
45% for oilseed imports. Thus changes in EC trade 
balances can have a substantial effect on several world 
market prices. 

8. Reform of the CAP 

8.1. The May 1992 CAP reform package 

On 21 May 1992, the Council of Ministers reached agree
ment on far-reaching changes to the CAP, on the basis of 
proposals put forward by the Agricultural Commissioner, 
Mr Mac Sharry, and the Commission itself, in 1991 (CEC, 
1991b). Since that date, a number of regulations have been 
brought forward and approved, and at time of writing (June 
1993) EC agriculture is operating under the conditions of the 
first transitional year, while the Council has just agreed 
support prices and other measures for the year 1993/94. 
Further proposals and changes are likely during the tran
sitional period to 1996, but the details of the 'reformed' CAP 
are now clear. For a precise specification of the reforms, 
official texts from the Commission and national governments 
must be consulted, but the following are the main features: 

Crop Products 

The target, intervention and threshold prices for cereals are 
being reduced by about 30% from their 1992 levels, with a 
per-hectare compensatory payment (subject to set-aside, see 
below) to offset the income effects of these price reductions. 
The basic rates are as outlined in Table 21 below. 

Table 21 

Target, intervention and threshold prices for cereals, 1992-96 

Marketing 
year 

1992/93 ! 
1993/94 
1994/95 
1995/96 

Target 
price 

206.16 
130 
120 
110 

Intervention 
price 

ecu per 

155.33 
117 
108 
100 

Threshold 
pnce 

tonne 

201.37 
175 
165 
155 

Compensation 
rate per tonne2 

25 
35 
45 

1 Barley, rye and mesiin. Support prices for common wheat in 1992/93 were some 5 to 
10% higher. 

2 For calendar years 1993, 1994, 1995. 
Source: EC-Commission. 

The compensatory payment per hectare is calculated on a 
regional basis (regions being parts or the whole of a Member 
State, as chosen by that State) by multiplying the typical 
historical (1986/87-90/91) regional yield by the rate in the 
above table. There is a supplement of ECU 297 per hectare 
for durum wheat grown in traditional areas. Where the sum 
of individual claims for compensatory payments exceeds the 
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regional base area (the average of arable cropped land, 
including set-aside, in 1989, 1990 and 1991), individual 
claims are reduced proportionately and, in the following 
year, an extra set-aside percentage will be required. 

For oilseeds, new market arrangements were made in 
December 1991 (CEC, 1991c), with aid payable to growers 
at the rate of ECU 359 per hectare, adjustable should world 
market prices for rape, sunflower and soya move by more 
than 8% from the reference level of ECU 163 per hectare. In 
the May 1992 reforms, Member States were allowed to 
regionalize this aid along the lines for cereals. For protein 
crops (peas, field beans, sweet lupins), compensatory pay
ments of ECU 65 per hectare multiplied by the regional 
cereal yield replaced previous minimum price arrangements. 
Arrangements for dried fodder and tobacco were also modi
fied, but there were no changes (other than extensions in 
time) to the common market organizations for sugar, fruit 
and vegetables, fibre plants (e.g. cotton) and wine. 

For all but 'small' producers of cereals, oilseeds and protein 
crops (COPs), i.e. those with an area less than that needed to 
grow 92 tonnes of cereals (about 20 ha, depending on region), 
receipt of compensatory payments is dependent on the setting 
aside, in rotation, of 15% of the 'reference' COPs area, 
calculated for each producer or on a regionalized basis. The 
set-aside applies to the whole COPs area and not to each 
crop individually. Compensation payments on set-aside land 
were initially based on ECU 45 per tonne (see above table) 
for 1993, 1994 and 1995, later raised to ECU 57 per tonne 
for 1994 as part of the 1993/94 price package. The package 
also defined a non-rotational (permanent) set-aside rate 
of 20% (18% in areas already subject to environmental 
restrictions or in regions where over 13% of the land is 
already set-aside in aggregate). 

Livestock products 

The intervention prices for beef are being reduced in three 
stages, by 15% over three years (to 291.55 per 100 kg carcass 
weight by 1 July 1995), and normal intervention ceilings 
scaled down from 750 000 tonnes in 1993 to 350 000 in 
1997. Four premiums will be payable: (a) a special premium 
on a male animal, payable twice in its life at 10 and 23 
months, with no individual quotas (the previous special 
premium was limited to 90 head per farm) but with a regional 
reference herd limit which, if exceeded by the number of 
claims, will reduce the number of eligible animals per 
claimant; (b) a suckler cow premium payable on a 'quota' 
equal to such premiums paid in 1990, 1991 or 1992; (c) a 
processing premium payable in Member States where and 
when autumn slaughterings exceed 40% of the annual total; 
and (d) an extensification premium payable in addition to the 

special and suckler cow premiums where the stocking rate is 
less than 1.4 livestock units (LUs) per forage hectare. 
Member States were allowed to introduce a dairy calf 
slaughtering premium or an intervention scheme for light ani
mals. 

For sheepmeat, the existing system of premiums (payable at 
full rate up to 1 000 head in less favoured areas, and 500 
head elsewhere, with half-rate premiums for additional 
animals), but a premium 'quota' is now based on premiums 
paid in 1991. 

Payment of the special beef and suckler cow premiums is 
dependent on keeping the stocking rate, defined in terms of 
premium-eligible animals (i.e. male cattle, cows and ewes), 
for each holding below two LUs per forage hectare. For both 
beef and sheep, the rights to premium payments ('quotas') 
will be transferable between producers under regulations to 
be determined by each Member State, with the purpose of 
preventing transfer out of sensitive areas or regions. National 
reserves of premium 'quotas', for allocation to new entrants 
or exceptional cases, are created both by initial reduction in 
individual quotas and by 'taxation' of these transfers. 

There are no changes to market rules for pigmeat and poultry 
products, although the reduction in cereal prices is expected 
to have a significant impact on production costs, and this will 
be taken into account in the trade mechanisms. Minor 
changes to the dairy regime were decided upon in May 1992 
(later modified in May 1993), involving a reduction in 
general EC quotas (but increases in Spain, Greece and Italy), 
and a reduction of 3% in the intervention price for butter 
by 1994/95. 

Accompanying measures 

Three further types of measures were introduced alongside 
the above commodity measures, to be financed partly by the 
Community (50% in general, 75% in Objective 1 regions). 
An early retirement scheme, not compulsory for Member 
States, could offer retirement grants or annual compensation 
payments (ECU 4 000 plus ECU 250 per hectare up to a 
maximum of ECU 10 000 per holding, payable for not more 
than 10 years), releasing land to improve the economic 
viability of new owners or for non-farming purposes, compat
ible with environmental requirements. 

Afforestation aid will be available, with FEOGA contri
butions of up to ECU 3 000 per hectare for softwoods and 
ECU 4 000 per hectare for broadleaves, and ECU 600 per 
hectare per year for five years to offset loss of farming in
come. 
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Several types of agri-environmental measures will be payable 
for such activities as: protection of water resources, conver
sion of arable land to extensive pasture, organic farming, 
extensification of animal stocking, maintenance of environ
mentally friendly farming practices, public access and for
estry training. 

Economic commentary 

The reforms represent a significant adjustment in the CAP 
although they do not amend its objectives and principles, and 
seem unlikely to resolve some of the problems associated 
with the policy over the last few decades. Greater market 
orientation has been achieved through the price reductions, 
which will reduce distortions in consumer and user choice, 
and lower the cost of export subsidies. The reforms do not 
represent a major step in the direction of quotas or direct 
input controls (e.g. on fertilizer use), but rather rely on 
economic mechanisms and a mixture of indirect disincen
tives. The income objective of the CAP is re-addressed via 
the compensation payments, which have been at least partly 
modulated by region and farm-size to reflect better the 
large implicit redistributional aims of the Community's 
policy-makers, and are no longer directly linked to individual 
marketed quantities. The payments represent a significant 
additional budgetary commitment by the EC's taxpayers, but 
the size of this burden is contained by the conditions for 
regional areas and herd sizes, which limit the financial outlay 
for several sectors. Naturally, the outcome will depend on 
future decision-making by the Council, particularly in terms 
of adjusting rates of compensation in the light of yield 
increases and inflation. 

substantial EC protection (55%) remains via the threshold 
price. 

Before and after the May 1992 agreement, the proposals of 
the Commission have often been weakened by the Council, 
for example in lowering the target cereal price to ECU 110 
per tonne instead of ECU 100 as proposed, and in removing 
the 90-head limit on suckler-cow premium payments. Pro
posals for larger reductions in milk quotas and dairy inter
vention prices, with a compensatory dairy cow premium, and 
for an upper limit of premium payments on sheep, were 
defeated or delayed. There have also been relaxations in the 
set-aside rules (e.g. for maize forage), and an increase in the 
set-aside payment rates. 

The environmental aspects of the reforms fall into two 
categories: the 'cross-compliance' aspects of the arable 
and livestock schemes, and the direct agri-environmental 
measures. The former include the conditions under which 
set-aside must be managed and the stocking-rate conditions 
for livestock premiums. Neither can be regarded as very 
powerful or effective: the environmental benefits of ro
tational set-aside are strictly limited due to the short time-
period involved, and the stocking rates have been set at a rate 
and defined in such a way as to affect only the more intensive 
grazing enterprises. (There are however other measures such 
as the nitrate-sensitive areas which address some of these 
problems.) The impact of the accompanying measures will 
depend very much on the willingness and ability of national 
governments to implement (where non-mandatory) and to 
administer and finance (where mandatory) the various 
schemes involved. 

In addition to the disincentive effect of lower product prices, 
several features of the reforms limit or discourage the use 
of factors of production, particularly set-aside and the 
stocking-rate conditions for animal premiums. However, 
these are not always individual and/or absolute limits: for 
example, the area sown to COP crops can expand (subject to 
increased proportional set-aside), and animals not eligible for 
premium payments can be stocked above the defined limits. 

Including pig and poultry products, whose prices are depen
dent on feed-ingredient prices, the reforms cover about 50% 
of EC agricultural production, and the reductions in support 
prices therefore represent a significant fall in protection for 
the sector as a whole even though some important regimes 
have been left largely or wholly unchanged so far. The 
ultimate intervention price for cereals of ECU 100 per tonne 
represents the Commission's expectations for the world 
market price under stabilized conditions, i.e. with equivalent 
policy reforms in other major trading countries. However, 

8.2. The Uruguay Round agreement 

The traditional treatment of agriculture in the GATT has 
been characterized as 'a combination of special exemptions, 
vague rules, neglect of important policies, and tolerance 
of continuous infringement' (Tangermann, 1991). Many 
countries contributed to this situation, including the drafters 
of the original agreement, which permits export subsidies 
for agricultural products (and other primary commodities) 
subject to an 'equitable share in world export trade' and 
omits mention of measures such as minimum import prices 
and variable import levies. The United States obtained its 
1955 waiver allowing quantitative import restrictions without 
restricting domestic production. The European Community, 
through its common agricultural policy, transformed its 
trading stance in farm products through a mixture of direct 
and indirect challenges to GATT rules and procedures, 
notably 'voluntary' import agreements with several trading 
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partners, and refusal to convert its variable levies into 
fixed tariffs. 

History of GATT agricultural negotiations 

The CAP was first considered within the GATT context in 
the 1960-61 Dillon Round, with the outcome that the 
alterations to internal and external EC trade patterns caused 
by the creation of the CAP, as well as its instruments of 
variable levies and export subsidies, were (tacitly) tolerated 
by the United States, in exchange for zero or low bindings 
of EC tariffs on oilseeds and non-grain feeds. Standstill 
agreements on grains and poultry products were tested during 
the 1962 EC-US 'chicken war'. 

In the 1963-67 Kennedy Round, US proposals to convert 
variable levies into bound tariffs were rejected by the EC, as 
were subsequent proposals for a guaranteed US share of the 
EC cereals market and a maximum EC self-sufficiency rate in 
cereals of 90%. On its side, the US rejected as insufficiently 
liberalizing the EC's montant de soutien proposal to limit the 
gap between domestic and world prices (thus dealing, de 
facto, with non-tariff barriers). Agreement was reached on 
some reductions in bound tariffs, such as corn gluten feed, 
and on a new International Grains Arrangement, but the latter 
did not survive the stress of historically low world wheat 
prices in 1968. 

The 1973-79 Tokyo Round again concluded somewhat 
unsatisfactorily, with further cuts in bound tariffs, two 
international commodity agreements — for bovine meat 
(with no economic provisions) and dairy products — and a 
subsidies code which has not in practice reduced tensions in 
agricultural trade. As soon as 1982, OECD Ministers felt it 
necessary to issue a declaration aimed at agricultural policy 
reform, and authorized monitoring and outlook work which 
has resulted in an annual series of PSE/CSE estimates and 
associated commentary since 1987. 

The Uruguay Round, initiated in 1986, specifically addressed 
the difficulties of international agricultural trade. An opening 
declaration referred to improving market access and increas
ing discipline on the use of all direct and indirect subsidies 
affecting agricultural trade directly and indirectly, the latter a 
significant widening of the scope for analysis and negotiation, 
since it opened up domestic agricultural policies (including 
the CAP) for debate. At the mid-term review in December 
1988, there was no agreement between the various proposals 
made by different participants, such as the US 'zero' option 
for complete elimination of farm programmes by the year 
2000, and the EC's proposal for short-term stabilization 
and re-balancing measures, to be followed by longer-term 
reductions of an aggregate measure of support (AMS). The 

Cairns Group of agricultural exporters supported the US 
approach, while willing to accept greater flexibility in its 
application, while Japan and the Nordic countries refused to 
accept the dismantlement of their strongly protectionist 
policies. However, in April 1989, further proposals were 
promised by end-1990, resulting in a US call for a 90% 
reduction in export subsidies and a 75% reduction in internal 
support over a 10-year period, while the EC proposed a 30% 
reduction in the AMS and conversion of its border measures 
(i.e. variable import levies) into tariffs, contingent on safe
guards against large world-price fluctuations and acceptance 
of re-balancing EC protection for grains, oilseeds and 
non-grain feeds. The gap between these revised US and EC 
proposals again proved too wide to be bridged by the 
Hellström compromise paper at the 'final' meeting at Brus
sels in December 1990. Complete breakdown was avoided 
by the offer of the GATT Director-General, Artur Dunkel, to 
prepare a further compromise paper (the Draft Final Act), 
which by the end of 1991 was accepted as the basis for 
further negotiations. At the same time, the EC began serious 
internal discussions on reform of the CAP (see above). 
Eventually, in late November 1992 (i.e. six months after the 
adoption of internal CAP reforms by the EC), the EC 
Commission and the US administration announced the Blair 
House 'pre-accord' on a GATT settlement in the area of 
agriculture. With some adjustment for 'front-loading' of 
subsidized exports to enable existing EC stocks to be reduced 
in the earlier years of the 1995-99 adjustment period, this 
formed the basis for agricultural aspects of the final and 
overall Uruguay Round agreement of 15 December 1993. 

The Blair House/Uruguay Round agreement on 
agriculture 

The agreement contains six sets of provisions, as follows: 

1. Market access: With 1986-88 as a basis, border protection 
measures are to be converted into tariffs, whose simple 
mathematical average over all commodities is to be 
reduced by 36% over six years, with a minimum reduction 
of 15% for each tariff. For the EC, the tariff will be the 
difference between the world fob market price and the 
intervention price plus 10% and any monthly increments. 
However, if the EC import price falls by more than 10% 
of the 1986-88 import price (defined in ecu), a variable 
element may be added to the tariff, thus providing a 
'special safeguard' for the Community markets. Tariff 
quotas, with tariffs equal to 32% of the basic tariff, will 
be opened to permit minimum market access of 3% at the 
start and 5% at the end of six years; the quantities 
thus involved are wheat (281 000 tonnes), meat (78 000 
tonnes), skimmed-milk powder (69 000 tonnes), butter 
(10 000 tonnes), cheese (104 000 tonnes) and eggs 
(208 000 tonnes). Existing EC import arrangements such 
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as those for New Zealand butter and sheepmeat (but not 
those for bananas) are to be 'tariffied', but will not affect 
their quantitative outcomes. 

2. Internal support: With 1986-88 as a basis, global internal 
support (i.e. the AMS) is to be reduced by 20%, with 
credit given for reductions since 1986. Direct CAP aids 
such as the compensatory payments of the May 1992 
reforms are excluded from this commitment, as being 
based on fixed areas, animal numbers and yields, as are 
aids exempted as non-trade-distorting in the Dunkel text 
'green box'. 

3. Export subsidies: With 1986-90 as a base, direct export 
subsidy expenditures are to be reduced, product by 
product, by 36% over six years, and volumes of subsidized 
exports by 21% over the same period. These commitments 
exclude unsubsidized exports, food aid and (as regards 
volumes) processed products, and may involve unequal 
annual instalments. 

4. Rebalancing: If EC imports on non-grain feed ingredients 
increase to a level which threatens CAP reform, the EC 
and US will consult each other over a solution. 

5. Peace clause: Internal support measures and export 
subsidies are to be considered exempt from actions and 
claims under GATT Article 16 (on export subsidies and 
equitable trade shares). 

6. Oilseeds: As a follow-up to the GATT oilseeds panel, the 
EC agrees to create a separate base area for subsidized 
oilseed production, equal to 5 128 000 hectares from 
1995/96, i.e. the 1989-91 average used for the CAP arable 
reforms. Each year, this area will be reduced by a set-aside 
rate not less than 10% (currently 15%), with penalties 
similar to current arrangements if the area so calculated 
(and excluding oilseeds grown for industrial purposes, up 
to 1 million tonnes soyameal equivalent) is exceeded. A 
tariff quota of 500 000 tonnes of corn imports into 
Portugal will be opened, and the base area will be adapted 
if the Community is enlarged. The US gives up any 
claims for compensation in this field. 

Constraints on EC agricultural policy 

From the details given above, it is possible to assess the 
extent to which the EC's agricultural policy may be affected 
by the Uruguay Round agreement, Future enlargement of the 
EC, and/or developments in association agreements with 
Central and East European countries, as well as the pace of 

general economic development in the Community itself, may 
well affect the situation. Nevertheless, the EC Commission 
(1992, 1993), as well as others, have provided commentary 
on how the Blair House agreement might affect future CAP 
development. 

In general, the choice of 1986-88 and 1986-90 as base 
periods, and the ability to claim 'credit' for reductions in 
support since 1986, coupled with the use of the ecu rather 
than the dollar as a currency unit, mean that the commitments 
on subsidy and therefore price levels are unlikely to prove 
constraining to the Community, which has already reduced 
many support prices in nominal terms, and is about to go 
much further with cereals and beef under the CAP reforms. 
The exclusion of direct aids unlinked to production (as can 
now be claimed for most such payments in the CAP) further 
reduces the likelihood of difficulties in meeting the AMS and 
expenditure commitments. However, unless world prices fall 
drastically, so that the special safeguard operates to re-install 
a variable levy regime, the tariffication of border measures 
will mean that EC market prices from now on fluctuate in 
parallel with world market developments, albeit at consider
ably higher levels. 

Specific problems may be encountered with the quantitative 
restrictions. For cereals, the tariff quota merely permits total 
wheat imports to return to mid-1980s levels of about 500 000 
tonnes. The EC's exportable surplus of wheat and coarse 
grains depends much more critically on (a) yield trends on 
the planted area, and (b) the amount of grains used for animal 
feed. Although the historic rate of increase in cereal yields 
may be expected to slow from its recent pace of 1.8% per 
year, and might even fall as a result of lower market prices 
(and other factors, such as greater market uncertainty and 
perhaps technological deceleration), they may not stabilize 
completely. Also, the set-aside provisions are more flexible 
than planting-area quotas, and permit changes in area be
tween crops, and indeed higher total (cropped and set-aside) 
area. The use of grains for feed depends on the substitution 
effect of increased competitiveness of cereals as against other 
feedstuffs (e.g. soya meal and manioc), and the growth 
effect of higher pig and poultry production (but lower 
beef production). 

The Commission has estimated the combined influence of 
the two consumption effects as an additional 12 million 
tonnes of grains (soft wheat). With this estimate, the balance 
of the yield and consumption factors has been calculated by 
the Commission (1993) as leading to exportable surpluses of 
wheat and coarse grains quite close to, or above, those 
allowable under the GATT pre-accord, depending on either 
of two yield trends. 

74 



EC agriculture past and present 

References 

Arkleton Trust, Rural change in Europe structural policies 
and multiple job holding in the rural development process, 
report of second review meeting, Waldkirchen, Institut für 
Landliche Strukturforschung, Frankfurt, 1988. 

Behrens, R. and de Haen, H., 'Aggregate factor input and 
productivity in agriculture: a comparison for the EC member 
countries', 196376, European Review of Agricultural Econ
omics, 72, pp. 10946, 1980. 

Bowler, I., Agriculture under the common agricultural 
policy, Manchester University Press, 1985. 

Commission of the European Community (CEC, various 
years), Agricultural situation in the Community, Brussels. 

Commission of the EC CAP reform and GATT compatibility, 
DGVI paper, April, Brussels, 1992. 

Commission of the EC, Communication on agriculture in the 
GATT negotiations and the reform of the CAP, SEC(92) 
2267, 25 November, Brussels, 1992. 

Eurostat, Basic statistics of the Community (24th edition), 
Luxembourg, 1987. 

Frohberg, K., Assessment of the effects on labour income and 
outflow of labour of lower support prices, 1992. 

Gardner, B. L., 'Changing economic perspectives on the 
farm problem', Journal of Economic Literature, 30, pp. 62
101,1992. 

Henrichsmeyer, W. and OstermeyerSchloder, Α., 'Pro
ductivity growth and factor adjustment in EC agriculture', 
European Review of Agricultural Economics, 152/3, 
pp. 13754,1988. 

Hill, B., Total income of agricultural household 1992 Report, 
Paper to Eurostat (May), Luxembourg, 1992. 

Kislev, Y. and Peterson, W., 'Prices, technology and farm 
size', J. Econ., 90, pp. 57895,1982. 

Koester, U. and Tangermann, S., 'The European Com
munity', in Sanderson, F., (ed.) Agricultural protectionism 
in the industrialized world, 1989. 

Larsen, A. and Hansen, J., Agricultural support and struc
tural development, 1992. 

Neville Rolfe, E., The politics of agriculture in the European 
Community, London, Policy Studies Institute, 1984. 

Sanderson, F. H. (ed.), 'Agricultural protectionism — the 
industrialized world', Resources for the future, Washington 
DC, 1990. 

Tangermann, S., 'Agriculture in international trade nego
tiations', in. Agricultural economics and policy: international 
challenges for the nineties, éd. Berger, Κ., de Groot, M., 
Post, J. and Zachariasse, V., Elsevier, 1991. 

Tracy, M., Agriculture in Western Europe: challenge and 
response 18801980, 2nd ed., Granada, 1982. 

Whitby, M. C, 'The CAP and the countryside', Chapter 8 in 
The common agricultural policy and the world economy, ed. 
Ritson, C. and Harvey, D., CAB International, 1991. 

75 





Chapter Β: The economic costs of agricultural policy1 

1. Introduction 79 

2. The effect of different support instruments 79 

2.1. Transfers 79 

2.2. Economic costs for the economy 79 

2.3. Transfer instruments and the trade-off between different types of 

costs 80 

3. The EC agricultural budget 81 

4. Transfer and real income effects of the CAP 83 

4.1. Introduction 83 

4.2. The real income effects of market price support 83 

4.3. The economic effects of policy instruments which supplement 

market price support 88 

4.4. Measures of the transfer to the agricultural sector due to the CAP 88 

4.5. Real income effects 90 

This chapter was prepared by Knud J. Munk and Ken Thomson. 

77 





The economic costs of agricultural policy 

Chapter Β 

The economic costs of 
agricultural policy 

1. Introduction 

Based on a conceptual framework representing the various 
instruments of agricultural support, this chapter considers 
how to measure the economic costs of the common agricul
tural policy. The chapter also provides a basis for appreciation 
of the modelling results reported in Chapter D with respect 
to budget and real income effects. 

Section 2 defines the concepts of transfers, distortionary 
costs, transaction costs and the real income effects due to 
government intervention in agricultural markets. It also 
considers the effects of market price support and other 
support instruments and the trade-off between various type 
of costs within this framework. Section 3 analyses the EC 
agricultural budget which is often considered to provide the 
main indicator of 'the costs of the CAP'. In the spirit of the 
conceptual framework, however, it is pointed out that the 
total budgetary cost is a partial and in itself misleading 
indicator of economic costs. Section 4 considers the method
ology issues involved in measuring the economic costs of the 
CAP and reviews some of the empirical evidence. 

2. The effect of different support instruments 

Support instruments have two main effects: they create 
transfers which reflect changes in the distribution of income 
and they impose economic costs for the economy. 

2.1. Transfers 

'Transfers' are defined as payments from one agent in the 
economy to another, for which there is no corresponding flow 
of goods and services. Transfers contrast with 'non-transfer 
spending' where the flow of payments has a counterpart in 
the value of the flow of goods and services going in the 
opposite direction. 

The 'transfers' created by agricultural support instruments 
can be calculated without the use of model assumptions, 
based on accounting data and price information. 

Transfers may be either non-distortionary or distortionary. 
'Non-distortionary transfers' or 'lump-sum payments' are 
payments where the receiving agent cannot influence the 
size of the payment and where the marginal rates of 
transformation are therefore not distorted. 

'Distortionary transfers' are transfers which create distortions 
in the sense of preventing the marginal rate of transformation 
being the same for all agents in the economy. 

Since transfers are always from one agent to another agent, 
the sum of transfers between producers, consumers and 
taxpayers due to agricultural policy instruments is, by 
definition, zero . 

Transfers due to support policies generally differ from the 
real income effects. The transfers would be equal to the real 
income effects only if the support instruments creating the 
transfers did not effect the behaviour of the agents (con
sumers, producers and taxpayers) in the economy and if they 
were not associated with transaction costs. 

2.2. Economic costs for the economy 

Government support instruments which create distortionary 
transfers always reduce aggregate real income in a situation 
without initial government intervention. In an economy 
which is already distorted, such instruments may, however, 
increase aggregate real income. This may, for example, be 
the case for consumer subsidies in a situation where consumer 
prices are increased by market price support measures, or 
where tariff revenue replaces other taxes with even higher 
distortionary costs. 

The 'economic costs for the economy' may be defined as the 
sum of the real income effects for farmers, consumers and 
taxpayers created by the government intervention. These real 
income effects and hence the economic costs cannot be 
directly observed. They can be calculated only with the help 
of models representing economic behaviour. Such models 
are not always available, and, when available, are often based 
on controversial assumptions. 

The 'economic costs for the economy' of support instruments 
may be divided into distortionary costs and transaction costs. 

'Distortionary costs' are created when support instruments 
create a (price) wedge between the marginal rate of trans
formation of different agents in the economy (in this context 
the foreign sector is also considered an agent). With an 
efficient allocation of resources, the marginal rates of trans
formation between commodities and factors are the same for 
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all agents. For example, market price support for agricultural 
products creates a price wedge between both producer and 
consumer prices on the one hand and world market prices on 
the other hand. This changes the consumption and production 
decisions compared with a situation where producers and 
consumers face world market prices, and thus creates distor
tionary costs. 

'Transaction costs' are the costs other than distortionary 
costs of the government and other agents associated with 
government intervention. These costs include the costs of 
rule implementation, the costs of producing, collecting 
and processing information, and the costs of control and 
enforcement. The cost of rent-seeking behaviour may also be 
considered as part of the transaction costs. 

The economic costs of government intervention may also be 
divided into direct and indirect costs. 

The 'direct costs' of a given support instrument are the 
distortionary and transaction costs directly associated with 
the use of the instruments. 

The 'indirect costs' are the distortionary and transaction costs 
associated with financing the budget expenditures which, in 
general, are associated with government intervention. The 
indirect costs may however be negative when, for example, 
in the case of a tariff, support to agricultural income generates 
revenue to the government which may be used to decrease 
other distortionary taxes. In calculating the budget costs, one 
must also take the spillover effects on other taxed or 
subsidized commodities and factors of production into ac
count. 

Taking account of this two-way classification, we define 
'direct distortionary costs' as distortionary costs which are 
directly associated with the use of the instrument in question, 
and 'other costs' (see Table 22) as the sum of the 'direct 
transaction costs', 'indirect transaction costs' and 'indirect 
distortionary costs'. 

Table 22 

Classification of economic costs of support instruments 

Direct costs Indirect costs 

Distortionary costs 

Transaction costs 
(administrative 
costs), etc. 

Direct distortion
ary costs 
Direct transaction 
costs 

Indirect distortion
ary costs 
Indirect transaction 
costs 

2.3. Transfer instruments and the trade-off 
between different types of costs 

Disregarding transaction costs, theoretical considerations 
suggest the following ranking of support instruments in terms 
of increasing 'direct distortionary costs': 
1. Targeted lump-sum transfers; 
2. Proportional primary factor subsidies; 
3. Output subsidies, or subsidies for the use of intermediate 

inputs; 
4. Market price support. 

Whatever policy instrument is used to transfer income to 
farmers will be associated with economic cost, i.e. imply a 
decrease in aggregate real income. Different instruments are, 
however, characterized by a different combination of 
'direct distortionary costs' and 'other costs', as defined 
above. 

There seems to be a tendency for instruments which have 
relatively high 'direct distortionary costs' to be associated 
with relatively low 'other costs' and vice versa. There seems 
therefore (see Table 23) to be a trade-off between, on the 
one hand, 'direct distortionary costs' and, on the other, 
'other costs'. 

