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Abstract:

This study summarizes the developments of the EU Single Payment Scheme, its
national implementation by Member States and provides an economic assessment of
the scheme. The various proposals made to change the system of direct payments are
examined and possible options for reforms are identified. A new system of direct
payments for the next Financial Perspective is suggested. It involves a gradual
reorientation of direct payments from income support to remuneration for the provision
of public goods. Reform proposals for the remaining income support include co-
financing and a move towards a flatter system with a cap related to labour units. This
proposal subscribes to subsidiarity, but the increased weight of remuneration for public
goods would also call for a stronger harmonisation of the legislative baseline on which
the system of EU payments rests.
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Executive summary
Recent developments

The Common Agricultural Policy (CAP) has undergone several major reforms since 1992,
characterised by a move away from price support towards direct payments to farmers.
These payments have been progressively decoupled from production. The Single
Payment Scheme (SPS) is now by far the largest component of the CAP budget (Note
that in this report the term SPS includes both the current Single Farm Payment scheme
operated by 17 Member States, and the transitional Single Area Payment Scheme
operated by 10 New Member States). In parallel, the CAP budget has been partially
reoriented towards rural development programmes funded by the European Agricultural
Fund for Rural Development under the "second pillar" of the CAP. Pillar 1 payments like
the SPS are funded by the EU budget (€39 billion for Pillar 1 direct payments in 2009,
only topped by national payments in some New Member States during a transition
phase). By contrast, the €14 billion of EU budget for rural development programmes
under Pillar 2 require additional national co-financing.

The different types of direct payments and the different SPS models are presented, with
a focus on the recent developments following the 2008 "Health Check" reform of the CAP
and the progressive phasing in of direct payments for New Member States. Many changes
were brought to the SPS by the 2003 reform and the Health Check reform, which nearly
completed the move to decoupled forms of support for farm incomes (Regulation
73/2009 includes the key provisions). The Single Farm Payment (SFP) and the Single
Area Payment Scheme (SAPS) cut across all agricultural sectors. Because the various
direct payments that supported specific products are being progressively included in the
SFP, there will be only very few coupled payments left after 2012. Only some payments
for goats, sheep and suckler cows, themselves subject to tight thresholds and conditions,
as well as some payments for cotton will continue to be linked to production. All other
forms of direct income support will be integrated into the SPS and paid independently of
the type of agricultural production in which the farmer chose to engage and its actual
level of production (payments can also be granted to farmers who choose not to
produce).

The 2003 reform has introduced a large degree of flexibility for Member States to
organize the allocation of payments according to their preferred criteria. While some
Member States have maintained a historical basis for allocating their envelope of
payments to farmers, others have implemented a more uniform payment per hectare, on
a regional basis, or are progressively moving in this direction. Eleven Member States
have used the historical model, under which SPS payments are based on the level of
subsidies received by individual farmers in the past, but five Member States and England
have moved or are moving towards a regional flat rate per hectare. "Modulation", i.e. a
lower level of payments beyond a certain threshold, provides resources that are to be
used for rural development programmes. The Health Check reform has strengthened
modulation, making more resources available for funding of Pillar 2.

Furthermore the additional modulation introduced for those in receipt of very large

payments reduces the payments to the largest beneficiaries. The extra resources for
Pillar 2, taken out of the SPS, allow Member States to fund particular rural development
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programmes that they consider best suited to their local conditions. Several provisions of
Regulation 73/2009 provide additional flexibilities for Member States to tailor the
allocation of their Pillar 1 payments. Article 68 allows all Member States to use some of
the Pillar 1 budget to fund schemes that addresses particular needs, such as protecting
the environment, improving the quality and marketing of products, supporting particular
types of production in economically vulnerable or environmentally sensitive areas or type
of farming, or support risk management instruments. Other articles of the same
regulation make it easier to redistribute payments between regions and individuals. The
national implementation of these provisions at the beginning of 2010 is presented. Some
Member States have used unevenly the possible flexibilities, but some of them have
reallocated a significant share of the SPS payments to particular programs, such as
support to environmentally friendly extensive grazing (e.g. France), risk management
instruments (France, Germany, the Netherlands), or product quality improvement (Italy).

Aggregate data as well as farm level surveys show that the SPS payments account for a
very large proportion of agricultural incomes in the EU in spite of annual variations
(roughly half of the farm income for an average income year such as 2006). In Finland
and Ireland, CAP payments (including Pillar 2 payments and national contributions)
exceed half of the gross receipts (without subsidies). This shows that the current
dependency of farm incomes to CAP direct payments is considerable in some Member
States. It is much lower in others, particularly in the Netherlands where payments
represent a small proportion of agricultural output. If the average level of payments per
hectare and per worker varies greatly between Member States, with a high degree of
regional and individual variation within each Member State. Even when one adds the
(more evenly distributed) Pillar 2 payments, the dispersion of direct payments between
farmers, on a per worker basis, is very large in Finland, Sweden, the United Kingdom and
France, in particular. It is noteworthy that in some countries such as Austria, Latvia,
Finland, Luxembourg, Poland, Estonia and Austria, Pillar 2 payments now contribute a
greater share of farm incomes than the SPS. By contrast, Pillar 2 accounts for a small
share of farm income in Spain, Cyprus, Greece, Denmark and the Netherlands.

