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EXECUTIVE SUMMARY

This note responds to a request to provide policy recommendations to AGRlI Committee
Members on possible improvements of the current direct payments mechanisms in the light
of future challenges for EU agriculture. The future of direct payments is central to the
debate on a future CAP because of their importance both in the total support that farmers
receive and in the CAP budget. Budget transfers are the single largest element of support
to EU farm incomes. Direct payments accounted for around 72% of the CAP budget and for
just less than 30% of the entire EU budget in the 2013-2015 period.

The note is a work of structuring and synthesis, attempting to assist AGRI Committee
Members by systematically setting out the choices available to MEPs if they wish to
consider further reforms of the CAP.

Chapter 2 describes the structure of direct payments following the 2013 CAP reform.
Decoupled payments, in the form of the Basic Payment Scheme and the Single Area
Payments Scheme, remain the single most important layer, but other layers have been
added, including a greening payment and young farmer payment which are compulsory for
Member States, as well as schemes for coupled support, small farmers and areas of natural
constraints which are optional for Member States. The 2013 reform greatly increased the
flexibility given to Member States with respect to how they could implement the direct
payments regime.

The ‘external convergence’ formula brought about a Ilimited but unprecedented
redistribution of CAP Pillar 1 resources between Member States. However, it did not alter
the relative ranking of countries, and there are still significant differences in payment levels
per hectare particularly among the old Member States and between old and new Member
States.

Twelve of the 18 countries applying the BPS will still use the partial convergence model in
2020. The area of eligible land has likely increased following the 2013 reform. The most
popular of the voluntary measures chosen by Member States has been coupled support,
which has been introduced by all except Germany. Fifteen Member States opted for the
Small Farmers Scheme, covering 41% of the EU’s farmers and 5% of its agricultural land.

Member States have also made wide use of the flexibility granted to attach varying
conditions to the greening payment.

Chapter 3 asks whether the new direct payments regime is achieving its objectives and
whether it is fit for purpose. Farm incomes remain hugely dependent on these payments.
Based on FADN data over the period 2004-2013, the contribution of direct payments to
farm net income was 47%, other public transfers 15% and market income 38%. The
average share of direct payments was as low as 7% on horticultural farms and as high as
101% on ‘other grazing livestock’ farms over this period.

The 2013 reform introduced various measures to try to even out the distribution of direct
payments across farms. However, degressivity/capping has made hardly any impact on the
distribution of payments between farms, although the redistributive payment can play a
more important if still limited role. The great majority of direct payments in the current
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programming period will continue to flow to farms whose income from farming is above the
median farm income.

Capitalisation effects reduce the benefits of direct payments for existing farmers and raise
the costs of entry and growth for younger and expanding farmers. Direct payments have
slowed the exit of some farmers from agriculture and the reallocation of land towards more
efficient farms. Direct payments contribute to stabilising farm income. However, they are
not well targeted because they are not specifically focused on those farms facing the
highest levels of income variability. Direct payments generally have a negative relationship
with farm productivity, although the move to decoupled payments has reduced the
efficiency losses associated with the previous partially-coupled payments.

The available data cannot yet tell us anything directly about the environmental benefits
from the greening practices. The fact that the maintenance of permanent grassland
requirement and the crop diversification obligation have led to minimal changes in land use,
and the fact that the great majority of the land enrolled in EFAs is used for productive
options, are pointers that the additional environmental benefits, relative to the pre-
greening baseline, in return for the expenditure of €12 billion annually are likely to be low.
The greening choices made by Member States and farmers do not suggest that the
opportunities to deliver significant environmental value have been taken in most cases.

There are no specific challenges and no specific public goods for which the appropriate
policy response is a uniform, fixed, decoupled payment per hectare. There is a need to
restructure direct payments to a set of targeted payments focused on well-specified
objectives.

Three different models are proposed to help to identify key decisions for AGRI Members
regarding the future of direct payments.

Model 1 assumes that decision-makers prolong the current structure of direct
payment into the next programming period but wish to make technical adjustments
to the legislation to improve its effectiveness and to simplify its administration.

Model 2 follows the US example in which decoupled direct payments are eliminated
and the savings used either to introduce counter-cyclical payments or a set of
income stabilisation tools. No merit is seen in counter-cyclical payments. There is a
case to shift resources to income stabilisation tools but these should be managed
principally at the Member State level.

Model 3 revisits the greening payment and considers four different options to
replace it. These include reverting the greening obligations to cross-compliance;
replacing the greening obligations by a menu approach at the Member
State/regional level; adopting ‘conditional greening’ whereby entitlement to the
basic payment would be conditional on enrolling in a basic agriculture-environment-
climate measure (AECM) in Pillar 2; and transferring the greening payment for
voluntary AECMs in Pillar 2.

The current system of direct payments is neither sustainable in the long run nor designed
to address the challenges facing farmers and land managers in Europe today and in the
future. Chapter 5 puts forward a recommended structure for the future of direct payments,
based on the following set of principles.

10
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Payments should be targeted on specific objectives with a clear results orientation.

Payments should be restructured within a one-pillar, programmed, multi-annual
CAP.
National co-financing should be required for all CAP expenditure.

Decoupled direct payments should be gradually phased out over a pre-announced
transition period.

Savings should be redirected to more spending on risk management, improving
competitiveness, climate action and environmental public goods.

Payment entitlements should be replaced by a contractual framework framework
between farmers and public authorities.

Cross-compliance and the greening payment should be replaced with ‘conditional
greening’ whereby the receipt of public support would be conditional on enrolling in
a basic (shallow) environmental scheme devised by the Member State.

The allocation of budget resources should be incentive-based so that budgets are
allocated to Member States based on performance as well as needs.

An indicative CAP budget in 2025 is prepared to illustrate the effects of these various
choices. All of the elements in the recommended structure for future direct payments to
farmers are familiar in the current CAP. What is proposed is to redesign these payments so
that they are more effective in achieving their objectives, more understandable to farmers,
give greater flexibility to national authorities, and provide greater value-for-money to the
taxpayer. Policy-makers can decide the pace at which the transition can take place. What is
important is that individual reforms to any element of the direct payments regime are
consistent with the proposed long-term direction of travel.

However, the gains from shifting to a more targeted approach are sufficiently compelling
that it would be a pity to delay.

11
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1. INTRODUCTION

KEY FINDINGS

This note responds to a request to provide policy recommendations to AGRI
Committee Members on possible improvements of the current direct payments
mechanisms in the light of the upcoming challenges for EU agriculture.

The future of direct payments is central to any debate on future agricultural
policy because of their importance both in the total support that farmers receive
and in the CAP budget.

The note is a work of structuring and synthesis, attempting to assist AGRI
Committee Members by systematically setting out the choices available to MEPs if
they wish to consider further reforms of the CAP.

This study responds to a request to prepare a detailed briefing note for a forthcoming AGRI
Committee workshop entitled ‘Reflections on the agricultural challenges post-2020 in the
EU: preparing the next CAP reform’. The briefing note develops an analysis on the
challenges post-2020 and their implications for the future of direct payments. Its
objective is to provide some policy recommendations to AGRI Committee Members
concerning the next CAP reform, on possible improvements of the current direct payments
mechanisms in the light of the upcoming challenges for EU agriculture.?

1.1. The context for this study

The last CAP reform was agreed in 2013 and entered into force in 2015 following a
transition year in 2014. Member State administrations and farmers have had, at the time of
writing, only one full year of experience in implementing the new Regulations. However,
discussion has already started on a possible ‘reform of the reform’.?

One reason for this is the fixed timeline set down for agreeing the next Multi-annual
Financial Framework (MFF). The MFF sets maximum annual limits on the amount of money
that can be spent for the EU budget as a whole and on various headings within that budget,
including the CAP. Under the current MFF Regulation which fixes the maximum ceilings for
the EU and CAP budgets until 2020, the Commission is required to present a proposal for a

Two companion studies have been prepared for the AGRI Committee workshop on ‘The future of market
measures and risk management tools’ (Mahé and Bureau) and ‘The future of rural development policy’ (Dax).
The May 2016 informal AGRIFISH Council under the Dutch Presidency focused on innovation and the future of
the CAP and was supported by a discussion paper ‘Food of the future — the future of food’, available at
https://english.eu2016.nl/documents/publications/2016/05/31/food-of-the-future. See also the French
Government’s contribution to this informal Council ‘A reformed CAP for competitive, sustainable and resilient
agriculture’, available at
http://agriculture.gouv.fr/telecharger/79704?token=6a67fb42628b1c1d9leel476d7cee5f2. Members of the
European Parliament have initiated discussions on the CAP after 2020 under the auspices of the ‘Roundtable on
the CAP’ and through individual interventions in the media. Other contributions to date (mid-October 2016)
include the references to sustainability and the future of the CAP in the strategic note from the European
Political Strategy Centre (Falkenberg 2016), the paper from researchers at LEI-Wageningen UR (in Dutch)
(Vogelzang et al. 2016), the Cork 2.0 Rural Development Declaration
http://ec.europa.eu/agriculture/events/rural-development-2016_en.htm, and the conclusions of agricultural
Ministers gathered at Chamborg at the invitation of the French Agriculture Minister Stéphane Le Foll in
September 2016 http://agriculture.gouv.fr/sites/minagri/files/160902_cp_chambord.pdf

13
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new MFF before 1 January 2018.% The current Budget Commissioner has launched the
consultation process on the next MFF with a call to increase the EU budget’s focus on
results.* In her speech, she specifically queried whether the reformed CAP is achieving a
sufficiently high degree of European added value and whether the greening of the CAP is
working. Some stakeholders believe there could be a stronger chance to defend the CAP
budget in the next MFF if there were a clearer link between agricultural spending and the
challenges the EU will face in the coming decade.

Another reason for the early start of the debate around a further reform of the CAP is that
the 2013 CAP reform left major stakeholders dissatisfied. There is thus pressure to reopen
some of the compromises made as part of that reform (Buckwell and Baldock, 2014). The
2013 CAP reform was the first reform agreed under the co-decision procedure in which the
European Parliament and the Council have equal roles. Many of the changes introduced into
the CAP Regulations during the trilogue process had not undergone an impact assessment
and have proved problematic in practice. Farmers criticise the increase in the regulatory
requirements that they face to access direct payments, and they sometimes find the
underlying logic hard to understand. They also feel that the current income situation has
exposed weaknesses in the safety-net system (comprising both market management
instruments and direct payments) resulting from the 2013 reform.

Environmental groups complain that the much-vaunted ‘greening’ of the CAP in the 2013
reform has led to very limited additional environmental action or benefit, despite the
allocation of 30% of the direct payments budget to this purpose. Public policy analysts
point out that a high proportion of the CAP budget continues to be spent on general,
untargeted subsidies without a clear link to specific goals and targets. Member State
administrations protest that the new CAP regulations are even more complex to administer,
leading to an increased risk of disallowances. This has led the Commissioner for Agriculture
and Rural Development Phil Hogan to emphasise a rolling programme of simplification from
almost the day that the new regulations came into force. By mid-2016, this had led only to
changes in the Commission’s delegated and implementing acts®. Stakeholders may hope
that re-opening the basic acts could open the way to changes more in line with their
preferences.

A third reason why the debate is re-opening now on the CAP after 2020 is that the
challenges facing agriculture after 2020 have evolved since the 2013 reform was discussed.
This is more a question of degree than a structural change. Many of the challenges that the
EU farm and food sector will face after 2020 already formed part of the context for the
2013 reform:® ensuring adequate farm incomes; addressing the growing exposure to price
and income volatility; reversing the slow-down in farm productivity and supporting
innovation; enabling generational renewal; preparing for further trade liberalisation;
preventing further loss and degradation of natural capital; protecting ecosystems and

3 Council Regulation (EU, EURATOM) No 1311/2013 of 2 December 2013 laying down the multiannual financial
framework for the years 2014-2020, OJ L 347/884, 20.12.2013.

4 Speech by Commission Vice-President Kristalina Georgieva at the EU Presidency Conference on the Multiannual
Financial Framework, Amsterdam, 28 January 2016, available at
http://ec.europa.eu/commission/2014-2019/georgieva/announcements/speech-vice-president-kristalina-
georgieva-eu-presidency-conference-multiannual-financial-framework_en.

5 In September 2016 the Commission presented proposals in the so-called ‘Omnibus Regulation’ COM(2016) 605
modifying the financial rules applicable to the general budget of the Union which also proposed changes to the
CAP basic acts. For a summary of the proposed changes, see DG AGRI ‘Main simplification measures’,
http://ec.europa.eu/agriculture/newsroom/296_en.pdf

6 See, in particular, the section “What are the challenges?” in the Commission’s Communication on ‘The CAP
towards 2020’ (European Commission 2010).
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reversing the loss of biodiversity; both mitigating and adapting to climate change;
reducing reliance on chemical and energy inputs; responding to the growing consumer
demand for high quality, safe and healthy food; reducing food waste; building resilience to
external shocks; contributing to the bioeconomy; addressing the increasing diversity of
rural areas and the lagging performance of some rural regions; and simplifying the
administration of the CAP. Many of these issues featured prominently in the public
consultation and subsequent debate around the 2013 CAP reform.”

However, in the six years since the public debate on the future of the CAP was launched in
2010, some of these issues have become more urgent and the context for other issues has
changed. The EU has undertaken commitments under the UN Sustainable Development
Goals, including the Agenda 2030 challenge of Zero Hunger and ending extreme poverty
(SDG 2) and ensuring the sustainable use of resources and climate action through
responsible consumption and production (SDG 12). These commitments apply to both its
external and internal policies including the CAP. The Paris Agreement on climate change set
ambitious climate goals and agreed a global action plan to limit global warming below 2°C
through emissions reduction and carbon sequestration.

Chinese economic growth fuelled much of the run-up in global food prices in the past
decade, but with the projections for reduced future growth much of the optimism around
buoyant farm commodity prices in the future has receded. The EU has accelerated its
efforts to conclude free trade agreements with some of its important trading partners, and
agriculture often has defensive interests in these negotiations. The volatility in energy
prices and the differential movement in energy prices in the EU and in some of its main
competitors have intensified competitiveness challenges. Most recently, the vote of the
British people in a referendum to support a UK exit from the European Union has resulted
in a profound shock. It leaves the future of the EU’s relationship with the UK unclear, as
well as raising fundamental questions for the future direction of EU integration which will
inevitably have consequences for the future CAP.

Despite this apparent appetite to make further changes to the CAP regulations, there are
also reasons to take time to reflect further on the outcome of the 2013 CAP reform. The
2013 reform introduced significant changes, not least to the Direct Payments Regulation.
For the first time, a sizeable proportion (30%) of Pillar 1 payments was explicitly dedicated
to “support agricultural practices beneficial for the climate and the environment applicable
throughout the Union” (Recital 37). Other layers of the direct payments envelope were
targeted to young farmers, areas of natural constraints and small farmers, and a further
effort was made to limit payment eligibility to active farmers. An effort was made to tackle
the unequal distribution of direct payments among farms, through both the capping of
payments to individual farms and the introduction of a redistributive payment on first
hectares.

7 For a summary of the public consultation, see DG AGRI, “The Common Agricultural Policy after 2013: Public
debate Summary Report, available at http://ec.europa.eu/agriculture/cap-post-2013/debate/report/summary-
report_en.pdf. See also the Commission’s Communication The CAP towards 2020: Meeting the food, natural
resources and territorial challenges of the future (European Commission 2010). See also various European
Parliament own-initiative reports and resolutions in the run-up to the last reform, including EU Agriculture and
Climate Change (Le Foll report) (European Parliament 2009); The Future of the Common Agricultural Policy
after 2013 (Lyon report) (European Parliament 2010); and The CAP towards 2020: Meeting the food, natural
resources and territorial challenges of the future (Def report)(European Parliament 2011) and other reports
and resolutions referenced by these.
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For the first time in a CAP reform, pre-allocated Pillar 1 national envelopes were explicitly
redistributed among Member States as a result of ‘external convergence’. There was also a
further move away from historical payment entitlements within Member States as a result
of ‘internal convergence’. Land areas eligible for direct payments were updated. The
possibilities to provide coupled support were expanded. Cross-compliance rules were
simplified. A crisis reserve funded through the financial correction mechanism linked to
direct payments was introduced. In many of these areas, multiple options were given to
Member States to tailor the new structure of direct payments according to their
preferences, introducing an unprecedented degree of flexibility into the implementation of
the CAP.

These changes take time to bed down. It will take even longer to assemble the evidence on
what has worked and what is not working. The Commission is committed to various
monitoring and evaluation studies arising both from legislative requirements and
subsequent political commitments. When the last reform was adopted, the Commission
committed itself in a declaration relating to the delegated acts of CAP Reform to evaluate
the experience with the implementation of the obligations on Ecological Focus Areas (EFA)
as part of the new ‘greening’ obligations.® This review has now been completed (European
Commission 2016). Another milestone is the mandated mid-term review of the 2014-2020
MFF following on the ‘revision clause’ in the current MFF Regulation under which the
Commission is required to present a review of the functioning of the MFF towards the end
of 2016, taking full account of the economic situation at that time. The Commission is also
obliged to present an initial report on the performance of the CAP by 31 December 2018
and a second report by 31 December 2021. Thus, proposals to change the basic acts at this
point in time do not have the benefit of ex post evaluations which would provide a firmer
evidence base on which to work.

Further complications arise because of the parliamentary timetable which requires new
elections in May 2019 and the appointment of a new Commission College in October 2019.
If the Commission were to put forward major proposals to revise the CAP regulations by the
end of 2017 to coincide with its proposal for the next MFF Regulation, the current
Parliament might give an initial response but it would most likely be the Parliament elected
in 2019 that would conclude the co-decision process with possibly a new Commissioner in
charge. The argument is also made that there is a sense of ‘reform fatigue’ and that
farmers and Member State administrations need a period of policy stability, supporting a
view that major policy reform should be postponed to a later date.

1.2. The role of direct payments

The system of direct payments plays a central role in these debates, as it did in the 2013
reform. This is in large part because of its predominant role in agricultural support and the
CAP budget (Table 1). Two sets of indicators are shown in Table 1. The OECD annually
calculates its Producer Support Estimate (PSE) indicator. This measures the monetary value
of gross transfers from consumers and taxpayers to producers from policy measures.®
supporting agriculture, distinguishing between market price support and budget transfers
Direct payments are the major component of budget transfers to farmers as defined by the
OECD, although the latter also encompass input subsidies, certain rural development

8 DG AGRI, “Commission Declaration on Delegated Acts on CAP Reform”, 2 April 2014, available at
http://ec.europa.eu/agriculture/newsroom/161_en.htm.

® The OECD PSE figures do not include expenditure on general services provided to agriculture collectively
arising from policy measures that support the agricultural sector.
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payments as well as other payments from both the EU budget and from Member States.
Budget transfers thus cover more than the EU Pillar 1 direct payments which are the focus
of this study. However, the trends are clear. Budget transfers are the single largest
element of support to EU farm incomes. At the time of the Fischler CAP reform in 2003, EU
farmers received almost as much support through trade protection (paid for by consumers)
as from budget support. Since then, budget transfers have grown in absolute terms (mainly
because of successive enlargements of the EU in 2004, 2007 and 2013) but also as a share
in total EU support.

Looking then at the EU budget figures, Pillar 1 direct payments have accounted for the
greatest proportion of CAP spending for some time, and have slightly increased their share
over the past decade accounting for 72% of the CAP budget in 2013-2015. The share of
Pillar 1 direct payments in total EU budget expenditure has fallen slightly, but they still
accounted for just less than 30% of the entire EU budget in 2013-15. The importance of
direct payments is also confirmed in the current programming period 2014-2020 in which
the budget for direct payments makes up 71.3% of the allocated resources, compared to
24.4% for rural development programmes and 4.3% for other expenditure (Massot 2016).

Table 1: The importance of direct payments in EU agricultural policy

€ million € million
Producer Support Estimate (PSE) 103,150.56 84,565.57
Market price support (OECD) 49,841.74 19,923.41
Budget transfers (OECD) 53,308.81 64,642.16
Direct payments (EU) 31,075.09 40,850.22
CAP budget 45,474.80 56,880.72
EU budget 98,510.71 145,403.05
Memo items % %
Share of OECD budget transfers in total PSE 51.7% 76.4%
Share of EU direct payments in total PSE 30.1% 48.3%
Share of EU direct payments in CAP budget 68.3% 71.8%
Share of EU direct payments in EU budget 31.5% 28.1%

Source: Own compilation based on OECD and DG BUDGET data. Market price support is estimated only for
commodities that make up around three-quarters of the value of EU agricultural production and may therefore be
slightly under-estimated.