Table 23 

The economic costs associated with different types 
of support instruments 

Instruments 

Targeted lump-sum 
transfers 
Proportional primary 
factor subsidies 
Output/input subsidies 
Market price support 
(i) exporter 
(ii) importer 

Output quotas in a situ
ation with market price 
support 

Set-aside in a situation 
with market price sup
port 

Direct cost 
Distortion 

0 

low 

high 

very high 
very high 

potential 
decrease 

potential 
decrease 

Transaction 

very high 

high 

low 

low 
very low 

increase 

increase 

Indirect cost 

very high 

high 

high 

low 
negative 

potential 
decrease 

potential 
decrease 
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'Targeted lump-sum transfers' have, by definition, no 
'direct distortionary costs', but significant 'other costs'. 
Targeted lump-sum transfers are associated with high 
'transaction costs' because, in order to achieve their 
objectives, i.e. to increase the income of those with low 
income or those who deserve compensation, such transfers 
need to be based on detailed information about individual 
households. They also have high 'indirect costs' because 
they need to be financed by distortionary taxation. The 
budget costs may be particularly high when seen in a time 
perspective. In the case of other types of support, after a 
certain time, a number of farmers would have left the 
agricultural sector and hence decrease the budget costs. 
But as lump-sum transfers cannot be made contingent on 
such a decision, they will also have to be paid to farmers 
who, at the initial prices, would have left the agricultural 
sector anyway and, therefore, do not need compensation. 
The problem for the government is that the farmers' 
intention to leave the agricultural sector cannot be observed 
directly and that the individual farmer has no incentive to 
reveal this information. 

'Proportional primary factor subsidies' require information 
to distinguish between factors used for agricultural and 
non-agricultural purposes. This may also imply high trans
action costs. Primary factor subsidies distort the household's 
supply of labour to different purposes, but if applied at the 
same level to all factors, i.e. when they are proportional, do 
not distort production decisions in the agricultural sector. 

Output subsidies' require that a price wedge within the 
economy can be policed. This is relatively easy if it can 
be done at the level of processing firms, but very costly if 
it has to be done at the level of each farmer. The indirect 
costs are as high as or even higher than in the case of 
primary factor subsidies. The distortionary costs are, 
however, higher because the production decision in the 
agricultural sector is also distorted. The case of 'intermedi
ate input subsidies' is, with respect to the distortionary 
cost, equivalent to output subsidies; the transaction costs 
are also similar. Output subsidies leave the government 
free to fix consumer subsidies according to fiscal and 
distributional considerations. 'Co-responsibility levies' may 
be seen as a combination of a consumption tax and a 
producer subsidy where the producer price is lower than 
the consumer price. The assessment of the costs associated 
with using a co-responsibility levy is therefore similar to 
that of an output subsidy. 

'Market price support' in the case of an importer has the 
lowest transaction cost. Only a price wedge at the external 
border has to be policed. The distortionary costs are, how
ever, the highest of all the four types of support instruments 

because both production and consumption decisions are dis
torted. 

Agricultural policy instruments which impose 'quantitative 
restrictions', such as output quotas and set-aside, find their 
rationale in the fact that they reduce the use of inputs, and 
hence the distortionary effects of other support instruments, 
without significantly reducing the transfers to producers. For 
a given transfer, however, they may achieve a reduction in 
distortionary costs, but at the expense of increasing trans
action costs. They in themselves also create other distor
tionary costs which may be higher than the reduction in 
distortionary costs due to reduced input use. 

The trade-off between 'direct distortionary costs' and 'other 
costs' depends on the efficiency of public administration (see 
also Chapter B). 

One would expect countries with less efficient public admin
istrations to be more likely to adopt market price support 
systems than countries with more efficient administrations. 
Since the efficiency of public administration increases more 
than for other economic activities with increasing level of 
economic development, one would expect countries at a 
higher level of economic development to adopt less distor
tionary support instruments, other things being equal, for 
example to move away from market price support towards 
direct income support. 

For market price support, the trade-off between direct 
distortionary costs and other costs depends crucially on the 
trade position. In the case of a product for which the country 
is an importer, this generates government revenue, whereas, 
if the country is an exporter, it is associated with budget 
costs. The economic costs of providing a given level of 
support are therefore higher for a net import sector than for a 
net export sector. This tendency is reinforced when terms of 
trade effects, which for big countries may be significant, are 
taken into account. 

3. The EC agricultural budget 

The representation of the CAP as essentially a price 
support policy comprising: (a) import taxes (variable levies) 
to provide protection against external supplies, and (b) 
government purchases (intervention buying), and (c) export 
subsidies (refunds) to dispose of 'surplus' domestic 
production, is a simplification which, however, captures 
the essence of the CAP. These instruments involve 
budgetary expenditures and revenues between the taxpayers, 
producers and consumers of the Community, via the 
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budgets of the EC and its Member States. In practice, the 
CAP also includes a large number of supplementary 
instruments which over time have increased in importance. 
Certain commodity regimes involve direct payments to 
farmers, output subsidies, subsidies to processors and 
consumers to compensate for the high domestic prices, and 
quantitative restrictions to reduce the budget costs of export 
subsidies. Storage of intervention purchases, via public 
stocks and subsidized private storage, has been an important 
instrument to stabilise (rather than support) the domestic 
prices of agricultural commodities. Finally, there are groups 
of 'structural' instruments aimed at improving the efficiency 
of agricultural production and marketing, at encouraging 
rural development, and at maintaining the countryside 
environment, often through investment grants and interest 
subsidies. Most of these additional instruments also involve 
costs (and occasionally revenue to the budget). 

The common agricultural policy is almost entirely financed 
through the European Agricultural Guidance and Guarantee 
Fund (EAGGF, or FEOGA from the French title), which 
in recent years has represented the expenditure of around 
ECU 30 000 million (1988 ECU 27 297 million; 1992 ECU 
36128 million), accounting for about 60% of all EC 
budget expenditures, or around 0.6% of EC GNP. As its 
name implies, the EAGGF consists of two components: the 
Guarantee Section which covers the costs of income and 
price support to the agricultural sector, and the Guidance 
Section which concerns the structure of the agricultural 
and agricultural processing sectors. Partly because most 
Guidance Section expenditure is largely cofinancing (with 
Member States), the Guarantee Section is by far the most 
costly to the EC budget, with net expenditures of around 
ECU 26 000 million (1988) to ECU 33 000 million (1992). 
Since the Brussels Agreement of 1988 on budgetary 
discipline, the bulk of total Guarantee expenditure, 
calculated on a reference basis of ECU 27 500 million for 
1987, and including appropriations for the depreciation of 
new agricultural stocks, must not exceed a 'guideline' 
ceiling which grows at a rate of 74% of EC GNP; the 
1992 ceiling was ECU 35 029 million, which was fully 
taken up in the initial EC budget. 

The bulk of EAGGF expenditure is funded from general 
taxation, via its claims on the EC Common Customs Tariff 
and on the VAT-based and other national contributions to 
the EC budget. However, the CAP generates revenue to the 
EC budget via its variable import tariffs and from producer 
levies associated with the sugar policy, in total roughly ECU 
2 500 million. There have also been contributions, treated 
for historical reasons as negative expenditures, within the 
EAGGF Guarantee Section, from the co-responsibility levies 
on milk and cereals, amounting to about ECU 1 000-1 500 
million. Thus a distinction should be drawn between the 

published FEOGA total expenditure figure and the gross 
or net figures arrived at by adding in, or subtracting, 
these components. 

Following the analysis in Section 2, budget costs arising 
from the CAP can, at least in principle, be divided into those 
costs which are transfers and those which are non-transfer 
expenditures (i.e. expenditures which imply government 
purchases of goods and services). The transfer expenditures 
may further be devided into those to agricultural producers 
on the one hand and those to consumers and processors on 
the other. 

Transfer expenditures to agricultural producers provide in
come support to farmers; nearly all of this is related to (and 
thus normally influences) their levels of output (usually 
marketed production). On the other hand, budgetary costs do 
not correspond to the total economic transfer to producers as 
a result of the CAP, since they exclude transfers from 
consumers via higher food prices, assuming that farm gate 
prices are transmitted to retail level via a processing and 
distribution system whose margins in absolute terms are not 
significantly affected by the general level and variability of 
raw material prices. 

Transfer expenditures to consumers and processors provide 
partial compensation for the fact that domestic purchaser 
prices for agricultural products under the CAP are often 
higher than world market levels. These measures can take 
several forms: for example semi-permanent subsidies exist 
for the use of farm commodities in processing and animal 
feed, and for the supply of foodstuffs to certain social groups 
such as institutional communities, and for special disposal 
schemes, e.g. for 'Christmas butter'. 

The non-transfer expenditures represent the purchase of 
goods and services by the EC authorities as part of its own 
activities, mainly storage of agricultural products for the 
purpose of stabilising (rather than supporting) domestic 
market prices. Such costs might in principle be incurred 
without providing income support to farmers, but with the 
objective of stabilising agricultural prices. Some of the 
non-transfer budget expenditure, such as Guidance spending 
on rural development, represents public-good expenditure 
which may in fact improve resource allocation by correcting 
for market failure. 

Table 24 shows the main EAGGF Guarantee budget (includ
ing negative items) for the period 1989-92, divided into: 

(i) transfers to agricultural producers via: 

(a) border measures (export refunds net of import 
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levies but including the costs of depreciating new 
stock in advance of disposal), 

(b) domestic production subsidies (output subsidies, 
net of producer levies), 

(c) other payments and receipts (accessionary and 
monetary compensatory amounts); 

(ii) transfers to consumers and processors via user subsidies; 

(iii) non-transfer expenditures on storage and other agricul
tural policy activities. 

From Table 24 it can be seen that total net budget expenditure 
rose in current ecu by about a third from under ECU 22 000 
million in 1989 to over ECU 29 000 million in 1992. 
Transfers from taxpayers to producers and consumers in
creased by about 20% from ECU 18 000 million in 1989 to 
ECU 22 000 million in 1992, whereas the non-transfer budget 
costs doubled from ECU 3 750 to 7 600 million over the 
same period. Of the transfer expenditure, about ECU 15 000 
million was directed to producers, while between ECU 3 500 
and 5 000 million is classified as transfers to consumers and 
processors. Thus about half the net budget cost of the CAP 
in recent years has been production-related transfers to 
agricultural producers, while about a sixth is directed to 
consumers and processors, and the remaining third is devoted 
to, stabilization, and other 'public-good' activities under 
the policy. 

The budget cost of export subsidies net of tariff revenue were 
around ECU 9 000 million, i.e. less than a third of the total. 

It must be emphasized that transfers from taxpayers do not 
correspond to the real-income costs of the CAP. First, they 
do not take into account the costs directly imposed on the EC 
economy by the policy through distortion in the choices of 
producers (in terms of their allocations of farm resources), 
consumers (in terms of their food expenditure patterns) or 
taxpayers (in terms of their work-leisure behaviour). Second, 
not all non-transfer costs of agricultural and tax-raising 
policy measures are included in the agricultural budget: some 
EC Commission costs are included elsewhere in the overall 
EC budget, and the bulk of the administrative costs are borne 
by Member States, with some recompense in the form of a 
10% share of tariff revenue. 

4. Transfer and real income effects 
of the CAP 

4.1. Introduction 

From both a theoretical and an empirical point of view, 
estimating the 'economic costs of the CAP' is a complex 

task: most of the estimates reported in the literature are 
calculated using static partial equilibrium models based on 
first-best assumptions (see Chapter C). Such estimates do 
not provide a fully reliable guide to the real income gains 
of removing the CAP. This section considers the theoretical 
issues involved in calculating the economic costs of market 
price support and other CAP support instruments, and 
reviews the OECD transfer measures and an estimate of 
the real income effect of the CAP at Member State and 
Community level. 

4.2. The real income effects of market price 
support 

In a market price support system — the most widely used 
method of agricultural support — the government fixes 
prices to both consumers and producers at a level higher than 
would be the case under free market conditions. For a traded 
commodity, market price support requires the use of border 
measures. These usually take the form of import quotas or 
variable import levies to prevent or restrict imports, and 
export subsidies in order to dispose of production in excess 
of domestic consumption requirements. 

The introduction of market price support generates transfers, 
which may be measured directly, and changes in real income 
of consumers, producers and taxpayers, which may be 
estimated on the basis of theoretical assumptions. 

Market price support implies a transfer from consumers to 
producers. In the case of a product which is exported it 
also involves a transfer from the government budget. If a 
commodity is imported, government revenue is generated 
through the accrual of receipts from tariffs or levies, or 
through the sale of import quotas if the quota rent is not 
captured by importers or exporters. 

The transfers from consumers are calculated as the 
difference between the domestic price and the world market 
price, times the quantity consumed. The transfer to 
producers is the same price gap multiplied by production. 
The price gap multiplied by the import or export quantity 
represents, respectively, the transfer to or from the 
government budget. Assuming that domestic policies do 
not affect world market prices, the sum of the transfers to 
or from consumers, producers and taxpayers is, by 
definition, zero (see Table 25). 
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Table 24 
CAP budget, 1989-92, million ECU1 

1989 1990 1991 1992 

A. Budget transfers to producers 

Export refunds 
Import levies 
Depreciation of extra slocks to world prices2 

(Net export subsidies) 

Output subsidies3 

Withdrawal 
Co-responsibility levies 
Sugar levies 
(Net domestic output subsidies) 

ACAs, MCAs 

Total transfers to producers 

B. Budget transfers to users 

Subsidies to consumers and processors 

Total budget transfers (A + B) 

C. Non-transfer expenditures 

Storage (public and private) 
Depreciation from price changes and deterioration2 

Guidance premiums 
Other costs 

Total non-transfers 

Total net budget expenditure (A + Β + C) 

EAGGF Guarantee Section expenditures4 

Total 

Subject to guideline 

Guideline 

Margin 

9 708 
-1283 

(8 425) 

7 784 
785 

-1579 
-1382 
(5 608) 

364 
14 397 

7 722 
1173 

(6 549) 

8 908 
640 

-938 
-911 
(7 699) 

307 
14 555 

10 080 
-1261 

(8 819) 

10 216 
634 

-1238 
-1288 
(8 324) 

159 
17 302 

9 487 
1353 

(8 134) 

10 885 
642 

-1467 
-1236 
(8 824) 

25 
16 983 

3 591 

17 988 

3 808 

18 363 

4 801 

22103 

25 873 
24 406 
28 624 
4 219 

26 453 
25 069 
30 630 
5 561 

32 386 
30 961 
31 197 

236 

4 759 

21742 

1563 
1235 
974 
-21 

3 751 

21739 

1328 
1630 
712 

-171 

3 499 

21862 

1842 
3 819 
1 103 
535 

7 299 

29 402 

1098 
4 969 
939 
606 

7 612 

29 354 

31277 

35 039 

Source: Court of Auditors Reports, CEC (1993), Agricultural situation in the Community: 1992 Report, and own estimates. 
1 This table shows nearly all expenditures reported under the EAGGF Guarantee Fund commitments, with some minor exceptions in all or some years, e.g. costs of disposing of old (pre-1989) 

stocks, fisheries and set-aside expenditures. 
2 Reported depreciation totals have been divided into two components. 'Depreciation of extra stocks to world prices' represents the writing-down of the value of EC stock changes from 

domestic to world market levels, in order to account for the accumulation of intervention slocks in the year of purchase rather than the year of disposal; stock increases normally represent a 
cost, stock decreases a credit, to the EAGGF budget. Changes in the value of EC stocks due to world market price variations and physical deterioration are reported as 'depreciation from price 
changes and deterioration'. 

3 Output subsidies' are normally reported in official publications as 'price compensation aids' to 'production'. For 1992, the following items were classified on the basis of previous years as 
'subsidies to consumers and processors', and subtracted for total reported as 'price compensation aids' to give Output subsidies': ECU 397 million (cereals); ECU 800 million (olive oil); 
ECU 800 million (fruit and vegetables); ECU 134 million (wine); ECU 1 896 million (milk and milk products); ECU 532 million (beef and veal); ECU 200 million (sheepmeat and goatmeat). 

4 Reported (CEC, Agricultural situation in the Community: 1992 Report, p. 112) expenditures, including milk and cereals co-respons ibi lily levy revenue as negative expenditure. 1992 
expenditure from Court of Auditors Report (1993). 
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Table 25 

Transfers (directly observable) 

Table 26 

Real income effects in a partial equilibrium analysis 
(require estimation) 

Exporter Importer 
Exporter Importer 

Transfer to producers A + B + C + D + 

Transfer from con
sumers 

Transfer 

to taxpayers 

from taxpayers 

Net transfer 

A + E 

B+C+D+ 
F + G + H + I + J 

A + B + 
E + F + G 

A + B + C + 
Î + F + G + H 

C + H 

0 

Disregarding world 
market effect 
Producer gain 

Consumer gain 

Taxpayer 
gain 
loss 

Net 'dead weight' 
loss 

Change in world 
market price 

A + B + C + 
E + F + G + H 

A + B + 
E + F + G 

B + C + D + 
F + G + H + I + J 

B + D + 
F + G + I + I 

Increases net loss: 
+ H 

A + E 

A + B + C + D + 
E + F + G + H + I + J 

C + H 

B + D + 
F + G + I + I 

Decreases net loss: 
- H 

The real income gain to producers resulting from the price 
increase is less than the transfer to producers. This occurs 
because production is expanded at increasing marginal 
cost. The greater the slope of the supply curve, the lower 
the real income gains to producers relative to the size of 
the transfer. The real income loss to consumers is on the 
other hand greater than the transfer from consumers 
because the consumers also have the benefit of purchasing 
at a lower price the extra amount they would consume at 
that lower price. In the case of an exported commodity, 
the effect on the joint budget is negative because of export 
subsidies and, in the case of an imported commodity, it is 
positive as a result of tariff revenue. 

The real income loss to taxpayers is equal to the effect on 
the government budget if government revenue can be 
raised without economic costs. Market price support 
imposes a cost on the economy, as indicated in Table 26 
and illustrated in Graph 24. This loss is often referred to 
as the 'dead weight loss' and always occurs in a market 
price support system under the usual partial equilibrium 
assumptions where all other distortions in the economy and 
the effect in world market prices are neglected. 

The calculation of the real income effects of market price 
support based on a model framework depends critically on 
the assumptions made (explicitly or implicitly, as when a 
partial equilibrium approach is used). Assuming fixed world 
market prices, the real income effects may be calculated in a 
partial equilibrium model using domestic agricultural supply 
and demand elasticities. It is easy under these assumptions to 
illustrate that the aggregate real income loss to consumers 
and taxpayers due to the introduction of market price support 
is greater than the resulting increase in the income of farmers. 
The 'transfer efficiency', defined as the increase in farmers 
income per unit decrease in the real income to the rest of 
society, is therefore less than 1. 

In general, market price support has the effect of decreasing 
world market prices for the product which is supported. Re
ductions in consumption and increases in production combine 
to increase net exports which in turn depress world market 
prices. The effect may be significant for a large country but 
may be ignored for small countries trading in homogeneous 
agricultural products. Estimating the real income effects of 
existing market support prices on the basis of the observed 
world market prices will therefore exaggerate the real income 
loss for consumers and taxpayers and the real income gain 
for producers. The aggregate loss in real income will for an 
importing country be overestimated but it will be underesti
mated in the case of an exporter (see Table 27). In other words, 
the transfer efficiency for importing countries will increase, 
whereas for exporting countries it will decrease when the 
effect on world market prices is taken into account. 
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GRAPH 24 : The effect of market price support 
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Table 27 
Modification of partial equilibrium estimates of the real income 
effect of market price support 

Exporter Importer 

Transaction costs of 
market price support 
Transaction costs and 
distortion costs of 
general tax collection 
Transaction and distor
tion costs of alternative 
means to achieve the 
redistributional 
objectives 
Spill-over effects to 
other subsidized sectors 
Spill-over effects in 
other taxed sectors 
Longer time horizon 
Macroeconomic 
considerations 
Income stabilization 

Increases net loss 

Increases net loss 

Increases net loss 

Decreases net loss 

Decreases net loss Decreases net loss 

Decreases net loss 

Increases net loss 

Increases net loss 
? 

Decreases net loss 

Increases net loss 

Increases net loss 
Ί 

The effect on aggregate real income also depends on a 
number of other factors which need to be taken into account, 
but which are left out in the partial equilibrium analysis. 

(ï) Transaction costs associated with market price 
support 

Market price support in its simplest form is likely to be 
associated with relatively low direct transaction costs as the 
only control required is at the border. None the less, if market 
price support schemes are subsequently amended to include 
intervention purchasing and restrictions on production in 
various forms, the associated transaction costs may become 
significant. 

(ii) Transaction and distortionary costs associated with 
tax collection 

In the case of an importing country, a market price support 
system will generate tariff revenue and hence reduce the 
need to raise government revenue by other means. The 
resulting saving in transaction and distortionary costs associ
ated with raising government revenue should be set against 
the sum of the transaction costs associated with the market 
price support and the aggregate loss, as calculated in 
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Table 26. In the case of an exporter, however, government 
expenditures are increased due to export subsidies. Taking 
the transaction and distortionary costs of tax-raising measures 
into account therefore increases the economic costs. 

(Hi) Costs associated with alternative instruments to 
achieve the redistributional objectives 

When calculating the total real income loss associated with 
price support, it is important to be specific concerning the 
basis of comparison. So far, the discussion has implicitly 
assumed a benchmark of no government intervention. This 
is not likely to be a realistic assumption. Market price support 
has often been instituted or increased in response to decline 
in agricultural terms of trade which would otherwise result 
in falling incomes and therefore has a redistributive objective 
which in the absence of market price support will therefore 
be pursued by other means. In assessing the economic costs 
of market price support, the transaction and distortionary 
costs of the alternative redistribution mechanism should be 
taken into account. In a comparison of instruments, all of 
which are associated with transaction costs and all of which 
distort the resource allocation, the net gain from removing 
market price support will be relatively lower than when the 
point of comparison is a situation without redistributional 
measures. 

In relation to consumers, a market price support measure 
operates as an indirect regressive tax. Measures may therefore 
be undertaken to compensate for this, e.g. in the form of 
welfare food programmes. The costs of these corrective 
measures, to mitigate the distribution impact on consumers 
of market price support, should also be taken into account. 

(iv) Spill-over effects to other distorted markets 

Market price support may transfer resources from other 
highly protected sectors rather than to unprotected ones. 
Taking this into account may reduce the estimate of the real 
income loss. This point is of particular importance when the 
costs of market price support for one agricultural product 
is considered. 

term, both labour and capital are able to adapt, and producers 
can expand production by transferring resources from other 
sectors at increasing marginal costs. As a result, the differ
ence between the actual real income gain and the transfer 
(which represents the upper limit for the real income gain) to 
producers, calculated on an annual basis, increases over time. 
The budget situation also changes as production increases 
and a country forfeits tariff revenue or finances export 
subsidies through increased taxation. The annual real income 
losses associated with a given level of market price support 
therefore increase over time. 

The time horizon is also important for the assessment of the 
costs, compared with market price support, of alternative 
redistributional schemes. Direct income support schemes 
may have significant set-up costs (e.g. because they require 
individual registration of each recipient) but rather small 
annual running costs. Overall, therefore, the aggregate real 
income loss generated by a market price support scheme may, 
relative to an alternative redistributional scheme, increase the 
longer the time horizon. This suggests that the real income 
costs of market price support compared to alternative instru
ments may be more favourable when used in response to 
temporary decreases in world market prices than if made in 
response to a long-term problem. 

(vi) Macroeconomic considerations 

The above arguments have assumed that the general economy 
is in a state of equilibrium. If this is not the case, the 
assessment of real income loss from market price support 
needs to take at least two effects into consideration. Firstly, 
the resources released from the agricultural sector may not 
find employment in other sectors. Secondly, there is the more 
complicated argument based on the assumption that industrial 
workers have a reservation wage in real terms below 
which they will not accept work. Industrial workers will be 
unemployed if their reservation wage is higher than the value 
of their marginal product. A reduction in food prices will 
reduce their reservation wage in nominal terms and hence 
increase employment. Neither of these effects may be very 
important in the long run, but may be significant in the 
short term. 

(v) The time horizon 

The length of the time period in which market price support 
is kept in place is also very important in assessing the real 
income effect. The extent to which the real income gain to 
producers falls short of the transfer depends on the slope of 
the supply curve. In general, the shorter the time horizon the 
lower the supply response, as only intermediate inputs can 
respond to the higher prices in the short term. In the longer 

(vii) Income stabilization 

Market price support can, in principle, be achieved by a 
system of fixed tariffs and export subsidies. Alternatively, it 
may be achieved by administratively determined domestic 
prices combined with variable tariffs (levies) and variable 
export subsidies. In the first case, domestic prices fluctuate 
in line with world market prices whereas, in the second, 
prices are in principle fixed. However, it is difficult in 
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practice to maintain fixed domestic prices without direct 
intervention in the market by government or its agencies. 
Such buying and selling operations and the associated storage 
may involve substantial costs. 

Domestic price stabilization tends to stabilise farmers' in
comes in the case of traded commodities because it isolates 
domestic producers from fluctuations in (world market) 
prices. This is not necessarily the case for commodities 
which are not traded internationally because fluctuation in 
production in this case is negatively correlated with price 
movements. Moreover, stabilising domestic prices tends to 
destabilise world market prices. It therefore imposes a 
negative externality on other trading nations which may 
provoke reactions on their side. 

An income stream received with certainty is valued more 
highly than an uncertain prospect with the same expected 
income. Stabilizing income in itself therefore represents a 
gain in real income. Price stabilisation may also have other 
beneficial effects. Stable prices may stimulate investments 
and growth through the positive externalities associated with 
investments. However, it is an open question to what 
extent stabilising domestic agricultural prices will result in 
stabilizing agricultural income and to what extent this will 
result in anet gain, when the administration and storage costs 
are taken into account. 

The administrative determination of prices may also prevent 
non-competitive behaviour, for example the exploitation of 
farmers by a processing firm with a dominating position. 

4.3. The economic effects of policy instruments 
which supplement market price support 

Market price support may be combined with supplementary 
instruments which either reduce consumption or reduce 
production distortions. 'Consumer and processors' subsidies' 
belong to the first category. These schemes compensate 
processors or consumers, partly or fully, for the fact that 
market price support increases prices compared to world 
market prices. Such schemes may decrease the distortionary 
costs of market price support, but will in general increase 
'other costs'. 

In 'producer levy' (such as the co-responsibility levies of the 
EC ) and 'market board' schemes, the revenue from market 
segments with low price elasticity, such as domestic con
sumer markets, is used to subsidize market segments with 
high price elasticity, such as export markets. Such schemes 
have the effect, compared with market price support, of 
reducing producer prices without eliminating the transfer 

from consumers. Compared with market price support at the 
same level as the consumer prices, this reduces budget costs 
and direct distortionary costs, but increases transaction costs 
because such measures introduce a price wedge between 
producer and consumer prices. This price wedge must be 
controlled. Market board schemes require that producers' 
associations have the sole right to sell a given product, which 
may also lead to inefficiencies. 

'Quota restrictions on output' encourage the transfer of 
resources to other uses. This shift is likely to result in an 
improved allocation of resources if resources are moved out 
of agriculture, but not necessarily if they are shifted to other 
protected commodities within agriculture. If the country is 
an exporter, quota restrictions reduce budget costs. The 
introduction of fully transferable quotas corresponds in 
principle to a decrease in the farm price, to the level of the 
opportunity cost value of the resources used to produce the 
agricultural product in question, combined with a lump sum 
transfer, and the introduction of a consumer tax leaving the 
consumer price unchanged. They therefore reduce the direct 
distortionary costs of market price support. Quota schemes 
may, however, be associated with considerable transaction 
costs because they require control at the level of the 
individual farmers. These costs may be reduced if quotas are 
not transferable, but then the distortionary costs rise over 
time as production is not carried out by the most efficient pro
ducers. 

'Set-aside', whereby arable land is taken out of production, 
implies a waste of land resources, but may increase real 
income if the opportunity value of the reduction in other 
inputs (fertilizer, capital, etc.) is higher than the opportunity 
value of the reduction in output (i.e. output evaluated at 
world market prices). Transaction costs are incurred, as in 
quota schemes, as it is necessary to check compliance with 
the terms of the programme. Set-aside increases the rent for 
land remaining in production and hence creates a transfer 
from land users to land owners. At unchanged producer 
prices, the land remaining in production will be farmed more 
intensively, which may have adverse consequences for the 
environment, whereas the idle land may represent a positive 
or negative aspect in terms of environmental and landscape 
values. 

4.4. Measures of the transfer to the agricultural 
sector due to the CAP 

Apart from public-expenditure budgetary figures such as 
those discussed above, perhaps the best-known measures of 
agricultural policy support are the producer and consumer 
subsidy equivalents (PSEs/CSEs) estimated for member 
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countries by the OECD as part of that institution's 1987 
ministerial mandate to monitor and report regularly on 
developments in agricultural policy in the light of reform 
principles established at that time. For a given set of 
agricultural policies in a given year, the PSE 'measures the 
value of the monetary transfers to producers from consumers 
of agricultural products and from taxpayers', while the CSE 
'measures the value of monetary transfers from domestic 
consumers to producers and taxpayers' (OECD, 1993, 
pp. 231-2). These concepts therefore relate to economic 
flows between identified groups in (domestic, not foreign) 
society. They are calculated on the basis of the policy-
induced differences in observed domestic and world market 
values established between producers and consumers of 
agricultural commodities, as well as budgetary (taxpayer) 
flows to the targeted group. 

The PSE calculations include all transfers that specifically 
result from agricultural policy measures, grouped in five 
categories: market price support, direct payments to farmers, 
input subsidies, general services and other indirect support 
(such as tax concessions). However, they do not include 
measures specific to the food distribution and processing 
sectors, outlays for stockholding, environmental payments, 
rural social security (welfare) expenditure, and budgetary 
payments for permanent withdrawal of resources from agri
culture. There are therefore substantial differences between 
the published budgets of the EC and the transfer from 
taxpayers included in the PSE/CSE calculations. In terms 
of the transfer/non-transfer classification described in the 
previous section, the OECD PSEs/CSEs emphasize transfers, 
since the major CAP expenditures on holding stocks of 
surplus products are excluded. 

Furthermore, the OECD PSEs and CSEs are calculated on 
the basis of official data supplied for 12 major commodity 

groups (wheat, coarse grains, rice, oilseeds, sugar, milk, beef 
and veal, pigmeat, poultrymeat, sheepmeat, wool and eggs). 
They therefore cover only a proportion of the total (farm 
gate) value of agricultural production. In the case of the 
European Community in 1992, this proportion was 74%, the 
main omissions being fruit and vegetables, wine, tobacco, 
seeds and textile fibres. Many of these products are the focus 
of considerable intervention and budget expenditures within 
the CAP. 

Despite these limitations, the OECD estimates are of con
siderable interest and influence. Having now been calculated 
for a number of years on a consistent basis for all major 
OECD Member States, and disseminated in a widely avail
able annual report, they have been used extensively in the 
Uruguay Round of GATT negotiations. They also form the 
basis for more widely based 'total transfer' estimates, to be 
discussed below. 

Table 28 shows the OECD PSE and CSE estimates for the 
EC in recent years. As can be seen, total PSE has been 
running at about ECU 65 000 million since 1990. Expressed 
as a share of the total value of production (of the commodities 
included, valued at domestic prices), and adjusted for direct 
payments and levies, the 'percentage PSE', at 41-49%, is at 
or slightly above the OECD average of 44% for the period 
1987-92. This indicates that the transfers from consumers 
and taxpayers to EC agriculture defined in this way are of 
the same order of magnitude as the total remuneration to 
the primary factors, land, labour and capital, employed 
in agriculture. 

The CSE figures (negative because the CAP represents an 
implicit tax on consumers) fluctuate around ECU 50 000 
million, or about 40% of total (farm gate) value, again 
slightly above the OECD average. 

Table 28 
OECD PSE and CSE estimates for the European Community 

Av. 1979-86 1987 

PSEs 
Total (billion ECU) 
As%of: 

total value of production 
CSEs 
Total (billion ECU) 
As % of: 

total value of production 

39.2 

37 

29.8 

30 

62.2 

49 

-53.5 

- 4 6 

58.6 

46 

-47.8 

- 4 0 

54.2 

41 

-42.9 

- 3 4 

64.8 

46 

-48.9 

- 4 0 

68.3 

49 

-52.9 

- 4 2 

66,0 

47 

-51.3 

- 4 0 

Source: OECD (1993, pp. 262-265) (R-12). 
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As recognized by the OECD itself, PSEs and CSEs do not 
include all transfers to agriculture from domestic consumers 
and taxpayers resulting from a given set of policies, since 
there are a number of important expenditure categories such 
as other commodity regimes, tax concessions to farmers, and 
schemes which may not benefit farming alone or very 
directly. In the case of the EC, several national (EC Member 
State) measures fall into these categories. 

Table 29 shows the OECD 'total transfer' estimates, 
defined as 'the sum of all transfers from taxpayers, plus 

all transfers from consumers, less estimated budgetary 
receipts from tariffs on agricultural imports' (OECD, 1993, 
p. 158). Transfers from taxpayers include all budgetary 
outlays that are included in the PSEs and CSEs, plus those 
excluded from the PSEs including some which in the 
terminology adopted here are non-transfer expenditures. 
Transfers from consumers correspond to the total (all-
commodity) market price support element of the CSE, net 
of consumer subsidies borne by taxpayers. The 'total 
transfer' to the EC agriculture amounted in 1992 to ECU 
120 000 million. 

Table 29 

Total EC agricultural policy transfers 

1988 

Total transfers (ECU 1 000 million) 
from taxpayers 
less budget revenues 
from consumers 

Total 

38.7 
-0.9 
64.6 

37.0 
-0.8 
58.0 

39.3 
-0.7 
66.1 

47.5 
-0.5 
71.4 

51.8 
-0.6 
69.3 

102.4 94.2 104.8 118.4 120.5 

Total transfers (ECU) 
per head of population 
per full-time farmer 
per hectare of farmland 

320 
11600 
730 

289 
10 700 
670 

300 
11900 
750 

340 
13 400 
850 

350 
13 700 
870 

Note: EC includes GDR in 1990, 1991 and 1992. 
Source: OECD (1992, pp. 348-9 and 1993, pp. 159-63). 

4.5. Real income effects 

Neither of the two OECD concepts — 'total PSEs' and 'total 
transfers' — should be interpreted as the aggregate real 
income loss to the economy due to the CAP or as an 
indication of the real income gain to the farmers. 

The information on which these measures are based may, 
however, be used to calculate model-based estimates of the 
'economic costs' of the CAP. In order to do this, a reference 
situation has to be determined as the basis for comparison, 
i.e. a set of 'counterfactual hypotheses' about what policy, if 
any, would have been applied instead of that actually 
operated, must be made. Assumptions have to be made in 
particular concerning the behaviour of other countries and 
about how the income distributional issue due to the structural 

adjustment problems in agriculture would have been ad
dressed in the absence of the CAP. 

The removal of all border and domestic instruments related 
to EC farming may provoke changes in world market prices, 
especially if the behaviour of the EC's agricultural trading 
partners is affected by CAP 'abolition'. Thus some analyses, 
through global trade modelling, or by simpler methods, have 
attempted to take account of world-market reactions. For 
many products (but not necessarily livestock feed ingredients, 
for some of which international demand might fall in the 
case of reduced protection for animal products), this involves 
higher world prices, reducing the losses to producers and 
gains to consumers of removing the CAP. An example of 
such an exercise is reported below. 

The perceived political need for income redistribution may, 
if not achieved via the CAP, have to be addressed by other 
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methods which will also involve economic costs. Thus the 
'economic costs of the CAP' should involve comparison 
with the budgetary and other costs of some alternative policy, 
such as a set of national agricultural policies, or an extended 
social-welfare system at national and/or Community levels. 
Such comparisons, which should cover also administrative 
and tax-related economic costs, have not been made. How
ever, because of differences in the severity of the structural 
adjustment problems and in social institutions and prefer
ences, the first step in such an assessment is the calculation 
of the real income effects at the Member State level. 

The analysis of the real income effect of removing the CAP, 
as reported in Table 30, has been based on the following 
elements in addition to the partial equilibrium methodology 
explained above: 

1. Countries both (a) contribute to the EC budget, according 
to a somewhat complex system taking into account their 

agricultural and non-agricultural imports from outside the 
EC, and a number of special provisions modifying the 
VAT-based and other national payments for particular 
Member States, and (b) receive CAP transfer expenditures, 
including export subsidies from that budget. With assump
tions about the proportion of the total budget contribution 
allocated to the Agricultural Fund, these opposing flows 
give rise to a 'net budget transfer' for each Member State. 

2. Trade in agricultural products with Member States is 
encouraged by Community 'preference' arising from the 
structure of the CAP's internal and border support prices. 
Such trade is conducted at prices which are subject to the 
distortions imposed on the internal EC markets by the 
CAP, so that, in general, imports cost more and exports 
earn more than the equivalent flows would do at world 
market prices. This gives rise to a 'preferential trade 
effect' for each country, positive in the case of net 
intra-EC exporters, and negative for net intra-EC im
porters, with the algebraic total summing to zero. 

Table 30 
Transfers, gains and losses arising from the CAP Guarantee Section (million ECU) 

BLEU DK GR 1RL NL UK 

Transfers 
Transfers from 
EC1 budget 
Transfer to EC2 

budget 
Net budget 
transfer 

Preferential trade 
effect3 

Net transfer 

Real income effects 
Producer gains 
Consumer losses 
Budget costs4 

Net gains 

500 1003 3 642 1403 961 4 899 1040 3 390 2 842 90 1460 21230 

758 478 5 635 284 1653 5 018 185 3 430 1 170 200 2 439 21230 

-258 525 -1993 1119 -692 -119 875 -40 1672 -110 -979 0 

-15 527 -598 -73 182 1360 746 -1998 258 -81 -328 0 
• 273 1052 - 2 591 1046 - 510 1241 1621 - 2 038 1 930 -171 - 1 307 0 

859 
824 
797 

-762 

1072 
423 
416 

4 704 
4 858 
4 540 

1 108 
756 
329 

2 895 7150 
2 513 5 129 
1 213 3 587 

936 3 917 1758 
330 4150 1 172 
173 2 461 1161 

400 3 820 28 619 
516 4 313 24 984 
140 2 513 17 330 

233 - 4 694 23 - 831 - 1 566 433 - 2 694 -575 -256 -3 006 -13 695 
1 Adjusted for import levies and levies on sugar and isoglucose. 
2 The budget transfers to the EC arc distributed between Member States according to their VAT contribution. 
3 Net transfers arising from internal trade taking place at EC prices rather than at world market prices. 
4 The total budget transfer to the EC of ECU 21 230 million has been reduced by the budget transfer adjusted for lhe estimated producer surplus for products which are not included in the 

analysis of gains and losses, consumer gains arising from internal market support for, in particular, dairy products, development support, etc. (total ECU 3 900 million). These budget costs 
are distributed between Member States according to their VAT contributions. 

Source: Institute of Agricultural Economics, Copenhagen. 
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During the period analysed, the average budget costs of CAP 
transfer expenditures amounted to just over ECU 21 300 
million. As has been well recognized, 'net budget transfers' 
have favoured certain 'agricultural' Member States such as 
Denmark, Ireland and Greece (especially on a per capita 
basis, not shown here), while representing a public-
expenditure cost to others, notably Germany and the United 
Kingdom. 

The addition of 'preferential trade effects' to the net budget 
transfers, to give 'net transfers', does not greatly alter this 
pattern. The sizes of gains and losses are in most cases 
enlarged (Belgium and Luxembourg, Denmark, Germany, 
Ireland, the Netherlands, Portugal, the United Kingdom and 
very significantly for Italy), in some diminished (Greece, 
Spain) and in one case (France) reversed. These transfer 
balances may be compared with estimates of real income 
gains and losses, which, as explained above, do not sum to 

zero across the Community. The decrease in aggregate real 
income for the Community as a whole is estimated to be 
ECU 13 700 million. This is, in other words, the estimate of 
the 'direct distortionary costs' of the CAP. 

However, once again, the cost-benefit calculations for the 
different Member States cannot be made solely, on the basis 
of the net economic costs calculated in this way. Neither the 
substantial non-transfer expenditures related to the CAP nor 
the costs of redressing the negative effects on farmers' 
income of removing the CAP have been taken into account. 
The differences between Member States with respect to 
needs and social preferences may significantly influence the 
results. In other words, the different components of the 
aggregate real income effects on consumers, taxpayers and 
farmers and the effect on the environmental and rural 
conditions may be valued differently by the Member States. 
This theme is further developed in Chapter C. 
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Chapter C 

Explaining agricultural policy 

1. Introduction 

This chapter sets out to explain why market price support 
policy has been the core element of EC agricultural policy, 
and why there has been increasing pressure over time to 
reform this policy. The analysis, in establishing a theoretical 
basis for understanding EC agricultural policy, focuses on 
how changes in the pressure on farm income and in the 
efficiency of various policy instruments in support of farm 
incomes explains changes in agricultural policy. Agricultural 
policies are also motivated by other objectives than farm 
income. The provision of research and development of 
agricultural products and processes and the dissemination 
of information about efficient production methods is an 
important government concern in many countries. Food 
security has historically been an important issue, and remains 
so in many developing countries. The environment has 
become a major concern in recent years. However, among 
developed countries, support of farm incomes has been the 
dominating issue in agricultural policy formulation. 

The approach adopted here uses three central assumptions to 
explain the development of EC agricultural policies in the 
past and their likely evolution in the future. The first is that 
the behaviour of political systems, which are not marred by 
sharp ethnic or religious divisions reducing social cohesion, 
may as a first approximation be represented as the outcome 
of the maximization of a social welfare function exhibiting 
egalitarian value judgments. This implies that governments 
will redistribute income from the better off to the less well off. 

The second central assumption is that such redistribution will 
involve economic costs whatever instruments are used. 
Government behaviour may therefore be seen as a compro
mise between achieving distributional objectives and limiting 
the economic costs of redistribution. 

The third is that the preferences inherent in the political 
system are relatively stable, but that the costs associated with 
different instruments may differ according to circumstances. 
Government policies may therefore evolve as a consequence 
of changes in economic fundamentals affecting the trade-off 
between these two basic objectives, without any change in 
government preferences. 

It is important to emphasize that although this approach 
implies that EC agricultural policies are explained as the 
outcome of the maximization of a social welfare function, 
this does not imply in itself a justification of these policies 
from a normative point of view.1 If the value judgments 
underlying the social welfare function are not considered 
attractive from a normative point of view, then neither will 
the outcomes. It may be argued, for example, that an inherent 
characteristic of the political system in Western democracies 
is a heavy discounting of costs and benefits which will 
materialize only after the next election. The pain of adjust
ment is felt primarily in the short term, whereas the benefits 
in terms of a better allocation of resources are only realized 
in the long term. In the case of agriculture, the long 
term could cover the length of several electoral cycles. 
Agricultural policies which are rational, based on the time 
preferences implicit in the political system, may therefore 
appear not to be so if their assessment is based on time 
preferences involving a lower discount factor. 

The chapter starts by providing a general theoretical frame
work for sectoral support policies. This framework is used to 
identify two basic trade-offs which are important in order 
to understand agricultural policies: the trade-off between 
redistributional objectives and economic efficiency and the 
trade-off between direct distortionary costs (often called dead 
weight loss) and other costs due to government support poli
cies. 

The third section, based on this theoretical framework, 
identifies those characteristics of the agricultural sector and 
the politico-economic system as a whole which make the 
adoption of market price support attractive and which, when 
adopted, make a high level of support more likely. 

The fourth section reviews the empirical evidence. First, 
evidence is reviewed why farmers' incomes, in the process 
of economic development, come under pressure. Then new 
but compelling evidence indicates (as implied by the theoreti
cal assumptions) that government support of farmers' in
comes takes the economic costs of doing so into account. 
Results of an econometric analysis is presented which 
indicates that the differences in level of support among 
OECD countries may, to a large extent, be explained by 

1 To describe behaviour as the outcome of an optimization process does 
not necessarily imply justification of that behaviour, but can be 
considered merely as an explanation. Behaviour which is explained as 
the outcome of an optimization process can only be considered as 
justified if the underlying preference function (or the value judgments 
which this preference function expresses) is considered appealing and 
if the decisions are based on a correct perception of reality. It is 
possible, for example, to explain a consumer's behaviour implying the 
purchase of drugs or some other unhealthy consumption as the outcome 
of an optimization process, without justifying that behaviour. 
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differences in relative income positions of farmers and 
differences in the share of agricultural exports in agricul
tural production.1 

The fifth section, based on the theoretical analysis of the 
previous sections, provides an explanation of why market 
price support became a key element of the Community 
agricultural policy, and why it has subsequently come 
under pressure. 

A concluding section summarizes the main results of the 
analysis and raises the question of the role of the economist 
in providing an input to the process of improving agricul
tural policies. 

2. The general theoretical framework 

2.1. The preference function underlying 
the behaviour of the political system 

move from less desirable to more desirable outcomes only 
represents the ability of the social systems under normal 
conditions to change behaviour in response to changing 
circumstances. The approach adopted here is in fact based on 
a similar rationale as that used to justify the use of utility 
theory to explain household behaviour in response to income 
and price changes. From a psychological point of view, the 
assumption that households maximize utility is clearly not a 
reasonable theory of human decision-making. In both cases 
we have a limited understanding of the underlying dynamic 
process and must content ourselves with the optimization 
assumption as a helpful construction for the purpose of 
comparative static analysis. 

Secondly, to explain the behaviour of a system from the 
micro level, if possible, in general provides valuable insight, 
but attempts to do so may often be an unpromising research 
strategy. Attempts based on public choice theory to explain 
the behaviour of political systems based on the behaviour of 
voters, interest organizations, parties, etc. have, for example, 
often been disappointing. 

The basic assumption adopted here, which allows the analysis 
to exploit the well-established body of welfare economic and 
public finance theory, is that the behaviour of a political 
system — government behaviour for short — can be 
explained as the outcome of maximizing a social welfare 
function which is degressively increasing in the real income 
of each member of society, i.e. which exhibits egalitarian 
value judgments. 

Consistent preferences 

The assumption that political decisions can be explained as 
if they were the outcome of the maximization of a preference 
function subject to constraints, reflecting what is feasible, 
has been unfashionable since Arrow's famous impossibility 
theorem. This implies that there is no guarantee that the 
decisions of a democratically-elected government are rational 
in the sense that they provide a consistent social ranking, 
even if the preferences of the individual voters are consistent. 
To try to avoid misunderstandings, the nature of this assump
tion is therefore considered in some detail. 

First, the assumption that the outcome of the political process 
can be explained as the result of the maximization of a social 
welfare function does not imply that any person or institution 
consciously undertakes such an optimization. Rather, to 

Swinnen, based on a somewhat different approach, reaches very similar 
conclusions (see Swinnen 1992, 1993, de Groler and Swinnen 1993, 
Swinnen and de Groter 1993 and Swinnen and Van der Zee 1994). 

Egalitarian value judgments 

The basic value judgment in welfare economics, which here 
is transformed into a behavioural assumption about the 
political system as a whole, is that the social welfare of 
society, represented by a social welfare function defined on 
the real income of each member of society, should be 
maximized. Pareto-efficient allocations are defined as those 
feasible allocations where no one can be made better off 
without someone else being made worse off. The allocation 
which maximizes the social welfare function is called the 
social optimum or the socially optimal allocation. The social 
welfare function is defined according to the Pareto value 
judgments which essentially imply the acceptance of the 
individual as the best judge of his own welfare and a set of 
supplementary value judgments which make it possible to 
compare the marginal welfare of income between house
holds, i.e. the value of extra income, allocated to different 
households. We assume here that the supplementary value 
judgments defining the social welfare function, i.e. the 
preference function underlying government behaviour, are 
egalitarian. This means that the marginal welfare of income 
to each member of society falls as income increases. 

The basic justification for this assumption is the consistent 
pattern across modern societies, in relation to a large range 
of policy areas including tax policies, education, health 
and social insurance and various sectoral policies that 
governments redistribute income from the relatively well off 
to the less well off. 
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The obvious explanation, which may be justified based 
on ample anthropological evidence, why redistributional 
policies in support of social cohesion have broad support in 
society, is that man, being a social animal, has inherently 
altruistic preferences which are reflected at the social level 
through the political process. However, altruistic preferences 
may only develop in relatively small groups and may 
therefore be of less relevance for the behaviour of large 
social systems. 

An alternative explanation is that altruism is an emerging 
property, i.e. a property which exists at the macro level 
although it does not exist at the micro level. Two related 
reasons may be given as to why the political system 
reveals a preference for more equal distribution of income 
although individual society members do not have altruistic 
preferences. The first is simply that the political élite 
realizes that it has more to lose than to gain from a more 
equal income distribution because of the risk of social 
unrest or lack of support for the political system. Another 
explanation may be the existence of an implicit social 
contract for the political system to provide an insurance to 
groups which, through no fault of their own, experience 
adverse conditions. There seems to be a willingness to 
accept that government provides support at a higher level 
to people who experience an unexpected decrease in 
income than to people who have never been able or willing 
to earn a living (unless this is due to a physical handicap). 
For example, in many countries unemployment benefits, 
funded via the general tax system, are provided at a higher 
level than are welfare payments. This may reflect this 
attitude. Industries with structural adjustment problems 
such as coal, steel and textiles have, as has agriculture, a 
high level of protection. The perception of policy-makers 
that there exists a 'farm income problem', namely that 
farmers, due to factors beyond their own control, have 
low and fluctuating incomes, may therefore provide an 
alternative explanation for the high level of support to the 
agricultural sector in most developed countries. Lindert 
(1991), for example, finds that a fast rate of decline in 
agricultural employment is the econometrically most 
significant factor in explaining high levels of agricultural 
support. 

2.2. The trade-off between efficiency and equity 

The purpose of this section is to explain why traditional 
welfare economics based on first-best assumptions ignore 
the trade-off between efficiency and equity, which under 
more realistic second-best assumptions becomes very im
portant in understanding any government intervention in the 
economy and in particular in agricultural markets. 

First-best welfare economics 

Under first-best assumptions, it is assumed that in a market 
economy the government can, without cost, change the 
income distribution which would be the outcome of un
fettered market forces based on the initial distribution of 
ownership rights to the means of production. The socially 
optimal allocation is therefore characterized by all individ
uals having the same marginal welfare of income. If the 
relation between income and welfare is the same for all, this 
implies that in the social optimum all will have the same 
level of income. 

The two basic theorems of classical welfare economics 
suggest that, on the one hand, a market economy will 
generate an allocation of resources which is Pareto-efficient, 
and on the other, that any Pareto-efficient allocation, 
including the socially optimal allocation, can be achieved 
in a market economy by appropriate lump-sum transfers 
and taxes, i.e. transfers which the individual is not able to 
affect. These results are subject to a number of conditions, 
notably that all have perfect information, that markets for 
all commodities exist and that lump-sum redistribution 
is cost-free. 

GRAPH 25 : Pareto-efficient allocations and the social 
optimum 

Real income of non-farmers 

Income distribution without government intervention 
with low income to fanners 

Social optimum. First best 

Iso-social welfare curve 
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A necessary condition for a market economy to be Pareto-
efficient under first-best conditions is that the marginal rate 
of transformation between any pair of factors and goods must 
be the same for all agents in the economy. Intervention by 
governments to fix prices at levels other than market-clearing 
levels involves a breach of these conditions. Hence, the 
general prescription in favour of non-intervention by govern
ment in the agricultural sector, and the more specific 
recommendation in favour of free trade in agricultural 
products (as the foreign sector is considered as just another 
production sector) is derived from the fact that competitive 
markets will satisfy the conditions required to achieve 
Pareto-efficiency and that any adverse income distributional 
outcome can be corrected at no cost. 

As mentioned above, for a market economy to achieve 
Pareto-efficiency requires that competitive markets for all 
goods, including goods delivered in the future (perfect 
capital markets) and under different states of nature 
(contingent commodities) exist. When these conditions are 
not satisfied there is market failure. The most commonly 
recognized instances of market failure involve externalities, 
public goods and increasing returns to scale. In the case of 
an externality, where the economic activity of one agent 
alters the profit or utility function of at least one other 
agent in the economy and is not accounted for by the 
market, government should intervene to tax or subsidize 
the externality according to its evaluation by those affected. 
A typical negative externality occurring in the agricultural 
sector, which justifies a tax, is pollution caused to water 
supplies by excessive use of nitrate fertilizers. A typical 
positive externality, which justifies a subsidy, is the 
landscape or other environmental services associated with 
agricultural activity. In the case of public goods, of which 
research and extension activities are typical examples in 
agriculture, government should intervene to supply the 
good up to the point at which the sum of individuals' 
willingness to pay for an increase in supply of the good in 
question equals the marginal cost of producing it. If 
increasing returns to scale result in a monopolistic market 
structure, there is also a breach of the necessary conditions 
for Pareto-efficiency and government may intervene to set 
prices equal to marginal costs. This situation does not often 
arise in primary agriculture but may occur in processing 
and distribution. Finally, if interventions to correct for 
market failure create undesirable distributional effects (as 
could occur in the case of taxes or subsidies designed to 
offset externalities), there is no problem under first-best 
conditions because such effects may be offset through the 
use of cost-free lump-sum transfers to restore the desired 
income distribution. 

Second-best welfare economics 

The modern public finance theory as developed during the 
1970s and 1980s by Atkinson, Mirrlees, Stiglitz and others 
adds further constraints to the government's maximization 
problem by recognizing that perfect information is never 
available, neither to the government nor to other agents in 
the economy and that obtaining or using information involves 
costs. One important implication of this is that cost-free 
lump-sum taxes and transfers are not available as instruments 
to the government. The characteristics on which a govern
ment would like to base differential lump-sum taxes and 
subsidies are not observable, or are observable only at great 
cost, and individuals have incentives not to reveal them 
(Atkinson and Stiglitz, 1980 p. 356 et seq.). In practice, 
taxation and income transfers must therefore be based on 
criteria such as income, which households are usually able to 
influence. Taxation and transferring income is therefore 
associated with costs in terms of distortions of the resource 
allocation. There are also transaction costs associated with 
the implementation and enforcement of government schemes 
to tax and redistribute income. Policy recommendations may, 
for these reasons, differ from those based on first-best 
welfare economics. 

Not only instruments to redistribute income, but also instru
ments used to correct market failures are associated with 
transaction costs. A solution which satisfies the conditions 
for Pareto-efficiency may be associated with high transaction 
costs and may, therefore, be less desirable than a solution 
which does not. For example, it may not be worthwhile 
to correct for certain positive and negative externalities 
associated with agricultural production because the trans
action costs outweigh the gains from an improved resource 
allocation. 

The distortionary and transaction costs of raising government 
revenue imply that the opportunity cost of increasing govern
ment expenditure by one ecu is likely to be higher than that 
of reducing consumer income by the same amount. Import 
tariffs and export taxes on agricultural commodities — as 
used seen in many developing countries — may therefore be 
justified on purely efficiency grounds if the distortionary and 
transaction cost of generating government revenue using 
border measures is lower than the cost of using alternative 
tax instruments. 

Due to the cost of redistributing income, allocations which 
are Pareto-efficient under second-best assumptions differ 
from those which are Pareto-efficient under first-best as-

98 



Explaining agricultural policy 

GRAPH 26 : Illustration of the trade-off between efficiency and equity at the second-best optimum 
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sumptions. To avoid confusion they are therefore sometimes 
called 'restricted Pareto-efficient allocations'.1 

Thus there exists a trade-off between equity and efficiency 
(see Graph 26). A solution which involves a more equal 
income distribution may be associated with high transaction 
and distortionary costs and may therefore be less desirable 
than a solution with a less equal income distribution but 
lower transaction and distortionary costs. This implies that 
even when an unrestricted Pareto-efficient allocation is 
feasible (A), the social optimal allocation (B) will in general 
be a restricted Pareto-efficient allocation. The social optimal 
allocation therefore need not be characterized by government 
non-intervention in agricultural markets. From a second-best 
perspective, there is no a priori reason why governments, in 
countries where the transaction costs of less distorting 
transfer instruments like income tax and means-tested social 
benefit schemes are very high, should not intervene in 
agricultural markets to bias prices in favour of either the 
urban or the rural poor (Newbery, 1987). 

The trade-off between equity and efficiency implies that the 
rules for dealing with externalities and public goods in 

It is important, however, to emphasize that the restrictions are not 
political ones, but due to limited information. They are as 'real' as any 
other technical constraints. 

agriculture become more complex than under first-best 
assumptions. The polluter-pays principle, for example, may 
not be optimal when the distributional consequences of 
identifying and taxing the polluter are taken into account. On 
the other hand, the revenue generated by environmental taxes 
has a high opportunity value due to the cost of raising 
government revenue. Under first-best conditions, correction 
of market failures due to externalities and public goods can 
ignore the effect on other markets. This is not the case under 
second-best conditions. For example, the optimal level of a 
fertilizer tax needs to take into account the effect the tax has 
on subsidized production, and hence, on the government 
budget. The optimal level of agricultural research must, on 
the one hand, take into account that increased production 
should only be valued at opportunity cost prices (world 
market prices), and on the other, that increased income to 
farm households having, on average, a low level of income, 
represents a relatively high social value. 

The second-best framework also provides a justification 
for government intervention to stabilize farmers' income. 
Incomplete contingent markets and imperfect capital markets 
due to lack of perfect information constitute market failures 
which may justify government intervention (Newbery and 
Stiglitz, 1981). Because of asymmetric information and high 
transaction costs, capital markets may not absorb the risk due 
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to price and quantity fluctuations sufficiently. A moral hazard 
problem arises in capital markets because the borrower can 
make decisions which effect the chance of bankruptcy 
without the credit-provider being able to observe behaviour 
and, on this basis, adjust the interest rate charged. Adverse 
selection arises because individuals at high risk of bankruptcy 
are more likely than those at low risk to ask for loans and 
thus push up interest rates. Asymmetric information and high 
transaction costs also create moral hazard and adverse 
selection problems in insurance and futures markets. 

In the case of small, risk-adverse family farms, capital and 
insurance markets cannot be relied upon to re-allocate risk in 
an optimal way. Few small farmers use futures markets to 
cover price risk. Farmers may feel at an informational 
disadvantage compared to large traders and may fear manipu
lation (Stiglitz, 1987). This will be detrimental to welfare 
for two reasons. Firstly, because consumption of farm 
households will not be distributed optimally over time. There 
may be periods when a fall in income depresses farm 
household consumption more than if farmers had access to 
perfect capital markets. Secondly, it reduces production 
efficiency because farmers will not fully exploit economies 
of scale, but, rather, produce several products in order to 
reduce risk. 

With respect to direct stabilization of farmers' income, 
governments face the same moral hazard problems as 
private agents even if they avoid the adverse selection 
problems by making schemes compulsory. Price stabiliza
tion schemes may not, or only to a limited extent, stabilize 
farm income. Furthermore, such schemes are susceptible to 
speculative attacks (Knudsen and Nash, 1990; Anderson, 
1992). In any case, instability cannot be avoided. Successful 
price stabilization will destabilize either government 
credit or budget requirements which may in themselves 
be undesirable. 

On the basis of static analysis, it has been argued that the 
welfare gain due to price stabilization is likely to be limited 
(Newbery and Stiglitz, 1981). On the other hand, it has also 
been argued that high risk is likely to discourage investment, 
in particular in new technology, and that loss due to 
these dynamic effects could be significant (Stiglitz, 1987; 
Crawford, 1988; Timmer, 1989). 

To summarize, in the first-best framework it is possible to 
separate the issues of allocational efficiency and distributive 
equity entirely. The main policy recommendations when 
applied to the agricultural sector are that government should 
not intervene to set prices and should not adopt protective 
measures which impede free trade. Government should 
intervene in the sector only to the extent required to correct 
for market failures due to positive externalities (landscape 

value, etc.), negative externalities (pollution), public goods 
(agricultural research) and monopolistic practices in up
stream and downstream sectors. The answer to the question 
of how to provide support is, in this framework, that low 
farm income should, on the basis of egalitarian value 
judgments, be corrected using lump-sum transfers, i.e. trans
fers, the size of which neither the households being taxed nor 
the recipient households are able to influence. The first-best 
welfare economics is unrealistic in its assumptions, cost-free 
lump-sum transfers are clearly not feasible, and fail spectacu
larly, interpreted as a positive theory, to explain agricultural 
policies and other sectoral policies. The modern public 
finance theory recognizes that government and other agents 
in the economy have limited information and that cost-free 
lump-sum income redistribution therefore is not feasible. 
There is a basic trade-off between equity and efficiency 
which has to be taken into account in any government 
intervention which may affect income distribution. Where 
agriculture is concerned, this implies that policies to redistrib
ute income to farmers should not be pursued until they have 
the same income as non-farmers, but only to the point 
where the marginal gains in terms of an improved income 
distribution correspond to the marginal losses due to a 
less efficient resource allocation and other economic costs. 
Furthermore, imperfect information is an additional cause of 
market failure which may justify government intervention, 
particularly in capital and insurance markets. The basic 
insight is that equity and efficiency considerations cannot 
generally be separated in the context of government inter
vention. 