Thus, arguments about the objectives, structure and targeting of direct payments are at
the core of the debate about the future CAP after 2020. What objectives will be served by
this measure? How does it relate to other instruments employed in the CAP? Would the
objectives be better served by other measures? Once there is clarity on these questions,
how should the payments be designed and implemented? How is their future role expected
to change over time? How might these questions be reflected in the future role of direct
payments in the CAP? This note attempts some answers to these questions.
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1.3. Objectives and scope

Much has already been written on the role of direct payments in the CAP, and this note
draws heavily on these contributions. The issue was exhaustively discussed in the
contributions made in the public debate held prior to the 2008 reform, the impact
assessment provided by the Commission when making its proposal for the 2013 reform,
and in various resolutions of the European Parliament (see references in footnote 7). Other
important contributions on which | have drawn include the report for the Commission
Towards a Common Agricultural and Rural Policy for Europe (Buckwell 1997); the report
for Notre Europe CAP Reform Beyond 2013: An Ildea for a Longer View (Bureau and Mahé
2008); reports for the European Parliament The Single Payment Scheme after 2013: New
Approach — New Targets (Bureau and Witzke 2010), Direct Payments in the CAP post 2013
(Tangermann 2011), Environmental Public Goods in the New CAP: Impact of Greening
Proposals and Possible Alternatives (Matthews 2012), New Direct Payments Scheme:
Targeting and Redistribution in the Future CAP (Swinbank 2012), State of Play of Risk
Management Tools Implemented by Member States during the Period 2014-2020: National
and European Frameworks (Bardaji and Garrido 2016); the paper On the Future of Direct
Payments prepared for the Commission’s Bureau of Economic Policy Advisors (Swinnen
2009); and the IEEP paper Learning the Lessons of the Greening of the CAP (Hart,
Buckwell, and Baldock 2016). The range of these contributions provides ample input for a
new debate.

This note is a work of structuring and synthesis, attempting to assist AGRI Committee
Members by systematically setting out the choices available to MEPs if they wish to
consider further reforms of direct payments in the CAP. In a scoping paper of this size, it is
only possible to identify the different alternatives in a broad-brush way. The approach
chosen is to provide a framework for the discussion of the most important choices around
three idealised models. These are, together with suggested labels:

Model 1. Technical adjustments (‘steady-as-she-goes’)
Model 2. The farm-focused model (‘back to the future”)
Model 3. Revisiting greening (‘sustainable countryside’)

Chapter 2 describes the implementation of the current structure of direct payments after
the 2013 reform. Chapter 3 evaluates how suitable this structure is to help farmers and
landowners meet the challenges of the coming decade. Chapter 4 uses the framework of
the three idealised models to examine various choices facing AGRI Committee Members as
they consider the future of direct payments. Chapter 5 draws together elements from each
of these models into a preferred ‘targeted model’ based on a one-pillar, programmed and
multi-annual CAP. The main recommendations deriving from this targeted model are:

Payments should reflect a clear results orientation.

Payments should be restructured around a one-pillar, programmed, multi-annual
CAP.

National co-financing should be required of all CAP expenditure.

Untargeted decoupled direct payments should be gradually phased out over a pre-
announced transition period.

Spending on risk management, competitiveness, climate action and environmental
public goods should be increased.

Entitlements should be replaced with a contractual framework between farmers and
public authorities.
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Cross-compliance and the greening payment should be replaced with ‘conditional
greening’ whereby the receipt of public support would be conditional on enrolling in
a basic (shallow) environmental scheme devised by the Member State.

The allocation of budget resources should be incentive-based so that CAP funding is
allocated to Member States based on performance as well as needs.

This note was completed following the result of the UK referendum on whether the UK
should remain a member of the EU or leave on 24 June 2016. It has not been possible to
take account of the possible consequences of a decision by the UK to leave the EU, if this
comes about, for the future of direct payments. The UK has been a supporter of lower
income support and a greater role for support for public goods in the CAP. It is also a net
contributor to the EU budget, so its departure will have implications for the net
contributions of other Member States and for the budget that might be allocated to the CAP
in the next programming period (Matthews 2016a; 2016b). In principle, the appropriate
design of a scheme of direct payments should be the same for EU-27 as for EU-28. Some of
the themes raised in the UK referendum campaign, such as a desire to take decisions closer
to those affected by them and the need for flexibility to take into account differences in
national and regional conditions, are however reflected in the recommended model set out
in Chapter 5.
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2. EU DIRECT PAYMENTS AFTER THE 2013 REFORM

KEY FINDINGS

The 2013 reform greatly increased the flexibility given to Member States with
respect to how they could implement the direct payments regime.

The ‘external convergence’ formula brought about a limited but unprecedented
redistribution of CAP Pillar 1 resources between Member States. However, it
did not alter the relative ranking of countries, and there are still significant
differences in payment levels per hectare particularly among the old Member States
and between old and new Member States.

Twelve of the 18 countries applying the BPS will still use the partial convergence
model in 2020. The area of eligible land has likely increased following the 2013
reform.

Degressivity/capping has made hardly any impact on the distribution of
payments between farms, although the redistributive payment can play a more
important if still limited role.

The most popular of the targeted measures among Member States has been
voluntary coupled support, which has been introduced by all except Germany.
Fifteen Member States opted for the Small Farmers Scheme, covering 41% of the
EU’s farmers and 5% of its agricultural land.

Member States have made use of the flexibility granted to attach varying
conditions to the greening payment.

2.1. The new structure of EU direct payments

The starting point for any discussion of the future of direct payments is the structure
introduced by the 2013 reform and implemented from 1 January 2015. The 2013 CAP
reform was oriented around three main objectives: ensuring the long-term viability of
farms; enhancing the sustainable management of natural resources: and contributing to
territorial development. According to the Commission’s intervention logic, the new structure
of direct payments contributes to achieving these three objectives in the following way:

Contributing to enhanced farm incomes by providing a basic layer of fixed income
support, as well as making farm incomes less vulnerable to fluctuations in prices and
incomes

Enhancing the sustainable management of natural resources by supporting
agricultural practices beneficial for the environment and climate

Supporting agriculture in specific areas with significant spillover effects on the food
supply chain and rural economies thus helping to maintain structural and production
diversity.
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In the 2013 reform, the Single Payment Scheme (SPS) introduced in 2005 was replaced by
the Basic Payment Scheme (BPS), a greening payment top-up'® and various targeted
measures for young farmers, small farmers, farmers in areas of natural constraints and
coupled payments.! The Single Area Payment Scheme (SAPS) was extended to 2020 for
those Member States that wished to continue to use it. Some of these payments are
voluntary for Member States, while others are mandatory (Figure 1). The new structure
was introduced to improve targeting, to bring about a more equitable distribution between
Member States and farmers, and to ‘green’ direct payments by requiring a greater focus on
supporting agricultural practices beneficial for climate and the environment.'?

Figure 1: The structure of direct payments after the 2013 CAP reform
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The impact of the new scheme is illustrated by the changing compaosition of expenditure on
direct payments shown in Table 2. Payments to farmers by Member State paying agencies
in 2015 are reimbursed from the 2016 budget, so the figures shown for 2016 represent the
estimated expenditure in the first full year of operation of the changes introduced in the
2013 reform. The big change is the replacement of spending on the SPS in 2014 and 2015
by more differentiated spending in 2016. In particular, the greening payment now accounts
for 30.2% of overall spending, coupled payments have increased their share of the total to

10 The Direct Payments Regulation refers to a “mandatory greening ‘component’ of direct payments’. | have
chosen to refer to this as the greening payment, although the term ‘green payment’ has also entered common
usage, and both terms are used interchangeably in this note.

11 Direct payments in the post-2013 CAP are based on the basic act Regulation (EU) No. 1307/2013, the
delegated act Regulation (EU) No. 639/2014 and the implementing act Regulation (EU) No. 641/2014.

12 Summaries of the structure of direct payments under the new Regulation can found in Henke et al. (2015) and
in the wvarious fiches on the DG AGRI web page “Direct payments”, available at
http://ec.europa.eu/agriculture/direct-support/direct-payments/index_en.htm.
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11.7% (of which 10% is accounted for by the new voluntary coupled payment scheme, with
cotton and POSEIl payments making up most of the balance), the new redistributive
payment now accounts for 3.1% of the total, the payment for young farmers accounts for

1.4% of the total while SAPS spending has fallen to 10.4% of the total.

Table 2: Breakdown of direct payments expenditure, 2014-2016, €'000

05 03 Appropriations 2016 2015 Outturn 2014 2016
Shares

05 03 01

0503 01 01

05 03 01 02

05 03 01 07

050301 10

050301 11

050301 12

050301 13

05 03 02

05 03 02 40

05 03 02 60

05 03 02 61

05 03 03

05 03 09

0503 10

Decoupled direct payments
SPS (single payment scheme)

SAPS (single area payment
scheme)

Redistributive payment

Basic payment scheme (BPS)
Payment for agricultural
practices beneficial for the

climate and the environment

Payment for farmers in areas
with natural constraints

Payment for young farmers

Other
payments

decoupled direct

Article 05 03 01 — Subtotal
Other direct payments

Crop-specific
cotton

payment for

Voluntary
scheme

coupled support

Small farmers scheme

Other coupled payments
Article 05 03 02 — Subtotal
Additional amounts of aid
Reimbursement of direct
payments to farmers from
appropriations carried-over
in relation to financial

discipline

Reserve for crises in the
agri- cultural sector

Chapter 05 03 — Total
Assigned revenue

Total expenditure on direct
payments

79,000

4,236,000

1,251,000
17,005,000

12,239,000

3,000

549,000

2,200

35,364,200

241,000

4,047,000

p.m.
442,396
4,730,396
100

p-m.

441,600

40,536,296
1,302,000

41,838,296

28,342,000

7,806,000

440,000

809,000

37,397,000

239,000

2,839,398
3,078,398
200

p-m.

433,000

40,908,598
1,245

40,909,843

30,834,240

7,366,437

755,221

38,952,055

231,805

2,475,786
2,707,591

33

41,659,679

41,659,679

0.2%

10.4%

3.1%

42.0%

30.2%

0.0%

1.4%

0.0%

87.2%

0.6%

10.0%

1.1%

11.7%

0.0%

1.1%

100.0%0

Source: Draft General Budget of the European Union for the financial year 2016, Volume 3, Section III,

Commission.
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The 2013 reform greatly increased the flexibility given to Member States regarding how
they could implement the direct payments regime. Member States had the option or not to
introduce the voluntary schemes and to choose, within limits, how much they wanted to
spend on them. They also had the possibility to transfer funding between their direct
payments envelope and their rural development programmes in either direction, again
within limits. They had additional flexibility to define the beneficiaries of direct payments, to
decide on the allocation of entitlements, and to choose among different implementation
models for the basic payment and the greening payment.

Figure 2 shows the choices made by Member States in how they allocated their direct
payments envelope in 2015. The 30% share allocated to the greening payment was fixed
by legislation, although those Member States opting for the partial convergence model
could choose whether to make the payment a flat-rate one or proportional to the basic
payment and most choose the latter option. Apart from Malta (which is an outlier), the
BPS/SAPS payment remains the most important element in each Member State, but there
is considerable variation in the national envelope shares devoted to the redistributive
payment and coupled payments. Payments to young farmers, to farms in areas of natural
constraints, and to farmers under the small farmers scheme are a small proportion of the
total as seen already in Table 2.

Figure 2: Choices made by Member States in allocating direct payments, 2015
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2.2. The decision on external convergence

One of the vexed questions in the debate on direct payments in the 2013 reform was the
legacy of very different payment levels per hectare across Member States as a result of
both the way in which the national envelopes arose (in the old Member States) and the
decisions taken regarding the size of these national envelopes in the accession negotiations
(for the new Member States). The decision to distribute direct support more equitably
between Member States, “while taking account of the differences that still exist in wage
levels, purchasing power, output of the agricultural industry and input costs” was taken by
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the European Council as part of its conclusions on the 2014-2020 MFF in February 2013
(European Council 2013). Its ‘external convergence’ formula was that all Member States
with direct payments per hectare below 90% of the EU average would close one third of the
gap between their current direct payments level and 90% of the EU average in the course
of the next MFF period. However, all Member States should attain at least the level of €196
per hectare in current prices by 2020. This convergence would be financed by all Member
States with direct payments above the EU average, proportionally to their distance from the
EU average. The process would be implemented progressively over 6 years from financial
year 2015 to financial year 2020. Implementing this formula brought about a limited but
unprecedented redistribution of CAP Pillar 1 resources between the Member States.
However, it did not alter the relative ranking of countries, and there are still significant
differences in payment levels particularly among the old Member States and between old
and new Member States.

The final envelope available for direct payments in each Member State was also influenced
by the choices made to shift resources between the two CAP Pillars. Overall, there was a
total transfer from Pillar | to Pillar 2 of €3 billion over 6 years (Member States can review
their decisions in 2017 for the years 2018 and 2019). In total, 16 Member States made use
of this flexibility, with 11 Member States transferring resources from Pillar 1 to Pillar 2, and
5 Member States (all from the group of new Member States) transferring resources in the
other direction (DG AGRI 2015a).

2.3. The transition towards a flat-rate payment

This process of external convergence was mirrored by internal convergence within
individual Member States. Internal convergence refers to the reduction or removal of
differences in payments per hectare between farmers within a Member State or region that
reflected the uneven historical references of previous decades and which could no longer be
justified on objective grounds. The Commission had again proposed that payments should
be based on the regional model and equalised within regions, where a region could be
defined in accordance with objective and non-discriminatory criteria such as institutional or
administrative structure or regional agricultural potential. The final legislation introduced
some additional flexibility, allowing Member States to choose from three different options
for the BPS plus an option for those Member States using the SAPS:

To apply a regional/national flat rate from calendar year 2015 as proposed by the
Commission;

To achieve a regional/national flat rate by 2019;

A partial convergence model based on the external convergence formula which
would ensure that those farms getting less than 90% (or a percentage fixed by the
Member State between 90% and 100%) of the regional/national average unit value
would see a gradual increase — with the additional guarantee that every farmer
reaches a payment equal to at least 60% of the regional/national average by 2019.
The amounts available to farmers receiving more than the regional/national average
are adjusted, with an option for Member States to limit any reductions to no more
than 30% of the initial unit value.®

Those Member States using the SAPS could continue to use it until the end of 2020
if they wished.

13 The ways in which a Member State can calculate the initial unit value are set out in Article 26 of Regulation
(EVU) No. 1307/2013.
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Six Member States decided to apply or move towards a flat-rate basic payment across the
whole territory (Germany, Malta, Netherlands, Finland, Sweden and the UK with the
exception of Northern Ireland) while it will partially apply in France in the case of Corsica,
by 2020. Ten Member States continue to apply the SAPS, and the remaining twelve
countries apply the partial convergence model (plus Northern Ireland). Six Member States
(Germany, Greece, Spain, France, Finland, UK except Northern Ireland) decided to
regionalise their basic payment.

With the reform, the set of farmers entitled to receive direct payments has been expanded
to include virtually all active farmers. Payment entitlements could be allocated under the
BPS to all active farmers applying for allocation in 2015 who, in accordance with Regulation
(EC) 73/2009, were entitled to receive payments for 2013. The number of payment
entitlements allocated in 2015 to each farm was equal to the number of eligible hectares
that a famer declared in 2015. Member States could limit the number of entitlement
assigned to a farmer. Member States could also fix a minimum size per holding below
which a farmer cannot apply for the allocation of payment entitlements. The expected
outcome of these decisions is an increase in the total eligible area as compared to the SPS
scheme, particularly in those Member States which applied the historical SPS model, and
thus some reduction in the average amount of the basic payment per hectare as a result.
Data on the outturn of the BPS in 2015 is not yet available (mid-2016) to confirm this
expectation.

2.4. Redistribution towards smaller farms: degressivity and
capping

The idea that direct payments should target smaller farms that need them most is not new.
Since the MacSharry reform of the CAP in 1992, the Commission has proposed limits on
payments to the largest farms. These were first accepted in a muted form in the CAP
Health Check, which provided for a higher rate of modulation of payments from the first to
the second pillar on payments exceeding €300,000 per farm. The new BPS contains
measures to reduce the inequality of payments between farms.

Degressivity/Capping. To ensure a better distribution of support, Member States were
required to reduce basic payments over €150,000 per farm by a minimum of 5%
(degressivity). Member States could opt for any reduction percentage up to 100%, and
nine Member States have opted to cap payments at amounts between €150,000 and
€600,000. To avoid disproportionate effects on large farms with high employment numbers,
Member States could take into account salaried labour intensity when applying the
mechanism. The amount of money affected by capping is, in practice, very limited. The
total amounted to €109 million in 2015, almost two-thirds of which is accounted for by
Hungary (Table 3).%*

14 Member States are allocated national ceilings which comprise the total value of all allocated payments
entitlements plus national and regional reserves. Net ceilings are determined for each Member State taking
into account the reduction of payments due to degressivity/capping and based on the notifications made by
each Member State. The difference between the national ceilings plus the crop-specific payment for cotton and
the net ceilings are made available for support for rural development in the same Member State. Direct
payments in the outermost regions (POSEI) and in the smaller Aegean islands are exempt from the reduction
in payments.
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Table 3: The

Belgium
Bulgaria
Czech Republic
Denmark
Germany
Estonia
Ireland
Greece
Spain
France
Croatia

Italy

Cyprus
Latvia
Lithuania
Luxembourg
Hungary
Malta
Netherlands
Austria
Poland
Portugal
Romania
Slovenia
Slovakia
Finland
Sweden
United Kingdom

TOTAL

impact of degressivity/capping on the transfer of resources
between Pillar 1 and Pillar 2, financial year 2015, € million

Member State National Cotton Amount transferred to RDPs due to
ceiling Payment celllng degressivity/capping

523.7
721.3
844.9
870.8
4,912.8
114.4
1,215.0
1,922.0
4,842.7
7,302.1
183.0
3,902.0
50.8
181.0
417.9
33.6
1,345.7
5.2
749.3
693.1
3,378.6
565.8
1,600.0
138.0
438.3
523.3
696.9

3,173.3

523.7

2.3 720.9
840.1

870.2

4,912.8

114.4

1,214.8

187.3 2,109.8
60.8 4,902.3
7,302.1

183

3,897.1

50.8

181

417.9

33.6

1,276.7

5.2

749.2

693.1

3,359.2

0.2 565.9
1600

138

435.5

523.3

696.8

3,169.8

2.7

4.8

0.6

0.0

0.0

0.2

-0.5

1.2

0.0

0.0

4.9

0.0

0.0

0.0

0.0

69.0

0.0

0.1

0.0

19.4

0.1

0.0

0.0

2.8

0.0

0.1

3.5

109.0

Source: Own calculations based on the differences between the national ceilings and net ceilings set out in
Annexes Il and 11l of Commission Delegated Regulation (EU) No 1378/2014, adjusted by the amounts for cotton-
specific payments under Article 58 of Regulation (EU) No 1307/2013. The cotton payment is an area payment paid
to farmers producing cotton in four Member States under certain conditions, consequent on Protocol No 4 on
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cotton attached to the 1979 Act of Accession of Greece. This payment is not included in Member State national
ceilings but, according to Article 7(2) of Regulation (EU) No 1307/2013 it is included in Member State net ceilings
which refer to the total amount of direct payments that may be granted to each Member State. The cotton
payment is thus added to the national ceilings when calculating the reduction amounts transferred to rural
development.

Redistributive payment. A potentially more equalising measure was a new voluntary
possibility to pay a redistributive payment on the first hectares farmed. Up to 30% of a
country’s national ceiling could be devoted to this, and eight Member States have
implemented it. The redistributive payment permits to increase support for small and
medium-sized farms by allocating higher levels of aid for the first 30 hectares (or up to the
average farm size if higher) of a holding. Member States that implemented the
redistributive payment (provided it used more than 5% of their national envelope) did not
have to reduce payments over €150,000 by 5%, and 6 of the 8 Member States using the
redistributive payment have decided not to do this (DG AGRI 2015a). The amount involved
in the redistributive payment is larger than that affected by degressivity/capping,
amounting to €1.25 billion in 2015 (Table 2). Because this redistribution is financed by a
reduction in the basic payment to all farms, its impact on the overall distribution of
payments among farms will also be limited.

2.5. The extent of targeting

Active farmer and minimum requirements for receiving aid. The fact that decoupled
payments did not require production but only that land had to be maintained in good
agricultural and environmental condition led to the possibility that payments could be made
to people who had no connection with agriculture. It was also possible under the original
decoupled payments scheme introduced in 2005 for payments to be made to non-farmers
who had land deemed to be agricultural land, e.g. golf courses and airports. Already in the
CAP Health Check an attempt was made to restrict payments to active farmers and these
restrictions were tightened in the 2013 reform. The relevant requirements are:

Minimum activity. Some minimum activity must be carried out (to be defined by
each Member State) even where land is naturally kept in a state suitable for grazing
or cultivation.

Negative list. No direct payments shall be granted to airports, railway services,
waterworks, real estate services, permanent sport and recreational grounds, but
with possibility to appeal this prohibition under specified circumstances. Member
States can add other entities to the negative list which meet prescribed criteria
(agricultural activities an insignificant share of overall economic activity, or where
the principal activity is not agricultural activity). However, these restrictions will not
apply to farmers with direct payments under a threshold of €5,000 or a lower
threshold to be decided by each Member State.

Minimum size. Member States should not pay direct payments which are either less
than €100 and/or claimed on less than one hectare, with some discretion to raise
these minimum thresholds within prescribed limits.

Eight Member States have extended the negative list and some Member States have made
it more difficult to avoid the negative list by lowering the threshold below which the
negative list does not apply. Also, some Member States have taken advantage of the
flexibility in the minimum size to raise the thresholds beyond the minimum set out in the
Regulation (Henke et al. 2015, Table 1.11). However, there seems to be no information
available on the minimum activity required in each Member State for eligibility for direct
payments.
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Young Farmers. In order to encourage generational renewal, the BPS/SAPS payment
awarded to new entrant young farmers (those under 40) should be topped up by an
additional 25% for the first 5 years of installation. This is funded by up to 2% of the
national envelope and is compulsory for all Member States. This top-up is in addition to
other measures available for young farmers under Rural Development Programmes (RDPs).
Fourteen Member States chose to allocate the maximum percentage of support (2%). The
rest chose a percentage ranging from a minimum of 0.25% in Scotland to a maximum of
1.8% in Wallonia (Henke et al. 2015, Table 1.14).

Small Farmers Scheme. This is an optional measure for Member States. If implemented,
any farmer claiming support may decide to participate in the Scheme and thereby receive
an annual payment fixed by the Member State of between €500 and €1,250, regardless of
the number of eligible hectares they have declared. Member States may choose from
different methods to calculate the annual payment, including an option whereby farmers
would simply receive the amount they would otherwise receive based on their eligible
hectares. The intention was to simplify the administration of small payments both for the
farmers concerned and for national administrations. Participants are exempted from the
requirement to comply with greening practices and also from cross-compliance obligations
and penalties (albeit they must still observe statutory obligations under legislation). Total
expenditure on the Small Farmers Scheme cannot be more than 10% of the national
envelope, except where a Member State chooses to ensure that small farmers received
what they would be due without the scheme.

Fifteen Member States have opted to implement this scheme. For the EU as a whole, 41%
of the total number of farmers but only 5% of the total agricultural area benefiting from
direct payments are now covered by the scheme, although with significant variations
between Member States. In Malta, the small farmers scheme covers more than 75% of
farmers, while in Italy, Greece, Romania, Portugal and Poland it covers more than 40% of
farmers and 6-16% of the area. In other Member States applying the small farmers
scheme, it represents less than 30% of farmers but a smaller area (8% in Austria, 4% in
Spain, and less than 3% in other Member States) (European Commission 2016).

Areas with Natural Constraints (ANCs). Member States (or regions) may grant an
additional payment for areas with natural constraints (as defined under Rural Development
rules) of up to 5% of their national envelope. This is optional and does not affect the ANC
options available under Pillar 2 rural development programmes. However, only one Member
State, Denmark, opted to make use of this measure with a very small percentage of its
national ceiling (0.3%). The payment is made up to a maximum of 100 hectares, therefore
similar in spirit to the redistributive payment albeit confined to farms in areas with natural
constraints. As the same payment can be made under rural development programmes, the
introduction of this possibility could be interpreted as making available another way to shift
resources between the two Pillars.

Coupled support. The 2013 CAP reform altered the framework for coupled payments. The
list of sectors eligible for coupled support payments is greatly expanded. Total support was
limited to 8% of each Member State’s direct payments ceiling, or exceptionally 13% in
those countries applying the SAPS scheme, or where Member States had used more than
5% of their direct payments ceiling in any year during 2010-2014 for coupled payments
including Article 68 payments. These percentages could be increased by up to 2% if this
support was used for protein crops. A further derogation allowed Member States which
used more than 10% of their national ceilings for coupled payments including Article 68
payments in any year between 2010 and 2014 to be permitted to use more than 13% of
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their national ceiling for coupled payments “upon approval by the Commission”. Member
States can revise their decisions with effect from 2017, increasing, decreasing or ceasing
the amount of coupled support they provide within the relevant limits.

Voluntary coupled payments within these ceilings should comply with a number of
conditions:

Coupled support may only be granted to those sectors or to those regions of a
Member State where specific types of farming or specific agricultural sectors that are
particularly important for economic, social or environmental reasons undergo certain
difficulties.

Coupled support may only be granted to the extent necessary to create an incentive
to maintain current levels of production in the sectors or regions concerned.

Coupled support shall take the form of an annual payment and shall be granted
within defined quantitative limits and be based on fixed areas and yields or on a
fixed number of animals. This is intended to ensure that future coupled payments
would qualify as Blue Box payments under the WTO Agreement on Agriculture
disciplines on domestic support.

The use of this voluntary option by Member States shows a very varied pattern. Germany is
the only Member State not to provide coupled support in 2015. Nine Member States opted
to use less than the standard 8% ceiling while eleven Member States have the maximum
percentage of 13% with 9 of these also using all or part of the additional 2% available in
case of support to the protein crops sector. Three old Member States (Belgium, Portugal
and Finland) were given permission to exceed the 13% limit. In total, around 10% of direct
payments are now coupled (excluding cotton payments) which is a slight increase
compared to the end of the Health Check period. Beef and dairy are the most supported
sectors, with smaller amounts going to other sectors such as sheep and goats, protein
crops and fruit and vegetables (Table 4).

30



The Future of Direct Payments

Table 4: Amounts of voluntary coupled support (VCS) in 2015

Commodity Number MS Annual Expenditure | Quantitative limit
providing VCS amount share of EU- on support
available 28 direct
support
Beef and veal 24 €1,700m 4.1% 18.6 million cattle
Milk 19 €846m 2.0% 12.3 million cows
Sheep and goats 22 €486m 1.2% 41-42 million head
Protein crops 16 €441m 1.0% 4.3 million ha
Fruit and 19 €209m 0.5% 675,000 ha
vegetables
Sugar beet 10 €176m 0.4% 497,200 ha
Other sectors 13 €279m 0.7% n.a.
Total 27 €4,100- 9.8-10-1%6 n.a.
€4,200m

Sources: Commission Information Notes on Voluntary Coupled Support, July and December 2015

2.6. Implementation of greening

The greening payment. In addition to the BPS/SAPS payment, each holding receives a
payment per hectare for respecting certain agricultural practices beneficial for the climate
and the environment (Member States are required to use 30% of their national envelope
for this purpose). Respecting those practices is compulsory for farmers in receipt of the
BPS/SAPS payment. Failure to respect the greening requirements will result in penalties
(i.e., a farmer could lose all his or her greening payment and also face a penalty of up to
25% of the amount he or she claimed for greening).'®> The greening payment sits on top of
cross-compliance which includes the basic compulsory layer of environmental requirements
and obligations. Further, more ambitious, environmental management options can be
supported through voluntary agri-environment-climate measures (AECMs) financed through
Pillar 2 rural development schemes.

The three agricultural practices required are maintaining permanent grassland
(including a ban on ploughing and conversion of environmentally sensitive permanent
grassland), crop diversification and maintaining an “ecological focus area” of at
least 5% of the arable area of the holding for farms with an arable area larger than 15
hectares. These practices are meant to be simple, generalisable, non-contractual and
annual. They should also go beyond the statutory rules linked to environmental rules under
cross-compliance (statutory management requirements and standards for good agricultural
and environmental condition of land). The legislation foresees a "greening equivalency"
system for the recognition of environmentally beneficial practices already in place, although
few Member States have made use of this option.

Member States were given considerable flexibility in how to implement greening. The main
choices concerned whether to implement the greening payment as a flat-rate payment or
to use the derogation and grant the payment as a percentage of the value of a farmer’s

15 The penalty was phased in. A penalty of up to 20% could be applied in 2017 and up to 25% from 2018
onwards.
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entitlements; whether to designate environmentally sensitive permanent grassland (ESPG)
outside Natura 2000 areas; whether to offer equivalent options; at what level (national,
regional, farm) to implement the requirement to maintain the ratio of permanent
grassland; the number of EFA elements the Member State allowed to its farmers; the
method of implementation of these elements; whether to make use of weighting and
conversion coefficients; and whether the Member State permitted collective/regional EFA
implementation. The following summary of Member State choices is based on DG AGRI
(2015a).

Almost all Member States decided to manage the ratio of permanent grassland at national
level, with four opting for the calculation of the ratio at the regional level. The designation
of ESPG is required in areas covered by the birds and habitats Directives but is voluntary
elsewhere. Four Member States designated ESPG outside of Natura 2000 areas.

All but two Member States that will not grant the BPS in the form of a flat rate payment at
regional or national level grant the greening payment as a percentage of the value of the
entittements activated. A further two Member States differentiate the greening payment
granted as a flat rate amongst the regions established for the purpose of the BPS.

For the five Member States that opted for equivalent practices under greening, these were
approved by the Commission “following intensive exchanges of view and subsequent
modifications of the national schemes” (DG AGRI 2015a). Three of these opted for agri-
environment and climate measures and two for certification schemes.

There is wide variation in the number of EFA elements that farmers may use to fulfil their
EFA obligations. While five Member States have opted for a restricted list (between 2-4
elements), fourteen Member States offer 10 or more. The most frequently chosen EFA
elements - chosen by more than two-thirds of Member States - are nitrogen-fixing crops
(27 MS), followed by land lying fallow (26 MS), landscape features (at least one) (24 MS),
short rotation coppice (20 MS), and catch crops (19 MS). Only two Member States allow for
collective implementation of EFA obligations. No Member State decided to apply regional
level implementation. A detailed description of these choices is given in DG AGRI (2015a).

One of the expected benefits of the greening payment was that it would free up some of
the AECM budget in Pillar 2 so that Member States could raise the level of environmental
ambition in these schemes thus increasing their overall environmental benefit. In practice,
however, expenditure on AECMs in the period 2014-2020 is programmed to fall by 7.8% in
nominal terms (Hart et al. 2016). Whether this more limited funding is focused on more
ambitious schemes or not requires more detailed assessment. Preliminary analysis of 19
RDPs focusing on biodiversity found that ‘light-green’ measures continue to predominate
(EEB and Birdlife Europe 2016).

Cross-compliance. The policy framework for standards of Good Agricultural and
Environmental Condition (GAEC) was restructured for 2014-2020 to take into account the
introduction of the greening measures. The main changes compared with the previous
period are that all standards are now compulsory for recipients of direct payments and the
standards were consolidated into a shorter list (Hart et al., 2016). With the introduction of
the greening payment, the maintenance of permanent grassland became a greening
measure and optional standards for crop rotations have been superseded by the
compulsory crop diversification greening practice. One GAEC standard - GAEC7 for the
protection of landscape features — was slightly extended to include an additional
requirement to ban the cutting of hedges and trees during the bird breeding and rearing
season and an optional element to place restrictions on invasive species. An examination of
the changes in GAEC standards in four Member States found that the new cross-compliance
standards led to very little change in the content of these standards under the new regime
(Hart 2015).
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3. ARE DIRECT PAYMENTS FIT FOR PURPOSE?

KEY FINDINGS

Based on FADN data over the period 2004-2013, the contribution of direct
payments to farm net income was 47%b, other public transfers 15% and market
income 38%. The average share of direct payments was as low as 7% on
horticultural farms and as high as 101% on ‘other grazing livestock’ farms over this
period.

Most direct payments in the current programming period will continue to flow to
farms with farm income above the median income from farming.

Capitalisation effects may reduce the benefits of direct payments for
existing farmers and raise the costs of entry and growth for younger and
expanding farmers. Direct payments have discouraged some farmers from exiting
agriculture and slowed the reallocation of land towards more efficient farms.

Direct payments contribute to stabilising farm income. However, they are not
well targeted because they are not specifically focused on those farms facing the
highest levels of income variability.

Direct payments generally have a negative impact on farm productivity,
although the move to decoupled payments has reduced the efficiency losses
associated with the previous partially-coupled payments.

The greening choices made by Member States and farmers do not suggest that
the opportunities to deliver significant environmental value have been
taken in most cases.

There are no specific challenges and no specific public goods for which the
appropriate policy response is a uniform, fixed, decoupled payment per hectare.
There is a need to restructure direct payments to a set of targeted payments
focused on well-specified objectives.

Direct payments are primarily aimed at contributing to farm incomes, limiting farm income
variability and meeting environment and climate objectives. However, they can also have
unintended (positive or negative) effects on the achievement of other agricultural policy
objectives, such as fostering a competitive agricultural sector or encouraging generational
renewal. This chapter evaluates how well the current system of direct payments assists
farmers in addressing the many challenges farmers will face in the coming decade.

3.1. Ensuring adequate and stable farm incomes

There can be no denying the importance of direct payments in farm incomes. DG AGRI on
its website maintains a regularly-updated chart showing the dependence of agricultural
factor income on public support from the EU budget (e.g. direct payments, rural
development) by Member State. Agricultural factor income represents the income
generated by farming which is used to remunerate borrowed or rented factors of production
(capital, wages and land rents) as well as own production factors (family labour, own
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capital and own land). On average across the EU, CAP direct payments accounted for 28%
of agricultural factor income in the period 2010-2014; when Pillar 2 payments such as agri-
environment payments and compensatory payments for farming in areas of natural
constraints are added, the total rises to 33%.'¢ For individual countries the percentages can
be higher, and for individual enterprises within countries (e.g. beef farming) the
percentages can be higher still.

Data from the EU’s Farm Accountancy Data Network (FADN) suggest dependence on direct
payments is even higher. The FADN data include payments received from Member States in
addition to CAP payments. These payments may be compensatory national direct payments
used to top-up Pillar 1 direct payments in the new Member States, national co-financing of
RDPs, or other types of state aids. In the following charts, public support is compared to
farm net income in the FADN database (similar to the concept of entrepreneurial income in
the Eurostat Economic Accounts for Agriculture). This is the amount left over for farm
families after paying for external factors of production and is a better indicator of the return
from farming for farm households than is agricultural factor income (referred to as farm net
value added in the FADN database).

Farm net income can be partitioned between direct payments (both coupled and
decoupled), other public subsidies, and income depending on market factors (market
income) defined as the residual.’” Figure 3 shows the evolution of this partitioning of farm
net income over time. Averaged over the period 2004-2013, direct payments have
accounted for 47% of farm net income, other public transfers 15%, and market income the
remaining 38%. Direct payments have been the most stable component of farm net
income, as shown by the respective coefficients of variation (0.08 for direct payments, 0.09
for other public transfers and 0.27 for market income).

16 Figures from DG AGRI, “Share of direct payments and total subsidies in agricultural factor income”, available at

http://ec.europa.eu/agriculture/cap-post-2013/graphs/graph5_en.pdf, accessed 24 May 2016.

This partitioning is based on the strong assumption that all of the expenditure on intermediate consumption
and external factors is allocated to the production of marketed output, and that the current level of public
subsidies would be fully retained even if the farm reduced expenditure on intermediate inputs and external
factors to zero. For example, a farmer may be renting land on which he or she is drawing a decoupled
payment. Without making the rental payment the farmer would not receive the decoupled payment. Some
minimal expenditure is required to maintain land in good agricultural and environmental condition which is
required to receive the decoupled payment. There are also interdependencies between the different income
categories. For example, higher direct payments may be reflected in higher land rents and thus lower market
income. Despite these caveats, this partitioning provides useful insights into the dependence of different types
of farming on the different components of income.

17
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Figure 3: Subsidies form the major and most consistent part of EU farm income
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The importance of public transfers differs greatly across farm systems (Figure 4). Direct
payments play a relatively minor role on horticultural farms (7%), vineyards (9%) and pig
and poultry farms (granivores) (22%). However, they account for 70% of the income on
‘other grazing livestock’ farms (predominantly beef and sheep) and 61% on mixed farms.
Taking account of other public transfers does not change this ranking. The largest amounts
in absolute terms are obtained by milk and ‘other grazing livestock’ farms. Indeed, for the
latter group, total public transfers (101%) actually slightly exceeded farm net income (the
negative market income is not shown on the chart for legibility reasons). These figures
refer to budgetary transfers only, and do not take account of consumer transfers due to
market price support arising from trade barriers or market intervention.

The question for policy-makers is whether this level of payment support can be justified
and, if support is justified, are decoupled direct payments the right way to provide it?
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Figure 4: Importance of direct payments differs greatly across farm systems,
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Average household income of farm families is not out of line with society
generally. It has been a central objective of the CAP since its initiation to achieve “a fair
standard of living for the agricultural community”. To assess whether this objective has
been achieved, the average farm income (obtained by dividing either agricultural factor
income or farm net income by the numbers working in agriculture) is sometimes compared
to average non-farm earnings. However, this comparison tells us nothing about the living
standards of farm families. This is a function of their disposable income which, in turn,
depends on the total income of agricultural households (see Hill and Bradley (2015) for a
discussion). Statistics on the total income of agricultural households are not collected on a
systematic basis. However, the evidence reviewed in Hill and Bradley (2015) suggests that
“The average disposable incomes of households headed by farmers (in the sense that
farming is the main income source) are generally of similar levels to those of society in
general”. Of course, the statistics on which the relevant comparisons were made reflect the
income transfers included in farm income. It might therefore be argued that the findings
just quoted demonstrate the success of the policy. However, when juxtaposed with other
evidence on who receives these payments, it is hard to defend this interpretation.

Virtually all direct payments go to farms with incomes above the median. One
reason is that the bulk of support goes to relatively few farms with farm incomes well
above the median. DG AGRI's annual report on direct payments shows they are not equally
distributed among beneficiaries in the European Union: in 2014, on average, 80% of the
beneficiaries (88% for Bulgaria and Romania) receive around 20% of the payments (with
important differences among Member States) (DG AGRI 2015c). Because 2014 was a
transitional year between the previous and new systems of direct payments, it does not
reflect the full impact of the 2013 reform which will not be known until the 2015 payments

36



The Future of Direct Payments

report is published. However, the review in the previous Chapter suggests that the impacts
of external and internal convergence as well as the targeting of payments including
degressivity/capping and the redistributive payments will not be major.

The Commission’s presentation of the direct payments data sorts the distribution according
to the size of the individual payment made to each farmer. However, it does not tell us
whether it is richer or poorer farmers (in terms of income from farming, not overall income)
who receive the largest payments. Sorting direct payments by the level of farm income
obtained by farmers allows us to see the share of direct payments going to those with farm
incomes above a certain threshold. One exercise which tried to do this estimated that just
5% of direct payments go to farms with incomes below the median farm, while 95% of
payments go to farms with incomes from farming above the median.1®

Leakages to unintended beneficiaries reduce the value of support. Despite the focus
on limiting payments to active farmers in the last reform, the role of non-farmers claiming
entittements to support is not the major source of leakage of the benefits of direct
payments away from active farmers. This occurs through the process of capitalisation, in
which the benefits of support are bid into higher land rents or higher land values. Farmers
receive the payments, but in competing with one another for access to land, some of the
value of these payments is transferred to land-owners. As around one-half of all EU
farmland is rented, mostly from non-farmers, the transfer out of the sector is potentially
large. When asset values are inflated by payments, young farmers must pay a higher price
to enter farming or to acquire additional land, with the benefits going to those who are
leaving the sector. For those inheriting land, higher asset prices may mean higher
payments must be made to the non-farming siblings when a farm is inherited, again
leading to an outflow of benefits from the sector.

The empirical evidence suggests that the actual extent to which direct payments are
capitalised into land rents and prices in EU countries may be more limited than expected.
This may be due to a number of factors: the role played by entitlements (where the
number of entitlements is less than the number of eligible hectares, no capitalisation is
foreseen); the differentiated value of entitlements in the historic or hybrid models (farms
with a high-value entitlement per hectare have a lower intensity of capitalisation than those
with low-value entitlements per hectare, lowering the average degree of capitalisation over
all farms); the requirement for cross-compliance (the additional costs of compliance would
be expected to lower the degree of capitalisation); the existence of land market regulations
(rental price controls or provisions on the duration of rental contracts), in the presence of
which land rents cannot adjust rapidly to changes in payment levels or design; and finally,
uncertainty among farmers in their expectations regarding how long, and at what level,
direct payments can be counted on to continue. Estimates from empirical studies range
from as low as 6-7 cents to as high as 80-90 cents for each euro of direct payments
received being capitalised into land rents, with median estimates of around 20-25 cents
(Matthews, Salvatici, and Scoppola 2016).'° These capitalisation effects reduce the benefits
of direct payments to existing farmers and raise the costs of entry and growth for younger
and expanding farmers.

18 Matthews, A., “Focus on the distribution of direct payments”, available at http://capreform.eu/focus-on-the-
distribution-of-direct-payments/, accessed 27 August 2016.

19 A recent US study also found that for every dollar of US farm subsidies, about 25 cents leaked to landowners
while 75 cents were retained by farmers (Kirwan 2009).
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Direct payments and income variability. Farming is a risky business because forces
(such as weather and market conditions) beyond the control of farmers affect their income.
Evidence from EU countries shows that farm income variability is generally high and that
differences among countries and types of farms exist: more specialised and small farms are
often faced with relatively higher income variability (Vrolijk et al. 2009; Agrosynergie
2011). However, when nonfarm sources of income are taken into account, based on US and
Canadian evidence, the total income of agricultural households is more stable than their
income from farming alone (Mishra and Sandretto 2002; Poon and Weersink 2011).

Direct payments help to stabilise farm income because they are a less variable part of
income than market income alone, as the comparison of the coefficients of variation earlier
demonstrated. However, the extent of this stabilising effect will differ across different farm
types, simply because direct payments are a more important contributor to farm income on
some farms than on others (Figure 4). Severini et al. (2016) investigate this issue for a
sample of farms in Italy where use of the historical model has also generated differences in
the distribution of payment levels per hectare. They show that the income stabilising role of
direct payments increases as the share of direct payments in total farm receipts
increases.?® However, it is not guaranteed that direct payments make the biggest
contribution to risk reduction on those farms facing the largest income variability. In their
sample, there was no significant relationship between the share of direct payments in total
receipts and overall farm income variability, suggesting that direct payments are not well
targeted as an income stabilisation measure. They investigate whether direct payments are
specifically targeted to stabilise the income of those farms facing large income variability
levels or not. They conclude that direct payments are not well targeted because the
correlation between the variability of market income and the relative importance of direct
payments in farm receipts is very low on average and in many of the types of farming they
consider.