2.3. The trade-off between direct 
distortionary costs and other costs 

The general framework presented above suggests that the 
government will support low-income groups the stronger its 
redistributional preferences and the smaller the economic 
costs associated with income redistribution. 

The economic costs of redistribution may be divided into 
'direct distortionary costs' — corresponding to the dead 
weight losses which may be illustrated, as in Chapter B, in 
traditional partial equilibrium supply-demand diagrams — 
and 'other costs' covering the transaction costs directly 
associated with the managing of the policy instrument and 
the excess costs of financing the budget expenditure to 
provide the income transfer. 

Redistributional objectives can, however, be achieved by 
different instruments. Therefore, in achieving the right 
balance between efficiency and equity considerations the 
government not only has to decide on the level of support 
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but also on which instrument to use, taking into 
account the economic costs associated with the use of 
various instruments. 

In order to gain more insight into the government's decision
making problem in providing sectoral support to achieve 
income distributional objectives, a simplified model is formu
lated. The model, which for the sake of expositional sim
plicity, is based on a partial equilibrium approach, disregards 
public goods, externalities and increasing returns to scale and 
other reasons for market failure which provide additional 
justifications for government intervention in the economy. 
The model also takes the price at which the product in 
question is traded as given, disregarding the terms of trade 
effects of domestic support policy. 

The model represents the government choice of sectoral 
support policies in terms of the producer price p, the 
consumer price q, a sector specific primary factor subsidy tz, 
and a lumpsum transfer scheme where the level of transfer 
is indicated by ζ. The level of general taxation, which when 
other instruments are changed, in general, needs to be 
adjusted to maintain balance on the government budget, is 
denoted by τ. The details of the model are set out in 
the appendix. 

The government's maximization problem may, within the 
framework of the model, be formulated as follows: 

(1) Max NB  B(q,p,tz£)  C(T) subject to Τ(τ)  G(q,p,tz£) 
= 0 

q,p,tz£j 

where: 

(i) B(q,p,tz£) = Σ ß"Sh(q) + Σ ßhJth(p,tz) + Σ β"^(ζ) j s the 
net social benefit, where Sh(q) is the consumers' surplus 
function, Jih(p,tz) the sectoral producers' surplus func
tion, Ln(J¡) the lumpsum subsidy function and ßh the 
marginal social welfare of household h; 

(ii) C(t) = Σβ%θ(Υη,τ) is the social costs, and (ki1) the 
distortionary costs of raising extra general tax revenue 
and θ(Υη,τ) a tax function indicating the general tax 
payment for a household with an income Y when the 
level of taxation is τ; 

(iii) G(q,p,tz£) = k2[E¡  (q  pW)X(q) + (ρ  pW)Y(p) + 
tzQ(w) +Σ Lh(í¡)] is the government's revenue require
ment to finance its sectoral policy assuming that other 
government expenditures are kept fixed, and k2 the 
transaction costs of raising general tax revenue. X(q) is 
the aggregate demand function, Y(p) the aggregate 
supply function and Q(w) the aggregate supply func
tions for primary factors employed in the sector. 

The model allows different support instruments and the 
different combinations of 'distortionary costs' and 'other 
costs', to be represented. The model allow the representation 
of lumpsum transfers, primary factor subsidies, output 
subsidies, coresponsibility levies, market price support and 
quantitative restrictions such as output quotas. 

In the model, the direct distortionary costs of the govern
ment's sectoral support policy are represented by the elas
ticities implicit in the consumers' surplus function (the 
supply elasticity, ED) and the producers' surplus function 
(the supply elasticity, Es). The direct administrative costs 
and other transaction costs are represented by E' which are 
supposed to differ between support regimes (the index i 
indicates the support regime). The indirect distortionary costs 
are represented by ki and the indirect transaction costs by k2 

(see Table 31). 

Table 31 

Model parameters and types of economic costs 
associated with sectoral support 

ES 

ED 

E' 

k, 
k2 

z= YX 
(ppW)/p 

NB: 

Direct 
distortionary 

costs 

X 

X 

X 

Direct 
administrative 

costs 

X 

00 
(χ ) 

E' is partially a function of ZYX and (p  pW)/p 
marginal changes in Iv due to these variables. 

Indirect 
distortionary 

costs 

X 

X 

X 

Indirect 
administrative 

costs 

X 

X 

X 

The model does not take into account 

There seems, as argued in Chapter B, to be a tradeoff 
between 'direct distortionary costs' and 'other costs'. There 
seems to be a tendency for instruments which have relatively 
high 'direct distortionary costs' to be associated with rela
tively low 'other costs' and vice versa. Furthermore, there 
seems to be a tendency for this tradeoff to depend on the 
level of economic development (see Graph 27). 

The tradeoff between direct distortionary costs and other 
costs also depends crucially on the trade position. Market 
price support, in the case of a product for which the country 
is an importer, generates government revenue, whereas, if 
the country is an exporter, it is associated with budget costs. 
This tendency is reinforced when termsoftrade effects — 
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GRAPH 27: The trade-off between 'other costs' and the 'direct distortion costs' for a country at low level of 
economic development 

'Other costs' Iso-welfare curve 

Iso cost curve. Indicates equal level of economic costs 
'Direct distortion costs' 

which for big countries may be significant — are taken into 
account. Also, the direct administrative costs are likely to be 
higher for an exporter than for an importer. The economic 
costs of providing a given level of support is therefore higher 
for an import sector than for an export sector. 

Another important point is that the trade-off depends on the 
length of the time-period that the structural adjustment 
pressure in the sector in question is expected to persist. 
Systems to provide support have significant set-up costs. 
These, by definition, are of relatively greater importance for 
instruments where the transaction costs constitute the bigger 
share of the costs. Furthermore, the distortionary costs 
increase with time because the supply response is usually 
significantly greater in the long run than in the short run. A 
tariff may therefore be the most cost-efficient instrument to 
deal with the income distributional problems associated with 
short-term income problems, for example, due to temporarily 
low world market prices, while a direct income support 
scheme may be more cost-efficient in the case of a permanent 
decline in world market prices. In the model used here, the 
time horizon for a change in a policy instrument is reflected 
in the size of the elasticities implicit in the producers' surplus 
functions and the consumers' surplus functions. If a tariff is 
to be in place only for a short period, relatively low 
elasticities should be used to assess its impact. 

The factor by which future costs and benefits are discounted 
also plays an import role for the trade-off. A high discount 
factor will make instruments with relatively high distor
tionary costs, such as market price support, more attractive 
because over time distortionary costs increase and redistri
butional benefits decrease. Distortionary support increases 
the income of factor owners today, but will also increase the 
structural adjustment problem tomorrow because the transfer 
of resources to other sectors which would otherwise have 
taken place is delayed (see Graph 28). To justify such support 
the welfare gains in terms of avoiding low levels of income 
must outweigh the losses in economic efficiency due to the 
delay of the adjustment of the resource allocation. Since the 
welfare gains in terms of a more equal income distribution 
materialize mainly in the short term, whereas the efficiency 
losses are incurred mainly in the longer term, it is obvious 
that the form and level of support provided to an industry 
depends crucially on the implicit discount factor adopted. In 
the comparative static framework used here a high discount 
factor is represented by small supply elasticities generating 
smaller direct distortionary costs. 

2.4. Market price support 
When a market price support regime has been chosen to 
support sectoral income, government still needs to decide on 
the level of support. In the model this involves choosing that 
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GRAPH 28 : Evolution of relative income and farm employment 
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level of p, in the case of a market price support regime 
representing both the producer price and the consumer price, 
which maximize the net benefit, i.e. which solves 

(2) Max NB = B(p,p)  C(t(p,p)) = Σ ßhSh(p) + Σ ßhJth(p) 
Ρ 

 Σ β»Μ(Υΐ>,τ(ρ,ρ)) 

From the first-order conditions for a solution to this problem 
the following price formula may be derived ( see the 
appendix for details) 

(3) Ρ - P v 

Y X 
— RY Rx 
Ζ Ζ 

kRT 
where 
pw: 

P: 

Y: 
X: 
Ζ = Y - X: 
k = k,k2: 

Rχ = Σ ßhxh/X: 

RT = Σ ß
h
x

h 
3θ"/3τ 

3Th/3t 

R Y  Σ ßhyh/Y: 

Ez 
3Z Ζ 

3p ρ 

Υ Χ 
— Es ED 

Ζ Ζ 

world market price of agricul
tural goods, 
domestic price of agricultural 
goods, 
aggregate production, 
aggregate consumption, 
net export of agricultural goods, 
opportunity cost of government 
funds, 

distributional characteristics of 
consumption of an agricultural 
commodity, 

distributional characteristics of 
increase in the alternative tax 
instrument, 

distributional characteristics of 
production of an agricultural 
commodity, 

elasticity of net export with 
respect to the domestic price. 

The interpretation of this formula is facilitated by considering 
three special cases: 

same for all households) so that RX/RT = 1 and RY/RT 

= 1, and if taxation is not associated with transaction and 
distortionary costs so that k = 1, then the support price 
formula (Equation (3)) reduces to 

(4) p *  p w 

This means that the domestic price will be equal to the world 
market price or, in other words, the government will adopt a 
free trade policy. 

(ii) Government has no distributional objectives, but the 
opportunity costs of government revenue are greater 
than nominal costs 

If the government has no distributional objectives, but if 
taxation is associated with transaction and distortionary costs 
so that k >1, the support price formulae (3) reduces to 

(5) 
■>w 1 

Ez 

The net export supply elasticity, Ez, is positive if the net 
export is positive, and negative if there are net imports. The 
support price, therefore, in the absence of distributional 
considerations, is below the world market price in the case 
of exports and above the world market price in the case of 
imports. In both cases, the difference between the support 
price and the world market price is greater the smaller 
the net export supply elasticity and the bigger the transaction 
and distortionary costs associated with the alternative tax 
instrument. 

(iii) Government has distributional objectives and the oppor
tunity costs of government revenue are greater than 
nominal costs 

Under these assumptions, the same results as under (ii) are 
obtained if consumption and production of agricultural 
products and tax increases are distributed in the same way 
among households as is the case if the income elasticity is 
one, if agricultural production is distributed in proportion to 
household income and if the government revenue is raised 
by an income tax. 

(i) Government has no distributional objectives and the 
opportunity costs of government revenue are equal to 
nominal costs 

We first notice that if the government has no distributional 
objectives (i.e. if the marginal social welfare of income is the 

Therefore as seen from Equation (3), taking distributional 
aspects into consideration will lead to higher prices than 
when this is not the case if farmers have a small income 
compared with other households, if poor farmers have a 
relatively big share of production and if according to the 
value judgments of the government the social welfare of 
income is increasing strongly with decreasing income i.e. if 
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RY is high; and if the consumers are relatively rich compared 
to the farmers and if the relative rich consumers have a 
relatively big share of the consumption of agricultural 
products i.e. if Rx is small. 

(h) when the 'other costs' of less distortionary support 
instruments are high and difficult to target to low income 
factor owners, as will be the case in countries with a weak 
administrative infrastructure. 

For an importing country distributional considerations will 
lead to a price even further above the world market price than 
if distributional considerations are not taken into account. For 
an exporting country, however, RY needs to be very large for 
a price above world market price to be chosen as without the 
distributional aspects being taken into consideration the price 
will be below the world market price. 

The model framework and the price formulae make it 
possible to identify the factors which determine when market 
price support is chosen as an instrument to support sectoral 
income and, when chosen, the level of support.1 

Generally speaking, market price support is chosen to 
redistribute income when real income transfer achieved using 
this instrument is well targeted and when the economic costs 
are perceived to be smaller than if the same effect on real 
income had been achieved using alternative instruments. 

Market price support is likely to be chosen to support 
sectoral income: 

(a) when it increases the income of factor owners with 
relatively low income; 

(b) when it decreases the real income of consumers and 
taxpayers with relatively high income; 

(c) when governments have relatively strong redistri
butional preferences; 

(d) when 'the distortionary costs' of market price are (per
ceived to be) relatively low. This will be the case if supply 
and demand elasticities are small, if the support is only 
provided for a short period and if political decision-making 
processes imply a high discount factor; 

(e) when direct administrative costs are low, which will be 
the case if the country is an importer and already has an 
administrative system for collecting border taxes; 

(f) when the budget costs and hence the 'indirect costs' are 
low or even negative, i.e. when the country is an importer; 

(g) when for an importer (exporter) the administrative and 
distortionary costs of raising government revenue using 
general tax instruments are high (low); 

The framework may also be used to explain why governments in 
developing exporting countries may choose a negative level of market 
price support. However, since the focus here is on sectoral policies in 
developed countries, this avenue is not pursued. 

The same factors which make it more likely that market price 
support is chosen as a support instrument also explain why, 
when market price support is used, a relatively high level of 
support is provided. 

The theoretical analysis suggests that a large number of 
factors, some which are difficult to measure, determine when 
market price support is chosen and, when chosen, at what 
level support is provided. Two factors which are however 
both crucial and relatively easy to observe are the relative 
level of income of the factor owners in the industry in 
question relative to that in the economy as a whole and the 
share of net trade relative to domestic production for the 
commodities produced in the industry (see Section 4). 

2.5. International spill-over effects 

Sectoral support policies have important spill-over effects on 
international markets due to their effect on world prices. 
Support instruments with high direct distortionary costs will 
normally tend also to have a strong effect on world market 
prices. Price support policies increase production and de
crease consumption and hence increase net exports if sur
pluses are not disposed of by other means. This in turn 
depresses world market prices. The effect on world market 
prices under first-best assumptions represents a gain to 
importing countries and a loss to exporting countries. Under 
second-best assumptions the analysis becomes more compli
cated. The decrease in world market prices not only has 
terms-of-trade effects but also creates supplementary struc
tural adjustment pressure and may therefore — even for 
importing countries — have negative effects. The interaction 
between different countries may have the structure of a 
prisoner's dilemma where each player disregards the negative 
spill-over effects of his own action leading to a non-optimal 
outcome. A situation where decisions on the form and level 
of sectoral support are taken by different governments 
individually without regard to the spill-over effects may, by 
coordinated action, be changed to provide benefits (as 
defined by the different political preference functions) to all 
countries involved. Such action, however, requires that 
an operational basis for making a commitment to reduce 
trade-distorting support can be established and that the 
players have sufficient trust in each other to be satisfied that 
neither will cheat on commitments made to reduce support. 
It may also require side payments to be made to those 
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(importing countries) which may be negatively affected by 
reduction in sectoral support. 

Creating the level of trust necessary for international coordi
nation is always difficult. If the desired form and level of 
support were the same for all countries this would facilitate 
the process, but the analysis presented here suggests that 
countries, depending on their export position, the severity of 
their structural adjustment problem, their level of develop
ment and other factors, will prefer different levels of 
protection even when they take into account the coordination 
gains which can be achieved by mutual reduction of the level 
of protection. 

International coordination may not only affect the level of 
support provided but also the form of support. One would, for 
example, expect international coordination among exporting 
countries to shift support from market price support to direct 
income support since the latter allows the distributional 
objectives to be achieved at a lower cost in terms of negative 
international spill-over effects than does the former. 

Price support policies isolate domestic prices from inter
national price fluctuations and therefore 'export' the price 
effect of domestic supply-and-demand shocks which in 
general increase price fluctuations in international markets. 
This constitutes a negative spill-over effect on all trading 
nations, in particular on developing countries which lack the 
financial and social institutions to deal with fluctuating 
prices. 

3. Explaining agricultural policy 

of productivity increases on income and on agricultural 
production and concerning the mobility of agricultural factors 
of production. Demand for agricultural products is assumed 
to be income-inelastic. Increases in productivity, even if they 
affect agriculture and non-agriculture to the same extent, will 
tend to increase the demand for agricultural products more 
slowly than they increase the supply of agricultural products. 
This would not put pressure on farm incomes if the resources 
employed in agriculture were easily transferred to sectors 
where they could gain a normal return, since this would 
restore the income level for the remaining factors of pro
duction. However, due to low mobility, agricultural labour 
does not leave the sector sufficiently rapidly to prevent 
falling real prices of agricultural products, and falling 
remuneration of labour relative to other sectors where the 
remuneration of labour is increasing over time. 

In most developed countries, market price support to farmers 
is introduced at the time of the industrial take-off where the 
share of the agricultural labour force is still more than 25%. 

At this level of economic development the mobility of labour 
is relatively limited, production highly intensive in land, 
labour and other semi-fixed primary factors. This makes the 
supply elasticities low, which implies low direct distor
tionary costs. 

Farmers at this level of development often constitute a 
relatively homogenous group with the occurrence of part-
time employment in high-income industries due to a less 
developed transport infrastructure being rare. Under these 
circumstances, market price support is a relatively well-
targeted support instrument. 

3.1. The public finance approach 

All developed countries provide financial support for their 
farmers. Although the form and level of support differs 
between countries and changes over time, market price 
support is clearly the core instrument in agricultural policies 
worldwide. 

Given a public finance approach, the first problem is to 
explain why farm incomes tend to be lower (in particular 
without support) than those of other social groups, and the 
second to explain why the factors which make market price 
support attractive according to this approach are likely to be 
found in agriculture. 

The theoretical explanation for the low agricultural incomes 
in industrialized countries is based on assumptions con
cerning the demand for agricultural products, the effect 

International trade is often small relative to domestic pro
duction due to high transaction costs. Border taxes are 
used to raise government revenue due to high costs of 
administratively more-demanding tax instruments. The ad
ditional direct administrative costs to use market price 
support to increase farmers' income are therefore relatively 
small, especially if the country is an importer. 

The opportunity costs of government revenue are in general 
high due to a primitive administrative infrastructure. This 
implies that market price support for imported agricultural 
products will have significant indirect benefits by generating 
government revenue. 

The income elasticity of food is relatively high, implying 
that the welfare costs of higher food prices are relatively low. 

At this level of development, the cost of support instruments 
with less direct distortionary costs tends to be relatively high 
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due to the large number of (often illiterate) farmers and to the 
weak administrative infrastructure which makes it difficult to 
ensure that direct income transfers will reach those for whom 
they are intended. Direct income support is extremely 
costly both in terms of the costs of making individual 
payments to a sizeable part of the population and in terms 
of the excess costs of raising government revenue to cover 
the budget costs. Most countries at this level of development 
have no social security net covering farmers, whereas 
schemes may be in place to support industrial workers in 
case of unemployment. 

Financial markets might also be primitive and associated 
with high transaction costs and high profit margins. Without 
government intervention, price instability may therefore 
lead to high concentrations of land ownership, which, for 
efficiency and social reasons, are undesirable. 

Rural communities based on agriculture at this level of 
development often constitute a cohesive force which by a 
rapid transfer of employment to urban centres may be eroded, 
leading to increased crime and social unrest. Market price 
support may be an effective force in halting the exodus from 
rural areas. 

3.2. The public choice approach 
Public choice theory, often based on anecdotal rather than 
solid empirical evidence, constitutes an alternative approach 
to explaining agricultural policy (Gardner 1992). The fact 
that agriculture in developed countries has been able to 
obtain a high level of support, but not in developing countries, 
is in this approach explained by the observation that the 
articulation of group interest constitutes a public good in 
relation to the members of the group and, as such, is 
associated with a free-rider problem. The seemingly dispro
portionate influence of farmers on agricultural policies in 
developed countries is explained by the fact that they 
constitute a relatively homogeneous group with strong inter
ests in higher agricultural prices, whereas consumers, who 
have an opposite interest in lower agricultural prices consti
tute a non-homogeneous group with many members and a 
much lower intensity of interest (see, for example, Olson, 
1965).1 An interest group is more likely to overcome the 

This point may be illustrated by an example. At a low level of economic 
development where, say, farmers constitute half the population, where 
average income is ECU 1 000 per year and the share of food in the 
consumers' budget is 50%, and where world market prices are 20% 
below domestic prices (creating a gross transfer to fanners of ECU 
200) the net income gain of farm households is only ECU 100 (because 
farmers are also consumers) compared with an income loss of ECU 100 
for non-farm households. Compare this with a situation where 10% of 
the population are farmers, where average income is ECU 1 000 and 
where the share of food in the consumer budget is 20%. In this case, 
world market prices of 20% below domestic prices will provide a 
transfer to the average farm household of ECU 3 600 at the cost of only 
ECU 400 to the average non-farm household. 

free-rider problem the more important the common interest 
of the members of the group (the price of food is more 
important for farmers than for consumers), the more homo
geneous the group with respect to the type of interest of its 
members (the interests of farmers are more homogeneous 
than are those of small shopkeepers), but not necessarily with 
respect to the intensity of their interests (it may be easier for 
a group of farmers with some big farmers to overcome the 
free-rider problem than for a group where all are of the same 
size). Empirical evidence suggests that the farm sector gets 
most protection when it employs 3 to 4% of the employed 
labour force (Honma and Hayami, 1986; Lindert, 1991). 

3.3 Combining the two approaches 

That social groups articulate their interests and that bureau
crats and politicians pursue their own interests does not 
necessarily contradict the public finance representation of 
the behaviour of the political system as the outcome of the 
maximization of a social welfare function. Firstly, the public 
choice approach may, based on theoretical explanations of 
the behaviour of the component parts of the political system, 
potentially provide a deeper insight into why and under what 
circumstances the political system behaves as if it were the 
outcome of the maximization of a social welfare function 
based on egalitarian value judgments. Secondly, it may draw 
attention to some of the limitations of basic assumptions of 
the public finance approach, that the government's preference 
function can be defined on the real income of the social 
groups in society as given independently of the choice of 
policy instruments. The possibilities for interest groups to 
overcome the free-rider problem of collective action may 
depend on the instruments used and the power of the 
government apparatus (political parties, bureaucracy, minis
ters, etc.) may also depend on the instruments used. Bureau
crats and politicians may not be able to capture directly any 
of the rents associated with agricultural policies. They may 
however be able to increase their own power by influencing 
agricultural policies in directions which are not in the interest 
of either producers, consumers or taxpayers. This may 
translate into attempts to expand administrative expenditures 
associated with agricultural polices and to adopt policies like 
import quotas, which give bureaucrats more discretionary 
power than do tariffs, which would provide farmers with the 
same level of support. Similarly, in pursuit of maximization 
of their own power and influence, bureaucrats may seek to 
prevent the contraction of the industry for which they are 
responsible. Politicians, in order to secure support from 
special interest groups without alienating bigger groups of 
voters, may choose less transparent instruments with complex 
operational rules rather than direct transfers, the direction 
and magnitude of which are difficult to identify. 
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To summarize, agricultural policy may, following a public 
finance approach, as a first approximation be explained as if 
it were the outcome of the maximization of a social welfare 
function defined on the real income of each member of 
society and reflecting egalitarian value judgements. The 
interest of the political élite to maintain the social peace and 
implicit social contract to provide 'insurance' against adverse 
circumstances may be the motivation behind redistributional 
policies. The length of the electoral cycle and the need of 
politicians to be elected may explain why the economic costs 
of trade-distorting support instruments, when assessed on the 
basis of the time preference revealed in the market place, 
tend to be underestimated in the political process. Public 
choice arguments may supplement the public finance ap
proach to gain insight in agricultural policy formulation. It 
may also highlight cases where the basic public finance 
assumption is particularly unrealistic. 

4. Empirical evidence 

4.1. Introduction 
The purpose of this section is to provide empirical evidence 
for the public finance explanation of agricultural policy 
presented above. The same empirical evidence may be 
exploited to support different theoretical explanations. It is 
therefore of particular interest to focus on evidence which 
supports the public finance explanation while being incon
sistent with that provided by alternative approaches. The 
theoretical analysis presented here suggests that net agricul
tural exports relative to agricultural production and the 
income per person employed in agriculture relative to that in 
the economy as a whole are both crucial variables in 
explaining differences across countries and over time in the 
use of and in the level of market price support. The first 
variable is closely related to the budget cost of providing 
support and may, both from the point of view of a public 
finance approach and a public choice approach, be expected 
to be a significant variable. However, only the public finance 
approach suggests that the relative income variable should 
be negatively correlated with the level of support. 

The section first considers the empirical evidence for the 
farm income problem. It then reviews the use of market 
price support worldwide and finally reports results of an 
econometric, combined cross-sector time series analysis for 
the OECD countries. 

4.2. The farm income problem 
Empirical evidence seems to support the various elements of 
the theoretical explanation that farmers' incomes tend to 
fall behind in the course of economic development. Price 

elasticities of demand for agricultural products are typically 
found to be low, as are income elasticities. That consumers 
spend a declining share of household budgets on food is a 
global phenomenon observed as economies grow and make 
the transition from developing to developed status. Moreover, 
most econometric estimates of the elasticity of demand for 
exports, which can be an important component of total 
demand in an open agricultural economy, confirm rather than 
reject the low-elasticity hypothesis. That total demand for 
food grows only slowly is also readily verifiable, the rate of 
growth in many developed economies closely approximating 
the rate of population growth. Technological progress even 
seems to increase agricultural production capacity faster than 
in other sectors and to be labour-saving in character. There 
is also clear evidence that established farmers, even under 
pressure of incomes significantly lower than those in other 
sectors, have a high degree of immobility. This may be 
attributed to non-wage preferences because adjustment en
tails wholesale changes in lifestyle, social networks and 
location. Also the limited relevance in other sectors of a 
training in agriculture implies that labour leaving agriculture 
has difficulty in securing employment at the level of remuner
ation prevailing outside the sector. 

In all OECD countries, the value-added per person employed 
in agriculture is in fact lower than in other sectors, signifi
cantly so in the countries with a long history of agricultural 
production and therefore, in general, more severe structural 
adjustment problems (see Table 32 , column 2). 

The evolution of world market prices for agricultural prod
ucts in real terms has, since the war, shown a downward 
trend of 2% p.a. The trend can be traced further back (see 
Tracy, 1989). This suggests that productivity growth in 
agriculture has been higher than in other sectors. The 
downward trend during the 1980s of more than 6% has been 
even steeper. The downward trend of almost 4% in real 
domestic EC prices for traded agricultural commodities is 
less than that on world markets, but is still very significant. 
Due to high productivity growth, value-added per person 
employed in EC agriculture has remained constant although 
at a very low level (see Graph 29). This reflects a consider
able outflow of agricultural labour of around 3% per year. 
The steep decline in agricultural employment is also a 
common feature in all developed economies. In some of the 
wealthiest economies the proportion of the labour force 
engaged in agriculture is now as low as 2%. Agricultural 
employment has adapted to the lower-than-normal remuner
ation, but the speed of adaptation seems not to have been fast 
enough to equalize the return to labour in the agricultural 
sector with that in other sectors. 

Recent empirical work (Gardner, 1992; Hill, 1992), however, 
places a question mark over whether in the most developed 
economies the income of farm households (including the 
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GRAPH 29: Evolution of relative income per person employed (RI) ' in EC agriculture, 1980-90 
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Source .OECD. 

income due to government support) — as opposed to the 
income from agriculture per person employed in agriculture 
— is really low relative to that of non-farm households. A 
feature of agriculture which has become more pronounced in 
the most highly-developed economies is the prevalence of 
part-time farming where the farm household has a source of 
income other than farming. In these countries, transport 
infrastructure and communications generally have become 
so developed that part-time farming combined with non-
agricultural employment becomes an economically viable 
alternative to leaving agriculture altogether. The painful 
implications in terms of change of lifestyle, location and 
social network can therefore be avoided. In many farm 
households another family member, typically a spouse, also 
has off-farm employment. The inter-sectoral mobility of 
agricultural labour may for this reason have increased. This 
may not only in itself have decreased the disparity in full-time 
income in the agricultural sector and outside agriculture, but, 
to an even greater extent, have increased the income of farm 
households by adding income obtained outside agriculture to 
that obtained from agricultural activities. 

4.3. The policy response: the pattern 
of agricultural support worldwide 

All OECD countries have provided significant support to 
their agricultural sectors during the 1980s. The most com

monly used method to support farm income has been a 
system of market price support. Throughout the OECD 
countries in 1990, support of this type accounted for 80% of 
all assistance granted to the sector as measured by the PSE 
(producer subsidy equivalent). Domestic prices are in excess 
of market-clearing levels for imported commodities through 
border measures such as tariffs, and by export subsidies 
for exported commodities. Excess supplies which are not 
exported are disposed of in various ways — by destruction, 
as food aid to developing countries, as subsidized input to 
industry or as subsidized food for certain consumer groups. 
Public storage also plays an important role. Direct subsidies 
to agricultural producers and subsidies for the use of inter
mediate inputs in the agricultural sector are much less used. 
Subsidies linked to primary factors are more common, 
especially in the form of special tax provisions. 

There are striking differences in the level of support and how 
it is provided. Graph 30 shows that for 1980-90, the average 
level of total assistance as measured by the percentage 
producer subsidy equivalent, i.e. the transfer to producers 
relative to the farm gate value of agricultural production, 
varies from around 70% of output value in Switzerland to 
only 12% in Australia, with the Community in a middle 
position at around 40%. 
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GRAPH 30: Transfer to agricultural producers ' in OECD countries, average 1980-90 

80 τ 

70-

50 -

40-

30 

20 

10 

-
— 

Sweden Switzerland Japan Norway Austria Finland EUR-12 Canada USA Australia New Zealand 

1 Producer subsidy equivalent (PSE) relative to value of agricultural production at producer prices. 
Source: OECD, PSE database. 

The share of support provided by market price support also 
varies greatly, from 20% in New Zealand to over 100% in 
Austria, as shown in Graph 31. 

The level of agricultural support, on the other hand, shows a 
very distinct pattern among developed countries, as revealed 
in Table 32. 