Direct payments and structural change. Over time, a steady process of farm
consolidation resulting in a reduction in the number of farms is taking place in all EU
countries. Some regret the disappearance of these smaller farms, although the sons and
daughters of these farmers enjoy much broader life opportunities in the non-farm sector.
An important role for policy is to ensure that these children have a decent education to
equip them to make the best of these opportunities. Others welcome the process of
consolidation because it strengthens the competitive position of remaining farm families
and allows them to aspire to a larger income on their farms. Yet despite this consolidation
process, the majority of farms in the EU are still very small. More than two-thirds of all
holdings operate on less than 5 ha of agricultural land and more than half have a total
Standard Output (i.e., a standardised sales value over the course of one year) below
€4,000 before deduction of any production costs. The total area occupied by these small
farms amounts to only 6% of the total utilised agricultural area, while more than half of
agricultural land belongs to farms which have more than 100 hectares (DG AGRI 2015c).

Direct payments can, in principle, influence the entry, growth and exit of farms. If direct
payments are capitalised into land values and land rents, increased land rents and prices
may represent significant barriers to entry into the agricultural sector for those not in a
position to inherit farmland and may also impede restructuring within the sector. Direct

20 They point out that receipts of direct payments by an individual farm can also vary from year to year for a
variety of reasons. They investigate whether this variability is negatively correlated with the variability in
market income, which would further add to the stabilising role of direct payments. Their empirical results show
that direct payments play only a limited countercyclical role against fluctuations in market income over time.
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payments can also influence a producer’s decision to exit the industry, particularly for low-
profit farmers. If the amount of the direct payment exceeds the loss associated with a
particular productive activity, then there may be a cross subsidisation effect that will keep
that producer in business thus again slowing consolidation.

There is evidence at least for the EU-15 Member States that the change to a decoupled
payments regime after 2005 may have reduced the rate of farm consolidation in the EU
(Brady et al. 2009; Kazukauskas et al. 2013). There is also evidence from survey intentions
and simulation modelling (Bartolini and Viaggi 2013; Brady et al. 2009) that decoupled
payments slow down the rate of structural change relative to a situation of no agricultural
policy support. The CAP’s income support payments have discouraged some farmers from
exiting agriculture and slowed the reallocation of land towards more efficient farms.

This has implications for the serious problem of generation renewal in EU agriculture. The
majority of EU farmers were older than 55 years and only 6% were younger than 35 years
in 2013. Close to one-third of all farmers are above the normal retirement age of 65.
Between 2005 and 2013, the relative importance of the different age groups has not
changed significantly (DG AGRI 2015b). The Young Farmers Scheme was introduced as
part of Pillar 1 direct payments in the 2013 reform to help to address this issue. It provides
a top-up of the basic payment to young farmers under 40. However, it does not help to
encourage the exit of older farmers and the entry of younger farmers. As previously noted,
the availability of a direct payment not linked to production but linked to land encourages
some older farmers to remain in farming and therefore slows the generational renewal that
is needed.

3.2. Supporting production and competitiveness

EU farming now competes in a global marketplace. While commodity prices are still higher
than they were prior to the 2008 price spike, recent projections suggest that real
agricultural prices are projected to remain relatively flat in the coming decade (OECD-FAO
2016). Energy prices have fallen recently, but they have fallen by more in major
competitors such as the US. Exchange rate movements also alter the relative profitability of
production in different countries at short notice. Competitiveness pressures are expected to
intensify in the coming years as trade barriers are further reduced in the context either of
bilateral free trade agreements with other countries or if a new multilateral trade
liberalisation agreement under WTO auspices is finally concluded. Increasing productivity
and competitiveness are a prerequisite to maintaining the level of agricultural production in
Europe, ensuring supplies for the processing sector, and contributing to jobs and growth.

However, recent trends in EU total factor productivity (TFP) growth have been
disappointing. According to DG AGRI, the average annual TFP change between 2005 and
2014 (which smooths out yearly trends in the TFP index due to weather) was +0.7% per
annum in EU-15, although the EU-13 experienced a much higher growth rate of +2.6% per
annum.?! This higher rate of TFP growth in the new Member States is largely due to a
higher growth rate in labour productivity, due to the large outflow of labour from
agriculture in these countries.

21 DG AGRI, CAP Context Indicators 2014-2020 27. Total Factor Productivity. 2015 Update, available at
http://ec.europa.eu/agriculture/cap-indicators/context/2015/c27_en.pdf, accessed 22 May 2016. These figures
are surrounded by a large margin of uncertainty. OECD (2016) estimates a higher rate of total factor
productivity growth of 1.5% per annum between 2003-2012 based on the USDA Economic Research Service
Agricultural Productivity Database, which is just slightly below the global average figure of 1.7% per annum.
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Direct payments may have both positive and negative effects on efficiency and productivity
through the income effect (Zhu and Lansink 2010). Positive effects can arise if direct
payments provide farmers with the necessary financial means to keep technologies up to
date or to invest in cost-reducing innovations. Direct payments can be particularly
important in the context of imperfect credit markets, where the availability of a steady
income stream can make the difference between obtaining loan approval or not. Negative
effects might arise if farmers are less motivated to perform well with more income due to
subsidies. Higher incomes can lead to a lack of effort and disinclination to seek cost-
reducing methods. Subsidies also lead to a soft budget constraint, meaning that farmers
might be inclined to over-invest leading to inefficient use of resources. At the sector level,
direct payments can increase the price of land and slow down the rate at which resources
are reallocated to more productive uses in response to new technologies or market
conditions. Empirical studies have generally found a negative relationship between direct
payments and farm productivity, although the move to decoupled payments has reduced
the efficiency losses associated with the previous partially-coupled payments (Rizov,
Pokrivcak, and Ciaian 2013; Kazukauskas, Newman, and Sauer 2014).

From a broader perspective, the high dependence of EU agriculture on public support can
be seen as representing a failure of policy to equip farmers to successfully operate in a
more competitive environment. From this perspective, the money used to provide
untargeted public support would be more effectively used to support farmers through more
targeted measures, for example, to improve their competitiveness through research,
extension, better infrastructure, promoting innovation, supporting quality production,
encouraging producer groups and exploring new income-earning opportunities in the
bioeconomy.

One competitiveness argument made in support of direct payments is that they
compensate for the higher standards that EU farmers have to meet relative to their
competitors in third countries and for producing high-quality, healthy and safe food. This is
not a convincing argument. In the first place, we must distinguish between standards
imposed under the polluter-pays-principle to prevent damage to the natural environment or
the wider public, and standards which reflect particular social preferences, such as with
respect to animal welfare. All industries operate under regulations designed to limit
negative externalities for the rest of society, and there is no case for compensating farmers
for compliance with these standards. Second, many standards may benefit farmers by
increasing consumer confidence and willingness to purchase EU products. Third, differences
in standards are only one element that affects competitiveness, and third country
producers could use the same argument to justify support because they face poorer
infrastructure or less well-developed innovation systems than in the EU. There may be
cases where social preferences impose more costly standards on EU producers and where a
case can be made for some form of compensation, such as with respect to animal welfare
standards. But this would imply some form of targeted compensation to those producers
affected, related to the additional costs they incur. Decoupled direct payments to all
farmers cannot fulfil this role. Nor is there any reason why a farmer in receipt of a
decoupled payment is more likely to produce high-quality food than a farmer who does not
receive such a payment, given that there is no link between the payment and food quality.

3.3. Contributing to environment and climate objectives

While cross-compliance conditions have been attached to direct payments since 2005,
specific environmental and climate objectives were only introduced into the direct
payments system with the introduction of the greening payment in the 2013 reform. With
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30% of the direct payments envelope allocated to the greening payment, around €12 billion
annually of direct payments is now focused on environmental and climate objectives. Do
the farm practices required by the conditions attached to the greening payment really make
a significant contribution to improving the environment and fighting climate change in
return for this expenditure? Although it is arguably too early to provide a complete answer
to this question, the Commission has prepared a review of greening after its first year of
implementation in 2015, focusing in particular on level-playing-field aspects, production
impacts and possible simplifications of the greening framework that could reduce the
administrative burden. The findings in this section summarise the conclusions of that
review (European Commission 2016).

Obligations under the green direct payment scheme cover most of the agricultural
area in the EU. Agricultural land subject to at least one green direct payment obligation
amounts to 72% of the total EU agricultural area. This wide coverage demonstrates the
potential of green direct payments to deliver environmental and climate benefits on a large
share of EU farmland, including areas that are not covered by AECMs under RDPs. The
proportion of farmers under at least one greening obligation stands at around 36% of direct
payment beneficiaries. The situation is uneven across Member States reflecting the relative
importance of exempted farms at national level. Some 75% of arable land is affected by
the crop diversification obligation, again with significant variations across Member States,
ranging from less than 10% to more than 90% of arable land. Around 16% of the
permanent grassland area is classified as environmentally sensitive with a view to
protecting biodiversity and carbon storage. The 5% EFA obligation is applicable to around
68% of EU arable land, again with variations between 40% and 90% by Member State.
Equivalent measures only affect a small proportion of farmers and arable land (2% of
farmers and 6% of arable land) except in Austria where equivalent practices under AECMs
account for 19% of farmers and 53% of arable land.

Environmental performance depends on choices made by Member States and
farmers. The three greening practices were primarily targeted at different environmental
objectives — crop diversification at soil health, EFAs at biodiversity and permanent
grassland preservation at carbon storage. However, in the impact assessment
accompanying these proposals in the 2013 reform, little evidence was available to indicate
what environmental improvement might be expected from the implementation of these
practices. This remains an area without much quantification.

The crop diversification and permanent grassland measures have led to no immediate
changes at farm level. In the case of the crop diversification requirement, while three-
quarters of arable land is covered by the requirement, the Commission estimates that
cultivation practices have changed on about 1% of this land (European Commission 2016).
Most farmers were following these practices in any event as part of good farm husbandry.

Also permanent grassland protection has had no immediate impact as no Member State
breached the limit in 2015. Much of the ESPG area was already protected as part of Natura
2000 areas, but four Member States decided to designate such areas outside Natura 2000
areas where a ban on ploughing will be implemented. For both of these measures, it is
argued that they contribute to the maintenance if not the enhancement of environmental
services.?? However, the recalibration of the permanent grassland reference level to a lower

22 “The introduction of greening practices does not necessarily entail changing all practices in all farms. Where
these sustainable agricultural practices are already implemented, the application of the green direct payment
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level implies some weakening of protection compared to the situation prior to the 2013
reform.

In the case of EFAs, the environmental effects depend very much on the choices made by
Member States and farmers because of the large margin of discretion in fulfilling the EFA
requirement. Overall, the area covered by declared EFAs amounts to 14% of arable land
before application of the weighting factors and to 9% after this application, which is well
above the regulatory requirement of 5%. The main EFA types declared by farmers are
nitrogen-fixing crops (45.4% of the physical area on the ground), catch crops (27.7%),
land lying fallow (21.2%), landscape features (4.3%) and buffer strips (less than 1%o).
EFAs areas linked to a productive activity — nitrogen-fixing crops and catch crops —
amount to 73.1% of the total declared EFA area.

When corrected by their weighting factors according to their expected environmental value,
the share and order of each declared EFA type appear different: nitrogen-fixing crops
(39.4% of the weighted area), land lying fallow (38%), catch crops (15%), landscape
features (4.8%) and buffer strips (less than 2%). While after correction nitrogen-fixing
crops remain the most common declared EFA type in the EU, the share of fallow land
appears more important and ranks second. Overall, the 2015 figures show that only 26.9%
of the physical area of EFAs was devoted to the most beneficial elements for the
environment. However, a number of Member States have imposed management conditions
such as restrictions on the use of pesticides or fertilisers on the productive areas.

These data do not tell us anything directly about the environmental benefits from the
greening measures. However, they are certainly suggestive in helping to understand the
likely environmental effectiveness, the degree of environmental additionality achieved, and
overall value for money of the greening payment. The fact that the maintenance of
permanent grassland requirement and the crop diversification obligation have led to
minimal changes in land use, and the fact that the great majority of the land enrolled in
EFAs is used for productive options, are pointers that the additional environmental benefits,
relative to the pre-greening baseline, in return for the expenditure of €12 billion annually
are likely to be low. The Commission makes the argument that the payment contributes to
‘holding the line’ in maintaining the flow of existing environmental services, but it provides
no evidence that the relevant environmental features would be under threat in the absence
of the payment.

The conclusion of one set of seasoned observers is that “From an initial review of these
choices, it looks as if the opportunities for delivering significant environmental value
through the greening measures have not been taken in most cases” (Hart et al., 2016).
Whether it is possible to achieve a satisfactory environmental return from the expenditure
of €12 billion annually on the greening payment by tweaking the regulations or whether a
different approach to greening should be pursued is discussed in Chapter 4.

3.4. Summary fithess check of the current system

Direct payments were originally introduced into the CAP as compensation to farmers for the
reduction in market support prices. Their justification was changed in the Agenda 2000
reform to one of income support (Swinbank 2012). In 2005, these were mostly converted
into decoupled payments. The rationale was to give farmers freedom to farm and to

scheme guarantees the preservation of these practices. In all cases, the scheme ensures that the required
practices are applied on all concerned farms” (European Commission, 2016).
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remove the link between support and production, in part to allow the EU to adopt a more
offensive strategy in the WTO Doha Round of multilateral trade negotiations.

Further changes were made to direct payments in the 2013 reform package of which the
most notable was the decision to allocate 30% of the overall ceiling to a greening payment
to farmers for practices beneficial to the climate and the environment. Another
consequence of the 2013 reform is the much greater flexibility that Member States have in
how they implement CAP direct payments. However, a consequence of the greater
flexibility allowed to Member States is complexity. Despite the intention to make CAP
simplification one of the objectives of the most recent reform, the outcome has been the
opposite. Thus Commissioner for Agriculture and Rural Development Phil Hogan has made
simplification (yet again!) one of his priorities in his term of office.?® To mid-2016, the
proposals for simplification have involved amendments to delegated and implementing acts
designed to make administration easier for paying agencies in the Member States and to
reduce the scale of penalties that farmers face for unintentional errors.

However, direct payments face more serious questions. Farmers remain shockingly
dependent on these payments whose justification remains unclear. Farmers deserve
assistance in coping with the challenges they face in the coming decade, and their
contribution to providing public goods should be recognised and remunerated. However,
there is no specific challenge or specific public good where the appropriate policy response
is a uniform, fixed, decoupled payment paid per hectare of all agricultural land throughout
the EU. Of course, such payments make some contribution to specific objectives — reducing
income variability, maintaining farming in marginal regions, benefiting climate action and
the environment — but they can never be an efficient and satisfactory solution.

The last CAP reform missed the opportunity to target payments to specific objectives (only
the young farmer payment comes to mind as a specifically targeted payment). As an
income support, the vast bulk of decoupled payments continue to go to farms with income
above the median farm income. However, lowering the cap on the amount an individual
farm can receive (leaving aside the different ways individual farms might try to get around
this cap) will not lead to a more equitable regime, in the sense of focusing public support
on farm families with inadequate incomes. Low income from farming is not the same as low
farm household income when off-farm income and other income sources are taken into
account. Flat-rate payments per hectare paid to farmers irrespective of the local conditions
under which they farm and unrelated to the specific public services required in their
neighbourhood, are an ineffective and inefficient approach to incentivising farmers to
provide these services (Tangermann, 2012). Existing direct payments may help to support
the continuation of farming in the EU but they do very little to assist the sector to improve
its underlying competitiveness. The opportunity to revisit the CAP regulations after 2020
provides an occasion to restructure the direct payments regime in a more targeted way.

23 For a summary of the Commissioner’s simplification agenda to date, see
http://ec.europa.eu/agriculture/simplification/index_en.htm. For a discussion of the history of attempts to
simplify the CAP, see Matthews, A., “Simplification as a top priority in 2015”, available at
http://capreform.eu/simplification-as-a-top-priority-in-2015/,_accessed 15 March 2016. Commissioner Hogan
has asked for extensive input from Member States, the European Parliament and stakeholder groups to feed
into that process. In a speech to the ‘Agri 2015’ conference in Leipzig on 23 April 2015, Commissioner Hogan
reported that he received more than 1000 pages of simplification proposals to that date.
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4. DIRECT PAYMENTS AFTER 2020: BUILDING ON THE
2013 REFORM

KEY FINDINGS

Three different models are proposed to illustrate key decisions for AGRI Members
regarding the future of direct payments.

Model 1 assumes that decision-makers wish to prolong the current structure of
direct payment into the next programming period but to make technical
adjustments to the legislation to improve its effectiveness and to simplify its
administration.

Model 2 follows the US example in which decoupled direct payments are
eliminated and the savings used either to introduce counter-cyclical
payments or a set of income stabilisation tools. No merit is seen in counter-
cyclical payments. There is a case to shift resources to income stabilisation tools but
these should be managed principally at the Member State level.

Model 3 revisits the greening payment and considers four different options
to replace it. These include reverting the greening obligations to cross-compliance;
replacing the greening obligations by a menu approach at the Member
State/regional level; adopting ‘conditional greening’ whereby entitlement to the
basic payment would be conditional on enrolling in a basic AECM in Pillar 2; and
transferring the greening payment for voluntary AECMs in Pillar 2.

This chapter and the next discuss some alternative proposals which respond to the issues
raised in Chapter 3 around the functioning of the present system of direct payments. The
choices made will reflect different views regarding the purpose of direct payments and
different weightings attached the challenges facing the agricultural sector and what society
expects of its farmers. For this reason, the purpose of this Chapter is to suggest a
framework which can help to structure these discussions for AGRI Committee Members.
The discussion is structured in terms of three different models:

Model 1: Technical adjustments (‘steady-as-she-goes’). Essentially, this
model would maintain the current post-2013 structure of direct payments into the
next programming model but make technical adjustments to the legislation to
improve its effectiveness and to simplify its administration. This model might be
seen as building on the Commissioner’'s simplification agenda but opening up
aspects of the basic regulations for amendment, but within a relatively limited
scope. This option would be favoured by those who see merit in the current
structure. It might also be favoured by those who might seek a wider restructuring
but doubt that this is the right time to pursue this. This might be because they are
convinced by the argument that farmers and national administrations need a period
of stability without another major upheaval in the policy environment, because they
believe it makes sense to wait for further evidence on the effects of the last reform
before embarking on the next one, or because they feel the legislative timeline is
not conducive to the completion of a more far-reaching reform in the current
legislative period.
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Model 2: The farm-focus model (‘back-to-the-future’). Essentially, this model
would focus direct payments more on the farm income and farm production
objectives of agricultural policy. Under this heading, | discuss proposals for counter-
cyclical payments and the diversion of some or all of the direct payments envelope
to risk management measures. This might also be called the ‘US model’ as it would
imitate the path taken in the 2014 US Farm Bill which eliminated its decoupled
direct payments and replaced them with a variety of counter-cyclical and risk
management programmes.

Model 3: Revisit greening (‘sustainable countryside’). This model revisits the
greening payment and considers four different options to replace it. These include
reverting the greening obligations to cross-compliance requirements; replacing the
greening obligations by a menu approach at the Member State/regional level;
adopting ‘conditional greening’ whereby entitlement to the basic payment would be
conditional on enrolling in a basic AECM in Pillar 2; and transferring the greening
payment for voluntary AECMs in Pillar 2.

The three models are ‘ideal types’, each designed to focus on different elements of the
direct payments scheme to allow discussion of some of the critical choices facing AGRI
Committee Members. In Chapter 5, elements from each model are drawn upon to develop
a recommended ‘targeted’ model for the future of direct payments. This model would have
a stronger focus on environmental land management than the current structure of direct
payments, but it would not be solely a ‘public goods’ model. Support for innovation in the
farm sector and to improve competitiveness would continue, as would support for risk
management, to young farmers and to maintain farming in areas of natural constraints
including some limited coupled payments. However, untargeted decoupled payments for
farm income support would be phased out over time. Whether agricultural policy should
continue to be delivered through two Pillars as well as the appropriate balance between EU
budget financing and national Member State financing of future agricultural policy are also
addressed in Chapter 5.

4.1. Model 1. Technical adjustments (‘Steady as she goes’)

In Model 1, the layered approach to direct payments introduced in the 2013 reform would
continue, and the balance between these layers would be broadly maintained. However,
even maintaining the ‘status quo’ will require some particular issues to be addressed prior
to the next programming period. Also, supporters of this option may see opportunities to
improve the effectiveness of spending or for further simplification without a further major
restructuring. The discussion does not go into the detail of specific aspects of the direct
payments Regulation, but highlights some of the top-level choices which will need to be
faced.

4.1.1. Equalise more the payments per hectare across Member States

The external convergence settlement reached in 2013 may not reflect an agreed and stable
equilibrium. Although disparities in payment levels per hectare between Member States
have been reduced, there are still significant differences notably among the old Member
States reflecting historical circumstances, and between the old and new Member States.
The argument was made in the European Council conclusions on the current MFF that
payment levels should reflect wages, productivity and input costs, so there would seem to
be a case to revisit the allocations in the light of changes in these variables that have
occurred since 2013. Newer Member States may push for full equalisation of per hectare
payments across all Member States.
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The role of the Parliament in this decision is limited. On the last occasion, the Pillar 1
allocation (as well as the allocation for Pillar 2 funding) was decided solely by the European
Council as part of its MFF conclusions in February 2013. In its report ‘The negotiations on
the MFF 2014-2020: lessons to be learned and the way forward’, the Parliament made the
following observations:24

“considers it regrettable that this was reflected in the fact that the national allocations,
especially from the two biggest areas of expenditure in the EU budget, agriculture and
cohesion policy, were determined at that moment; criticises, in particular, the increased
number of special allocations and ‘gifts’ granted in the course of negotiations between
Heads of State and Government, which are not based on objective and verifiable criteria,
but rather reflect the bargaining power of Member States, trying to secure their national
interests and maximise their net returns; denounces the lack of transparency in striking
this agreement and the reluctance of the Council and the Commission to provide Parliament
with all relevant documents; highlights that the European added value should prevail over
national interests.”

This suggests that the Parliament recognises the political reality that national envelopes for
cohesion and agricultural spending will continue to be decided by the European Council by
unanimity, while calling for the use of more objective criteria based on European value
added as well as greater transparency around the negotiations. Of course, Parliament will
be free to make its views known to the European Council prior to these negotiations taking
place.?®

It is not easy to suggest what an appropriate allocation of the overall direct payments
budget between the Member States should be, based on the 2013 reform. Various models
based on objective criteria were canvassed in the Commission’s impact assessment
accompanying its CAP reform proposals in 2011 (European Commission 2011c; see also
Cao et al., 2010). However, because of the lack of clarity about what the BPS/SAPS
payment, in particular, is trying to achieve, reaching political agreement on a set of
objective indicators would be difficult. If the 2013 external convergence formula were to be
altered, the most likely approach would be to tighten the harmonising formula used on the
last occasion. While this would reduce the variability in payments levels per hectare across
Member States, it would not change their ranking. It also begs the question whether
moving towards a more uniform payment per hectare is, indeed, a more equitable
outcome. In the longer run, this problem becomes more tractable if direct payments are
more linked to the achievement of specific targets of EU interest, as proposed in the
targeted model in Chapter 5.

4.1.2. Complete the move to regionalised basic payment

The Commission recommended the flat-rate regional model when making its proposal on
decoupled payments in the 2013 CAP reform but it was rebuffed by Member States,
particularly those where this would lead to significant shifts in payments between farms.
There are always political economy arguments in favour of maintaining the status quo
(those who are likely to lose will be more vocal than those who are likely to gain).
However, maintaining the link to the historic model also means maintaining a link between

24 European Parliament, Report on negotiations on the MFF 2014-2020: lessons to be learned and the way
forward, 26 March 2014 (2014/2005(INI).

The proposal for a minimum floor for payments per hectare was first made in the European Parliament’s
rapporteur’s draft report on the direct payments Regulation, was approved by the AGRI Committee and
endorsed in the Parliament’s plenary vote (Little et al. 2013).

25
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the level of payments and more productive farms. Other things equal, distributing
payments more equally on a hectare basis tends to shift payments from more intensive to
more extensive land uses. Although Member States retain the option to regionalise the
basic payment which allows differences in, for example, land quality to be taken into
account, these overtly redistributive decisions are politically very difficult for Member States
to take, particularly when the objective of the payments is unclear. Farmers with more
extensive systems will tend to have lower levels of income per hectare, and thus can argue
that they have a greater need for support than farmers on better-quality land. It is for
these reasons that, in 2020, the majority of Member States applying the BPS will continue
to use the partial convergence model.

The Commission will again likely propose that all Member States move to a uniform flat-
rate regional or national payment in the next programming period. The more time that has
passed since the introduction of decoupled direct payments in 2005, the more difficult it
becomes to justify the link with historical references. For those Member States unhappy to
make the final move to a flat-rate system, updating the partial convergence formula to
whatever new external convergence formula is agreed might be the fall-back position.

For the new Member States using the SAPS, they already have a flat-rate system but do
not make use of entitlements.?® The SAPs was originally introduced in 2005 as a
transitional measure to 2013 for those new Member States that wished to make use of it.
In the 2013 reform, this exemption was extended to 2020. The most likely assumption is
that the Commission will not propose its renewal in the next programming period.

The case for using entitlements in connection with decoupled direct payments was based on
the desire to facilitate the transfer of the premium rights. It also strengthened the case that
these are Green Box payments under WTO rules. The link with a factor of production,
namely land, is less direct. Whether this argument would hold water or not, if challenged
by another WTO Member, has been questioned (Swinbank 2012). However, as the EU also
notifies its SAPS payments under the Green Box (albeit under a different paragraph), this
argument for entitlements on its own is hardly decisive.

Another argument used to support the use of entitlements is that this helps to minimise the
extent to which the value of direct payments support is capitalised into land values.
Capitalisation means that the value of support intended for active farmers is transferred to
the owners of land. As one-half of agricultural land in the EU is rented, this is a substantial
leakage of support to a group that is not directly farming and thus not intended as a
beneficiary of the policy. Both theoretical and empirical literature has shown that
capitalisation is much reduced if the number of available entitlements is less than the
number of eligible hectares. This was usually the case in countries which adopted the
historic model of decoupled payments in 2005.

However, following the updating of the base year for the allocation of entitlements to 2015,
this ‘naked land’ in most countries is now included in the eligible area. The balance between
the number of entitlements and the number of eligible hectares should now be roughly

26 The phrase ‘payment entitlements’ was introduced in Regulation (EC) No 1782/2003 which introduced in the
single payment system in the old member states. The single payment was determined on the basis of
entitlements received by a farmer from previous direct payment schemes. The overall amount to which a farm
was entitled was split into parts (payment entitlements) and linked to a certain number of eligible hectares, in
order to facilitate transfer of the premium rights. To avoid the accumulation of payment entitlements without
an agricultural basis, provision was made for a link between the number of payment entitlements and the
number of eligible hectares a farmer had.
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equal in all countries. This is expected to lead to an increase in capitalisation, ignoring
other changes in the 2013 reform (Ciaian, Kancs, and Swinnen 2014), and thus undermines
this particular argument for entitlements. Capitalisation is also likely to increase because
there will be an increasing demand for land towards the end of the programming period as
farmers try to maximise their chances to receive, without charge, a guaranteed stream of
income in the following programming period on the assumption that the current structure
of direct payments is prolonged. So the expected net benefits of direct payments in the
years after 2020 are likely to be bid into land values and rents in the years prior to 2020.

This rush for land would be triggered if, in the Commission proposal for the CAP after 2020,
it proposed not only to prolong the current system but also to allow a further updating of
the allocation of entitlements in line with the hectares in agricultural use by each farmer in
2020. Even if the Commission did not itself propose it, farmers may speculate that updating
would be introduced in the trilogue negotiations between the Council and Parliament.
Updating would confirm farmers’ expectations that this would continue to happen on a
regular basis, strengthening the argument of those who see a link between the BPS and
land, possibly disqualifying the measure from the WTO green box exemption. On the other
hand, if the allocation of entitlements to individual farms remains as in 2015, then the only
way entitlements can change hands in line with structural changes in agricultural holdings
is through their sale or transfer. But this simply leads to the leakage of the benefits of
support to those farmers who are leaving the sector. Over time, active farmers who find
they have to pay to acquire entitlements for support might feel they would be just as well
off if the support system had never been put in place.

Because the entitlement system is already in place and the SAPS extension expires in
2020, it may be difficult to make the case for a further temporary extension of the SAPS
after 2020. In Chapter 5, we propose an option to move completely away from the notion
of entitlements to a contract-based support system for farmers who wish to receive public
funds for investment, risk management or the production of environmental public goods.

4.1.3. Reduce capping thresholds and/or increase use of the redistributive
payment

The DG AGRI figures for the distribution of aid by size-class of aid for the financial year
2015 have not yet been published (mid-2016). So we do not yet know how the distribution
of payments in the first year of the new reform will compare with those reported above.
However, the minimal impact of capping and the relatively modest share of the direct
payments budget allocated to the redistributive payment suggest that little change should
be expected. Direct payments are still largely distributed on the basis of access to land and,
as farm sizes are very unequal across the EU, so is the distribution of payments.

As part of technical adjustments to the current direct payment structure, this issue could be
revisited. For example, the rate of degressivity on payments over €150,000 could be
increased from 5%, and/or the threshold itself could be lowered. The redistributive
payment has contributed more to reducing disparities in payments across farms than
degressivity/capping. However, only 8 Member States opted to use the redistributive
payment, and the current ceiling that a maximum of 30% of the direct payments ceiling
can be used for this payment has not been binding (the countries making the greatest use
of these payments are France (20% of its national ceiling from 2018) and Belgium
(Wallonia) 17% of its national ceiling) (Henke et al. 2015). So increasing the 30% ceiling
would not necessarily lead to a further redistribution in favour of smaller farms.
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4.1.4. Alter the greening payment rules

As noted by Hart et al. (2016) there are two variants to pursue if retaining the greening
payment as part of Pillar 1 based on mandatory, simple and generalisable obligations. One
is to focus on changes to the administration, verification and control regime, while the
other is to attempt to change the level of environmental ambition (for many people, the
intention would be to raise the level of ambition but for others it might be to water it
down). As the former variant is being pursued as part of Commissioner Hogan’s
simplification agenda, it is the second variant which is more relevant to the future of direct
payments after 2020.

The possible changes which might be considered, assuming the intention would be to raise
the environmental effectiveness of the greening payment, could include:

The proportion of the direct payments ceiling allocated to the greening payment
could be changed from its current 30%. Any change in the size of the Pillar 1 budget
in the next MFF will in any case lead to a change in the absolute amount available
for the greening payment. If the CAP budget is reduced in the next MFF, would this
be reflected in a cut in the basic payment, the greening payment, or both? If the
greening payment is seen as ‘compensation’ to farmers for the environmental
conditions attached to the payment, some might argue that the payment should be
maintained in absolute terms by changing the allocated proportion if farmers are
asked to observe the same requirements. The opposing argument is that there was
never a clear economic rationale for the 30% figure in the first place. Related to this
debate is whether the derogation not to make the payment to farmers as a flat-rate
payment should be continued or not for those Member States which will continue to
use the partial convergence model after 2020, if it is allowed.

Further measures might be added to the three practices currently attached to the
greening payment. Whether crop rotation should be substituted for crop
diversification might be re-examined, as might the green cover option. Efforts might
be made to increase the attractiveness of equivalent practices if it were felt that
they were more likely to result in additional environmental benefits compared to the
basic rules. The exemption thresholds for crop diversification and EFAs could be
reduced, although this would greatly increase the number of farms whose
compliance would have to be monitored without increasing the land area covered by
the same extent. Another argument against reducing the exemption thresholds is
the view among supporters of the ‘small farm model’ that smaller farms are in any
case more environmentally benign simply by virtue of their small size and thus
should be ‘green by definition’.

The EFA threshold could be revised upwards to cover a larger proportion of arable
land. This may happen in any case when the Commission presents its
recommendation on this issue in March 2017. In Switzerland, farmers are required
to keep 10% of their arable land as ‘ecological compensation areas’ (the same
concept as EFAs). The current exemptions from EFAs for permanent crops and
permanent grassland might be re-examined.

Changes could be made to improve the environmental benefits expected from EFAs.
These could include removing some of the existing elements, changing the weights
attached to the various elements, specifying stricter management requirements for
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productive land in EFAs, or trying to stimulate more the creation of green
infrastructure through collective schemes?’.

Other options for the greening payment are explored in Section 4.3 as part of the
‘sustainable countryside’ Model 3.

4.1.5. Grant more or less flexibility to Member States

While the essence of Model 1 is that the structure and layering of direct payments remains
similar to that currently in place, there could still be scope within the meaning of ‘technical
adjustments’ to alter the flexibility now provided to Member States to choose among the
various options. Examples where the flexibility parameters could be altered include the
percentages which could be transferred between Pillars in either direction, or the
percentages which can be allocated to voluntary coupled support (VCS). Although it might
seem most obvious to increase the scope for flexibility, one might also envisage the
withdrawal of some flexibility if it was felt that this created problems. For example, the fact
that many Member States have opted to provide extensive coupled support to dairy cows
under the VCS scheme has exacerbated the problem of over-supply of milk on the EU
market during the 2015 and 2016 marketing years and has helped to drive milk prices
down to below costs of production on some farms. The possibility to transfer resources
from Pillar 2 to Pillar 1 might also be withdrawn as not in line with future priorities. Also,
the extremely limited uptake of the ANC scheme in Pillar 1 suggests that Member States
did not find this flexibility helpful given they could provide such support under Pillar 2.

4.1.6. Stop the basic payment after retirement age

Generational renewal is one of the major challenges facing EU agriculture which the current
decoupled basic payment does nothing to address. The purpose of the basic payment is to
provide income support to active farmers, but why does the EU continue to make this
payment also to farmers who are older than the normal retirement age? In national social
welfare systems, continuing to work affects a person’s entitlement to non-contributory
state income support. The same reasoning could be applied to the basic payment.

4.2. Model 2. The farm-focus model (‘Back to the future’)

Model 2 assumes that policy-makers are mainly concerned with farm policy objectives but
do not believe that decoupled direct payments provide an effective support to productive
farming or provide an adequate solution to income variability. Those advocating this model
are likely concerned with increasing safety-nets during periods of low prices. They will draw
inspiration in particular from the direction of changes in US farm policy in its 2014 farm bill
which replaced (essentially decoupled) direct payments with different kinds of counter-
cyclical programmes. Because of the possible lessons to be learned, the major changes
which took place in the 2014 US Farm Bill are first outlined. Two alternative proposals for
possible EU counter-cyclical programmes are then examined. One is to convert decoupled
direct payments into counter-cyclical payments (CCPs). The other is to transfer part of the
direct payments budget into a much-expanded income stabilisation insurance scheme.

4.2.1. The US strategy in the 2014 Farm Bill

The US Agricultural Act of 2014 (P.L. 113-79, also known as the farm bill) is a mammoth
piece of legislation with twelve separate Titles covering a wide range of expenditures,
including on conservation, trade, nutrition, research, rural development, forestry, energy,

27 The Commission has already raised the possibility to limit the use of inputs on productive EFA areas in its review

51



Policy Department B: Structural and Cohesion Policies

and organic agriculture. For the purposes of this note, the relevant titles are Title |
Commodity Programmes and Title XI Crop Insurance. The commodity programmes provide
payments when crop prices or revenues decline for major commodity crops, including
wheat, corn, soybeans, peanuts, and rice. Title | also authorises disaster programs to help
livestock and tree fruit producers manage production losses due to natural disasters,
margin insurance for dairy farmers, and marketing quotas, minimum price guarantees, and
import barriers for sugar. The crop insurance programmes include the permanently
authorised federal crop insurance programme, as well as new plans including Stacked
Income Protection (STAX) for cotton and the Supplemental Coverage Option (SCO) for
other crops (for a comparative analysis of risk management tools in the US farm bill and
the CAP 2014-2020, see Cordier, 2014).

The cost of the mandatory programmes in the US farm bill was estimated at the time of
enactment at US$489 billion over the five years FY2014-FY2018. About 80% of mandatory
farm bill spending is for the Supplemental Nutrition Assistance Program (SNAP). Farm
commodity support (US$23.5 billion) and crop insurance (US$41.4 billion) are expected to
account for 13% of mandatory program costs, with another US$28.2 billion (6% of costs)
in USDA conservation programs (Johnson and Monke 2014).

Title 1 commodity programmes establish minimum prices via the marketing loan program
for approximately two dozen commodities, including corn, soybeans, wheat, rice, and
peanuts. The most notable change in commodity programmes was the elimination of the
US$5 billion-per-year direct payment (DP) programme (which in the US had been confined
to a narrow range of arable crops) together with two other direct payment programmes,
the counter-cyclical price (CCP) programme and the Average Crop Revenue Election (ACRE)
programme. Instead, producers of the covered crops made a one-time choice between two
new programmes linked to a decline in either price or revenue: (1) Price Loss Coverage
(PLC), which is a counter-cyclical price programme and makes a farm payment when the
farm price for a covered crop declines below its “reference price” set in statute; or (2)
Agriculture Risk Coverage (ARC), which is a revenue-based programme designed to cover a
portion of a farmer’s out-of-pocket loss (referred to as “shallow loss”) when crop revenues
decline (Johnson and Monke 2014). The distinction is that PLC payments are made when
market prices fall below a set reference price, while ARC payments are made when revenue
falls below a benchmark level based on a rolling average. In both cases, payments are
made based on historical acreage and are independent of current production. Producers do
not contribute to these programmes, and they are separate from a producer’s decision to
purchase crop insurance. Reference prices designed to trigger payments under the PLC
were increased in the farm bill compared to the previous period.

Significant changes were also made to support for the dairy sector. The dairy product price
support programme, the Milk Income Loss Contract (MILC) programme, and export
subsidies were eliminated. They were replaced by a Dairy Margin Protection Program which
makes payments to participating milk producers when the national margin (average farm
price of milk minus an average feed cost ration) falls below a producer-selected margin.
During 2015, a stable margin close to the US$8.00 level meant that payments were made
only for a limited period and targeted only to operations that had chosen the highest level
of risk protection.

of greening after one year, SWD(2016)218.
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The federal crop insurance programme makes available subsidised crop insurance to
producers who purchase a policy to protect against losses in yield, crop revenue, or whole
farm revenue (including livestock producers to a limited extent). More than 120
commodities are insurable. Yield policies protect against agricultural production losses due
to unavoidable natural causes such as drought, flooding, hail, wind, hurricane, tornado,
lightning, and insects. Revenue policies protect against revenue losses resulting from
changes in prices and/or yields. Livestock policies protect either against a loss in gross
margin (market value less feed costs) or against price declines. Producers pay a portion of
the premium which increases as the level of coverage rises. The federal government pays
the rest of the premium (62%, on average, in 2014) and covers the cost of selling and
servicing the policies (Shields 2015). In 2014, there were over 1.2 million policies that
provided nearly US$110 billion in insurance coverage on more than 290 million acres,
including more than 80% of acres planted to major field crops in the US (USDA evidence,
House of Lords 2016; for comparison, the total number of farms in the US is about 2.1
million and total US harvested cropland is of the order of 315 million acres or 126 million
hectares?®).

Funding is increased in the 2014 farm bill for crop insurance relative to baseline levels,
most of which is for two new insurance products, one for cotton (STAX) and one for other
crops (SCO). The STAX insurance programme was introduced because cotton is not covered
by the counter-cyclical price or revenue programmes established in Title I. For other crops,
the 2014 farm bill makes available SCO as an additional policy, based on expected county
yields or revenue, to cover part of the deductible under a producer’s underlying insurance
policy (this is a farmer’s out-of-pocket loss or “shallow loss”) (Johnson and Monke, 2014).

The US strategy in its farm bill was to shift support to farmers from direct payments under
its DP program and to use the savings to increase direct payments in the form of counter-
cyclical programmes. The repeal of DP payments, which were essentially a decoupled form
of income support, was a major shift in US agricultural policy. Debate continues in the US
on the cost of the new programmes, which is expected to be higher than earlier projections
because of lower farm prices. Farm safety net proponents say the current suite of programs
has been designed for such situations and is needed to adequately protect producers and
the overall agriculture sector. Critics believe that a simplified approach could be more
effective and less expensive, with funds used instead for goals such as investment in
agricultural research or transportation infrastructure (Shields, 2015). One specific concern
is that the new farm bill programmes could result in potential compliance issues with the
US’s WTO Bound Total Aggregate Measurement of Support (AMS) limit for certain domestic
support (Schnepf 2015) because a higher amount of payment support must now be notified
as not exemptible under WTO green box criteria. The US may claim some of the new
payments as exempt under the blue box criteria.

4.2.2. Convert decoupled payments to counter-cyclical payments

This section considers the merits and drawbacks of converting direct payments into a form
of counter-cyclical payment in the EU.2° The motivation for this proposal is that direct
payments are paid to farmers both when prices are low and when prices are high. The idea
is that when prices are high, direct payments are not necessary and when prices are low,

28 https://www.agcensus.usda.gov/Publications/2012/Full_Report/Volume_1, Chapter_1_US/st99_1 009 _010.pdf

2% In this discussion, the focus tends to be on substituting CCPs for decoupled direct payments. In principle, it is
possible to imagine varying specific area payments or animal premiums in line with prices, but this
complication is not considered further here.
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direct payments should expand. As discussed in the previous section, CCPs are widely used
in the US, and proponents argue that the EU should follow its lead.

Because individual farm commodity prices do not move in synchronised fashion, CCPs
would need to be commodity-specific. There would be little point in making payments to a
wine producer if payments were triggered by a drop in the aggregate farm price level due
to difficulties on livestock markets.3° CCPs linked to output prices are a form of deficiency
payment, as fundamentally they make up the difference with a hypothetical target price, as
shown schematically in Figure 5. The current per hectare decoupled payment is assumed
converted into an equivalent price per tonne of output for the purposes of this example.
The left hand panel shows the effective return received by a farmer, including both the
price from the marketplace and a constant equivalent amount of direct payment. The right
hand panel shows the implications of using the same sum of money for direct payments
(assume it is the total budget envelope set aside over the period of the MFF) to smooth the
effective return. Given the evolution of market prices during this period, it would be
possible to maintain a specific target ‘price’ equivalent to Target ‘price’ 1. In this instance,
the market price never exceeds the target price. However, if the available budget for direct
payments were such that it only allowed target ‘price’ 2 to be guaranteed, then the
payments would be made only during the trough periods of the cycle, indicating clearly
their nature as deficiency payments. In this example, it is assumed that the objective of the
policy is to completely smooth farmers’ effective return, but less-than-complete smoothing
would also be possible, and in practice, given imperfect information, would be inevitable.