Countries with the greatest disparities between agricultural 
incomes and non-agricultural incomes tend to provide the 
highest levels of assistance (see Graph 32). This may be 
illustrated by the cases of New Zealand and Australia, on the 
one hand, and by Japan on the other. During the period 
1980-90, the gross value-added (GVA) per person employed 
was close to 60% in the non-agricultural sector in New 
Zealand and Australia. In Norway and Japan, however, where 
GVA per person employed in agriculture was only about 
25% ofthat in the rest of the economy, the level of assistance 
was very high. Sweden and Austria, both with relatively 
low incomes in agriculture, recorded PSEs in the range 
of 40-60%. 

Furthermore, the level of agricultural support tends to 
decrease with the size of net exports by the agricultural sector 

Table 32 
Average PSE, relative income, net export relative to agricultura 
production and share of market price support in PSE for OECI 
countries based on the period 1980-90 

Canada 
United States 
Japan 
Australia 
New Zealand 
Austria 
Finland 
Norway 
Sweden 
Switzerland 
EUR-12 
OECD 

Rate 
of transfer 

PSE' 

% 
36.3 
30.3 
67.3 
12.0 
18.8 
37.8 
62.5 
71.8 
48.1 
71.5 
39.9 
45.1 

Relative 
income2 

RI 

% 
39.8 
64.0 
25.5 
62.9 
61.8 
39.1 
30.4 
26.7 
26.7 
41.7 
36.4 
41.4 

Export 
share3 

EXP 

% 
17.4 
9.8 

-29.5 
54.9 
89.7 

-20.1 
- 7.4 
-29.6 
-38.8 
-42.6 
- 8.7 
- 0.5 

Share c: 
pnce suppon 

SMPS 

58.5 
55.0 
81.9 
30.2 
20.1 

104.9 
88.1 
43.9 

100.4 
88.0 
90.9 
69.3 

PSE may be defined as the (P-P^yP, when Ρ is the producer price and Pw is the worl 
market price. 
Relative income, RI, is defined as the income per person employed in agriculture relativ 
to the income per person employed in the economy as a whole. 
Export share, EXP, is defined as agricultural net exports divided by agricultral productior 
Share of price support, SMPS, is defined as the share of transfer due to market prie 
support relative to PSE. 
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GRAPH 31 : Share of transfers due to market price support, average 1980-90 
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GRAPH 32 : Transfer to agricultural producers
1
 and relative value-added

2
 in OECD countries, average 1980-90 
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GRAPH 33: Transfers to agricultural producers' and share of net agricultural export in agricultural production in OECD 
countries,

2
 average 198090 
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(see Graph 33). Exporters subsidize less than importers. 
Australia for example, with net agricultural exports in the 
region of 55% of agricultural production, records a percent
age PSE of about 12% on average during the period 198090. 
At the other end of the scale, Japan has net agricultural 
imports of about 30% of agricultural production and one of 
the highest recorded levels of assistance, with a PSE close to 
70%. The EC, in the middle of the range, with a net 
agricultural import of 9% of agricultural production, has an 
average PSE close to 40%. 

The share of market price support in total support also tends 
to decrease with the importance of exports (see Graph 34). It 
is, for example, low in New Zealand and high in Japan. 

The level of support resulting from government intervention 
also varies by commodity across countries in a fairly 
consistent way. Exported agricultural commodities tend to 
have lower border protection than do imported commodities. 
Milk is always relatively heavily assisted, even in countries 
where the overall assistance level is low; New Zealand is 
the only exception. Sugar also tends to be one of the 
highassistance commodities. Assistance for wheat and 
coarse grains tends to be relatively high but is more 
variable than for other commodities. Intensivelyproduced 
commodities such as pigs, poultry and eggs are almost 
always the least heavily assisted, even in highassistance, 

netimporting countries such as Japan, but some of the 
Scandinavian countries, Switzerland and New Zealand are 
exceptions. The level of protection in the EC is consistent 
with the general pattern in this case also. 

Intervention in the agricultural sector is also widespread 
outside the industrialized countries of the OECD. The use 
of border measures usually has the effect of increasing 
government revenue. Both agricultural exports and imports 
are taxed, depressing domestic agricultural prices in the first 
case and increasing them in the second. A. Krueger, M. Schiff 
and A. Valdes (1988) report that for 19 developing countries 
domestic prices for exported commodities were, due to 
border measures, on average 29% below world market prices 
but were on average 21% above world market prices for 
imported agricultural commodities. 

There is a noticeable tendency for economies, as they grow 
and become more prosperous, to abandon policies which tax 
agriculture and to adopt the kind of supportive and protective 
mechanisms so widespread in the developed world. This, for 
example, has been the case in some of the dynamic Asian 
economies (Anderson and Hayami, 1986; Hayami, 1988). 

The EC common agricultural policy system of using border 
measures to support and to stabilize domestic agricultural 
prices at levels different to those on the world market is 
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GRAPH 34: Share of transfers due to market price support and share of net agricultural export' in agricultural production 
in OECD countries, average 198090 
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therefore by no means unique. It is consistent with a pattern 
of protection which can be seen worldwide. Price support 
systems were used by most European countries well before 
the creation of the EC (Tracy, 1989) and in this sense the 
CAP represents a consolidation of national policies in the 
original six Member States. Given its trade position, level of 
development and level of agricultural income relative to 
income in other sectors, and given its position historically as 
a net importer of most agricultural products, the EC's policy 
response to the farm problem is seen to conform to a general 
pattern which has existed over time and space. 

(6) 
P *  P w 

( l_J*v_)Y_ ( l_ 
kRT 

Disregarding differences in k, R„ Rx and 

 ^ _ ) X 
kRT 

3Z 

dp 

assuming 
3p 

that the distribution of agricultural production is constant, 
such that RY can be expressed as a function of the average 
income, we obtain 

^ p c p 3 p o p 

(7)PSE = PSE(EXP,RI)where ΞΣΞ^,ΞΣΞΞ: <o 
3RI 3EXP 

4.4. Econometric analysis 

The impression obtained based on a purely descriptive basis 
is confirmed by econometric analysis. As mentioned above, 
it is not possible to obtain data and estimates for all the 
variables and parameters which, according to the simplified 
model presented above, are important for explaining vari
ations in the use and level of market price support. In order 
to obtain a functional relationship which can be subjected to 
econometric estimation, a number of simplifying assump
tions have to be made. 

Equation (3) may be rewritten as 

where: 

i * - n W 
PSE =  — — is percentage producer subsidy equivalent, 

P* 

EXP = (Y  X)/Y is the net export intensity, and 

RI =the average income of farmers relative to the 
average income of nonfarmers. 

Combined crosssection time series analysis based on data 
from 11 OECD countries (treating the EC as one country) 
covering the period 197990 shows that relative income, RI, 
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GRAPH 35 : Divergence1 from the common pattern of support by the various OECD countries, 1980-90 
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Difference between average actual PSE and the average PSE that is predicted by relative value-added and agricultural net export, OECD countries, 1980-90. Calculated form Equation 8. 

and net export intensity, EXP, are very significant in 
explaining the variation in the level of support over time and 
space. The estimations has been made using the GAUSS 
software.1 In the case of the second equation, an iterative 
procedure was used in order to establish convergence with 
respect to the estimate of the equilibrium level of support. 

(8) PSEf = a,. + biRIi + c.EXPf + Ec + E, 
= 93.4 - 46.3RI? - 29.3EXP? + Ec + Et 

(10.5) (-4.1) (-3.8) 

The parameter estimates are, as indicated by the t statistics 
provided in parenthesis, significant at the 1 % level. 

Graph 35 and Table 33 show the differences between the 
actual level of support and those predicted by Equation 8 for 
the various OECD countries. The differences are clearly 
much smaller than the difference in PSEs across countries. 
Furthermore, the levels of support in the EC during the 1980s 
were lower than in many other OECD countries when the 

Equation (8) has also been estimated using AREMOS with an auto
correlation term to eliminate the auto-correlation, but without country-
specific error terms. This successfully eliminated the auto-correlation. 
The regression results were consistent with the results obtained 
estimating Equation (9) in GAUSS but suppressing the country-specific 
error terms. 

difference in levels of support due to differences in relative 
levels of income per person employed and when the agricul
tural trade positions are taken into account. 

Table 33 
Difference between predicted and actual PSE, 1980-90 average 

Canada 
United States 
Japan 
Australia 
New Zealand 
Austria 
Finland 
Norway 
Sweden 
Switzerland 
EUR-12 

OECD 

Difference 

- 2.4 
- 2.4 

6.4 
- 7.4 

10.0 
-14.8 

10.3 
11.0 

-16.0 
13.9 

-10.2 

Actual PSE 

Average 

38.2 
29.3 
67.4 
11.5 
19.3 
37.1 
62.5 
71.5 
47.1 
71.2 
39.6 

Predicted PSE 

1980-90 

40.6 
31.7 
61.0 
18.9 
9.3 

51.9 
52.2 
60.5 
63.1 
57.3 
49.8 

0.1 45.0 45.1 

Source: OECD, own calculations. 
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GRAPH 36: Real ECU-USD exchange rate, 1980-90' 
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The estimated equation naturally refers to the equilibrium 
relation between endogenous variables which are determined 
simultaneously. It is therefore not surprising that the re
gression results show strong auto-correlation and a less than 
satisfactory statistical fit. It is reasonable to assume that the 
level of support does not adjust instantaneously to changes 
in world market prices, in particular when these are due to 
US exchange-rate fluctuations. 

During the estimation period, the real US exchange rate 
has fluctuated strongly in relation to most other OECD 
currencies. The real US dollar exchange rate is indeed a 
significant explanatory variable in explaining the level of 
support in OECD countries. 

To take the gradual adaptation of the level of support into 
account, the difference between the long-term equilibrium 
level of support, PSEf, and the level of support during the 
preceding period, PSEt_i, has been included in the estimation 
equation. The co-integrated relationship, however, remains 
unchanged from the initial specification. 

(9) PSEf = a, + b, RIÎ + Cl EXPf + d2 (PSEf* - PSEf.i) 
+ Ec + E, 

= 92.1 - 55.6RIt - 22.5EXP? 
(14.6) (-6.6) (-4.0) 
- .76 (PSEf - PSE^O + Ec + Et 

(-9.9) 

This improves the statistical significance of the parameter 
estimates, and the overall statistical fit significantly and 
almost removes the auto-correlation. 

Equation (9) explains 95 % of the total variation in the PSE 
over time and countries. A significant part of this variation 
is, however, due to the country-specific term, Ec, which 
captures differences between the countries other than the 
difference in export intensity and relative income.1 Of 
particular significance is that 74 % of the variation in PSE 
across countries is explained by variations in EXP and RI. 

1 This may, however, be due to differences which are captured by the 
theoretical model, bul which have been assumed away in the specified 
model represented with Equation (7) which forms the basis for the 
estimation. One such variable is Ry, which is more likely to be greater 
if agricultural production is distributed evenly among farmers than if 
some farmers with a relatively high income also have a disproportionate 
share of the production. This may, for example, explain the difference 
in the level of PSE between Norway and Sweden. In Sweden, the 
differences between income and production are, due to the fertile south, 
much more pronounced than in Norway. 
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GRAPH 37: EC transfer to agricultural producers' and real ECUUSD exchange rate, 198090 
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Only 55% of the variation in the PSE over time is explained 
by EXP and RI and PSE*. This is not surprising given that 
the yearly variations reflect a complicated adjustment process 
which we have tried to capture in order to avoid biased 
estimates of the effect of EXP and RI on PSE. The 
yeartoyear variations in EXP and RI on average explain 
21% of the variation in PSE, with one of the best fits for the 
United States at 66%. The adjustment process in the US is 
less than in other countries complicated by exchangerate 
fluctuations and the model in this case explains 60 % of the 
variation in PSE over time. 

Graphs 38 and 39 illustrate the evolution of estimated and 
actual PSE for 197990 for the US and EC respectively. The 
estimated model traces the evolution over time very well. 
However, the prediction of yeartoyear variations is not 
accurate, suggesting that the dynamics of adjustment in the 
level of support are more complicated than those modelled. 

5. Development of EC agricultural policy 

The public finance analysis presented above provides an 
explanation of why market price support was adopted as the 
core element of EC agricultural policy and why this policy 
has come under increasing pressure. 

At the time the common agricultural policy was created, all 
original six Member States to a varying degree, as predicted 
by the model estimated above, provided their agricultural 
sectors with market price support. The level of support was 
highest in Germany which was the largest importer of 
agricultural products, smaller in France which at that time 
was still a net importer, though almost selfsufficient, and 
smallest in the Netherlands which was a significant exporter. 
Harmonization of the market price support policies in the 
Member States was needed in order to create a customs 
union for agricultural products as for other commodities. 

The theory presented above explains why the principle of 
market price support was also adopted as the core element in 
the EC common agricultural policy. 

As explained above, the situation in the EC at the time the 
original six Member States created the CAP was charac
terized by many of the features which favoured the adoption 
of market price support. It was a period of strong economic 
growth. The EC had a relatively low level of selfsufficiency 
in agricultural products, although a large part of the labour 
force was employed in a farm sector dominated by many 
small and mediumsized farms with owneroperators. With a 
still primitive transport infrastructure, the agricultural labour 
force was rather immobile. In most Member States, the social 
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GRAPH 38 : EC : predicted, optimal and actual PSE for 198090 
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GRAPH 39: US: predicted, optimal and actual PSE for 198090 
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security net — which provided at least a partial security net 
for industrial workers — did not cover farmers. To provide 
direct income support to a large number of small farmers 
would have been excessively expensive considering the 
direct administrative costs and the costs of financing the 
budget costs. 

It is often claimed (see, for example, Nello, 1984) that the 
level of market price support provided by the CAP is higher 
than would have been the case had the EC countries been in 
charge of their own agricultural policies. There is little 
theoretical or empirical evidence to sustain such a claim, 
except the fact that agricultural ministers in the EC may have 
a greater say in determining policies than if agricultural 
policies had been decided in the Member States. The analogy 
of EC agricultural decision-making with a group at a 
restaurant where each individual chooses his own meal but 
where the bill is shared evenly is a bogus one. The appropriate 
analogy, if any, is a visit to a restaurant where the dishes are 
shared. In fact, both theoretical and empirical evidence 
suggest the opposite. The theoretical analysis presented 
above suggests that the common decision-making process 
has made it possible to internalize some of the spill-over 
effects which would have resulted from uncoordinated agri
cultural policy-making at Member State level. The EC has 
the lowest level of agricultural support — as measured by 
the PSE — among European OECD member countries, and 
one of the lowest among all OECD countries when differ
ences in export intensity and relative income are taken 
into account. 

However, the situation has changed in many ways since the 
CAP was created, making market price support a less 
attractive instrument for providing income support. Generally 
speaking, the transfer efficiency (i.e. the decrease in the real 
income for the rest of society needed to increase the income 
of farmers by one ecu) of the price support system has 
decreased, the redistributional benefits have declined, 
whereas the cost-benefit ratio for alternative support instru
ments has become more favourable. 

Many of the changes can be expressed in terms of changes in 
the parameters of the model analysed above. The model may 
thus be used to demonstrate pressure which these changes 
have created for a shift away from the market price support 
system. 

much more mobile. The transfer efficiency has further 
decreased because the direct transaction costs and the indirect 
costs have increased as the EC has changed from importer to 
exporter for most temperate zone agricultural products.1 The 
increasing level of protection, as domestic prices have been 
only partially adjusted to the decrease in world market prices, 
has increased both the direct distortionary costs and the 
indirect cost. This was particularly pronounced during the 
1980s when high productivity gains worldwide and stagnat
ing consumption in developing countries made world market 
prices decrease significantly. The direct administrative costs 
have increased as the administrative costs of an export 
subsidy regime have been added to those of the original tariff 
regime. The indirect cost has increased because the market 
price support system, rather than generating tariff revenue 
for the EC budget, has created budget costs in the form of 
export subsidies and subsidies for disposal by other means. 

The redistributional benefits have declined. The difference 
in the level of production between farmers with small farms, 
who during a period of structural adjustment often need 
support, and farmers with big farms who often do not, 
has become more significant. The increased importance of 
part-time farming has also decreased the correlation between 
agricultural revenue and low income. This is reflected in a 
decrease of Ry. The redistributional cost has also increased 
as the income elasticity of basic foodstuffs has decreased. In 
the model this is reflected by an increase in Rx. 

Finally, the cost of alternative instruments to support farm 
income has decreased, reflected in a decrease in E' for direct 
income support schemes. The increased efficiency of public 
administration, combined with the fact that the farming 
population has become much smaller and that a social 
security net in many Member States has been extended to 
cover farmers, has decreased the costs of providing direct 
income support especially to those farmers in most need of 
it. The evolution of modern information technology has 
simplified the gathering and processing of information 
necessary for the implementation and enforcement of a direct 
payment system to compensate farmers for lower prices. 

The market price support system has also come under 
pressure due to developments which are not reflected in the 
model. The negative effects on the physical environment 
have become more pronounced as the use of intermediate 

The direct distortionary costs have increased, as reflected in 
an increase in the agricultural supply elasticity, Es, as have 
the direct transaction costs, E', and the indirect costs due to 
the increase in the budget costs (p — pw)Z. The increase in 
the supply elasticity may be attributed to the increased use of 
intermediate inputs and capital services and to the improved 
transport infrastructure which has made labour in rural areas 

The shift from importer to exporter has meant that the relevant 
opportunity cost price for a marginal increase in the supply of 
agricultural products to the EC market has changed from being the cif 
price to being the fob price. The decrease in the world market price to 
be taken into account in the model is therefore the combination of the 
decrease in the price on world markets and the shift of the opportunity 
cost price for excess agricultural production from the cif price to the 
fob price. 
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inputs and capital has increased. The positive externalities 
associated with an agriculture in the form of social cohesion 
in rural communities has also been reduced as agricultural 
production has become more industrialized. 

The existence of positive externalities due to R&D provides 
an argument for market price support which is not captured 
by the model in its present form. However, this reason for 
market price support has also been weakened as targeted 
support has become more economical. 

6. Summary and concluding remarks 

The basic assumption for the current analysis has been that 
sectoral policies including market price support, at least as a 
first approximation, may be understood as the outcome of 
the maximization, in a second-best environment, of a political 
preference function defined as a social welfare function, on 
the real income of all groups in society. The different weights 
attached to the income of different social groups in the 
revealed preference function of the political system are 
assumed to reflect egalitarian value judgments. These prefer
ences may be motivated by altruistic preferences among the 
members of society, but may also be motivated by the desire 
of the political élite to maintain social peace. 

Emphasizing the importance of the transaction costs associ
ated with government intervention and the importance of the 
short time horizon implicit in political decision-making, the 
analysis demonstrates that the political system, under certain 
circumstances, is likely to choose market price support to 
transfer income to farmers. 

Economic development favours support instruments with 
relatively high 'transaction costs' and relatively low 'direct 
distortion costs'. Market price support therefore becomes 
less attractive as an instrument of support as economies reach 
a very high level of economic development. 

The analysis suggests that a high level of market price 
support will be particularly attractive if the degree of 
self-sufficiency in the sector is low such that the market price 
support policy generates government revenue and if the 
relative income in the sector is low. Combined cross-section 

time series analyses of data on PSE, export intensity and 
relative income of agriculture for 1979-90 for the OECD 
countries provide strong empirical evidence for this theoreti
cal explanation. 

Finally, the analysis highlights a dilemma which economists 
who wish to assist in the formulation of agricultural or other 
sectoral policies have to face. 

The analysis suggests that the inherent preferences in the 
political decision-making process, in particular time prefer
ences, may very well conflict with the value judgments which 
economists may hold, either professionally or personally, and 
may have important implications for what appears to be 
the optimum solution. Different value judgments may in 
particular lead to quite different conclusions with respect to 
the most cherished tenet of the economic profession, that of 
free trade. 

The economist may contemplate either advising the political 
apparatus on the basis of his professional value judgments 
— in which case he runs the risk that his advice will be 
considered irrelevant — or he may adopt the implicit value 
judgments of the political system, perhaps thereby advocating 
courses of action which he himself considers undesirable. 

The political apparatus may indeed have limited leeway in 
adopting policies which are not consistent with the implicit 
value judgments of the political system. If a politician does 
not adopt a short time horizon, he may not be re-elected, and 
others who do, may come to power. In the interests of 
efficiency, it seems reasonable to require that, in providing 
advice to the political apparatus, the economist base his 
advice on the value judgments inherent in the political system 
although they may be at variance with his own. 

However, although not members of the political apparatus, 
most economists aspire to influencing the direction of 
policies rather than merely helping to achieve goals decided 
by others. Economists have little direct influence on the 
functioning of the political apparatus — with good reason, 
some would say. The economist may, however, disseminate 
information to the grass roots of the political system on the 
likely outcome of government actions and on suggestions 
for change in institutional arrangements. He may thereby 
indirectly influence the policy-making process by changing 
the constraints under which the political apparatus operates. 
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Appendix: A partial equilibrium model 
for analysing the choice 
of the form and the level 
of support 

1. Introduction 

The purpose of this appendix is to provide a relatively simple, 
formalized framework for representing the basic tradeoff 
between equity and efficiency which governments (or the 
political systems) face in deciding on which instruments to 
use and at what level to provide support to sectors with 
structural adjustment problems. 

2. Notations and assumptions 

(a) Notation 

pw: World market price of agricultural good 
p: Producer price of agricultural good 
q: Consumer price of agricultural good 
tP: Price wedge between world market price and pro

ducer price 
tc: Price wedge between world market price and con

sumer price 
pz: Producer price of agricultural factors of production 
w: Factor price of agricultural factors of production 
tz: Price wedge between producer prices and factors price 
yh: Production of agricultural output of household h 
Y: Aggregate production 
xh: Consumption of agricultural good 
X: Aggregate consumption 
/": Primary factor of household h 
L: Aggregate factors 
Z: Net export of agricultural goods 
In: Net income of household h 
rch: Agricultural producer surplus of household h 
Lh: Net transfer of household h 
Oh: Other incomes of household h 
Θη: Income tax of household h 
Ν: Net lumpsum transfers 
T: Tax revenue 
ki1: Distortional costs of raising extra general tax revenue 
k2l: Transaction costs of raising extra general tax revenue 
E': Transaction costs of agricultural policies under re

gime i 

B(q,p) = Σ ßhSh(q) + Σ β"πη(ρ): Gross benefits function 

C(T) = Σ ßh9h(f): Gross costs function 

Rx 

RT 

RY 

ED 

ES 

EZ 

= Σ ßhxtyX: 

æ»/dT 
 Σ ßhxh 

ÔTh/dr 

= Σ ßhyh/Y: 

dX Χ 

3q q 

3Y Y 

dp p 

dz Ζ 

r3p p 

X Y 
E

D
 ES 

Ζ Ζ 

Distributional character
istics of consumption of 
an agricultural commodity 

Distributional character
istics of increase in the 
alternative tax instrument 

Distributional character
istics of production of 
an agricultural commodity 

Elasticity of aggregated 
demand 

Elasticity of aggregated 
supply 

Elasticity of net export 

with respect to the 

domestic price 

(b) Behavioural assumptions 

Producer behaviour 

(i) supply function 

(1) yh = y(p,z") 

(ii) zero profit condition 

(2) Pz = Pz(p) 

Household behaviour 

(i) income 

(3) Ih = Oh + Jih + Lh  0 h 

(ii) demand function 

(4) xh = xh(q,Ih) 

(iii) primary factor supply function 

(5) zh = z"(w) 
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(iv) tax payment 

(6) Θ" = Θ(ΐΛτ) 

Policy instruments and price equations 

(i) output subsidies 

(7) p - p w - t P 

(ii) consumer taxes 

(8) q = pw + tc 

(iii) market price support implies 

tP = - t c 

(iv) primary factor subsidies 

(9) pz = w + tz 

(v) lump-sum transfers 

(10) L" = L"(Ç) 

Government behaviour 

Government behaviour is assumed to be based on the 
maximization of social welfare defined as the weighted sum 
of consumers' surplus, producers' surplus and taxpayers' 
loss. 

The consumers' surplus of the hth household may, under 
approximation usually adopted in a partial equilibrium frame
work, be written as: 

(11) S" = S"(q) =Jxh(q)dq 
q 

and producers' surplus as 

(12) π" = J zh(w)dw 

= S
zh

(w) 

= S*"(pz(p)tz) 

= ith(p;tz) 

and the real income loss due to the payment in taxes of the 
amount, Θη(τ), by the hth household as 

(13) C" = 0 ( τ ) = Ρ·(Θ„(τ)) 

where f(.) is an increasing function representing the distortion 
costs connected with raising the tax revenue, Θ η , from the 
hth household. 

The net social benefit therefore becomes 

(14) Β = B(q,p,tz,0 = Σ ß"Si(q) + Σ β«π"(ρ,ΐζ) + Σ β ^ ζ ) 

and the total social costs 

(15) C = C(T) = Σ ßhf*(0"(T)). 

The government's revenue requirement for administration of 
agricultural support and other expenditures, E', is given by 

(16) G = G(q,p,tz£) 

= g(E¡  (q  pw)X(q) + (ρ  pw)Y(p)  (pz  w)Z(w) 
+ 2L"(0) 

h 

where g(.) is an increasing function representing the trans
action costs in connection with raising the tax revenue 
needed to finance the government's revenue requirement 
for agricultural support and other expenditures (excluding 
transaction costs). E' is assumed to depend on which support 
instrument is used, but to be independent of the level of 
support. It is assumed to be higher for the case where the 
consumer price is set independently of the producer price 
than in the case of market price support where the consumer 
price is equal to the producer price. 

The total tax revenue collected by the government at the 
level of taxation, τ, is 

(17) Τ = Τ(τ) = Σ Θη(τ). 

The government's budget constraint therefore becomes 

(18) f (q,p,tz£,T) = Τ(τ)  G(q,p,W;)= 0. 

We assume that the government adheres to the following 
basic welfare economic value judgment: 

Al : Social welfare should be maximized. 

The government's maximization problem is 

(19) MaxNB = B(q,p,tz,t)  C(T) subject to 

ς>ρ,ιΖ>ζ.τ 
T(T) - G(q,p,tz£) = 0 
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We further assume that the government has distributional 
objectives, i.e. that it bases its behaviour on the following 
value judgment: 

A2: The marginal social welfare of income to a household 
is falling when income increases and is the same for all 

households with the same income, i.e. ßh ß(Y"), ÜL < 0 
3Y 

Furthermore, to simplify the analysis we assume: 

A3: The consumption of the agricultural products across 
households is increasing with household income, i.e. xh = 
x(Yh,q) = xh(q) where x(.) is an increasing function in Y 

A4: The extra tax payment, due to an increase in the level of 
taxation, τ, is increasing with income, across households, i.e. 

dOh 3Θ , v h , 3Θ» . , 3Θ , . . 
= —(Y",t) = (τ), were (.) is an increasing 

dx dx dx dz 
function in Y 

Assumptions A2, A3 and A4 imply that: 

(a) thé distributional characteristics of the consumption of 
the agricultural commodity, Rx, is relatively low if 
the rich use a relatively big share of their income 
consuming it; 

(b) the distributional characteristics of the alternative tax 
instrument, RT, is relatively high if the rich use a 
relatively big share of their income paying the tax; and 

(c) the distributional characteristics of the production of the 
agricultural commodity, RY, is relatively low if the rich 
produce a relatively big share of the total agricultural 
production. 

Finally we assume that: 

A5: The alternative tax instrument involves marginal distor
tional costs of (ki  1) per unit of gross tax revenue and the 
marginal transaction costs of (k2  1) per unit of net 
tax revenue 

This assumption implies that (15) now becomes 

(20) C(r) = Σβ^,ΘίΥΎτ) 

and (16) becomes 

(21) G(q,p,tz£) = k2[E¡  (q  pW)X(q) + (ρ  pW)Y(p) 

+ ( p z  w ) Z ( w ) ^ L h ( 0 ] . 
h 
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3. The government's maximization problem 
under various support regimes 

In this section we formulate the government's maximization 
problem in the cases where either: 

(i) lumpsum transfer, 

(ii) subsidy to the primary factors, 

(iii) output subsidies, or 

(iv) market price support 

is the only support instrument available for the government 

The formulation of the government's maximization problem 
under the various regimes is based on the same basic model. 
Only the amount of government expenditure including the 
administrative costs for the support instrument under con
sideration, E, varies between the scenarios. 

(i) Lumpsum transfer 

Tax assumptions 

tP = tc = tz = 0 

L» = ί"(ζ) 

Government's budget constraint 

G%,x) = Τ(τ) + g(E4 - Σ Lh (ζ)) 

This defines 

τ4(ζ) 

The government's maximization problem 

Max NB4 = Σ ßhLh(£)  Σ ßhCh(T4(£)) 

ζ 

(ii) Primary factor subsidy 

Tax assumptions 

ρ = q= pw 

L = 0 

The government's budget constraint 

G\w,r) = Τ(τ) + g(E3 + (w  pz)L) 

This defines 

I3(W) 

The government's maximization problem 

Max NB3(w) = Σ ßhJTh(w)  Σ ßhCh(r3(w)) 
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(iii) Output subsidy, consumer tax 
Tax assumptions 
tz = 0, 
L = 0 
Government's budget constraint 
G2(p,q,T) = Τ(τ) + g(E2 - (q-p*) X(q) + (p - pw) γ(ρ)) 
This defines 
τ2(ς,ρ) 
The government's maximization problem 
Max NB2(p,q) = Σ ßhSh (pq + Σ ßhX[h (ρ)  Σ 
ßhCh(T2(p,q)) 

p.q 

(iv) Market price support 

Tax assumptions 

p = q 
tz = 0 
L = 0 

Government's budget constraint 

G>(pj) = T(T) + g(E'+(qp)Z(p)) 

This defines 

τ»(ρ) 

The government's maximization problem 

Max NB!(p) = Σ ßhSh(p) + Σ ßh;th(p)  Σ p^CC^Íj))) 

Ρ 

4. The choice of the best support instrument 

Having formulated the maximization problem for the differ
ent support regimes to identify the best support instrument 
the optimal level of support for each regime would have to 
be calculated and the level of social welfare compared. This 
is not done here. The formula for the optimal level of support 
is only derived for market price support, but the derivation 
for the other support regime follows the same logic and is 
therefore straightforward. 

5. Derivation of optimal price formulae 

In order to represent that consumer prices and producer 
prices must be equal in the case of price support we substitute 
ρ for q in (16). The government's revenue requirement may 
now be written as 

(23) G = G(p) = g(E + (p  pw)[Y(p)  X(P)]), 

and the government's budget constraint therefore becomes 

(24)b(pj)=T(T)G(p) = 0. 

Using the implicit function theorem and assuming that db/θτ 
ί 0 we can now derive from the government's budget 
constraint the trade-off between the tax level, τ, and the price 
support level, p, 

dx bD G„ 3Z 3T 
(25) — = - ^ - = - ^ = k 2 [ Z + ( p - p W ) _ - ] / _ 

dp b Ττ dq dx 

where Ζ = Y - X is the net export of the agricultural com
modity. 

The government's problem of choosing an optimal support 
price may now be formulated as a maximization problem in 
one variable without constraints. 

(26) Max NB = B(p,p) - C(r(p,p)) 
Ρ 

= Σ ßhSh(p) + Σ ßhph(p)  Σ ßhk10(Yh,T(p,p)). 

The firstorder condition for an optimal support price is 

3NB 36h dx 
(27) =  Σ ßhxh + Σ ßhyh  k , ! ßh =0. 

3p 3τ dq 

Using the definitions of Rx, Ry and RT and reordering we get 

3T dx 
(28)  RXX + RYY  k,RT  ^   = 0. 

3τ dq 

Using (26) we get 

3Z 
(29)  RxX + R Y Y k,k2RT [ Z + (p*_pW) ] = 0 , 

3p 

or after reordering and substituting k for kjk2 

(30) P *  P w 

Y X 
Ry Rx 

Ζ Ζ 

kRT 

1 

 E z 

3Z Ζ 
where Εχ = / — 

3p ρ 
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Model simulations of consequences of reform 

Chapter D 

Model simulations of 
consequences of reform 

with due caution. They provide the means to deduce the 
implication of the assumptions made in a consistent way, 
rather than reliable estimates of the likely results of the 
policy changes considered. 

2. Specification of scenarios 

1. Introduction 

With a view to providing some quantitative assessment of 
the direction and magnitude of changes likely to occur as a 
result of different options for reform of the common agricul
tural policy, a number of the expert papers adopt a modelling 
approach. The following sections describe the main simula
tions which have been carried out. Three scenarios have been 
specified corresponding broadly to a continuation of existing 
policies, the CAP reform agreed in May of 1992 and a 
decoupled variant of the May 1992 reform package. The 
specific assumptions made are presented, together with the 
initial values for the main variables. The results from the 
core reference scenarios are described, in addition to the 
most important problems of interpretation and implementa
tion which have arisen. 

The presentation constitutes a synthesis of simulation results 
produced by the ECAM, the MISS and the RUNS models 
and differ in detail with results by either of these models, as 
presented in the background papers. 

The models differ in their structure and assumptions. The 
ECAM model is a general equilibrium model covering nine 
EC countries. World market prices in this model are specified 
exogenously. The model allows the real income effect of 
policy changes to be modelled and the effect on the EC 
agricultural budget to be calculated in a comprehensive way. 
The MISS model is a partial equilibrium international trade 
model covering the EC, US and the rest of the world. 
The model allows world market prices to be calculated 
endogenously and also allows calculation of the impact on 
the budget expenditures which are directly related to price 
policies. The budget concept is therefore more narrow than 
for the ECAM model. The RUNS model is a multi-country 
general equilibrium model designed in particular to assess 
the effect of agricultural policies on developing countries. 
It allows calculation of world market effects and real 
income effects. 

The models used here represent, as all models, only certain 
aspects of reality. For example, the transaction costs and the 
costs of saving government revenue are not represented in 
the models. The model results should therefore be interpreted 

2.1. The initial situation 

The common base year adopted for all the models is 
the marketing year 1992/93 which, following the usual 
conventions, will be referred to in the text and in the tables 
as 1992. As far as possible, data for production, consumption, 
trade and world market prices have been harmonized. The 
base data incorporate the price changes included in the 
1992/93 price package but do not include the changes to the 
oilseed regime decided in 1991. For the purposes of the 
simulations these changes are deemed to be part of the reform 
package and are, as with all policy changes defined in the 
scenarios, considered implemented, beginning in 1993. 

Commodity balances and nominal rates of protection for the 
main products are shown in Tables 34 and 35 for the base 
year 1992. Table 34 confirms the position of the Community 
as a significant net exporter of grains, dairy products, beef, 
sugar, and pork and poultry and as a significant net importer 
of oilcakes, corn gluten feed, manioc and other grain 
substitutes. Nominal rates of protection (broadly the ratio of 
domestic and world market prices) vary between 1.9 for 
oilseeds and 1.2 for pork and poultry and there is zero 
protection on corn gluten feed. The use of output subsidies 
in the oilseeds sector means that the nominal rate of 
protection measured on the consumption side is close to 1. 

The green ecu switch-over coefficient is assumed in the base 
year to be 1.15. 

2.2. General assumptions 

It has been assumed that constant prices in nominal green 
ecu terms, with a 4-5% inflation and an inflation in the 
country with the strongest currency 1-2% lower due to the 
switch-over mechanism, will result in a 3% price decrease in 
real terms. 

It has in general been assumed that prices of non-agricultural 
intermediate inputs will remain constant in real terms. 

All the three main scenarios consider a unilateral EC policy 
change, therefore no policy reactions by third countries in 

129 



EC agricultural policy for the 21st century 

response has been assumed. The USD/ECU exchange rate is 
also assumed unchanged. 

GNP growth in the EC has been assumed to follow past 
trends. The assumptions for the development of demand for 
agricultural products and for the guidelines for CAP budget 
expenditure are consistent with this assumption. 

Table 34 

Commodity balances, initial values, 1992 
(in million tonnes) 

Grains1 

Oilseeds 
Oilcakes 
Oils 
Corn gluten feed 
Manioc 
Other grain substitutes 
Beef 
Pork and poultry 
Milk 
Sugar 
Other agricultural products 

Production 

163.9 

14.92 

3.9 
1.4 
— 

21.5 
8.1 

25.6 
96.7 
15.9 
73.1 

Feed use 

79.7 

41.4 
— 
9.5 
5.8 

28.3 
— 
— 
— 
— 
— 

Other uses 

49.5 

— 
7.1 
— 
— 
— 
7.2 

24.0 
76.2 
11.1 
84.7 

Net trade 

+ 34.7 

- 26.43 

-3 .2 
-8 .1 
-5 .8 
-6 .8 
+ 0.9 
+ 1.6 

+ 13.3 
+ 4.8 

-11.6 

1 Excluding rice and durum wheal, and without new German Länder. 
: Oilcake equivalent of domestically produced seed, and other vegetable pro;cins. 
3 Net import of oilcake + net import of oilcake equivalent of net import of oilseeds. 
Source: MISS model. 

Table 35 

Nominal rates of protection 
(no protection = 1.00) 

Initial values 1992 

Grains 
Oilseeds 
Oilcakes 
Oils 
Corn gluten feed 
Manioc 
Other grain substitutes 
Beef 
Pork and poultry 
Milk 
Sugar 
Other agricultural products 

Output 

1.68 
1.93 
1.00 
1.10 
1.00 
1.00 
1.25 
1.53 
1.20 
2.03 
2.18 
1.20 

Input, 
consumption 

1.68 
1.00 
1.00 
1.00 
1.00 
1.531 

1.25 
1.49 
1.20 
1.94 
2.18 
1.10 

2.3. Scenario 1: A continuation of pre-reform 
policies 

Purpose of the scenario 

This scenario has been formulated in order to assess the 
impact of a continuation of policies pursued during the 
1980s. It serves as a benchmark against which the results of 
the reform scenarios are assessed. 

Domestic price assumptions 

The continuation of pre-reform policies is represented princi
pally by an extrapolation, over the period 1993 to 2001, of 
the changes in producer prices observed during the 1980s. 
These price changes are presented in Table 36 for the main 
commodities. They do not incorporate the effect on prices of 
the stabiliser mechanism introduced in 1988 in the cereals 
and oilseeds sectors. To do this would result in significantly 
deeper price cuts. The price assumptions presented in 
Table 36 and all other price changes reported in this chapter 
are in real terms. With an assumed annual rate of inflation in 
the green ecu of 3% (see above) this implies no change in 
nominal green ecu prices for grains with small nominal price 
increases for all other commodities. 

Table 36 
Assumed real price changes, Scenario 1 
(in annual percentage rates of change) 

Domestic 
production prices 

World prices 

1992^001 

Grains 
Oilseeds 
Oilcake 
Oils 
Corn gluten feed 
Manioc 
Other grain substitutes 
Beef 
Pork and poultry 
Milk 
Sugar 
Other agricultural products 

-3 .0 
-2 .5 
-0 .9 
-0 .9 
- 1.5 

n.a. 
-1 .5 
-2 .0 
-2.71 
-1 .5 
-1 .0 
-1 .0 

-0 .5 
-0 .9 
-0 .9 
-0 .9 
-1 .5 

0.0 
-1 .5 
-0 .5 (+.8)2 

-0 .5 
-0 .5 
-0 .5 (+.5)2 
-0 .5 

1 Tariff equivalent of VER + ordinary tariff. 
Source: MISS model, 

1 The prices of pork, poultry and eggs are calculated endogenously. 
2 Figures in parenthesis indicate assumptions in MISS model. 
Source: MISS model. 
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Quotas, other assumptions Domestic price assumptions 

A number of other assumptions have been specified in 
Scenario 1. All policy parameters other than support prices 
are held at their post 1992/93 price package levels. This 
implies unchanged levels of coresponsibility levies and 
unchanged quotas for milk and sugar. Voluntary set-aside is 
assumed to continue. 

World market prices 

The models have been calibrated according to exogenous 
world price assumptions for the purposes of Scenario 1. The 
assumed world price changes are also set out in Table 36. It 
is assumed that real prices of most commodities will fall by 
about 0.5% per annum with oilseeds and carbohydrates 
falling at slightly faster rates of 0.9 and 1.5% respectively. 

The price assumptions contrast with the evolution during the 
1980s where EC prices decreased by nearly 4% per year and 
world market prices by more than 6%. There is a considerable 
uncertainty above this evolution of world price changes over 
the period examined. However, it is generally thought 
unlikely that this trend will continue. The end of the green 
revolution, rising meat consumption, continuing problems of 
soil deterioration in the developing world are all factors 
which should allow world prices towards the end of the 
century to firm somewhat compared to the 1980s. The World 
Bank even projects real increases in world wheat prices and 
smaller increases in coarse grains, sugar and beef with other 
commodities declining only slightly. Given the conceptual 
framework used here, it is furthermore reasonable to assume 
that the domestic EC prices in response to the hardening of 
world market prices over the coming years still will decrease 
but at a lower pace than during the period of steep decreases 
in world market prices during the 1980s. 

2.4. Scenario 2: Reform of the CAP. 
The May 1992 reform package 

This scenario corresponds to the actual CAP reform package 
agreed in May 1992. 

An important feature of the scenario is, therefore, the 
introduction of direct payments linked to land use and to 
number of livestock, and a set-aside provision which is 
assumed to result in a 9% reduction of the area of arable land. 

All price changes which form part of the reform package are 
implemented during the three-year period 1993 to 1995. In 
addition to the nominal changes specified in the May 1992 
reform package, all prices are deflated by 3% per annum 
over the period 1992 to 2001 taking into account the effect 
of inflation and the switch-over mechanism. In the case of 
cereals, the reduction is based on the decrease in the target 
price by 45 green ecu per tonne. All CAP prices specified in 
the context of the reform package are expressed in green ecu 
and have been converted to market ecu using a conversion 
factor of 1.15. The resulting price assumptions, expressed as 
average annual rates of change in real prices over the 
subperiod 1992/95 are presented in the first column of Table 
37. The price decline indicated for oilseeds reflects the 
assumption that the changes in the oilseed regime decided in 
1991 are an integral part of the reform. Oilseed prices are 
reduced to world price levels throughout the period of the 
reform and full compensation is granted. A 2.5% decrease in 
the intervention price of butter in each of the years 1993 and 
1994 is expressed as a 1.3% decline in the nominal producer 
price of milk. All coresponsibility levies are eliminated. 
After the reform period, from 1996 and up until the year 
2001, it is assumed that price changes for oilseeds and 
carbohydrates will follow the world market price while for 
other commodities prices will fall at the same rate as in 
Scenario 1. 

Table 37 

Assumed real domestic price changes, Scenarios 2 and 3 
(in annual percentage rates of change) 

Grains 
Oilseeds 
Oilcakes 
Oils 
Corn gluten feed 
Manioc 
Other grain substitutes 
Beef 
Pork and poultry 
Milk 
Sugar 
Other agricultural products 

1992/95 

-11.0 
-16.0 
-0.91 
-O.91 
-I .51 
-I .51 
-I .51 
-7 .0 

2 

-3 .9 
-1 .0 

— 

1995/98 

-3.0 
-2 .5 
-O.91 
-O.91 
-I.51 
-I .51 
-I .51 
-2 .0 

2 

-1 .5 
-1.0 

— 

1998/2001 

-3.0 
-2 .5 
-O.91 
-O.91 
-I .51 
-I .51 
-I .51 
-2 .0 

2 

-1 .5 
-1 .0 

— 

1992/2001 

-5 .7 
-7.0 
-0 .9 
-0 .9 
-1.5 
-1 .5 
-1 .5 
-3 .7 

2 

-2 .3 
-1 .0 

— 

1 Follows the world market price. Price changes in ECAM model, endogenously in 
MISS model. 

2 These prices are determined endogenously. 
Source: MISS model. 
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World price changes Direct payments to producers 

In Scenario 2 world price changes are calculated endoge
nously. 

Other assumptions 

Quota changes are those incorporated in the May 1992 
reform package. Milk quotas are reduced by 2% over the 
period 1992/95. There is no change in sugar quota. Voluntary 
set-aside is assumed to continue at the same level as in 
Scenario 1. It is assumed that some land will be withdrawn 
from arable cultivation and will become permanent grassland. 
The yields of cereals and oilseeds decline relative to Scenario 
1 due to reduced inputs of labour and capital, but still 
increase compared to the base year. Beef yields are also 
assumed to decline reflecting the extensification requirement 
for eligibility for direct payments in that sector. Assumptions 
to this effect are made by changing parameters in the models. 

Direct payments to producers are provided during the reform 
period at the same level as provided for under the May 1992 
reform package. These payments are kept constant in real 
terms but will, however, be made available only to those 
engaged in agriculture in 1993 on the basis of some historical 
criterion which the recipients are unable to influence. Pay
ments, therefore, are not dependent on the recipient re
maining in agriculture. Payments may not be inherited and 
are therefore reduced according to the mortality rates of the 
original recipient population. On this basis it has been 
estimated that total payments will decline at an average 
annual rate of 1.6% over the period 1996 to 2001. 

3. The effect on prices and quantities 

3.1. Continuation of pre-reform policies. 
The results of Scenario 1 

Direct payments to producers 

Direct payments to producers are provided during the reform 
period by ECU 11.5 billion, 13.75 billion and 16 billion in 
1993, 1994 and 1995 respectively and maintained constant 
in real terms during the period 1996-2001. These payments 
are assumed not be be decoupled from production. 

Prices and nominal rates of protection 

Domestic and world market prices have, as mentioned above, 
been set exogenously for virtually all commodities and it is 
these assumptions which determine the evolution of nominal 
rates of protection. As domestic prices fall more rapidly than 
world market prices, rates of protection decline. The rates 
prevailing by the end of the simulation period are presented 
in Table 38. 

2.5. Scenario 3: Further reform of the CAP. 
Decoupled compensation 

Purpose of the scenario 

The intention in defining this scenario has not been to define 
an optimum reform programme, but a move in a desirable 
direction in comparison with past policies which at the same 
time could easily be compared with the May 1992 reform 
package. Attention has also been paid to the definition of a 
reform scenario capable of being implemented within the 
model structures available to ease interpretation. Most of the 
features of the reference scenario for reform of the CAP 
correspond to the terms of the reform actually agreed in May 
1992. This is the case for the price elements of the reform 
package, both the level of price changes and the timing 
around ECU 2 000 million. The US has an interest in CAP 
compensation to be offered. The major differences are that 
compensation is entirely decoupled and that it is not assumed 
that there will be any commitment to set-aside. 

Table 38 
Nominal rates of protection, Scenario 1 
(no protection = 1.00, annual percentage rates of change) 

Grains 
Oilseeds 
Oilcakes 
Oils 
Corn gluten feed 
Manioc 
Other grain substitutes 
Beef 
Pork and poultry 
Milk 
Sugar 
Other agricultural products 

1992 

1.68 
1.93 
1.00 
1.10 
1.00 
1.53 
1.25 
1.53 
1.20 
2.03 
2.18 

2001 

1.36 
1.68 
1.00 
1.00 
1.00 
1.00 
1.00 
1.18 
1.00 
1.88 
1.89 

1992/2001 

-2 .3 
-1 .5 

0.0 
- 1.1 

0.0 
-4 .6 
-2.4 
-2 .8 
-2.0 
-0 .8 
- 1.6 

Source : MISS model. 
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Commodity balances 

The most consistent trend to emerge from the simulations of a 
continuation of pre-reform policies is a continuing significant 
expansion in production in virtually all commodities except 
those constrained by quotas. Table 39 illustrates this out
come. Production growth is most marked in the grain sector 
with an average annual increase of around 2%, in oilseeds 
with around 3% and in pork and poultry with 2-3% depending 
on the assumption made concerning the potential for export 
growth. 

The use of domestically-produced feed expands significantly. 
The 1980s were characterized by a substantial shift from 
grains to oilcakes and grain substitutes. This trend does not 
continue in the base-run scenario. This is due to the assumed 
evolution of the grain prices. EC grain prices decrease by 3% 
per year whereas the world price of oilcakes decrease at a 
substantially lower rate of 0.9% per year. 

Final consumption changes little over the period although 
established trends away from dairy products, beef and sugar 
and towards pork and poultry are confirmed. The impact 
on trade is that the Community increases exports of all 
commodities for which it was already a net exporter in 1992 
and increases net imports for all commodities for which it 
was a net importer. Grain exports expand at an average 
annual rate of about 7% to double by the end of the simulation 
period compared with the 1992 level. Pork and poultry 
exports almost treble and beef exports double to almost 
1.5 million tonnes as domestic consumption falls and produc
tion increases. Imports of all non-grain feeds increase 
significantly except those of manioc, which are constrained 
by a voluntary export restraint. 

3.2. Reform of the CAP. 
The May 1992 reform package. 
The results of Scenario 2 

Prices and nominal rates of protection 

Domestic prices reflect the terms of the May 1992 reform of 
the CAP and are presented in Table 37. Steep price reduc
tions, (16% per annum for oilseeds, 11% for grains, 7% for 
beef and smaller reductions for other commodities) are 
implemented during a three-year period beginning in 1993. 
The direct payments to compensate for the price decreases, 
which in this scenario are not entirely decoupled, are assumed 
to have a positive effect on supply. 

Table 39 
Commodity balances, Scenario 1 
(in million tonnes, annual percentage rates of change) 

Production 

Grains 
Oilseeds 
Oilcakes 
Oils 
Other grain substitutes 
Beef 
Pork and poultry 
Milk 
Sugar 
Other agricultural products 

Feed use 

Grains 
Oilcakes 
Corn gluten feed 
Manioc 
Other grain substitutes 

Other uses 

Grains 
Oils 
Beef 
Pork and poultry 
Milk 
Sugar 
Other agricultural products 

Net trade 

Grains (E) 
Oilseeds 
Oilcakes (I) 
Oils (I) 
Corn gluten feed (I) 
Manioc (I) 
Other grain substitutes (I) 
Beef (E) 
Pork and poultry (E) 
Milk (E) 
Sugar (E) 
Other agricultural products 

1 Not defined (switch from import to 
Source: MISS model. 

1992 

163.9 

14.9 
3.9 

21.5 
8.1 

25.6 
96.7 
15.9 

79.7 
41.4 

9.5 
5.8 

28.3 

49.5 
7.1 
7.2 

24.0 
76.2 
11.1 

+ 34.7 

-26.4 
-3 .2 
-8 .1 
-5 .8 
-6 .8 
+ 0.9 
+ 1.6 

+ 13.3 
+ 4.8 

export) see Table 34. 

2U01 

194.5 

18.9 

8.2 
31.9 
96.7 
15.9 

85.9 
42.0 
12.2 
5.8 

32.7 

47.4 
6.4 
6.6 

26.2 
75.6 
10.4 

+ 61.1 

-23.1 

- 10.8 
-5.8 
+ 1.1 
+ 1.5 
+ 5.7 

+ 13.9 
+ 5.5 

1992/2001 
% 

1.9 

2.7 

0.1 
2.2 
0.0 
0.0 

0.8 
0.2 
2.8 
0.0 
1.6 

-0 .5 
-1 .1 
-1 .0 

1.0 
-0 .1 
-0.7 

6.5 

-1 .5 

+ 3.2 
0.0 
1 

5.8 
15.2 
0.5 
1.5 
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After the end of the reform period, prices continue to decline 
at the same rate as assumed in Scenario 1. Overall, the total 
price decrease over the simulation period up to 2001 is 
significantly greater than in Scenario 1. Some domestic 
prices are determined endogenously by the models. This is 
the case for pork and poultry whose prices generally follow 
the trend in domestic prices of feed and for oilseed prices 
which follow world market prices. In the ECAM model, pork 
and poultry exports have been assumed constant and the 
evolution of domestic prices is therefore entirely determined 
by domestic supply and demand conditions. In the MISS 
model, the export is endogenous and domestic prices there
fore follow world market prices in the post-reform period. 

Nominal rates of protection fall, in general, as domestic 
prices fall throughout the entire period and world prices 
either increase or decrease more slowly than domestic prices. 
The results are presented in Table 41. During or shortly after 
the initial reform period, the price gap is eliminated for 
grains, oilseeds, beef, pork and poultry and this situation is 
maintained up to the end of the period. Even in those sectors 
which are constrained by quotas and in which relatively 
small price cuts have been implemented (milk and sugar), 
world market prices fall more slowly and the nominal rates 
of protection fall somewhat. 

The outcome of this scenario in terms of changes in world 
prices is determined essentially by changes in the level of the 
Community's net exports. Interesting differences emerge 
between subperiods. (See Table 40) The reform period itself 
is characterized by a strengthening in world markets as prices 
for some commodities increase (grains, beef, milk, sugar), 
while the rate of decline is reduced for most other commodi
ties (pork and poultry and non-grain feeds). However, in 
subsequent years, a downward trend is re-established for all 
commodities except beef and sugar. World market prices 
increase or decrease more slowly in the reform period than 
under continuation of existing policies. 

Table 40 

World market prices, Scenario 2 
(in annual percentage rates of change) 

1992/95 1995/98 1998/2001 1992/2001 

Grains 
Oilseeds 
Oilcakes 
Oils 
Corn gluten feed 
Manioc 
Other grain substitutes 
Beef 
Pork and poultry 
Milk 
Sugar 
Other agricultural products 

1.0 
— 

-1 .8 
-0 .2 
-5 .9 

0.1 
-1 .2 

2.7 
-0 .3 

0.2 
0.5 
0.1 

-0 .3 
— 

-0 .8 
-1 .0 
-1 .3 

0.2 
-1 .3 

0.8 
-1 .1 
-0 .7 

0.5 
0.2 

-0 .5 
— 

-1 .0 
-1 .2 
-0 .5 

0.3 
-0 .8 

0.6 
-0 .9 
-0 .7 

0.5 
0.3 

0.0 
— 

-1 .2 
-0 .8 
-2 .6 

0.2 
-1 .1 

1.3 
-0.7 
-0 .4 

0.5 
0.2 

Table 41 

Nominal rates of protection, Scenario 2 
(no protection = 1.00, annual percentage rates of change) 

199S 

Other agricultural products 

Source: MISS model. 

1992/ 
2001 

96 

Grains 
Oilseeds 
Oilcakes 
Oils 
Corn gluten feed 
Manioc 
Other grain substitutes 
Beef 
Pork and poultry 
Milk 
Sugar 

1.68 
1.93 
1.00 
1.00 
1.00 

1.53 
1.20 
2.03 
2.18 

1.09 
1.00 
1.00 
1.00 
1.00 

1.08 
1.00 
1.81 
2.08 

1.00 
1.00 
1.00 
1.00 
1.00 

1.00 
1.00 
1.77 
1.98 

1.00 
1.00 
1.00 
1.00 
1.00 

1.00 
1.00 
1.72 
1.89 

-5 .6 
-7 .0 

0.0 
0.0 
0.0 

-4 .6 
-2 .0 
-1 .8 
-1 .6 

Source: MISS model. 

Commodity balances 

The main results are presented in Tables 42, 43 and 44 
which present the changes in production, consumption and 
trade in absolute terms, in terms of average annual rates of 
change by subperiod and by comparison with the first 
scenario, respectively. 
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Table 42 Table 43 

Commodity balances, Scenario 2 
(in million tonnes) 

Commodity balances, Scenario 2 
(in annual percentage rates of change) 

Production 

Grains 
Oilseeds 
Oilcakes 
Oils 
Other grain substitutes 
Beef 
Pork and poultry 
Milk 
Sugar 
Other agricultural products 

Feed use 

Grains 
Oilcakes 
Corn gluten feed 
Manioc 
Other grain substitutes 

Other uses 

Grains 
Oils 
Beef 
Pork and poultry 
Milk 
Sugar 
Other agricultural products 

Net trade 

Grains 
Oilseeds 
Oilcakes 
Oils 
Corn gluten feed 
Manioc 
Other grain substitutes 
Beef 
Pork and poultry 
Milk 
Sugar 
Other agricultural products 

NB: Sec notes in Table 34. 
Source: MISS model. 

1992 

163.9 

14.9 
— 

21.5 
8.1 

25.6 
96.7 
15.9 

— 

79.7 
41.4 

9.5 
5,8 

28.3 

49.5 
7.1 
7.2 

24.0 
76.2 
11.0 

— 

+ 34.7 
— 

-26.4 

-8 .1 
-5 .8 
-6 .8 
+ 0.9 
+ 1.6 

+ 13.3 
+ 4.8 

1995 

152.4 

14.0 
— 
— 
7.9 

27.9 
94.7 
15.9 

— 

87.1 
37.3 
10.0 
5.9 

29.5 

52.7 
7.0 
7.5 

25.5 
76.2 
10.8 

— 

+ 12.5 
— 

-23.2 

-8 .4 
-5 .9 
-4 .9 
+ 0.3 
+ 2.3 

+ 11.3 
+ 5.1 

1998 

155.6 

14.5 
— 
— 
7.9 

31.0 
94.7 
15.9 

— 

91.5 
38.1 
10.6 
6.0 

31.2 

52.0 
6.7 
7.3 

26.3 
76.1 
10.6 

— 

+ 12.1 
— 

-23.6 

-9 .3 
-6 .0 
-2 .6 
+ 0.5 
+ 4.0 

+ 11.5 
+ 5.3 

2001 

158.4 

16.1 
— 
— 
7.9 

34.0 
94.7 
15.9 

— 

92.9 
39.7 
11.8 
6.4 

33.6 

50.8 
6.5 
7.0 

27.1 
76.0 
10.4 

— 

+ 14.7 
— 

-23.6 

-10.4 
-6 .4 
-0 .3 
+ 0.8 
+ 7.0 

+ 11.6 
+ 5.5 

Production 

Grains 
Oilseeds 
Oilcakes 
Oils 
Beef 
Pork and poultry 
Milk 
Sugar 
Other agricultural products 

Feed use 

Grains 
Oilcakes 
Corn gluten feed 
Manioc 
Other grain substitutes 

Other uses 

Grains 
Oils 
Beef 
Pork and poultry 
Milk 
Sugar 
Other agricultural products 

Net trade 

Grains (E) 
Oilseeds 
Oilcakes (I) 
Oils 
Corn gluten feed (I) 
Manioc (I) 
Other grain substitutes (I) 
Beef(E) 
Pork and poultry (E) 
Milk (E) 
Sugar(E) 
Other agricultural products 

NB: See notes in Table 34. 
Source: MISS model. 

1992,1995 

-2.4 

-2 .1 
— 

-0 .8 
+ 2.9 
-0 .7 

0 
— 

+ 3.0 
-3 .4 
+ 1.7 
+ 0.6 
+ 1.4 

+ 2.1 
-0 .5 
+ 1.4 
+ 2.0 

0 
-0 .9 

— 

-28.8 

+ 4.2 

-1 .2 
-0 .6 

+ 10.3 
-30.6 
+ 12.9 

-5 .3 
+ 2.0 

1995/1998 

+ 0.7 

+ 1.2 
— 
0 

+ 3.6 
0 
0 
— 

+ 1.7 
+ 0.7 
+ 2.0 
+ 0.6 
+ 1.9 

-0.4 
-1.4 
-1.0 
+ 1.0 

0 
-0 .6 

— 

-1.0 

-0 .6 

-3.4 
-0 .6 

+ 19.0 
+ 18.6 
+ 20.2 
+ 0.6 
+ 1.3 

1998/2001 

+ 0.6 

+ 3.6 
— 
0 

+ 3.1 
0 
0 
— 

+ 0.5 
+ 1.4 
+ 3.6 
+ 2.1 
+ 2.5 

-0 .8 
-1 .0 
-1.4 
+ 1.0 
-0 .1 
-0 .6 

— 

+ 6.7 

0 

-3 .8 
-2 .1 

+ 51.3 
+ 17.0 
+ 20.5 
+ 0.3 
+ 1.2 

1992/2001 

-0.4 

+ 0.9 
— 

-0 .3 
+ 3.2 
-0 .2 

0 
— 

+ 1.7 
-1.4 
+ 2.4 
+ 1.1 
+ 1.9 

+ 0.3 
-1 .0 
-0 .3 
+ 1.4 
- 0 
-0.7 

— 

+ 9.1 

+ 1.2 

-2 .8 
-1 .1 

+ 29.3 
-1 .3 

+ 17.8 
-1 .5 
+ 1.5 
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Table 44 

Commodity balances, Scenario 2 
(in percentage of Scenario 1) 

Production 
Grains 
Oilseeds 
Oilcakes 
Oils 
Other grain substitutes 
Beef 
Pork and poultry 
Milk 
Sugar 
Other agricultural products 
Feed use 
Grains 
Oilcakes 
Corn gluten feed 
Manioc 
Other grain substitutes 
Other uses 
Grains 
Oils 
Beef 
Pork and poultry 
Milk 
Sugar 
Other agricultural products 
Net trade 
Grains 
Oilseeds 
Oilcakes 
Oils 
Corn gluten feed 
Manioc 
Other grain substitutes 
Beef 
Pork and poultry 
Milk 
Sugar 
Other agricultural products 

N.B.: See notes in Table 34. 
Source: MISS model. 