Figure 5: Stylised representation of counter-cyclical payments
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30 Basing payments on the trend in the aggregate price level would also create anomalous effects among Member

States. For example, assume that the trigger would be based on the Eurostat “price index of agricultural goods
output” which is a price index representative of all agricultural output in the EU (Eurostat domain
apri_pil0_outq, which is currently only published quarterly). Prices for farmers in some countries may be quite
buoyant when they are low in other countries because of differences in the composition of output. For
example, the average price level for total agricultural output (base 2010=100) was 92.2 in Belgium in 2016Q1
but 115 in Ireland and 121 in Hungary. A counter-cyclical payment based on the overall price index would not
avoid the problem that some farmers would receive increased direct payments even though their market
receipts are also increasing, and vice versa.
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Deficiency-style payments of this kind do not necessarily solve the problem of poor
targeting because there are differences in the price trends for individual commodities
across Member States. The Eurostat price index for soft wheat in 2016Q1 was only 89 in
the Netherlands and Sweden but it was 126 in Slovenia and 140 in Slovakia. Even for milk,
which is the product most in difficulty at the beginning of 2016, the price index in 2016Q1
varied from 82 for Belgium, 88 for Ireland, 89 for Germany, 96 for France, UK and
Netherlands, 102 for Poland, 105 for Italy, and 120 for Romania. Returning to politically-
determined trigger prices for individual commodities in a 28-member EU, with a very varied
structure of production in different Member States and where production costs vary so
greatly from one country to another, would be a political challenge. It is likely that the
Council would insist that it alone has the right to fix these prices under Article 43(3) of the
Treaty on the Functioning of the European Union.

Because price movements are not perfectly correlated across commodities, the variability of
revenue for diversified farms over time will be lower than the variability of revenue for the
individual enterprises separately. This provides an incentive to diversify for the risk-averse
farmer. If revenue variability for individual commodities is reduced because of CCPs,
farmers have less need to diversify to reduce risk. This encourages the tendency towards
greater specialisation with risks for negative environmental consequences. Payments that
are triggered when prices or returns are low may also tend to induce more risky farming
practices.

Neither do CCPs address the significant input price variability which is an important source
of income variability for EU farmers. However, input price variability is taken into account in
margin protection programmes.

CCPs would not fit easily into the current rigid structure of the EU budget. Some argue that
this is primarily a technical issue, and that one could envisage the management of a pluri-
annual envelope under a particular ceiling as is currently the case with EU funds such as
the EAFRD, European Globalisation Fund and the European Regional Development Fund.
However, variable annual disbursements in these funds follow and remain within the fixed
annual ceilings on commitments set down in the MFF. These funds do not allow
disbursements (payment appropriations) to be brought forward from future years’
commitment appropriations (borrowing), even if they allow a limited carry-forward
(banking) of unused appropriations from previous years. Operationalising CCPs in a budget
structure where borrowing is not allowed would seem problematic.

CCPs are tied to market conditions and would represent a return to product-related and
trade-distorting support. By supporting EU production in periods of low world market
prices, they amplify price instability for other countries, including developing countries, in
the same way as variable import levies and export subsidies in the past. As price-related
payments, they would be notified as non-exempt subsidies under WTO disciplines in the
amber box. This would not cause any immediate problem for the EU given the space that
currently exists between its Bound Total AMS and its Current Total AMS. Further, a US
proposal to revise the blue box criteria in the Doha Round negotiations to allow it to notify
its CCPs in the blue rather than the amber box was included in the draft provisions of a
possible final agreement in the WTO negotiations (WTO 2004). The US proposal allowed the
exemption of direct payments to producers that were not tied to current production even if
they were linked to current market prices. Presumably, an EU system of CCPs could be
designed to meet these criteria if that were necessary in the future.
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If there is a fixed amount for the total budget for direct payments over several years in line
with the stabilisation objective, Bureau and Witzke (2010) make the point that it seems to
involve little apparent advantage for farmers. Farmers could just as well handle the
adjustment themselves with the help of the banking sector if the total value of direct
payments over a period of several years is known beforehand, provided that the tax system
does not impede such arbitrage over time. One twist on this is the proposal for a
mandatory precautionary savings tool put forward by the French government to the
informal AGRIFISH Council in May 2016 (see footnote 2) intended to replace the crisis
reserve. This would involve direct support paid into a blocked account for a defined
duration and available for use in the event of a hazard arising (use of the funds other than
in such circumstances would still be possible but at a very substantial discount). Such
obligatory savings could be supplemented by voluntary payments made by farmers,
payments that would then attract a government top-up as an incentive (e.g. a doubling of
the sums paid into the reserve, subject to a specified limit). Such an instrument has more
in common with an income stabilisation tool and could be considered as part of the toolbox
in the following section.

4.2.3. Replace direct payments with insurance products

An alternative farm-focus strategy would be to eliminate direct payments but use that
money to subsidise insurance products for farmers, again following the US example. This
strategy was recommended in the recent report for the AGRI Committee on Management
Tools Implemented by Member States during the period 2014-2020: National and European
Frameworks (Bardaji and Garrido 2016). Direct payments already reduce the variability of
farm incomes but they were not conceived as a risk management tool. They are (mostly)
decoupled from production and are not directly correlated with changes in farm income.
Indeed, because of their stabilising effect they may work as a disincentive for other risk
management strategies (Bardaji and Garrido 2016). Perhaps partly as a result, the use of
risk management instruments has remained very underdeveloped within the EU. Although
CAP support for risk management is increasing, the share of CAP funds being spent on
crisis and prevention measures continues to be very low, less than 2% of the Pillar 2 funds
and 0.4% of the total CAP budget in the 2014-2020 period (Bardaji and Garrido 2016).

This note is not the place for a thorough discussion of risk management instruments which
will be covered in a companion note for the workshop (Mahé and Bureau, 2016; see also
Cordier 2014; Bardaji and Garrido 2016). From the perspective of the future of direct
payments, the issue addressed is the substitution of an income stabilisation tool (IST) for
decoupled direct payments and the possible consequences of doing so.

Insurance products reduce income variability which can result either from production or
price risk. If they are properly priced in an actuarial manner and farmers pay the full
premium cost, they do not increase the overall level of farm income over time. However,
public support may be provided either to subsidise the cost of premiums, to cover the cost
of administration, or to contribute to the financing of indemnities paid by insurance
companies. Where public support is provided, then overall farm income over time may be
higher than in the absence of such public support (this will depend on the share of this
public support captured by insurance companies and other intermediaries).

Until the 2013 CAP reform, support for risk management in the CAP budget was limited to
the fruit and vegetables and wine sectors, as well as the possibility given to Member States
in the Health Check under Article 68 of Regulation (EU) 73/2009 to provide specific support
up to 10% of their direct payment envelopes for contributions to insurance premiums for
crops and animal insurance or by way of mutual funds for animal and plant diseases and
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environmental incidents. However, these risk management instruments supported by the
CAP during the period 2007-2013 were not very successful (Bardaji and Garrido 2016).

The 2013 CAP reform introduced a risk management toolkit into Pillar 2. This included the
Article 68 arrangements which were moved out of Pillar 1 and extended to all sectors, while
a new income stabilisation tool was added. Thus the risk management toolkit in Pillar 2 now
contains three instruments:

Financial contributions to premiums for crop, animal and plant insurance against
economic losses to farmers caused by adverse climatic events, animal or plant
diseases, pest infestation, or an environmental incident;

Financial contributions to mutual funds to pay financial compensations to farmers,
for economic losses caused by adverse climatic events or by the outbreak of an
animal or plant disease or pest infestation or an environmental incident;

An income stabilisation tool (IST), in the form of financial contributions to mutual
funds, providing compensation to farmers for a severe drop in their income.

While support for risk management through the EU budget has been limited, Member
States have provided support from their own resources for risk management under state
aid rules. This has included support for insurance schemes as well as disaster aid. State aid
rules also provide for de minimis support which is intended to give Member States the
flexibility to respond to crises.

In the debate around the future of direct payments, one option is to replace the basic
payment with a significant expansion in the coverage of ISTs, including not only the mutual
fund model included in the 2013 CAP reform but also insurance-based or savings-based
models. As the Commission noted in its impact assessment of the 2013 CAP reform, “An
IST is an alternative to either returning to the ’old CAP’ with high intervention prices, or
addressing concerns of income volatility with some form of Counter Cyclical Payment.”
(European Commission 2011b).

The Commission estimated the cost of operating an IST in the EU-25 in its impact
assessment of the 2013 CAP reform. Assuming that about 20% of all EU farmers would
receive compensation payments each year, because their income drop would be more than
30% compared to their average income, and assuming that all Member States would
implement the scheme, and that all farmers would opt to participate in the scheme, the
cost of compensation could amount to some €4-7 billion for the EU-25 (European
Commission 2011b).3! Sensitivity analysis showed the strong reaction of these estimates to
price fluctuations. With an average price drop across all sectors of 10%, the estimated
compensation would increase to almost €11 billion. These orders of magnitude compare
with expenditure on the BPS in 2015 of €17 billion.

Updated figures were presented during a conference in Strasbourg in June 2016 (Haniotis
2016). His results built on a simulation of a compulsory IST at EU level providing financial
compensation to all participating farmers for a "severe drop in income". This was defined as
a drop in income exceeding either 15% or 30% of the average income of the individual
farmer in the preceding three-year period. Compensation was assumed to cover 65% of the
farmer’s income loss (where income was defined as the sum of market revenues plus public

31 Previous Commission estimates had put the cost at between €8 and €12 billion annually ((European
Commission 2008); DG AGRI 2009).

57



Policy Department B: Structural and Cohesion Policies

subsidies less input costs). Using the 30% income loss threshold, some 30% of EU farmers
would receive compensation each year (with the annual figures ranging between 21% and
43% simulated over the years 2007-2013). Arable, intensive livestock and horticulture
farms would mainly benefit, and dairy farms to a smaller extent. Beneficiaries would be
concentrated in four Member States Italy, Poland, Spain and Greece. However, overall
budget costs of such a scheme were not provided in this presentation.

Problems with income stabilisation tools. In their review of US experience with
government insurance programmes, Sumner and Zulauf (2012) highlight (a) their public
cost, (b) the supply response of farmers to insurance subsidies and impacts on the quantity
produced and thus on commodity markets, (c) the geographic distribution of subsidies and
resulting impacts on spatial distribution of production, (d) the distribution of subsidies
across farms and the impact on the size distribution of farms, (e) environmental impacts,
and (f) the potential effects on obligations under international trade agreements, including
potential challenges in the WTO. All of these issues are also relevant in evaluating the
greater use of insurance programmes within the EU. We can note the following issues:

Determining income for the purposes of income insurance or an income stabilisation
scheme on a consistent and harmonised basis across the EU would be a challenge as
farm accounts are not available for all farms.

More generally, there are fundamental differences in the structure of EU agriculture
compared to its structure in those countries where income stabilisation tools have
been more widely adopted. In the US, over 90% of US payments to risk
management schemes went to just three crops—maize, wheat and soybeans.
However, the Canadian income stabilisation scheme is seen by some as an attractive
model for the EU to consider (House of Lords, 2016).

High budgetary variation and uncertainty: this uncertainty is difficult to reconcile
with the strict limits on the EU budget (which is required to balance revenue and
expenditure on an annual basis and works under pre-determined annual ceilings set
out in the MFF).

The Commission simulations show that compensation as a percentage of total
output would vary greatly across individual Member States, and farmer participation
across Member States might also be variable. Member State agricultures face very
different risk profiles and there would thus be different levels of interest in pursuing
this option.®?

Administrative costs for insurance programmes can be high. Mahul and Stutley
(2010) found that, in 29 sampled countries with subsidised insurance programs,
delivery costs averaged about 25-30% of the gross (unsubsidised) premium.
Delivery costs include marketing and acquisition costs (including commissions paid
to agents and brokers), administrative expenses, and loss adjustment expenses.
When insurance companies are involved in the delivery of agricultural support some
of the support intended for farmers may benefit the companies instead (Glauber
2015; Smith, Glauber, and Dismukes 2016).

A comprehensive subsidised income stabilisation scheme is likely to alter farmer
behaviour. There is a risk it would reduce incentives for the farmer to undertake on-
farm strategies to minimise risk, and could encourage farmers into taking more risky

32 The UK House of Lords committee investigating responses to price volatility and ways to create a more resilient
agricultural sector decided not to support the substitution by subsidised insurance schemes of the current
provision of direct income support through the CAP because of uncertainty over costs and administrative
complexity (House of Lords 2016).
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decisions. Farmers might be less likely to spread risk through diversification, for
example, because it would lower the possibility that the farmer would be
compensated from the scheme, as all agricultural production activities would be
taken into account. This would have negative environmental effects and could
potentially slow necessary adaptations to climate change.

Payments could only be made to farmers once the financial year had ended and
their total income could be assessed, meaning that the compensation payment for a
drop in income would always be made with some delay, possibly up to a year,
compared to when the crisis occurred (although if there are clear rules about future
payments, banks should be willing to lend on the strength of such future payments).

While WTO rules do not set limits on public expenditure on income safety net
programmes, to qualify for the green box exemption the Agreement on Agriculture
specifies quite stringent conditions. Only schemes which cover losses greater than
30% of previous income and which compensate for no more than 70% of the
income loss are eligible for the green box exemption. Such strict criteria might limit
the attraction of participation for many farmers.

Relative roles for the EU budget and Member States. The argument for an EU-wide
income stabilisation scheme is that it would help to pool price risks across Member States
and thus make the operation of such a scheme more feasible. But this function of risk-
pooling can also be achieved through reinsurance. The two main arguments for a more
limited involvement of the EU budget have to do with the heterogeneity of risks across
Member States and budget uncertainty. The heterogeneity argument recognises that
farmers in different Member States face income risks of different kinds because the
composition of agricultural output and inputs differs, there are different levels of exposure
to production variability, and there are differences in the income gearing of farm
businesses. This means that there are very different appetites for risk management in
different Member States, and larger EU expenditure in this area would lead to a substantial
redistribution of resources among Member States. This leads some Member States to argue
that income stabilisation should be handled primarily through national schemes supported
with state aids under a harmonised set of EU rules. The relatively inflexible nature of the
EU budget points in the same direction, although it does not rule out specific EU support for
such national schemes.

Bardaji and Garrido (2016) in making their recommendation to shift expenditure on the
BPS to support for insurance products urge a phased approach, taking into account the
relative lack of experience in the EU with these schemes. They suggest two alternative
ways forward. Under their gradual reform option, they envisage introducing an Article 68-
like possibility for those Member States that wished to use part of their BPS national
envelope to start making use of income stabilisation tools to do so, along with state aid. In
their view, “this would permit advancing in the right direction, and contrast the efficacy and
validity of the instruments” (p. 100). Under their radical option, the EU would give a
greater push to the re-orientation of support by lowering the BPS national envelopes and
transferring the funds to a budget specific for each Member State to support a menu of
income stabilisation tools, including a national mutual fund to cope with crisis situations.
Under either option, they recognise that a large measure of gradualism and
experimentation would be required.
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4.3. Model 3. Revisiting the greening payment (‘sustainable
countryside’)

The question whether the necessary greening of agricultural policy should be pursued by
tweaking the greening payment regulations (as in Section 4.1.4) or abandoning the
greening payment and pursuing alternative strategies was raised in Chapter 3. There are a
number of persuasive arguments about the benefits of starting again.

The greening payment requires uniform implementation of the three greening practices
across the whole of the EU territory. This is very unlikely to be an efficient outcome.33 While
EFAs are definitely needed in some areas, they may not be in other areas. Maintaining the
ratio of permanent grassland may be an unnecessary restriction as regions try to adapt to
climate change. As the Commission admits, much of the greening payment goes to farmers
for practices they are pursuing in any case, often for very good business reasons
(Tangermann 2012). The requirement that the conditions for the greening payment must
be simple and generalisable means that they can never be more than the lowest common
denominator. There is no link between the payment amount and the costs incurred by
farmers in different parts of the EU. The approach is prescriptive and rules-based and does
not encourage the support and commitment of farmers to better environmental
management.

The Model 3 discussion starts from the assumption that a part of CAP direct payments
should focus on land management and environmental improvements, but that the greening
payment will never be an appropriate instrument to achieve these goals (Section 3.3). So
there is little point in tinkering around with marginal changes to the current rules. A more
ambitious strategy is needed.

Four possible approaches are discussed in the literature:

Transform the greening obligations into cross-compliance standards.

Transform the greening obligations into a menu-driven approach at Member State
level.

Replace the greening payment by a requirement to enrol in a shallow AECM in Pillar
2 (the ‘conditional greening’ or ‘orange ticket’ approach).34

Transfer the greening payment to Pillar 2 and pursue greening solely through
voluntary AECMs as part of RDPs.

Each of these approaches assumes the continuation of a significant basic payment for
income support in Pillar 1. All of these approaches were also widely discussed in the debate
on the 2013 reform (Matthews, 2012 has a fuller discussion).

33 Amongst ecologists, the need for overall coverage is reflected in the land-sharing versus land-sparing debate.

The debate is whether biodiversity is best protected by reserving specific areas of land for nature and allowing
the remaining land to be farmed with a focus on food and fibre productivity alone to maximise the area
available for nature (land-sparing), or whether agricultural land should be farmed with the dual objectives of
both protecting nature and producing food and fibre, recognising that there may be a trade-off (land-sharing).
Even with a land-sharing strategy, it may still make sense to put more emphasis on one or other of these
objectives in different localities.

The ‘orange’ description comes from the distinction between a red ticket policy (where farmers are obliged to
meet certain environmental conditions to obtain the basic payment), a green ticket policy (where an additional
subsidy is paid for environmental actions on top of the basic payment) and an orange ticket policy (where
there is an obligation to participate in another voluntary environmental programme in order to qualify for the
basic payment (see Baldock 1993).

34
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4.3.1. Revert to cross-compliance

The arguments in favour of this approach are greater flexibility for Member States and thus
the possibility to require more ambitious environmental standards, as well as administrative
simplification. The flexibility arises because it is Member States that set farming standards
in relation to EU regulations and directives (Statutory Management Requirements or SMRS)
as well as defining GAEC standards. In implementing GAEC, Member States play a decisive
role as it is up to them to define the precise content of a GAEC minimum requirement
taking into account local conditions.

“Member States shall ensure that all agricultural area, including land which is no longer
used for production purposes, is maintained in good agricultural and environmental
condition. Member States shall define, at national or regional level, minimum
standards for beneficiaries for good agricultural and environmental condition of
land on the basis of Annex II, taking into account the specific characteristics of the areas
concerned, including soil and climatic condition, existing farming systems, land use, crop
rotation, farming practices, and farm structures.

Member States shall not define minimum requirements which are not established in Annex
11.” (Article 94 of Regulation (EU) No 1306/2013, bolding added)

The level of greening ambition could be increased by expanding the current list of GAEC
standards with a view to increasing the baseline for AECMs. Including green measures as
part of cross-compliance is the approach adopted in Switzerland which has shown that it is
possible to incorporate quite sophisticated environmental conditionalities into cross-
compliance rules (Matthews, 2012). Simplification would occur because there would be no
need to have separate monitoring, verification and controls for the greening payment.

The Commission considered and rejected this option in its impact assessment of the 2013
reform. It argued that the simplification argument hid the complexities inherent in Member
States defining and administering GAECs tailored to regional specificities. Controls of how
Member States implement cross-compliance are much less strict than for the greening
payment, and uneven implementation by Member States would both limit its effectiveness
and give rise to an uneven playing field between farmers in different Member States.
Tellingly, it argued that “it would meet with considerable resistance from farmers as it
would be framed as a requirement rather than an incentive, and arguably do away with the
political visibility of greening direct payments that is one of the main drivers of this reform”
(European Commission 2011a).

This last point underlines the political difficulties there would now be in abolishing the
greening payment in order to maintain or increase the basic payment, even if at the same
time cross-compliance standards were redrawn to include the existing greening conditions
plus possibly more. Even if it led to simplification and a better environmental outcome, it
would be very difficult to explain to a sceptical European pubilic.

4.3.2. Transform into a menu-driven approach

This approach would maintain the greening payment but instead of the three greening
obligations it would require each Member State (or region) to develop its own version of
equivalence to replace them. This would ensure that the requirements on farmers were
more precisely tailored to the needs of particular locations and agronomic systems. The
advantage of this approach is that Member States would no longer be tied to measures that
have to meet the criteria of being ‘simple, generalisable, annual and non-contractual’ but
could choose from a much wider range of practices. For example, additional measures to
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further climate change mitigation and adaptation objectives or the 'green economy’ could
be included. This would, in principle, ensure a much higher degree of environmental
effectiveness from the greening payment.

The Commission also considered this approach in its impact assessment but rejected it.

“For the greening to be effective, it is key not to go for a 'menu’ approach with a list of
measures, offering choice to Member States and/or farmers. Such an approach would very
much water down the greening effect, especially if the payment does not match the efforts
required by farmers, leading them to choose the measures with which they comply already
or the measures with the least cost, thus bringing less environmental benefits. In addition,
the more choice offered in Pillar | greening, the more complicated it becomes to ensure
coherence with the cross compliance especially GAEC (risk for having too various baselines
between Member States) and subsequently with Pillar 11: risk for having double payments.
Therefore, an approach to greening with only a few measures which yield significant
environmental benefits is to be favoured.” (European Commission 2011a)

These criticisms apply because of the nature of the greening payment in Pillar 1. It is a
fixed payment to which farmers feel they are entitled, and thus all efforts go into
minimising the accompanying obligations. The incentive structure is completely wrong. How
this anomaly might be addressed is discussed further in Chapter 5.