1995 

87.8 

87.0 

97.5 
101.5 
97.9 

100.0 

106.7 
89.9 
97.1 

101.7 
99.7 

108.0 
101.4 
107.1 
103.2 
100.3 
100.0 

29.0 

91.3 

94.4 
101.7 
106.5 
27.3 
82.1 
83.7 

102.0 

1998 

84.7 

82.9 

97.5 
106.5 
97.9 

100.0 

109.3 
91.4 
94.6 

103.4 
100.3 

108.1 
101.5 
107.4 
103.1 
100.4 
100.0 

23.3 

97.1 

94.9 
103.4 
130.0 
38.5 
97.6 
83.9 

101.9 

2001 

81.4 

85.2 

96.3 
106.6 
97.9 

100.0 

108.1 
94.5 
96.7 

110.3 
102.8 

107.2 
101.6 
106.1 
103.4 
100.5 
100.0 

24.1 

102.2 

96.3 
110.3 

-27.3 
533.3 
122.8 
83.5 

100.0 

Production of the main commodities not constrained by 
quota falls during the reform period. The downward pressure 
on production resulting from the statutory 15% set-aside 
requirement (9% effective) is offset somewhat by the produc
tion-enhancing effect of the requirement that the remaining 

arable land (some of which at the cereal price, which in this 
scenario is much lower than in Scenario 1, otherwise would 
have gone out of rotation) must be kept in production in 
order to qualify for compensation. 

One would expect the positive effect on production of 
retaining primary factors in the agricultural sector by the 
compensation scheme to become relatively more important 
than the negative effect of the set-aside provision as time 
goes on and the scope for primary factor adaptation increases. 
This is, however, not fully reflected in the structure of the 
models, and hence neither in the model results. 

Relative prices move in favour of domestically-produced 
grains for animal feed during this initial reform period and 
use of grains for feed increases significantly. Protein cakes 
become much less competitive relative to grains which is 
reflected in large substitution of domestic grains for cakes. 
This contrasts with the results for grain substitutes where the 
price follows the decline in EC grain prices, grain substitutes 
in general being by-products and hence having low supply 
elasticities. As a result, the substitution of grains for grain 
substitutes is much less than in the case of oilcakes. 

Final consumption increases for most products in response 
to price cuts and net exports decline significantly except for 
sugar, where the price has not been reduced, and for pork 
and poultry where net exports increase substantially. 

Following the initial reform period 1993-95, the same trends 
as in Scenario 1 in prices, production, consumption and 
trade re-emerge. The growth in production resumes for all 
commodities which are not constrained by quotas and 
remains particularly strong for pork and poultry. The demand 
grows for all feedstuff ingredients, the use of corn gluten 
feed expands rapidly and the decline in the use of oilcakes 
during the reform period is reversed. Final consumption 
tends, in the post-reform period, to decline slightly for most 
commodities, except pork and poultry. By the end of the 
period, net exports of grains again expand at a rapid rate. Net 
imports of oilcakes are lower than their initial levels, but 
corn gluten feed imports show a strong increase. Beef exports 
again reach the initial levels, having been virtually eliminated 
during the reform period. Dairy exports remain at the 
1995 levels, whereas pork and poultry exports continue to 
grow rapidly. 

These differences in the outcome between the reform period 
and the post-reform period suggest that the reform will be 
quite effective in curbing production and hence export 
growth initially, but if not sustained will not in the subsequent 
period be able to offset the impact of continuing technological 
progress, despite the fact that the growth in production due 
to technological progress has been assumed to have been 
reduced due to the sharp reduction in prices. 
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The main difference between the outcomes in Scenarios 1 
and 2 occurs in the period of the reform itself, reflecting the 
incidence of the price reductions. 

That the primary factors adjust only gradually to the sharp 
reduction in product prices during the reform period has not 
been taken into account in the model simulations. The results 
may therefore overestimate the effects during the reform 
period and underestimate the effects in the following period. 

Nominal rates of protection fall, in general, as domestic 
prices fall throughout the entire period and world prices 
either increase or decrease more slowly than domestic 
prices. The results are presented in Table 46. As in the 
CAP reform scenario, the world/domestic price gap is 
eliminated for grains, oilseeds, beef, pork and poultry 
after 1996. 

3.3. Reform of the CAP. 
Decoupled compensation. 
The results of Scenario 3 

The reform implemented in this scenario contains many of 
the elements of the reform agreed in May of 1992. The main 
additional feature of this scenario is that the compensation 
granted is decoupled and not contingent on land being 
set aside. 

Table 46 
Nominal rates of protection, Scenario 3 
(no protection = 1.00, annual percentage rates of change) 

1995 1998 2001 1992/ 
2001 

Prices and nominal rates of protection 

The evolution in domestic prices is similar to that in 
Scenario 2 as presented in Table 37. The evolution of world 
market prices is shown in Table 45. As in the CAP reform 
scenario, the decoupled run has a significant impact on world 
prices with noticeable differences between the first subperiod 
when price changes are implemented and the two following 
subperiods. 

Table 45 
World market prices, Scenario 3 
(in annual percentage rates of change) 

1992/95 1995/98 1998/2001 1992/2001 

Grains 
Oilseeds 
Oilcakes 
Oil 
Corn gluten feed 
Manioc 
Other grain substitutes 
Beef 
Pork and poultry 
Milk 
Sugar 
Other agricultural products 

1.7 
— 

-0 .9 
0.6 

-6 .4 
0.2 

-1 .9 
3.1 

-0 .4 
0.3 
0.5 
0.0 

-0 .5 
— 

-0 .8 
-1 .0 
-1 .3 

0.2 
-1 .3 
-0 .7 
- 1.1 
-0 .8 

0.5 
0.2 

-0 .8 
— 

-0 .5 
-1 .0 
-0 .2 

0.3 
-0 .6 

0.2 
-0 .8 
-0 .7 

0.5 
0.3 

0.1 
— 

-0 .7 
-0 .5 
-2 .6 

0.2 
-1 .3 

1.3 
-0 .8 
-0.4 

0.5 
0.2 

Grains 
Oilseeds 
Oil 
Oilcakes 
Corn gluten feed 
Manioc 
Other grain substitutes 
Beef 
Pork and poultry 
Milk 
Sugar 
Other agricultural products 

1.68 1.08 1.00 1.00 -5.6 
1.93 1.00 1.00 1.00 -7.0 

1.00 1.00 1.00 1.00 0.0 

1.53 1.08 1.00 1.00 -4.6 
1.20 1.00 1.00 1.00 -2.0 
2.03 1.80 1.76 1.72 -1.8 
2.18 2.08 1.98 1.89 -1.6 

Source: MISS model. 

Source: MISS model. 

Commodity balances 

The decoupled nature of the reform implemented in this 
scenario is such that the prices determining production, 
intermediate and final consumption fall significantly. The 
main difference between the outcomes in Scenarios 1 and 
3 occurs in the period of the reform itself, reflecting the 
incidence of the price reductions. The main results are 
presented in Tables 47, 48 and 49 which present the 
changes in production, consumption and trade in absolute 
terms, in terms of average annual rates of change by 
subperiod and by comparison with the first scenario 
respectively. 
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Table 47 

Commodity balances, Scenario 3 
(in million tonnes) 

Production 

Grains 
Oilseeds 
Oilcakes 
Oils 
Other grain substitutes 
Beef 
Pork and poultry 
Milk 
Sugar 
Other agricultural products 

Feed use 

Grains 
Oilcakes 
Corn gluten feed 
Manioc 
Other grain subsitutes 

Other uses 

Grains 
Oils 
Beef 
Pork and poultry 
Milk 
Sugar 
Other agricultural products 

Net trade 

Grains 
Oilseeds 
Oilcakes 
Oils 
Corn gluten feed 
Manioc 
Other grain substitutes 
Beef 
Pork and poultry 
Milk 
Sugar 
Other agricultural products 

NB: Sec notes in Table 34. 
Source: MISS model. 

1992 

163.9 
— 

14.9 
— 
— 
8.1 

25.6 
96.7 
15.9 

— 

79.7 
41.4 

9.5 
5.8 

28.3 

49.5 
7.1 
7.2 

24.0 
76.2 
11.0 

— 

+ 34.7 
— 

-26.4 
— 

-8 .1 
-5 .8 
-6 .8 
+ 0.9 
+ 1.6 

+ 13.3 
+ 4.8 

1995 

140.2 
— 

10.3 
— 
— 
7.7 

28.4 
94.7 
15.9 

— 

86.6 
36.2 
9.7 
5.9 

29.4 

52.7 
6.9 
7.5 

25.6 
76.3 
10.8 

— 

+ 0.9 
— 

-25.9 
— 

-8 .3 
-6 .0 
-4 .2 
+ 0.2 
+ 2.8 

+ 11.3 
+ 5.1 

1998 

143.2 
— 

11.2 
— 
— 
7.7 

31.6 
94.7 
15.9 

— 

90.8 
37.0 
10.6 
6.1 

31.2 

51.9 
6.6 
7.3 

26.3 
76.2 
10.6 

— 

+ 0.5 
— 

-25.8 
— 

-9 .2 
-6 .1 
-2 .0 
+ 0.4 
+ 5.3 

+ 11.4 
+ 5.3 

2001 

151.9 
— 

12.0 
— 
— 
7.9 

34.5 
94.7 
15.9 

— 

93.2 
38.5 
11.7 
6.4 

33.7 

50.9 
6.4 
7.0 

27.0 
76.1 
10.4 

— 

+ 7.8 
— 

-26.5 
— 

-10.3 
-6 .4 
+ 0.2 
+ 0.9 
+ 7.4 

+ 11.5 
+ 5.5 

~ 
-

Table 48 

Commodity balances, Scenario 3 
(in annual percentage rates of change) 

Production 

Grains 
Oilseeds 
Oilcakes 
Oils 
Other grain substitutes 
Beef 
Pork and poultry 
Milk 
Sugar 
Other agricultural products 

Feed use 

Grains 
Oilcakes 
Corn gluten feed 
Manioc 
Other grain substitutes 

Other uses 

Grains 
Oils 
Beef 
Pork and poultry 
Milk 
Sugar 
Other agricultural products 

Net trade 

Grains (E) 
Oilseeds 
Oilcakes (I) 
Oils 
Corn gluten feed (I) 
Manioc (I) 
Other grain substitutes (I) 
Beef(E) 
Pork and poultry (E) 
Milk (E) 
Sugar (E) 
Other agricultural products 

1 Not defined (switch from import to 
Source: MISS model. 

1992/1995 

-5 .1 
— 

-11.6 
— 
— 

-1 .6 
+ 3.5 
-0 .7 

0.0 
— 

+ 2.8 
-4 .4 
+ 0.7 
+ 0.6 
+ 1.3 

+ 2.1 
-1 .0 
+ 1.4 
+ 2.2 
+ 0.0 
-0 .9 

— 

-70.4 
— 

-0 .6 
— 

+ 0.8 
+ 1.1 

-14.8 
-39.4 
+ 20.5 

-5 .3 
+ 2.0 

— 

1995/1998 

+ 0.7 
— 

+ 2.8 
— 
— 

+ 0.0 
+ 3.6 

0.0 
0.0 
— 

+ 1.6 
+ 0.7 
+ 3.0 
+ 1.1 
+ 2.0 

-0 .5 
-1 .5 
-0 .9 
+ 0.9 
-0 .0 
-0 .6 

— 

-17.8 
— 

-0 .1 
— 

+ 3.5 
+ 0.6 

+ 21.2 
+ 25.9 
+ 23.7 
+ 0.3 
+ 1.3 

— 

1998/2001 

+ 2.0 
— 

+ 2.3 
— 
— 

+ 0.9 
+ 3.0 

0.0 
0.0 
— 

+ 0.9 
+ 1.3 
+ 3.4 
+ 1.6 
+ 2.6 

-0 .7 
-1.0 
-1 .4 
+ 0.9 
-0 .0 
-0 .6 

— 

+ 149.9 
— 

+ 0.9 
— 

+ 3.8 
+ 1.6 
1 

+ 31.0 
+ 11.8 

+ 0.3 
+ 1.2 

— 

export). Other notes: sec Table 34. 

1992/2001 

-0.8 
— 

-2.4 
— 
— 

-0 .3 
+ 3.4 
-0 .2 

0.0 
— 

+ 1.8 
-0 .8 
+ 2.3 
+ 1.1 
+ 2.0 

-0 .3 
-1 .2 
-0 .3 
+ 1.3 

0.0 
-0 .7 

— 

+ 15.3 
— 
0.0 
— 

+ 2.7 
+ 1.1 
1 

0.0 
18.6 

-1 .6 
+ 1.5 
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Table 49 

Commodity balances, Scenario 3 
(in percentage of Scenario 1) 

Production 
Grains 
Oilseeds 
Oilcakes 
Oils 
Other grain substitutes 
Beef 
Pork and poultry 
Milk 
Sugar 
Other agricultural products 
Feed use 
Grains 
Oilcakes 
Corn gluten feed 
Manioc 
Other grain substitutes 
Other uses 
Grains 
Oils 
Beef 
Pork and poultry 
Milk 
Sugar 
Other agricultural products 
Net trade 
Grains 
Oilseeds 
Oilcakes 
Oils 
Corn gluten feed 
Manioc 
Other grain substitutes 
Beef 
Pork and poultry 
Milk 
Sugar 
Other agricultural products 

NB: See notes in Table 34. 
Source: MISS model. 

1995 

80.8 

64.0 

95.1 
103.3 
97.9 

100.0 

106.1 
87.2 
94.2 

101.7 
99.3 

108.0 
100.0 
107.1 
103.6 
100.4 
100.0 

2.1 

102.0 

93.3 
103.4 
91.3 
18.2 

100.0 
83.7 

102.0 

1998 

78.0 

64.0 

95.1 
108.6 
97.6 

100.0 

108.5 
88.7 
94.6 

105.2 
100.3 

107.9 
100.0 
107.4 
103.1 
100.5 
100.0 

1.0 

106.2 

93.9 
105.2 
100.0 
30.8 

129.3 
83.2 

101.9 

2001 

78.1 

63.5 

96.3 
108.2 
97.9 

100.0 

108.5 
91.7 
95.9 

110.3 
103.1 

107.4 
100.0 
106.1 
103.1 
100.7 
100.0 

12.8 

114.7 

95.4 
110.3 

18.2 
60.0 

129.8 
82.7 

100.0 

During the reform period, production of grains and oilseeds 
fall at average annual rates of 5 and 12% respectively. Beef 
production also declines as does milk as a direct consequence 
of the imposition of a quota cut. Pork and poultry production 
expand rapidly as a result of falling feedstuff prices and a 

strong substitution effect away from commodities whose 
prices are falling more rapidly. During this period relative 
prices move strongly in favour of grains which increase their 
share of total feed utilization. Use of oilcakes for feed 
actually declines in absolute terms at an average annual rate 
in excess of 4% per annum. The expansion effect from 
increase in meat production is not sufficient to neutralize the 
negative substitution effect. Final consumption of most 
commodities increases in response to the price changes with 
grains, beef, pork and poultry experiencing the largest 
increases. The effect on net exports in this initial period is 
quite dramatic. Large declines occur for those commodities 
such as grains and beef with falling production and rising 
consumption. There is a slight decrease in net imports of 
oilcakes and a big decline in imports of other grain substi
tutes. Net exports of milk fall while there is rapid expansion 
in exports of pork and poultry. 

The EC returns to self-sufficiency for grains in 1996 because 
the price cut has now its full impact on production since the 
decoupled payments do not keep marginal land in production. 
Feed use of grains increases substantially due to a better 
price competitiveness with respect to oilcakes and, to a much 
smaller extent, to grain substitutes. Production of animal 
products is nearly the same in the two reform scenarios. 

As regards the two following subperiods, the global picture 
of the decoupled CAP reform does not differ from the 
one derived from the CAP reform scenario. The price 
assumptions are the same and there is a re-assertion of 
previous trends in production, consumption and trade in the 
post-reform period. 

The effects of CAP reform within 
the EC: comparison of scenarios 

4.1. Comparison of production, consumption and 
trade effects between scenarios 

The major difference between Scenario 1 on the one hand 
and Scenario 2 and 3 on the other hand is illustrated in 
Table 50. The EC achieves through the reform of the CAP 
the rebalancing which has for long been an important 
objective of EC agricultural trade policy, i.e. the equalization 
of the rate of protection for different feed ingredients. This 
is, however, achieved by a decrease in the price of cereals 
rather than an increase in the domestic price of imported 
feedstuff, as had previously been envisaged. For the feed 
utilization the effect is basically the same, whatever way the 
rebalancing is being achieved, whereas the production effects 
naturally are different. In Scenario 2 and 3 there is a 
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significant increase compared with Scenario 1 in the use of 
cereals for feed and a corresponding decrease in the use of 
oilcakes and other imported feedstuff. Cereals and oilseed 
production is significantly lower in Scenario 2 and 3 com
pared with Scenario 1. Also beef production falls signifi
cantly compared to Scenario 1, whereas the increase in the 
production of pork and poultry are almost the same in 
all scenarios. 

scenario than in the decoupled scenario. This reflects that the 
negative effects on production of the set-aside provision in 
the 1992 reform are less important than the positive effects 
on production because the direct payment requires the 
remaining land to be cultivated. The differences in production 
are reflected in smaller grains export and greater oilseed 
import in the decoupled scenario than in the 1992 reform 
scenario.1 

Table 50 

Changes in production, feed use, final consumption and trade 
(in annual rates of change) 

Production 
Grains 
Oilcakes' 
Beef 
Pork and poultry 

Feed use 
Grains 
Oilcakes 
Corn gluten feed 

Other uses 
Grains 
Beef 
Pork and poultry 

Net trade 
Grains (E) 
Oilcakes2 (I) 
Beef(E) 
Pork and poultry (E) 

NB: See notes in Table 34. 
Source: MISS model. 

Scenario 1 

1.9 
2.7 
0.1 
2.2 

0.8 
0.2 
2.8 

- 0 . 5 
- 1 . 0 

1.0 

6.5 
- 1 . 5 

5.8 
15.2 

Scenario 2 

- 0 . 4 
0.9 

- 0 . 3 
3.2 

1.7 
- 1 . 4 

2.4 

0.3 
- 0 . 3 

1.4 

- 9 . 1 
+ 1.2 
- 1 . 3 
17.8 

Scenario 3 

- 0 . 8 
- 2 . 4 
- 0 . 3 

3.4 

1.8 
- 0 . 8 

2.3 

0.3 
- 0 . 3 

1.3 

- 1 5 . 3 
0.0 
0.0 

18.6 

4.2. The effect on the EC budget 

Scenario 1 Continuation of existing policies 

The budgetary consequences of a continuation during the 
1990s of the agricultural policies of the 1980s would, 
according to the model results, have been less dramatic than 
is generally believed. The main explanation of this is that 
world market prices have been assumed to develop during 
the 1990s at a much more favourable rate than was the case 
during the 1980s whereas domestic prices are decreased at 
almost the same rate as in the 1980s. The justification for 
this assumption has been provided above. Despite large 
increases in export for several commodities, the costs in real 
terms of export subsidies therefore decline. This is the 
case for grains, beef, pork and poultry where the nominal 
protection is either sharply reduced or totally eliminated. The 
export subsidies in the milk and sugar sectors are constrained 
by quotas. As a result, the budgetary transfers fall by ECU 
1 500 million from 1992 to 2001.2 

The costs of storage are increased, however, by ECU 1 200 
million. Total EAGGF Guarantee outlays therefore increase 
by around 0.3% a year in real terms for 1992-2001. 

Scenario 2 7992 CAP reform 

The consumption of agricultural products is not much 
different in the three scenarios. The difference in production 
and feed use between Scenario 1 on the one hand and 
Scenario 2 and 3 on the other hand are therefore reflected in 
differences in net trade. The EC cereal net exports are 
significantly reduced in Scenario 2 and 3 compared with 
Scenario 1, whereas import of oilseed remains at roughly the 
same level. 

The price changes are the same in the 1992 reform scenario 
(Scenario 2) and the decoupled scenario (Scenario 3) and 
therefore differ not much with respect to production, con
sumption and trade. However, cereals and oilseed production 
is, according to the MISS model, bigger in the 1992 reform 

The budget transfer payments increase under the 1992 CAP 
reform scenario by around ECU 4 200 million from 1992 to 
2001.3 Exports decrease sharply due to the decrease in beef 
prices and the steep decrease in grain prices, but the 
increase in direct payments is greater than the savings in 
export refunds. 

This contrasts with the results in the ECAM model where cereals and 
oilseed production is higher in the decoupled scenario than in the 1992 
reform scenario. 
The ECAM model projects thai the budgetary transfer will fall by 0.71 
per year and the MISS model by Ύ% a year. 
The annual rates of increase arc 1.8% and Y% according io the ECAM 
and the MISS models, respectively. 
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The cost of storage increases by ECU 750 million. In real 
terms the total EAGGF Guarantee budget increases by around 
ECU 7 000 million, i.e. by 2.3% per year for 1992-2001. 

Scenario 3 Decoupled CAP reform 

The decoupled reform scenario results in an increase in 
budget transfer payments in 2001 of around ECU 1 900 
million compared to 1992,1 which takes into account a 

reduction of user's subsidies by almost ECU 1 300 million. 
Export subsidies decline, but the decline is, as in Scenario 2, 
more than compensated for by the increase in direct pay
ments. 

The storage costs increase according to the ECAM model 
by ECU 1 300 million. The total annual rate of increase 
in EAGGF Guarantee outlays is 1.3% per year for 1992-
2001. 

1 The annual rates of increase are 0.8% and Y% according to the ECAM 
and the MISS models, respectively. 

Table 51A 

FEOGA Guidance budget expenditures 
(in million ECU, 1992 value) 

Scenario 1 

1992 1995 

A. Transfers to producers EUR-12 

of which 

19 091 18 230 17 905 17 552 

refunds on agricultural trade EUR-9 
output subsidies EUR-9 
input subsidies EUR-9 
direct payments EUR-9 
transfers to producers EUR-3 

6 446 
4 238 
2 189 
3 242 
2 976 

6 389 
3 643 
2114 
2 863 
3 221 

5 883 
3 666 
2 112 
2 826 
3 418 

5 300 
3 685 
2123 
2 816 
3 628 

B. Transfers to users EUR-12 2 736 2 715 2 744 2 794 

of which 
consumer subsidies EUR-9 
subsidies to processors EUR-9 
transfers to users EUR-3 

Total: A +Β 

C. Non-transfer expenditure EUR-12 

of which 
interest and storage EUR-9 
stock devaluation EUR-9 
EUR-9 miscelleneous 
non-transfer expenditure EUR-3 

Total : A + Β + C 

Source: ECAM model. 

1600 
730 
406 

21827 

9 829 

3 270 
204 

2 915 
3 440 

1571 
705 
439 

20 945 

10 756 

3 855 
21 

3 156 
3 724 

1574 
704 
466 

20 649 

11335 

4 091 
- 5 6 

3 349 
3 951 

1591 
708 
495 

20 346 

12 214 

3 503 
- 3 6 

3 554 
4193 

31656 31701 31984 32 560 
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Table 51B 

FEOGA Guidance budget expenditures 1992-2001 
(annual rates of change) 

Scenario 1 Scenario 2 Scenario 3 

A. Transfers to producers 

of which 

0.93 

B. Transfers to users 

of which 

0.23 

consumer subsidies EUR-9 - 0.06 
subsidies to processors 
EUR-9 - 0.34 
transfers to users EUR-3 2.23 

Total: A + Β - 0.77 

C. Non-transfer expenditure 
EUR-12 2.44 

of which 

interest and storage EUR-9 3.63 
stock devaluation EUR-9 - 22.3 
EUR-9 miscelleneous 2.23 
non-transfer expenditure 
EUR-3 2.23 

D. Compensation payments ' 

Total: A + Β + D - 0.77 

Total: A + Β + C + D 0.31 

2.19 

0.40 

-0.16 

-0.51 
3.39 

1.98 

2.81 

3.39 

1.98 

2.25 

1 Not defined. 
Source: ECAM model. 

10.2 

refunds on agricultural 
trade EUR-9 
output subsidies EUR-9 
input subsidies EUR-9 
direct payments EUR-9 
transfers to producers 
EUR-3 

-2.14 
-1.51 
-0.34 
-4.61 

2.23 

-8.56 
-1.89 
-0.51 
17.09 

3.39 

-6.60 
-2.37 

-10.8 
1 

1.55 

-7.07 

2.95 
1.55 

-9 .7 

2.15 

3.67 
7.24 
3.39 

4.64 
-26.4 

1.55 

1.55 

ι 

0.92 

1.31 

Table 51C 

FEOGA Guidance budget expenditure in percentage 
of Scenario 1 in 2001 

A. Transfers to producers 
of which 

refunds on agricultural 
trade EUR-9 
output subsidies EUR-9 
input subsidies EUR-9 
direct payments EUR-9 
transfers to producers 
EUR-3 

B. Transfers to users 

Scenario 2 

132 

50 
97 
98 

386 

111 

102 

Scenario 3 

41 

61 
- 0 
30 

1 

94 

51 
of which 

consumer subsidies EUR-9 
subsidies to processors 
EUR-9 
transferts to users EUR-3 

Total: A + Β 

C. Non-transfer expenditure 
EUR-12 

of which 
interest and storage EUR-9 
stock devaluation EUR-9 
EUR-9 miscelleneous 
non-transfer expenditure 
EUR-3 

D. Compensation payments 

Total: A + Β + D 

Total: A + Β + C + D 

1 Not defined. 
Source: ECAM model. 

100 

98 
111 

128 

103 

134 
94 

43 

97 

89 
-90 
111 

111 
1 

128 

119 

102 
15 
94 

94 
1 

116 

109 

Comparison of scenarios 

The budget implication of the three scenarios are rather 
similar. The 1992 CAP reform (Scenario 2) has in 2001 the 
highest budget costs followed by the decoupled CAP reform 
(Scenario 3). The transfer payments in the 1992 CAP 
reform are around ECU 5 700 million higher than under the 
continuation of existing policies (Scenario 1), and around 
ECU 2 300 million higher than in the decoupled CAP reform. 

The export subsidies are ECU 600 million higher in 
Scenario 3 compared with Scenario 2 according to the 
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ECAM1 model. The direct payments are in Scenario 2 
reduced by the green ecu inflation whereas in Scenario 3 
they are reduced by the death rate of farmers. Storage costs 
are ECU 600 million higher in Scenario 3 than in Scenario 2, 
but reduction in user subsidies and in other budget expendi
tures make total EAGGF Guarantee expenditures in Scenario 
3, ECU 3 000 million lower than in Scenario 2. 

The total EAGGF Guarantee expenditures are in all scenarios, 
assuming 2.5% EC GNP growth, within the 1988 guidelines 
and in the case of Scenario 1 comfortably so. 

The 1992 CAP reform and the decoupled CAP reform imply 
a shift of transfers from consumers and other users to 
transfers from taxpayers. It is therefore not surprising that 
these scenarios imply an increase in budget costs. It is, 
maybe, more surprising that the increase in budget costs is 
so relatively small. The reason for this is that the agricultural 
sector is a major user of cereals which have the most severe 
price cut, such that the decrease in grain prices makes it 
possible to reduce the prices for animal products without 
decreasing the income of animal producers. 

4.3. Effects on primary factors use 
and on farm income 

Land use 

Land use is the same under the continuation of existing 
policies (Scenario 1) and under the 1992 CAP reform 
scenario (Scenario 2). Land use is, under these scenarios, 
reduced by around 0.3% a year. Under the decoupled CAP 
reform scenario (Scenario 3), land use is reduced by 0.5% a 
year. This stronger decrease reflects that the reduction of 
land use, under the 1992 reform due to the set-aside 
provisions, will be less than the increase in land use due to 
the fact that direct payments require land to be kept under 
cultivation. The differences in aggregate land use under the 
different scenarios are, however, to some extent misleading 
because the composition of the land will be different. Under 
the 1992 reform, both fertile and less fertile land are retired 
from production due to the set-aside, whereas under the 
decoupled scenario only the less fertile land will be taken out 
of production. 

Employment 

The decrease in employment under the three scenarios mainly 
reflects the reduction of the labour force due to demographic 
factors, i.e. the large percentage of older farmers in the 

agricultural labour force. Employment decreases by 2.6% a 
year in Scenarios 1 and 2. The decrease in Scenario 3 is 
greater, 2.9% a year. This reflects that the use of inputs in 
general under this scenario is reduced compared with the two 
other scenarios. 

Farm income 

The value-added and transfer payments in the agricultural 
sector will decline most in Scenario 1, by 0.7% a year in real 
terms, by 0.4% in Scenario 2 and increase by 0.1% in 
Scenario 3. This corresponds, per person employed, to in
creases of 1.7, 2.2 and 3% a year in Scenario 1, Scenario 2 
and Scenario 3, respectively. Whereas this in the case of 
Scenario 1 represents a decrease of income relative to that in 
other sectors in the economy, assuming a 2.5% GNP growth, 
it is in the case of Scenario 3 likely to represent increase 
above that in other sectors. The fact that the income in 
Scenario 3 is higher than in Scenario 2, the price decrease 
being the same, reflects that the use of resources is more 
efficient in the agricultural sector in Scenario 3 than in 
Scenario 2, and that the direct income payments are greater. 