4.3.3. Conditional greening

The basic idea behind this approach is that farmers would be required to enter a base-level
(shallow) agri-environment scheme in Pillar 2 in order to remain eligible for the basic
payment in Pillar 1. A version of this idea was included in the initial draft report of the
rapporteur Mr Albert Def3 to the AGRI Committee on the Commission’s Communication The
CAP towards 2020 during the debate on the 2013 reform but removed in the Committee’s
final report. In the Def} proposal, Member States would be required to offer a minimum of
at least two basic programmes, which might combine a number of measures. Greening
would be achieved by compulsory participation in a minimum of two priority resource
protection programmes in the second Pillar. In this approach, farmers would be reimbursed
for the costs they incur as well as receive compensation for any loss of income. The
greening payment would be transferred to Pillar 2 to pay for these efforts.3®

In many ways, this has similarities with the menu approach. It would allow Member States
to design a menu of greening requirements appropriate to their agronomic conditions and
needs. The major difference with the menu approach is that there would be a closer link
between the nature of the measures which farmers undertook and the associated
payments. In the menu approach, the size of the payment is decided in a top-down fashion
(a certain proportion of the direct payments ceiling) and then divided evenly across all
eligible hectares, but there is no obvious rationale for this proportion. The conditional
greening approach links the payments made to the cost to the farmer of undertaking them.

35 In the DeP proposal, it appeared that the greening payment would remain in Pillar 1 even though farmers
would enrol in Pillar 2-type schemes.
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4.3.4. Transfer the greening payment and its obligations into Pillar 2 AECMs

This was the option advocated in the Parliament’s 2010 Lyon report to pursue the greening
of the CAP by strengthening AECMs through increased funding and increasing their
attractiveness to farmers. AECMs have been part of the CAP since 1992 and are a well-
accepted part of the agricultural policy landscape. In the 2014-2020 programming period,
some 49% of total resources have been allocated to agriculture-environment-climate
objectives (including payments to farmers in areas of natural constraints and organic
farmers as well as to those enrolled in AECMs) (DG AGRI 2016a). This money would add to
the resources available to expand schemes already operating in each country. As noted by
the Commission in its impact assessment of the 2013 reform, AECMs have the advantages
that payment levels are differentiated according to cost incurred and income foregone, and
they give discretion to Member States to tailor them as much as possible to their specific
situations (European Commission 2011a).

Various obstacles stand in the way of this approach. The flexibility given to Member States
again leaves open whether Member States would go for the least demanding options in the
design of their schemes. Their voluntary nature means that they will not cover the entire
EU territory. Schemes tend to be more attractive to farmers who are already farming in a
less-intensive way, and it has been difficult to attract more intensive farmers and farmers
in more intensively-farmed regions to participate. Also, targeting agri-environmental policy
mechanisms is a complex and resource intensive exercise both for the administrative body
delivering the scheme and the farmers carrying out the management. Finally, under current
rules transferring funds to Pillar 2 could require a co-financing obligation although this is
not necessarily the case.

These alternative proposals reviewed in this Chapter form the background for the proposals
for the recommended future structure for direct payments in Chapter 5.
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5.

A RECOMMENDED FUTURE FOR DIRECT PAYMENTS
KEY FINDINGS

The current system of direct payments is neither sustainable in the long run nor
designed to address the challenges facing farmers and land managers in
Europe today and in the future.

A recommended structure for the future of direct payments is proposed, based on
the following set of principles.

Payments should be targeted on specific objectives with a clear results
orientation.

Payments should be restructured around a one-pillar, programmed, multi-annual
CAP.

National co-financing should be required for all CAP expenditure.

Decoupled direct payments should be gradually phased out over a pre-
announced transitional period.

Savings should be redirected to increasing spending on risk management,
competitiveness, climate action and environmental public goods.

Payment entitlements should be replaced by a contractual framework between
farmers and public authorities.

Cross-compliance and the greening payment should be replaced with
‘conditional greening’ whereby the receipt of public support would be conditional
on enrolling in a basic (shallow) environmental scheme determined by the Member
States.

The allocation of budget resources should be incentive-based so that CAP funding is
allocated to Member States based on performance as well as needs.

The future model for direct payments proposed in this chapter draws on the analysis of
different options made in Chapter 4. It is based on the following principles set out in the
Key Findings.

Payments should be targeted on specific objectives with a clear results orientation.

Payments should be restructured around a one-pillar, programmed, multi-annual
CAP

National co-financing should be required for all CAP expenditure.

Decoupled direct payments should be gradually phased out over a pre-announced
transition period.

Savings should be redirected to increasing spending on risk management,
competitiveness, climate action and environmental public goods.

Payment entitlements should be replaced by a contractual framework between
farmers and public authorities.

Cross-compliance and the greening payment should be replaced with ‘conditional
greening’ whereby the receipt of public support would be conditional on enrolling in
a basic (shallow) environmental scheme determined by the Member States.

The allocation of budget resources should be incentive-based so that CAP funding is
allocated to Member States based on performance as well as needs.
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5.1. Outline of the recommended system

The structure of the recommended system of payments to farmers is shown in Figure 6.
There would be five levels or tiers on top of a Reference level.®® It would be an integrated
system with some flexibility to switch funds between the tiers, as outlined below. All
payments in all tiers would be co-financed by Member States as part of this integrated
system using flexible co-financing coefficients as today. Thus, each of the different direct
payment tiers would be funded by Member States as well as from the EU budget.

Figure 6: Outline of proposed direct payments structure

Proposed structure of direct payments .
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Note: *The finance for coupled payments is maintained in the Tier 1 budget in this presentation to make
comparisons with the current structure easier, but it would be programmed with Tier 3 Targeted Income Support
in practice.

Source: Own compilation based on graphic idea adapted from Hart et al., 2016

The Reference level includes all obligations and requirements that farmers must
respect regardless whether or not they are in receipt of direct payments or other
public support. It would refer to statutory obligations under EU or national law or
local bye-laws. Some existing cross-compliance standards may be included in these
statutory requirements. Others would become part of the Tier 2: Shallow
Environmental Payments (see Section 5.7).

%6 These might also be called pillars, but to avoid confusion with the existing two-Pillar structure of CAP, we stick
with the term ‘tiers’ in this note.
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The Tier 1 Income Stabilisation Scheme is intended to provide risk-related income
support to farmers. It would thus embrace an extended risk management toolkit as
currently funded under Pillar 2 including income stabilisation schemes or margin
protection programmes. It would also include crisis and disaster payments, which
would be mainly funded by Member States under state aid rules. In the early years,
it would also include the continuation of decoupled payments per hectare in the form
of a transitional income support payment. However, the latter would be gradually
phased out over time as experience was gained with the risk management
instruments.

The Tier 2 Shallow Environmental Payment corresponds to the role of the greening
payment in the current CAP. It would be a payment to maintain and restore a basic
level of public goods across a wide area of farmland. Unlike the current greening
payment, which is based on a limited set of simple, non-contractual and annual
practices which are applied EU-wide, this payment would be based on a menu
approach and a wider use of equivalent schemes. The intention is to allow Member
States and regions to design the most appropriate schemes for their particular
conditions.®” Member States would be encouraged to pursue ambitious schemes
through the incentive funding mechanism described below. Organic farming would
be assumed de facto to meet the conditions for the Tier 2 Payment in addition to
any further supports it might receive under Tier 4 payments.

The Tier 3 Targeted Income Support would comprise a number of schemes. The ANC
scheme would continue as the current scheme now mainly funded under Pillar 2. It
would be based on the new biophysical criteria to be fully introduced from 2018. The
objective is to support farming in marginal farming areas through the provision of
area-based payments. In some cases, governments may wish to use coupled
payments to maintain farming activity in these areas, so it seems appropriate to
include the coupled payment option in this tier. Coupled payments should be
confined to supporting production in ANC areas. There is no case for coupled
payments for crops or livestock on prime agricultural land.3® Some might also wish
to include income support for smaller farms in this tier, perhaps capped to a certain
amount of money per person employed instead of a fixed amount per hectare (as
recommended by Vogelzang et al. 2016). However, it is not the case that all farmers
with low farm incomes are poor, and low-income farmers are best helped through
national social safety nets. If policy-makers wish to support small farms because
they provide other valued services, these should be remunerated directly under Tier
4 and not through a generalised income support scheme.

Tier 4 Higher-Level Environmental Payments would correspond to the agri-
environment-climate measures currently funded under Pillar 2. These would address
a range of specific environmental challenges and needs, for example:

0 Support for organic farming;
o Protection of Natura 2000 areas and Water Framework Directive measures;

o Protection of semi-natural grasslands.

37

38

This proposal has similarities to the ideas put forward by Luxembourg at the AGRIFISH Council on behalf of a
group of Member States in 2012. See “Greening Instruments - menu for Member States within EU framework”,
available at http://data.consilium.europa.eu/doc/document/ST-9283-2012-REV-1/en/pdf, accessed 22 June
2016.

It is a separate issue whether coupled payments are an efficient way to achieve particular objectives, such as
maintaining open landscapes in upland areas. Participants in Tier 3 schemes would also be required to enrol in
a Tier 2 scheme which would help to guard against any negative environmental effects arising from schemes in
Tier 3.
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0 Support for natural structural landscape elements such as flowering strips, field
margins, buffer strips along waterways, trees and hedges.

0 Support for agro-forestry, afforestation and forestry management
0 Support for carbon sequestration activities
o0 Support for agro-ecological initiatives, green economy, etc.

Tier 5 combines the non-land-based payments in the current CAP such as
investment aids, support for knowledge exchange, support for young farmers,
strengthening producer groups and, since the 2014-2020 MFF, agriculture, forestry
and food research funded as part of Horizon 2020. These schemes are primarily
concerned with improving the competitiveness of agriculture and rural areas.
Expenditure in these areas would form a distinct Competitiveness tier. Payments in
this tier do not provide public goods, but they help to improve the structure and
competitiveness of the agricultural sector and would be open to all farmers.

Eligibility for public support under any of Tiers 1, 3, 4 and 5 would require enrolment
in a Tier 2 Shallow Environmental Scheme to ensure wide area coverage of practices
beneficial to climate and the environment. This is the adoption of the ‘conditional
greening’ approach (Section 4.3) in that eligibility for public support in the
remaining Tiers is linked to enrolment in Tier 2. Unlike under the current system of
cross-compliance, farmers would be compensated directly for the practices they
undertake as part of this scheme.

5.2. Payments should reflect a clear results orientation

The new payments model should reflect a clear results orientation, building on the progress
already made particularly in Pillar 2 programming and now extended to CAP Pillar 1 in the
2013 reform. The results orientation has also been introduced into the European Structural
and Investment Funds (including the EAFRD) in the Common Provisions Framework. It is
also at the core of the EU Budget Focused on Results initiative launched by the European
Commission Vice-President Kristalina Georgieva in 2015 to maximise the Union’s budget
effectiveness in supporting growth, jobs and stability in Europe and beyond.3® The results
orientation depends on a clear articulation of the objectives of programmes and the
establishment of clear and measurable milestones and targets to ensure progress is made
as planned (performance framework). It would be consistent with the policy principles
agreed by the OECD Agricultural Ministers following their meeting in April 2016:4°

“Be transparent (with explicit objectives and intended beneficiaries), targeted (to specific
outcomes), tailored (proportionate to the desired outcome), flexible (reflecting diverse
situations and priorities over time and space), consistent (with multilateral rules and
obligations) and equitable (within and across countries), while ensuring value for money for
scarce government resources.”

Linking direct payments to specific objectives was also supported in the Cork 2.0
Declaration 2016 A Better Life in Rural Areas. Its recommendations included a call that
“The architecture of the CAP must be based on a common strategic and programming

3% For more details on this initiative, see DG BUDGET “EU budget focused on results”, available at
http://ec.europa.eu/budget/budget4results/index_en.cfm, last accessed 22 June 2016.

“Declaration on better policies to achieve a productive, sustainable and resilient global food system”, Meeting
of the OECD Committee for Agriculture at Ministerial Level 7-8 April 2016, available at
http://www.oecd.org/agriculture/ministerial/statements/.

40
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framework that provides for targeting all interventions to well-defined economic, social, and
environmental objectives.” (p. 4).

Targets set out for the CAP would relate primarily to ecosystem management, water
management, nutrient management, soil management, air pollution, biodiversity
protection, climate action, risk management, farm household income and competitiveness.
Direct payments should be related to the achievement of specific objectives within each of
these domains rather than provided as a general decoupled entitlement to farmers.

5.3. Require national co-financing of all CAP expenditure

An important element of the proposed new model for direct payments is to encourage
Member States to adopt a high level of ambition in their CAP spending programmes not
only through controls and sanctions but also through the provision of incentives. Requiring
national co-financing of all CAP expenditure is one way to ensure that agricultural funds are
more efficiently used.** When local taxpayers fund 30-50% of a specific agricultural or rural
development programme, they have a greater interest in ensuring value-for-money. Co-
financing is an accountability mechanism which needs to be introduced across the whole
CAP. The proposed model would therefore require that all CAP spending, and not only
EAFRD spending, would be co-financed. The level of co-financing required would be reduced
for spending with clear EU value added, and increased where mainly national interests were
being served.

Co-financing of CAP spending would have a significant knock-on effect on the overall EU
budgetary framework, given the importance of CAP Pillar 1 spending at present. For
example, total expenditure in the adopted 2015 EU general budget was €141.2 billion, of
which expenditure on CAP direct payments in Pillar 1 (Chapter 05 03) was budgeted at
€40.9 billion. Assuming no change in total (EU + MS) spending on agricultural policy and if,
on average, 33% of this were co-financed by Member States, this would release €13.5
billion for non-agricultural spending or, alternatively, the overall EU budget could be
reduced by this amount.*? Returning a significant proportion of agricultural spending now
financed through the EU budget to Member States would also have consequences for the
net transfers from the EU budget to and from Member States. These broader consequences
of co-financing the CAP budget for the overall EU budget framework are not discussed in
this note.

A corollary of national co-financing is that Member States in future would also be free to
increase their national agricultural spending in the form of ‘national top-ups’, as is the case
today. Under the Pillar 2 RDPs, for example, national top-ups over and above Member State
co-financing in the 2014-2020 period amount to €10.7 billion compared to €50.9 billion in

4l One important mechanism here is that national spending must be approved through a budgetary process
where the national Ministries for Finance play a role, and there is thus some oversight by non-agricultural
interests of how agricultural funds are used. In the case of money which is 100% received from Brussels and
earmarked for agriculture, decisions are made solely by Ministries for Agriculture which are principally
accountable to their agricultural constituencies.

42 My preference would be to maintain a single % co-financing rate for all Member States and regions in sectoral
policies such as agricultural policy, and to address distributional issues separately through adjustments in the
revenue side of the overall budget. Otherwise the incentive for Member States to manage these resources
effectively is blurred. As this is unlikely to happen in the near future, | assume a continuation of the
differentiated pattern of co-financing similar to that set out in Article 59 ‘Fund contribution’ in Regulation (EU)
1305/2013. The 33% is close to the average co-financing rate by Member States for EAFRD funding in the
current MFF period (national public expenditure of €51 billion excluding national top-ups compared to EU
expenditure of €96 billion (initially) or €99 billion (after transfers between direct payments and rural
development envelopes) (DG AGRI 2016a).
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obligatory co-financing (DG AGRI 2016a). Member States also make a variety of income
support payments to farmers under risk management schemes and crisis payments as
state aids governed by State Aid Guidelines rules. In 2014, agricultural state aids reported
to the Commission amounted to €7.6 billion.** The State Aid Guidelines ensure that
national payments do not distort competition to any significant extent within the single
market. Within that constraint (and subject to respecting the EU’s international obligations
on agricultural support), Member States would be free to make additional payments to their
farmers if they so wished.

54. Phase out decoupled direct payments

Decoupled income support payments do not meet the criteria of a targeted policy. In the
future direct payments model, general, non-targeted payments would be phased out in
favour of targeted payments linked to specific and identifiable market failures and needs.
However, the current BPS/SAPS cannot be eliminated overnight, given the high dependence
of many farms on the payment as a major source of income. Thus, provision is made for
Transitional Income Support payments which would continue (perhaps over two
programming periods) on a gradually decreasing basis until they are phased out.

5.5. Use savings to increase spending on risk management,
competitiveness and public goods

The intention in phasing out decoupled income support is to free up resources which can be
more effectively used to address the challenges farmers will face in the coming decade. The
EU and its Member States need to increase spending in areas to do with risk management,
competitiveness and the provision of public goods including helping farmers to adapt to and
mitigate climate change. Proposals on the most appropriate measures under these
headings are made in the companion notes prepared for this workshop (Mahé and Bureau,
2016; Dax, 2016).

5.6. Replace entitlements with a contractual framework.

Decoupled payments give a right to receive a payment provided an active farmer observes
the minimum requirement of maintaining land in good agricultural and environmental
condition (meeting cross-compliance requirements) and maintains a minimum level of
activity on that land. Nothing more is asked of farmers in return for this payment. Yet
cross-compliance standards are often seen in a negative light and parodied as interference
by mindless bureaucrats in Brussels in a farmer’s right to manage their land in the way
they see fit. The greening payment is perceived in a similar light. Not only does this system
give woefully bad value to the taxpayer, but it also sets up perverse incentives and creates
negative attitudes among farmers to the delivery of public goods. Instead of seeing the
greening payment in a positive light as remuneration for performing a service, farmers (or
their organisations) complain that the restrictions limit their production and income-earning
potential. The presumption is also that direct payments are an entitlement to additional
income, and that any associated obligations should be minimised (farmers are even allowed
to transfer or sell this right to a benefit granted by the taxpayer and retain the proceeds,
something unheard of in other sectors).

43 Details on state aid expenditure are reported in the State Aid Scorecard which can be found on the internet at
http://ec.europa.eu/eurostat/tgm_comp/table.do?tab=table&init=1&plugin=1&language=en&pcode=comp_ag
01.
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This entitlement culture must be brought to an end. Instead, farmers should be offered the
option to enter into a contract with the public authorities to provide stated services (which
will mostly be of an environmental nature but not necessarily so). These contracts should
be as flexible as possible, provided that the payment reflects the cost to the farmer of
providing them. The farmer would thus have complete choice as to whether to opt in or
not, and the extent to which he or she wanted to opt in. There would be no compulsion,
and if a farmer did not like the conditions, he or she could remain outside the scheme. This
flexibility refers to meeting standards or engaging in farm practices which go beyond the
reference standard set by statutory requirements (see later discussion on cross-
compliance). It goes without saying that meeting statutory requirements would be required
of every farm.

Voluntary contracts are an agreement between two parties, and the state (EU) would also
have the right to set conditions. The condition proposed for this future model of direct
payments is that a farmer would not be eligible for any public support unless they also
enrolled in a Tier 2 Shallow Environmental Scheme. The purpose of this requirement is to
ensure that the majority of agricultural land is covered by a basic level of sustainable
agricultural practices beyond the statutory minimum requirements. Famers would be
remunerated for the additional costs of undertaking these practices through a Tier 2
payment, but experience shows that enrolment in voluntary shallow agri-environment
schemes in Pillar 2 was uneven and only involved a minority of farmers. This was one of
the Commission’s justifications for proposing the greening payment in the last reform. In
this model, the possibility to gain access to income stabilisation tools under Tier 1 schemes,
natural constraints support (including coupled payments) in Tier 4 schemes , or
competitiveness payments in Tier 5 schemes, would be a strong incentive to ensure a
much broader uptake of Tier 2 shallow environmental schemes.

These schemes should be designed using a menu approach as used in some agri-
environment schemes.** They should reflect local needs and conditions and respect local
agronomic practices. Returning the design of schemes to Member States should in itself
lead to a considerable simplification of the CAP.

One consequence is there would be less consistency on a European level which some might
fear would have negative competitiveness and environmental consequences.
Competitiveness fears due to an uneven playing field within the EU are groundless. Tier 2
environmental payments would reflect the costs which are related to the farmer’s efforts.
Member States which go for more ambitious schemes (‘gold-plating’) would have to offer
higher payments. So there would be no reason why farmers in those countries should feel
discriminated against. In any case, as the schemes are contractual, farmers are at liberty
to decide whether to enrol in the scheme or not, albeit if they do not enrol they forego the
right to any form of public support. Thus no competitiveness concerns arise.

The environmental fear is that allowing Member States the flexibility to design their own
environmental schemes and associated obligations would mean that they would seek out
‘soft options’ with minimum environmental impact, when the EU objective is to raise the
level of ambition in meeting environmental goals. The response to this concern is to insist
on building in appropriate incentives based on a results-based system. These incentives
should be put in place both at the Member State level and at the EU level. One possible

44 Ppoints can be given for different sustainable agricultural practices and a minimum number of points would be
needed for enrolment in the scheme. Developing this points system would be the responsibility of Member
States.
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approach is to require both farmers and Member States to bid for funds, with funds flowing
to those farmers (and Member States) which show the highest level of environmental
ambition (or the highest level of environmental performance).

5.7. Replace cross-compliance and the greening payment with
‘conditional greening’

The obligation of keeping land in good agricultural and environmental condition refers to a
range of standards related to soil protection, maintenance of soil organic matter and
structure, avoiding the deterioration of habitats, and water management. But cross-
compliance standards sit uneasily with the idea that there is a single standard of good
agricultural practice which provides a reference level for how society expects farmers to
farm as part of their normal business activity. If farmers fail to meet these reference
standards, then the polluter-pays-principle kicks in, and farmers are responsible for
meeting any damage that results from failure to farm to this standard. If farmers provide
non-market goods and services valued by society as a result of farming above the
reference standard, then they are entitled to remuneration for this provision under the
provider-gets-principle.*®

The reference level is determined by the statutory obligations a farmer must meet.
Additional cross-compliance standards (those requiring land to be maintained in good
agricultural and environmental condition) are implicitly remunerated because they are
deemed to be requirements to receive the Basic/SAPS payment. This fundamental
distinction is blurred when the farmer believes that he or she has been awarded a payment
to which they are entitled, and cross-compliance standards are thus seen as just annoying
rules developed by bureaucrats which get in the way of the business of production. It also
means that farmed land not in receipt of direct payments is under no obligation to observe
the cross-compliance conditions. This is now one-sixth of EU farmland. Small farms enrolled
in the small farmer scheme are exempted and represent 5% of the total agricultural area. A
further 11% of the EU agricultural area does not receive direct payments and is also not
covered by cross-compliance (DG AGRI 2016b). If the Basic/SAPS payment were to be
reduced further, this figure would be expected to rise. Thus, it would seem sensible to
return to the original idea of a single reference level which represents the dividing line
between what farmers are expected to achieve on their own, which would be set down in
regulations, and what they can expect to be remunerated for, which would be funded by
direct payments.

This reference level is a political determination by society at any point in time, and indeed
is likely to move over time. Setting the level will always be highly contested. Should higher
animal welfare standards be part of the baseline, or should farmers be compensated for
improving animal welfare? Should farmers be allowed to cut their hedges during birds’
breeding and rearing season or should they receive compensation for not being allowed to
do this? Is recreational access to non-arable land a public right or a private right for which
farmers should be remunerated? These questions are often answered differently in different
Member States depending on their political and legal traditions. It is the role of the CAP to
move towards a common minimum reference level in all Member States, though Member
States should be free to impose higher standards reflecting different political preferences at
national level if they so wish.

In the proposed structure, farmers would no longer be remunerated indirectly for cross-
compliance requirements as at present. Instead, the costs of complying with cross-
compliance standards (that is, those not included the regulatory baseline) as well as basic
greening obligations would be reimbursed through the Tier 2 Shallow Environmental

45 These concepts are clearly explained in DG AGRI “Integrating environmental concerns into the CAP”, available
at http://ec.europa.eu/agriculture/envir/cap/index_en.htm, accessed 22 June 2016.
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Scheme on the basis of actual costs incurred. It would be up to Member States to define
the standards required, within a framework set down in EU legislation.

5.8. Restructure payments around a one-pillar,

multi-annual CAP

programmed,

The two-Pillar CAP architecture introduced in the Agenda 2000 CAP reform has served the
CAP well, but no longer makes sense in the proposed direct payments model. Hart et al.
(2016) have summarised the main distinctions between the two Pillars; their summary is
reproduced as Table 5. The proposals made in this chapter would eliminate many of the
remaining distinctions between the two pillars: direct payments would be programmed,
they would be discretionary, they would be co-funded by Member States and they would
emphasise a menu approach to ensure that differences in national and regional conditions
are best taken into account. For these reasons, it is recommended that the two-pillar
distinction be abolished in favour of a single-pillar, integrated, multi-year, programmed
CAP. The programming requirement is important because in this model national agricultural
spending becomes much more significant. Requiring this spending to be notified in national
programmes ensures that the Commission, Council and Parliament have full oversight over
the total amount of support going to farmers.

Table 5: Characteristics of Pillar 1 and Pillar 2 of the CAP

Pillar 1 Pillar 2

Programmed and justified against EU strategic
objectives

No programming, broad objectives.

Annual Multi-annual

By right if eligibility criteria are met Discretionary

100 per cent EU funded from EAGF Co-funded by the EU from EAFRD and Member
States — co-financing rates vary by measure and

region/MS.

Area payment rates (e.g. for AECMs) are based
on calculations for each measure of income
foregone plus additional costs and can include an
element of transaction costs

Payments per hectare — calculation varies but no
formula is imposed as for Pillar 2

Differential payment rate some

components of payments

regions for Regionally defined in most cases

Most measures are obligatory to implement
(exceptions are: coupled support, ANC, small

Most measures are optional for Member States to
implement (exceptions: agri-environment-climate

farmers scheme)
Some implementation choices for MS/Regions

Focussed mostly on farmers and agricultural
production

Remaining market support measures
intervention buying in fruit and veg sector

e.g.

No programming, broad objectives.

measure and LEADER)
Menu driven, choices made by MS/Regions

Wider rural application, embraces forestry and
SOcio- economic priorities

Some market support under insurance schemes
but only where MS/regions choose to put this in
their RDPs

Programmed and justified against EU strategic
objectives

Source: Hart et al, 2016.
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EAFRD expenditures (including the land-based measures) are currently programmed as
part of the European Structural and Investment Funds (ESIFs) (which also include the
European Regional Fund, Cohesion Fund, Social Fund, and Maritime and Fisheries Fund).
The Common Provisions Regulation establishes a hierarchy of objectives in which thematic
objectives, based on the Europe 2020 strategy, are common to all five ESIFs.4¢

The precise organisational relationship between the new single-pillar CAP and the other
ESIFs would need further consideration but is not pursued in this note which is concerned
only with direct payments. Two possibilities suggest themselves. The first would be to
include the entire CAP fund, and not just the EAFRD element, in the ESIF framework. This
would recognise that the proposed CAP is much less an income transfer mechanism than in
the past, but is structured to achieve specific targets and results where it would make
sense to align efforts with the other ESIFs. If there were objections to this option, then the
Competitiveness tier (which corresponds to the current EAFRD responsibilities stripped of
their land management and income support elements) could continue to be programmed as
part of the ESIFs.

5.9. Allocate CAP funding to Member States based on
performance as well as needs

Improving performance and accountability is one of the ten goals of the Cork 2.0 rural
development declaration, but the question is how best to achieve this. A performance-
related CAP budget allocation mechanism would ensure that Member States are
incentivised to raise their level of environmental ambition as well as improve the quality of
their schemes in the other tiers. Member State allocations from the overall EU budget for
the CAP should be related to their success in meeting the targets set out for the CAP. In the
first instance, this principle should be applied to the environmental tiers in the proposed
direct payments model.

At the moment, Member States are given a pre-allocated envelope for rural development
spending. Member States then prepare their Rural Development Programmes with dialogue
with the Commission, but the amount of funding they receive is not dependent on the
quality of the programmes that they submit. The only incentive in the current system for
Member States to raise the level of their ambition in their RDPs is the fact that some of
their own money is going to fund these programmes in the form of national co-financing.
While it is important to maintain this incentive, it would also be desirable to ensure that
more money goes to those Member States which submit more ambitious RDPs.

In the new model of targeted direct payments proposed in this chapter, this incentive
mechanism would apply at least to spending in the environmental and competitiveness tiers
in the proposed one-pillar, programmed, multi-annual CAP (it makes less sense to apply it
to Tier 1 Income Stabilisation Level and Tier 3 Targeted Income Support where other
allocation criteria will apply). It will be particularly important to apply it to environmental
spending where the risk of a low level of ambition is greatest.

Because this idea is new, it should be introduced gradually. In the next programming
period, a proportion of the CAP budget (10 or 20%) allocated to environmental and
competitiveness spending should not be pre-allocated to Member States but placed in a

46 The different ESIFs and the role of the Common Provisions Regulation is explained in this European Parliament
Research Service Briefing, “The European Structural and Investment Funds”, July 2015, available at
http://www.europarl.europa.eu/RegData/etudes/BRIE/2015/565873/EPRS_BRI(2015)565873 EN.pdf..
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separate fund or funds (perhaps one fund for each tier). Member States would then be
invited, either individually or collectively, to submit projects under each tier that might be
financed by these funds. The Commission would assess applications, assisted by a
committee of experts as is currently the case in deciding on the funding of applications for
research support under Horizon 2020. Project applications would be ranked by the level of
their ambition with respect to the EU targets for environmental improvement and improved
competitiveness and the quality of their design. Not all projects would be funded, but those
that are selected (regardless from which Member State) would be those that are most likely
to contribute most to the achievement of the EU targets in these areas. Member States that
can demonstrate a track record in achievement (through positive evaluations in
independent ex-post assessments of previous initiatives) would be given preference. This
would encourage Member States to initiate projects using their own national funding,
designed to strengthen their case for EU funding in the next bidding round.

As another example, Member States that propose more ambitious (and thus more
expensive) shallow AECMs for their ‘conditional greening’ programmes, and which succeed
in enrolling a higher proportion of their farmer population in their schemes, would be
entitled to a higher share of the EU funding devoted to environmental public goods. This
could be done by rewarding Member States which submit ambitious programmes by raising
the level of EU co-financing of these schemes, again selected on a competitive basis (thus
decided separately from the differentiation of co-financing due to cohesion status). Again,
the intention is to move away from pre-allocated national envelopes to a results-based
incentive budgeting system linked to EU targets.

One of the challenging aspects of this proposal would be the design of the results-based
indicators. There are a wide variety of variables and parameters that could potentially be
considered in any such incentive-based budget allocation formula. No attempt is made in
this note to present a formula or to compare possible outcomes with the current
distribution of CAP funds. For this reason, it is suggested that this approach be introduced
on a pilot basis in the next programming period. As confidence grew that the bidding
system was indeed sending the appropriate signals and rewarding those Member States
with the most ambitious programmes, this cap on the performance redistribution could be
substantially increased.

This proposal builds on, but greatly extends, the idea of a ‘performance reserve’ introduced
for the ESIFs in the current programming period. The performance reserve amounts to 5%
or 7% of the total resources allocated to these Funds (excluding the European territorial
cooperation goal and the Youth Employment Initiative). The main intention of the
performance reserve is to reallocate, in the final year of the programming period, resources
within a Member State and Fund from priorities performing poorly to priorities performing
satisfactorily.*” Interim payments can also be suspended if a priority is not performing
satisfactorily but will be lifted without delay when the Member State has taken the
necessary corrective actions. Under rather stringent conditions, a financial correction can
be applied if there is a serious failure to meet targets within a priority due to clearly
identified implementation weaknesses. This takes the form of a disallowance of the
reimbursement of expenditure at the end of the programme period.

47 The way in which the ESIF performance framework and performance reserve work in the current programming
period is explained in the Commission’s Guidance Fiche “Performance Framework Review and Reserve in 2014-
20207, Version 3, 19 July 2013, available at http://ec.europa.eu/fisheries/reform/emff/guidance-performance-
framework-review_en.pdf.
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The proposal here for incentive-based budgeting in the CAP builds on this idea but goes
well beyond it. Its principal objective is precisely to redistribute resources among Member
States within programming periods, based on their relative ambition in meeting EU-wide
goals. It responds to the challenge issued by Commission Vice-President Vice-President
Kristalina Georgieva when launching the consultation on the next MFF: “Do we need to
make the budget more agile and flexible, in particular in relation to pre-allocated
envelopes?”#® The whole point of incentive-based budgeting is to move away from the
sense of entitlement that arises also for Member States when resources are allocated solely
on the basis of eligible land area, or labour force, or some other pre-determined factor in
an automatic way. These are EU resources, and the aim should be to get the maximum
possible added-value across the EU in terms of the declared objectives and targets, not
simply to return resources to Member States in an automatic fashion.

5.10. WTO considerations

Any proposed scheme for the future of direct payments must ensure that the EU's WTO
commitments are observed. Currently there is a large gap between the EU’s use of trade-
distorting support as measured by its Current Total AMS and its permitted total under its
WTO commitments (its Bound Total AMS). However, negotiations continue under WTO
auspices to reduce further the amount of trade-distorting support that WTO Members can
use, even if these negotiations do not look like producing a result in the near future. As
part of these negotiations, the blue and green box criteria for exempting payments may
also change. This has already been proposed for counter-cyclical payments for example,
and it may also be relevant to seek changes in the criteria for exempting agri-environment
payments on green box grounds if it is felt that the current criteria make it difficult to
exempt genuine AECMs in this way. Some income stabilisation schemes may not meet the
green box criteria if they seek to cover shallow losses.

The individual measures under each of the tiers should be designed such that they would
be minimally trade-distorting and meet the criteria for WTO green box exemption but this
may not always be possible (e.g. coupled support). Because the ‘conditional greening’
proposal is new, its WTO compatibility should also be clearly established. If enrolment in an
AECM were made contingent on participating in a non-exempt measure, this could be seen
as also making the AECM non-exempt under green box rules. However, this is not what is
proposed. Rather, the eligibility for a non-exempt measure (e.g. coupled support) would
depend on the farmer enrolling in a green box-compatible AECM. There is no reason why
this linkage would threaten the green box exemption of the AECM.

511. Direct payments in 2025

All of the elements in the proposed direct payments structure are familiar and arguably part
of the CAP after the 2013 reform. Whether the CAP post-2020 would be recognisably
different from the current CAP depends not only on the content of the measures funded
within each tier (where some significant reforms are advocated in this chapter) but on the
balance between the tiers. The specific shares allocated to the five tiers in the proposed
direct payments model would reflect the political priorities accorded to the specific
objectives and targets of each tier. This is fundamentally a political choice to be made by
the Council and Parliament about the relative priority to be given to the different objectives

48 Speech by Commission Vice-President Kristalina Georgieva at the EU Presidency Conference on the Multiannual
Financial Framework, Amsterdam ,28 January 2016, available at
http://ec.europa.eu/commission/2014-2019/georgieva/announcements/speech-vice-president-kristalina-
georgieva-eu-presidency-conference-multiannual-financial-framework_en.
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of the CAP. Farm groups, for example, would be likely to prioritise expenditure under the
Income Stabilisation, Targeted Income Support and Competitiveness tiers, while
environmental groups would want to prioritise the two environmental payment tiers.

In abstract terms, the size of the CAP budget allocated to each tier should be calibrated so
as to be in line with the economic benefits expected from the achievement of the targets
under each tier. This could involve, for example, comparing the benefits from risk reduction
or from improved competitiveness to the benefits from promoting positive environmental
externalities and good husbandry of the countryside. Over time, impact assessment and
evaluation reports may help to build up a knowledge base of the relative returns to
spending at the EU level under the different tiers. However, this information is not currently
to hand. The distribution in the next programming period would likely be shaped by recent
history with the current distribution taken as the starting point.

One possible model would start with the existing distribution of spending in the 2014-2020
MFF period, adjust it for co-financing, the linear phase out of the BPS/SPS over a ten-year
period, and increased expenditure on risk management and environmental public goods,
under the assumption that total (EU + MS) expenditure on agricultural policy would remain
unchanged in the next programming period (see Table 6). The comparison is made with
Year 5 of the new programming period for illustration purposes.

Table 6: Distribution of direct payments expenditure under specified
assumptions, 2020 and 2025

Tier Scheme Total Total Total Total
€ € € € € millions €
millions millions millions % millions millions %
Tier 1 BPS/SAPS 28,699.7 28,699.7 45.8% 9,566.6 4,783.3 14,349.9 22.9%
payment/
Income

stabilisation

: Of which 4,220.5 4,220.5 6.7% 2,110.3 2,110.3 4,220.5 6.7%
coupled
payments

Risk 232.1 116.1 348.2 0.6% 2,321.4 1,160.7 3,482.2 5.6%
management

Young farmers 844.1 844.1 1.3%
payment

Tier 2 Greening 12,661.6 12,661.6 20.2% 8,441.1 4,220.5 12,661.6 20.2%
payment/
Shallow
environmental
payments

Tier 3 ANC payments/ 2,225.8 1,112.9 3,338.8 5.3% 2,225.8 1,112.9 3,338.8 5.3%
Targeted income
support

Tier 4 AECM/Higher 4,465.3 2,232.7 6,698.0 10.7% 12,505.4 6,252.7 18,758.0 29.9%
level
environmental
payments
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Tier 5 Competitiveness 6,732.2 3,366.1 10,098.2 16.1% 6,732.2 3,366.1 10,098.2 16.1%
payments

Total 55,860.9 100%  41,792.5 100%

National co- 6,827.8 20,896.2
financing

Total 62,688.7 62,688.7
agricultural
spending

Source: Own compilation. 2020 young farmer’s payment assumed at 2% and the greening payment at 30% of
the Pillar 1 envelope, with the BPS/SAPS payments accounting for the balance, including 10% of the Pillar 1
envelope for coupled payments. ANC, AECM and competitiveness payments from DG AGRI (2016a). MS co-
financing rate assumed at one-third. All CAP payments co-financed in 2025. Greening, coupled, ANC and
competitiveness payments held constant at 2020 levels in 2025 and young farmer support moved to the
Competitiveness tier. Risk management expenditure increased 10-fold. BPS/SPS Transitional income support
payments phased out by 50% assuming elimination over a 10-year period. Balance of expenditure transferred to
AECM measures assuming overall spending on agricultural policy held constant.

The assumption that total public transfers to agriculture should or would remain the same
may be questioned given other demands on the public finances but is maintained here as a
technical assumption. There would be a significant increase in Member State financing
which, depending on whether the overall MFF ceiling was adjusted to reflect this or not,
might be partially or wholly reflected in lower contributions to the EU budget. Expenditure
on coupled payments, Tier 2 greening payments, Tier 3 ANC payments and Tier 5
competitiveness payments are held constant at 2020 levels in 2025 to avoid introducing too
many additional arbitrary assumptions.

Risk management payments are currently a very small part of overall agricultural spending.
With the envisaged reduction in decoupled direct payments and the expectation of
continued volatility in agricultural markets, there is likely to be a rapid increase in
experimentation with agricultural insurance products over the next decade. US crop
insurance subsidies (consisting of premium subsidies, subsidies to reimburse the
administrative and operating costs of insurance companies, and the government’s share of
underwriting gains and losses of insurance companies) have varied between €4.2 billion
and €12.1 billion during the 2008-2014 period, for an average annual outlay of €7.4 billion
(converting the US$ values to euro at the average 2015 forex rate).*® It is unlikely that the
EU would introduce as extensive a range of insurance programmes across 28 Member
States within a decade. Also, the US crop insurance programmes are heavily criticised for
being very poor value for money. The Commission’s latest estimate of the annual cost of a
WTO-exemptible income stabilisation scheme with 100% participation was between €4 and
7 billion. On the assumption that any new EU programmes would be more cost-effective
than the US model and that there would still be significant expenditure on decoupled
payments in 2025, a total expenditure of €3.5 billion has been assumed for 2025.

The gradual phase-out of untargeted income support would be initiated and Tier 1
payments are reduced by 50% over a 5-year period. These payments include both
decoupled payments and voluntary coupled support. There will still be a requirement to

49 US expenditure on crop insurance programmes is taken from Zulauf, C.and D. Orden. “U. S. Crop Insurance
Fiscal Costs and WTO Notifications under Current Rules.” farmdoc daily (5):139, Department of Agricultural
and Consumer Economics, University of lllinois at Urbana-Champaign, July 30, 2015, available at
http://farmdocdaily.illinois.edu/2015/07/us-crop-insurance-fiscal-cost-and-wto-notifications.html.
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provide some coupled support in the future to “those sectors or those regions where
specific types of farming or specific agricultural sectors undergo certain difficulties and are
particularly important for economic and/or social and/or environmental reasons”. Coupled
support should not be available to enterprises in the fertile core farming regions of Europe,
so in the longer-term it would make sense to move this support to Tier 3 addressing
problems in marginal farming areas where the continuation of production is desired.
Coupled support should not be used to increase production, and because of the high risk of
distorting competition within the single market as well as with a view to meeting the EU’s
WTO obligations, there should continue to be a limit on the total amount of coupled support
that can be provided in the EU.

Under the maintained assumption that overall agricultural spending would be held constant
between 2020 and 2025 there would be a significant increase in spending on higher-level
environmental public goods including climate action. Total (EU + MS) spending on this Tier
could almost treble under this assumption. Given the scale of the challenges that the EU
faces in protecting and enhancing its natural capital, some increase in public spending is
clearly warranted. Whether a tripling of expenditure can be justified would depend on the
quality of the programmes submitted by Member States and the evidence that these
interventions were yielding a significant return.

Funds would be allocated to Member States based on the incentive-based distribution
method that might be agreed. There remains the question how much flexibility Member
States would have to move resources between the tiers in programming their national
envelopes under this integrated CAP model. In the current programming period there are
restrictions on how Member States can dispose of CAP funds. Member States receive
separate funding for Pillar 1 income support schemes and Pillar 2 rural development
programmes, with some flexibility to move funds in either direction. Basic income support
to farmers is obligatory. Moreover, 30% of the Pillar 1 envelopes must be allocated to the
greening payment, and up to a further 2% to the young farmers’ payment. There is also a
requirement that at least 30% of Pillar 2 funds should be used to support environmental
and climate initiatives.

CAP spending in the new model would be focused on EU priorities. The allocation of funding
across the tiers would reflect the relative weightings given by EU policy-makers to these
priorities. Funding allocated to successful projects from the discretionary funds would, by
definition, have to be spent in the relevant tiers. For the remaining pre-allocated funding, it
would not make sense to give Member States a totally free hand to allocate these resources
as they might wish. On the other hand, flexibility allows the heterogeneity of Member
States to be taken into account (e.g. some have larger areas of land with natural
constraints than others, agriculture in some Member States faces higher risks than in
others, etc.), and the efficiency of spending is likely to be improved if Member State
preferences are factored in.

The fundamental dividing line is between those tiers that are primarily oriented towards fa
policy objectives (Tier 1 Income Stabilisation, Tier 3 Targeted Income Suppot and Tier 5
Competitiveness payments) and those tiers that are oriented towards environmental policy
goals and other public goods (Tier 2 Shallow 