Table 52 
Agricultural employment and agricultural income — EUR-9 
(in annual rates of change) 

Employment 
Scenario 1 
Scenario 2 
Scenario 3 
Value-added 
Scenario 1 
Scenario 2 
Scenario 3 
Value-added + 
compensation 
Scenario 3 

1992/95 

-2.5 
-2 .6 
-2 .9 

-1 .1 
-0 .6 
-2 .2 

-0 .3 

1995/98 

-2 .6 
-2 .6 
-3 .0 

-0 .9 
0.1 
0.9 

0.5 

1998/2001 

-2 .8 
-2 .7 
-2 .9 

-0 .1 
0.6 
1.1 

0.6 

1992/2001 

-2 .6 
-2 .6 
-2 .9 

-0.7 
0.0 

-0 .1 

0.3 

Source: ECAM model. 

The difference with respect to exports between the ECAM and the MISS 
models has only a marginal impact for the budget projections due to the 
low level of protection which is assumed to prevail for grains by the 
year 2001. 

4.4. Real income effects 
The decrease in prices will reduce distortion costs both for 
consumers and producers. The ECAM model indicates that 
the improvement in aggregate real income in 2001 in 
Scenario 2 and Scenario 3 compared with Scenario 1 is ECU 
5 700 million and ECU 6 800 million respectively. 

These figures do not take into account the costs of adminis
trating the CAP policies nor of tax collection. Taking such 
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costs into account is likely to reduce the aggregate real 
income gains compared to Scenario 1, in particular in the 
case of Scenario 2. The reduction in storage costs which 
is expected due to the simplification of the intervention 
arrangements for cereals is not reflected in the model results. 
Such a reduction would on the other hand increase the 
aggregate real income gain of reform. 

The results are consistent with the expectation on theoretical 
grounds that a switch from market price support to direct 
income payments will increase aggregate real income. The 
real income gains are, however, rather small. 

The RUNS model predicts negative effects on aggregate real 
income. This is not entirely surprising. The CAP reform 
implies a reduction in the level of support in the crop sector 
with a similar reduction in the animal sector, resources are 
different and are therefore stronger from the crop sector to 
use in the animal sector where they have a lower opportunity 
value. This dominates in the RUNS model simulation the 
increase in real income due to resources being shifted out of 
agriculture altogether. 

4.5. Effects on Member States 

The ECAM results suggest that the effect of reform on 
employment and income does not differ significantly between 
Member States. Also the effect on aggregate real income is 
very similar. Only in Ireland are the gains per capita 
significantly greater than in other countries. 

Table 53 

Change in value-added per person employed in agriculture for 
Member States (EUR-9) 
(in annual rates of change) 

Scenario 1 Scenario 2 Scenario 3 

Belgium + Luxembourg 
Denmark 
Germany 
France 
Ireland 
Italy 
Netherlands 
United Kingdom 
EUR-9 

1.2 
3.3 

-0 .1 
2.4 
3.2 
2.8 
1.4 

-0 .0 
1.7 

2.0 
3.3 
0.45 
3.0 
4.3 
2.9 
1.7 
0.7 
2.2 

2.5 
4.8 
1.6 
4.1 
5.3 
3.6 
1.7 
1.6 
3.0 

Table 54 
Direct payments in Scenarios 2 and 3 
for the Member States in 1995 

Source: F.CAM model. 

Belgium + Luxembourg 
share of GNP 
share of value of agricultural production 
share of agricultural value-added 
ECU per person employed in agriculture 

Denmark 
share of GNP 
share of value of agricultural production 
share of agricultural value-added 
ECU per person employed in agriculture 

Germany 
share of GNP 
share of value of agricultural production 
share of agricultural value-added 
ECU per person employed in agriculture 

France 
share of GNP 
share of value of agricultural production 
share of agricultural value-added 
ECU per person employed in agriculture 

Ireland 
share of GNP 
share of value of agricultural production 
share of agricultural value-added 
ECU per person employed in agriculture 

Italy 
share of GNP 
share of value of agricultural production 
share of agricultural value-added 
ECU per person employed in agriculture 

Netherlands 
share of GNP 
share of value of agricultural production 
share of agricultural value-added 
ECU per person employed in agriculture 

United Kingdom 
share of GNP 
share of value of agricultural production 
share of agricultural value-added 
ECU per person employed in agriculture 

EUR-9 
share of GNP 
share of value of agricultural production 
share of agricultural value-added 
ECU per person employed in agriculture 

0.2 
4.5 

10.2 
1320 

0.8 
11.1 
17.4 

3 760 

0.2 
8.7 

17.3 
962 

0.5 
10.7 
24.4 

2 137 

1.5 
12.0 
19.4 

1617 

0.6 
9.6 

15.0 
1017 

0.2 
3.S 
5.7 
808 

0.3 
11.8 
24.2 

2 306 

0.4 
9.5 

17.7 
1424 

Source: ECAM database. 
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5. Effects outside the EC 

5.1. Effect on world market prices 

The 1992 CAP reform has, as expected, a positive impact on 
world market prices for cereals. Prices in 2001 are, in 
Scenario 2, 7.1% higher than in Scenario 1. The effect of the 
1992 CAP reform on the world market price for oilcakes is, 
however, modest. The reason for this is that the decrease in 
domestic production is accompanied by a decrease in feed 
use of a similar amount, leaving net trade at the same level 
as in Scenario 1. The prices of by-products are, on the other 
hand, strongly affected by the reform. World market prices 
for these products fall in line with the fall in the domestic 
EC prices. These products are in general by-products and 
therefore have low supply elasticities. 

The prices for beef and dairy products are higher in Scenario 2 
than in Scenario 1 due to reduced EC export, but are lower for 
pork and poultry as a consequence of expanded EC export. 

The world market prices in Scenario 3 are in general very 
similar to those in Scenario 2. However, cereal prices and in 
particular oilseed prices, are higher than in Scenario 2. The 
reason for this is that the net effect of abolishing the system of 
set-aside and direct payments linked to area use in the MISS 
model decreases production of cereals and oilseeds. The effect 
is particular strong for oilseeds. 

Table 55 

World market price effects 

(in annual rates of change) 

1992/95 1995/98 1998/2001 1992/2001 

Scenario 1 
Grains1 -0 .8 -0 .7 -0 .8 -0 .7 
Oilseeds 
Oilcakes2 - 1.1 - 1.0 - 1.0 -1 .0 
Oils -1 .0 -0 .9 -0 .9 -0 .9 
Corn gluten feed -1 .5 -1 .6 -1 .6 -1 .6 
Manioc 0.0 0.0 0.0 0.0 
Other grain substitutes -1 .6 -1 .6 -1 .6 -1 .6 
Beef 0.8 0.8 0.8 0.8 
Pork and poultry -0 .7 -0 .7 -0 .7 -0 .7 
Milk -0 .7 -0 .7 -0 .7 -0 .7 
Sugar 0.5 -0 .5 0.5 0.5 
Other agricultural products 
Scenario 2 
Grains1 1.0 -0 .3 -0 .5 0.0 
Oilseeds 
Oilcakes2 -1 .8 -0 .8 -1 .0 -1 .2 
Oils -0 .2 -1 .0 -1 .2 -0 .8 
Corn gluten feed -5 .9 -1 .3 -0 .5 -2 .6 

1992/95 1995/98 1998/2001 1992/2001 

Manioc 
Other grain substitutes 
Beef 
Pork and poultry 
Milk 
Sugar 
Other agricultural products 
Scenario 3 
Grains1 

Oilseeds 
Oilcakes2 

Oils 
Corn gluten feed 
Manioc 
Other grain substitutes 
Beef 
Pork and poultry 
Milk 
Sugar 
Other agricultural products 

0.1 
-1 .2 

2.7 
-0 .3 

0.2 
0.5 
0.1 

1.7 

-0 .9 
0.6 

-6 .4 
0.2 

-1 .9 
3.1 

-0 .4 
0.3 
0.5 
0.0 

0.2 
-1 .3 

0.8 
-1 .1 
-0 .7 

0.5 
0.2 

-0 .5 

-0 .8 
-1 .0 
-1 .3 

0.2 
-1 .3 
-0 .7 
-1 .1 
-0 .8 

0.5 
0.2 

0.3 
-0 .8 

0.6 
-0.9 
-0 .7 

0.5 
0.3 

-0 .8 

-0 .5 
-1.0 
-0 .2 

0.3 
-0 .6 

0.2 
-0 .8 
-0 .7 

0.5 
0.3 

0.2 
-1 .1 

1.3 
-0 .7 
-0 .4 

0.5 
0.2 

0.1 

-0 .7 
-0 .5 

2.6 
0.2 
1.3 
1.3 

-0 .8 
-0.4 

0.5 
0.2 

NB: See notes in Table 34. 
Source: MISS model. 

Table 56 
World market price relative to Scenario 1 

1995 1998 2001 

Scenario 2 
Grains1 

Oilseeds 
Oilcakes2 

Oils 
Corn gluten feed 
Manioc 
Other grain substitutes 
Beef 
Pork and poultry 
Milk 
Sugar 
Other agricultural products 
Scenario 3 
Grains1 

Oilseeds 
Oilcakes2 

Oils 
Corn gluten feed 
Manioc 
Other grain substitutes 
Beef 
Pork and poultry 
Milk 
Sugar 
Other agricultural products 

1.053 

0.997 
1.025 
0.857 
1.002 
1.009 
1.055 
1.012 
1.027 
1.000 

1.075 

1.006 
1.047 
0.845 
1.004 
0.988 
1.065 
1.010 
1.031 
1.000 

1.064 

0.984 
1.023 
0.869 
1.006 
1.017 
1.052 
1.000 
1.027 
1.000 

1.083 

1.014 
1.045 
0.852 
1.008 
0.996 
1.062 
0.998 
1.029 
1.000 

1.071 

0.986 
1.014 
0.899 
1.014 
1.043 
1.045 
0.995 
1.027 
1.000 

1.081 

1.030 
1.043 
0.889 
1.016 
1.027 
1.045 
0.994 
1.029 
1.000 

N.B.: Sec notes in Table 34. 
Source: MISS model. 
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5.2. Effect on the United States 

EC agriculture policies affect the US through their effect on 
world market prices, either by changing prices to US farmers 
and consumers or by affecting the US government spending 
on farm programmes. 

Who is affected depends on to what extent US domestic 
policies modify the price signals coming from the world mar
ket, which differs from product to product. Changes in EC 
policies which increase world market prices will, where the 
US is an exporter, as is the case for grains, provide the US with 
a gain in aggregate real income. 

The effect on the US of CAP reform is mainly through the 
increase in the world market price of cereals. Farm income is 
almost unaffected by CAP reform since US farmers under 

the target price programme are assumed to be isolated from 
changes in the world market price for cereals. The US govern
ment budget does, however, benefit from the increase in the 
world market price of grain. Grain subsidies decrease by 
around ECU 2 000 millioon. The US has an interest in CAP 
reform, but the MISS model results suggest that the benefits to 
the US, compared with a continuation of existing policies, are 
relatively modest. 

5.3. Effect on developing countries 

The RUN model simulations show that the 1992 CAP reform 
will decrease the aggregate real income of a number of low-
income developing countries, especially in Africa. The loss is, 
however, relatively small, in the order of 0.3% of GNP. Certain 
food-exporting countries in Latin America and India will ben
efit, together with Australia and New Zealand. 

146 



Model simulations of consequences of reform 

References Keyzer, Μ. Α., Folmer, C, Merbis, M. D., Stolwijk, H. J. J. 
and Veenendaal, P. J. J. 'CAP reform and its differential 

Goldin, I., Van der Mensbrugghe, D. and Cordelia, A. 'The impact on Member States'.1 

consequences of CAP reform for developing countries'.1 

Mahé, L. P. and Guyomard, H. 'EC-US trade relations in 

the context Of the GATT negotiations and Of the reform of ι For,hcoming in 'The economics of the CAP', European Economy, No 5, 
the CAP'.1 1994. 

147 





List of contents of European Economy 

1, November 1978 

2, March 1979 

3, July 1979 

4, November 1979 

5, March 1980 

6, July 1980 

7, November 1980 

8, March 1981 

9, July 1981 

10, November 1981 

11, March 1982 

12, July 1982 

13, September 1982 

14, November 1982 

15, March 1983 

16, July 1983 

• Annual Economic Report 1978-79 

■ Annual Economic Review 1978-79 

■ European Monetary System 

Texts of the European Council of 4 and 

5 December 1978 

■ Short-term economic trends and prospects 

■ The European Monetary System 

Commentary 

Documents 

■ Annual Economic Report 1979-80 

■ Annual Economic Review 1979-80 

■ Short-term economic trends and prospects 

■ Adaptation of working time 

■ Short-term economic trends and prospects 

■ Borrowing and lending instruments looked at in the 

context of the Community's financial instruments 

■ Annual Economic Report 1980-81 

■ Annual Economic Review 1980-81 

■ Economic trends and prospects 

The Community's borrowing and lending operations 

— recent developments 

Fifth medium-term economic policy programme 

The main medium-term issuesfi: an analysis 

■ Annual Economic Report 1981-82 

Annual Economic Review 1981-82 

■ Economic trends and prospects 

Unit labour costs in manufacturing industry and in the 

whole economy 

Documents relating to the European Monetary 

System 

The borrowing and lending activities of the 

Community in 1981 

Annual Economic Report 1982-83 

■ Annual Economic Review 1982-83 

Economic trends and prospects 

Budgetary systems and procedures 

Industrial labour costs 

Greek capital markets 

■ Business investment and the tax and financial 

environment 

Energy and the economy fi: a study of the main 

relationships in the countries of the European 

Community 

■ The foreign trade of the Community, the United 

States and Japan 

149 



17, September 1983 

18, November 1983 

19, March 1984 

20, July 1984 

21, September 1984 

22, November 1984 

23, March 1985 
24, July 1985 

25, September 1985 

26, November 1985 

27, March 1986 

28, May 1986 

29, July 1986 
30, November 1986 
31, March 1987 

32, May 1987 

— The borrowing and lending activities of the 
Community in 1982 

— Annual Economic Report 1983-84 
— Annual Economic Review 1983-84 
— Economic trends and prospects 
— Industrial labour costs 
— Medium-term budget balance and the 

public debt 
— 77ie issue of protectionism 
— Some aspects of industrial productive performance in the 

European Community: an appraisal 
— Profitability, relative factor prices and capital/labour 

substitution in the Community, the United States and 
Japan, 1960-83 

— Convergence and coordination of macroeconomic policies: 
some basic issues 

— Commission report to the Council and to Parliament 
on the borrowing and lending activities of 
the Community in 1983 

— Annual Economic Report 1984-85 
— Annual Economic Review 1984-85 
— Economic trends and prospects 1984-85 
— The borrowing and lending activities 

of the Community in 1984 
— Competitiveness of European industry: 

situation to date 
— The determinants of supply in industry 

in the Community 
— The development of market services 

in the European Community, 
the United States and Japan 

— Technical progress, structural change and employment 
— Annual Economic Report 1985-86 
— Annual Economic Review 1985-86 
— Employment problemsfi: views of businessmen and the 

workforce 
— Compact —A prototype macroeconomic 

model of the European Community 
in the world economy 

— Commission report to the Council and to Parliament 
on the borrowing and lending activities of 
the Community in 1985 

— Annual Economic Review 1986-87 
— Annual Economic Report 1986-87 
— 77ie determinants of investment 
— Estimation and simulation of international trade linkages 

in the Quest model 
— Commission report to the Council and to Parliament on the 

borrowing and lending activities of the Community in 1986 

150 



33, July 1987 

34, November 1987 

35, March 1988 

36, May 1988 

37, July 1988 

38, November 1988 

39, March 1989 

40, May 1989 

41, July 1989 

42, November 1989 

43, March 1990 

44, October 1990 

45, December 1990 

46, December 1990 

47, March 1991 

48, September 1991 

49, 1993 

50, December 1991 

51, 

52, 

53, 

54, 

55, 

56, 

57, 

May 1992 

1993 

1993 

1993 

1993 

1994 

1994 

58,1994 

The economic outlook for 1988 and budgetaiy policy in the 

Member States 

Economic trends in the Community and Member States 

Annual Economic Report 198788 

The economics of 1992 

Creation of a European financial area 

Commission report to the Council and to Parliament on the 

borrowing and lending activities of the Community in 1987 

Annual Economic Report 198889 

International trade of the European Community 

Horizontal mergers and competition policy in the Euro

pean Community 

The borrowing and lending activities of the Community 

in 1988 

Economic convergence in the Community: a greater effort 

is needed 

■ Annual Economic Report 198990 

Economic transformation in Hungary and Poland 

■ One market, one money 

Stabilization, liberalization and devolution 

Annual Economic Report 199091 

■ Developments on the labour market in the Community 

■ Quest —A macroeconomic model for the countries of the 

European Community as part of the world economy 

■ Fair competition in the internal market: Community State 

aid policy 

■ The ecu and its role in the process towards monetary union 

■ Reform issues in the former Soviet Union 

■ Annual Economic Report 199192 

■ The climate challenge: Economic aspects of the Com

munity's strategy for limiting COi emissions 

■ The European Community as a world trade partner 

■ Stable money —sound finances: Community public finance 

in the perspective of EMU 

■ Annual Economic Report for 1993 

■ Broad economic policy guidelines and convergence report 

■ Annual Economic Report for 1994 

■ Competition and Integration —Community merger control 

policy 

■ 1994 Broad economic policy guidelines —Report on the 

implementation of macrofinancial assistance to third 

countries 

151 



Special editions 

Special issue 1979 

Special edition 1990 

Special edition No 1/91 
Special edition No 2/91 
Special edition No 1/92 

Changes in industrial structure in the European 
conomies since the oil crisis 1973-78 
Europe —its capacity to change in question.' 
The impact of the internal market by industrial sector: the 
challenge for the Member States 
The economics of EMU 
The path of reform in Central and Eastern Europe 
The economics of limiting COi emissions 

Reports and studies 

1-1993 
2-1993 
3-1993 

4-1993 
5-1993 
6-1993 
1-1994 

• 77ie economic and financial situation in Italy 
Shaping a market economy legal system 
Market services and European integration: the challenges 
for the 1990s 
The economic and financial situation in Belgium 
The economic of Community public finance (in preparation) 
The economic and financial situation in Denmark 
Applying market principles to government borrowing 
Growth and employment: the scope for a European initiative 

152 







oc 
O 
LI-

ÛC 

LU 

Q 
cc 
o 

(Λ 
+J 
C 

α> 
ε 
,2 
α 
Ω. 
3 

Ο) 
"Ö 
C 
(0 
> 

ε 
ο 
c 
ο 
υ 

LU 

c 
(0 
φ 
α 
ο 
λ_ 

3 
LU 

Η 

ORDER FORM 

European Economy ISSN 0379-0991 Number 
of copies: 

Price annual subscription (2 issues and 3 reports per year): 
ECU 99 

European Economy + Supplements A and Β 

Price combined annual subscription: 

ECU 149 

Name and address: 

Date: Signature: 

ORDER FORM 

Supplements to 'European Economy'. 

Series A — Recent economic trends 
Price annual subscription (11 issues per year) ; 
ECU 41 

Series Β — Economic prospects — business survey 
results 

Price annual subscription (11 issues per year) : 
ECU 41 

Price both supplements: 
ECU 81 

Number 
of copies: 

Name and address: 

Date: Signature: 

ORDER FORM 

European Economy ISSN 03790991 Number 
of copies: 

Price annual subscription (2 issues and 3 reports per year) : 
ECU 99 

European Economy + Supplements A and Β 

Price combined annual subscription: 

ECU 149 

Name and address: 

Date: Signature: 



Office des 
publications officielles 
des Communautés européennes 

L-2985 Luxembourg 

Office des 
publications officielles 
des Commu nautés européennes 

L-2985 Luxembourg 

Office des 
publications officielles 
des Communautés européennes 

L-2985 Luxembourg 



Venta y suscripciones · Salg og abonnement · Verkauf und Abonnement · Πωλήσεις και συνδρομές 
Sales and subscriptions · Vente et abonnements · Vendita e abbonamenti 

Verkoop en abonnementen · Venda e assinaturas 

BELGIQUE/BELGIË IRELAND ICELAND TURKIYE 

Moniteur belge/ 
Belgisch staatsblad 

Rue de Louvain 42 / Leuvenseweg 42 
1000 Bruxelles /1000 Brussel 
Tél. (02) 512 00 26 
Fax (02) 511 01 84 

Jean De Lannoy 

Avenue du Roi 202 / Koningslaan 202 
1060 Bruxelles /1060 Brussel 
Tél. (02) 538 51 69 
Télex 63220 UNBOOK B 
Fax (02) 538 08 41 

Autres distributeurs/ 
Overige verkooppunten: 

Librairie européenne/ 
Europese boekhandel 

Rue de la Loi 244/Wetstraat 244 
1040 Bruxelles /1040 Brussel 
Tél. (02) 231 04 35 
Fax (02) 735 08 60 

Document delivery: 

Credoc 

Rue de la Montagne 34 / Bergstraat 34 
Bte 11 / Bus 11 
1000 Bruxelles /1000 Brussel 
Tél. (02)511 69 41 
Fax (02) 513 31 95 

DANMARK 

J. H. Schultz Information A/S 

Herstedvang 10-12 
2620 Albertslund 
Tlf. 43 63 23 00 
Fax (Sales) 43 63 19 69 
Fax (Management) 43 63 19 49 

DEUTSCHLAND 

Bundesanzeiger Verlag 

Breite Straße 78-80 
Postfach 10 05 34 
50445 Köln 
Tel. (02 21)20 290 
Telex ANZEIGER BONN 8 882 595 
Fax 202 92 78 

GREECE/ΕΛΛΑΔΑ 

G.C. Eleftheroudakis SA 

International Bookstore 
Nikis Street 4 
10563 Athens 
Tel. (01)322 63 23 
Telex 219410 ELEF 
Fax 323 98 21 

ESPANA 

Boletín Oficial del Estado 

Trafalgar, 27-29 
28071 Madrid 
Tel. (91)538 22 95 
Fax(91)538 23 49 

MundiPrensa Libros, SA 

Castello, 37 
28001 Madrid 
Tel. (91)431 33 99 (Libros) 

431 32 22 (Suscripciones) 
435 36 37 (Dirección) 

Télex 49370-MPLI-E 
Fax(91)575 39 98 

Sucursal: 

Librería Internacional AEDOS 

Consejo de Ciento, 391 
08009 Barcelona 
Tel. (93) 488 34 92 
Fax(93)487 76 59 

Llibreria de la Generalität 
de Catalunya 

Rambla dels Estudis. 118 (Palau Moja) 
08002 Barcelona 
Tel. (93) 302 68 35 
Tel. (93) 302 64 62 
Fax (93) 302 12 99 

FRANCE 

Journal officiel 
Service des publications 
des Communautés européennes 

26. rue Desaix 
75727 Paris Cedex 15 
Tél. (1)40 58 77 01/31 
Fax (1)40 58 77 00 

Government Supplies Agency 

4-5 Harcourt Road 
Dublin 2 
Tel. (1)66 13 111 
Fax (1)47 80 645 

ITALIA 

Licosa SpA 

Via Duca di Calabria 1/1 
Casella postale 552 
50125 Firenze 
Tel. (055) 64 54 15 
Fax 64 12 57 
Telex 570466 LICOSA I 

Messageries du livre 

5, rue Raiffeisen 
2411 Luxembourg 
Tél. 40 10 20 
Fax 49 06 61 

NEDERLAND 

SDU Overheidsinformatie 

Externe Fondsen 
Postbus 20014 
2500 EA 's-Gravenhage 
Tel. (070) 37 89 880 
Fax(070)37 89 783 

PORTUGAL 

BOKABUD 
LARUSAR BLÖNDAL 

Skólavördustig, 2 
101 Reykjavik 
Tel. 11 56 50 
Fax 12 55 60 

SCHWEIZ / SUISSE / SVIZZERA 

OSEC 

Stampfenbachstraße 85 
8035 Zürich 
Tel. (01) 365 54 49 
Fax (01) 365 54 11 

GRAND-DUCHE DE LUXEMBOURG BALGARIJA 

Europress Klassica BK 
Ltd 

66, bd Vitosha 
1463 Sofia 
Tel./Fax 2 52 74 75 

CESKA REPUBLIKA 

NIS CR 

Havelkova 22 
130 00 Praha 3 
Tel. (2) 24 22 94 33 
Fax (2) 24 22 14 84 

Imprensa Nacional 

Casa da Moeda. EP 
Rua D. Francisco Manuel de Melo, 5 
1092 Lisboa Codex 
Tel. (01)69 34 14 
Fax (01) 69 31 66 

Distribuidora de Livros 
Bertrand, Ld.

a 

Grupo Bertrand, SA 

Rua das Terras dos Vales, 4-A 
Apartado 37 
2700 Amadora Codex 
Tel. (01) 49 59 050 
Telex 15798 BERDIS 
Fax 49 60 255 

UNITED KINGDOM 

HMSO Books (Agency section) 

HMSO Publications Centre 
51 Nine Elms Lane 
London SW8 5DR 
Tel.(071)873 9090 
Fax 873 8463 
Telex 29 71 138 

ÖSTERREICH 

Manz'sche Verlags
und Universitätsbuchhandlung 

Kohlmarkt 16 
1014 Wien 
Tel. (1)531 610 
Telex 112 500 BOX A 
Fax (1)531 61-181 

SUOMI/FINLAND 

Akateeminen Kirjakauppa 

Keskuskatu 1 
PO Box 218 
00381 Helsinki 
Tel. (0) 121 41 
Fax(O) 121 44 41 

NORGE 

Narvesen Info Center 

Bertrand Narvesens vei 2 
PO Box 6125 Etterstad 
0602 Oslo 6 
Tel. (22) 57 33 00 
Telex 79668 NIC N 
Fax (22) 68 19 01 

SVERIGE 

BTJAB 

Traktorvgen 13 
22100 Lund 
Tel. (046) 18 00 00 
Fax (046) 18 01 25 

30 79 47 

MAGYARORSZAG 

EuroInfoService 

Honvéd Europa Haz 
Margitsziget 
1138 Budapest 
Tel/Fax 1 111 60 61 
1 111 62 16 

POLSKA 

Business Foundation 

ul. Krucza 38/42 
00-512 Warszawa 
Tel. (2)621 99 93,6282882 
International Fax&Phone 
(0-39) 12-00-77 

ROMANIA 

Euro media 

65, Strada Dionisie Lupu 
70184 Bucuresti 
Tel/Fax 0 12 96 46 

RUSSIA 

CCEC 

9,60-letiya Oktyabrya Avenue 
117312 Moscow 
Tel./Fax (095) 135 52 27 

SLOVAKIA 

Slovak Technical 
Library 

Nrn. slobody 19 
812 23 Bratislava 1 
Tel. (7)220 452 
Fax : (7) 295 785 

CYPRUS 

Cyprus Chamber of Commerce and 
Industry 

Chamber Building 
38 Grivas Dhigenis Ave 
3 Deligiorgis Street 
PO Box 1455 
Nicosia 
Tel. (2)449500/462312 
Fax (2) 458630 

MALTA 

Miller distributors Ltd 

PO Box 25 
Malta international Airport 
LOA 05 Malta 
Tel. 66 44 88 
Fax 67 67 99 

Pres Gazete Kitap Dergi 
Pazarlama Dagitim Ticaret ve sanayi 
AS 

Narlibaçhe Sokak N. 15 
Istanbul-Cagaloglu 
Tel. (1) 520 92 96 - 528 55 66 
Fax 520 64 57 
Telex 23822 DSVO-TR 

ISRAEL 

ROY International 

PO Box 13056 
41 Mishmar Hayarden Street 
Tel Aviv 61130 
Tel. 3 496 108 
Fax 3 648 60 39 

EGYPT/ 
MIDDLE EAST 

Middle East Observer 

41 Sherif St. 
Cairo 
Tel/Fax 39 39 732 

UNITED STATES OF AMERICA / 
CANADA 

UNIPUB 

4611 -F Assembly Drive 
Lanham, MD 20706-4391 
Tel. Toll Free (800) 274 4888 
Fax (301) 459 0056 

CANADA 

Subscriptions only 
Uniquement abonnements 

Renouf Publishing Co. Ltd 

1294 Algoma Road 
Ottawa, Ontario K1B3W8 
Tel. (613)741 43 33 
Fax (613) 741 54 39 
Telex 0534783 

AUSTRALIA 

Hunter Publications 

58A Gipps Street 
Collingwood 
Victoria 3066 
Tel. (3)417 5361 
Fax (3) 419 7154 

JAPAN 

Kinokuniya Company Ltd 

17-7 Shinjuku 3-Chome 
Shinjuku-ku 
Tokyo 160-91 
Tel. (03) 3439-0121 

Journal Department 

PO Box 55 Chitóse 
Tokyo 156 
Tel. (03)3439-0124 

SOUTH-EAST ASIA 

Legal Library Services Ltd 

Orchard 
PO Box 0523 
Singapore 9123 
Tel. 73 04 24 1 
Fax 24 32 47 9 

SOUTH AFRICA 

Sarto 

5th Floor, Export House 
Cnr Maude & West Streets 
Sandton 2146 
Tel.(011)883-3737 
Fax (011) 883-6569 

AUTRES PAYS 
OTHER COUNTRIES 
ANDERE LÄNDER 

Office des publications officielles 
des Communautés européennes 

2, rue Mercier 
2985 Luxembourg 
Tél. 499 28-1 
Télex PUBOF LU 1324 b 
Fax 48 85 73/48 68 17 




	Table of contents
	Members of the expert group
	Foreword
	Executive summary
	Chapter 1: General introduction
	1.1. Motivation
	1.2. Approach
	1.3. Plan

	Chapter 2: Agricultural policy: objectives and approaches
	2.1. Introduction
	2.2. Policy objectives
	2.3. Policy approaches

	Chapter 3: The evolution of the CAP
	3.1. Introduction
	3.2. 1962-72: the early years
	3.3. 1973-83: a missed opportunity for reform
	3.4. 1983-91: years of experimentation
	3.5. The 1992 reform and other recent developments
	3.6. The structure of EC agriculture

	Chapter 4: Lessons and future challenges
	4.1. Introduction
	4.2. Lessons
	4.3. Future challenges: policy objectives reconsidered

	Chapter 5: Guidance for future policy
	5.1. Introduction
	5.2. Guidelines for further CAP reform

	Chapter 6: Assessment
	6.1. Introduction
	6.2. Policy objectives
	6.3. European cohesion and integration