An assessment of the SPS

The move towards direct payments has had many positive effects. The money spent by
EU taxpayers now ends up in farmers' pockets to a greater extent than when the EU
budget funded storage costs and export refunds. The payments ensure a stable income
in times of large price fluctuations. The shift towards direct payments has removed the
dramatic imbalances between supply and demand, which had led to the accumulation of
costly surpluses under the "old CAP". On account of the fact that direct payments no
longer encourage production and exports, they have soothed the criticisms of third
countries regarding the negative effects of the CAP on world markets and foreign
producers.

Nevertheless, the current SPS continues to be subject to several major criticisms, from a
variety of stakeholders. They refer to the inability of the SPS to address issues such as
market instability or food security; to the administrative burden imposed by the SPS and
the "cross compliance" conditions (a set of standards with which farmers must comply in
order to receive the payments); to the fact that the current SPS does little to improve the
environmental record of the CAP; to the uneven distribution of the payments; the impact
of the SPS on developing countries; and to the large budget now devoted to the SPS.
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These criticisms are presented, reviewed and their validity is assessed. While some are
clearly misplaced, others need to be addressed when suggesting a new model for the
SPS. This is the case in relation to the scale of transaction costs, the environmental
effects of the scheme and issues of equity linked to the distribution of the payments, in
particular.

The proposals tabled

In the second part of the report, recent proposals for reforms of the SPS that have been
tabled by the different stakeholders are reviewed. Many Member States governments,
farmers' organizations, consumers, the food and the input industry, as well as Non
Governmental Organizations (NGOs) and think-tanks have been discussing the future of
the CAP beyond 2013. More than 40 proposals have been released that suggest changes
or adjustment of the SPS - including its full dismantling in certain cases. Using a rather
ad hoc typology of these stakeholders, the main proposals are classified and reviewed
critically.

Certain Member States want to maintain a large budget for the SPS. The countries
historically in favour of an ambitious CAP receive the support of several New Member
States. They favour the continuation of a large income support scheme, financed by the
EU budget, and subject to minimal cross-compliance conditions. Other Member States
would like to cut the SPS budget so as to expand funding of policies currently covered by
Pillar 2. Others consider that the CAP budget as a whole should be trimmed dramatically
in order to fund other policies, and the large SPS budget is a prime candidate for cuts.
Member States' proposals differ not only on the amount of budget that should be devoted
to the SPS and Pillar 2 payments, but also on the allocation across Member States. Some
New Member States plead for a reallocation of payments that would reduce the current
benefits of the CAP for EU-15 Member States. There are also differences regarding the
level of co-financing. While some governments plead for a more nationally funded
agricultural policy, others insist on the need to maintain a EU funded policy, arguing that
co-financing would lead to an uneven implementation of CAP provisions, as it is now
observed for rural development programmes.

Most farmers' organizations tend to be on the conservative side regarding shifting SPS
payments into programmes in line with the current Pillar 2 model. The recent fall in farm
incomes has rallied even the liberal ones to the cause of maintaining an income support
scheme. Many of these organizations are particularly concerned by the instability of
agricultural markets, and see the SPS scheme as a poor substitute to stable (and
supported) prices. The idea of adjusting payments to market conditions, i.e. turning the
SPS into a countercyclical payment scheme, has been recently backed by some farmers'
organizations and cooperatives.

A growing number of agricultural organizations nevertheless seem receptive to the idea
that the CAP budget should be more oriented towards remunerating farmers for the
provision of public goods. A few agricultural organizations - in particular young farmers
and landowners' organizations - have recently made joint proposals with environmental
NGOs in this direction.

Young farmers' organizations tend to favour a reallocation of payments so as to be more
oriented towards payments on the basis of labour-related criteria. More left-wing oriented
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farmers' organizations, which have made joint proposals with environmental activists,
also advocate payments on a per farmer basis or strong caps on individual payments, as
well as a reorientation of the budget towards funding family farms providing
environmental and other rural services.

Environmental NGOs have been particularly active in the debate on the future CAP. Most
of their proposals include a multi-tier system of payments, targeting support at High
Nature Value farming systems and organic systems, as well as broader schemes helping
to maintain rural vitality and to enhance biodiversity, soil and water resources and to
maintain the character of cultural landscapes. Several think-tanks have also made
detailed proposals for a reform of the SPS. In most cases, they advocate a major
reorientation of the current Pillar 1 budget towards payments that remunerate farmers
for the provision of public goods, rather similar to those envisaged by environmental
NGOs.

The impact of some of these proposals is assessed, using macroeconomic and farm
survey data to gauge the budgetary consequences and the resulting transfers between
Member States, regions and individuals. Among the conclusions that are drawn, the
authors of the report consider that, in spite of some attractive features, making SPS
payments countercyclical would have many unwanted effects. Among the main
drawbacks, incentives from cross-compliance would be weakened in times of booming
markets, when they are needed most. Conversely, cross-compliance incentives would be
reinforced when low prices would also operate towards less intensive production
methods. Furthermore countercyclical payments would require shifting back to product-
specific payments since the price of all commodities do not vary in a coordinated way. If
the total value of direct payments over several years is fixed (in line with the stabilisation
objective), it seems to involve little apparent advantage for farmers: Given a certain flow
of payments farmers could use their savings or lending as a stabilisation instrument,
provided that the tax system does not impede such arbitrage over time. In addition,
countercyclical payments would require the possibility of large interannual variations of
the agricultural budget, which is at odds with the current EU budgetary procedure. Finally
there might be some inconsistencies with the EU multilateral commitments under the
World Trade Organization (WTO) framework. While such a scheme would be compatible
with current multilateral commitments, but the future limits on distorting support might
require major changes in the market management of other sectors (fruits and vegetable,
sugar, dairy) in case of a Doha agreement.

A payment per unit of labour would result in large transfers between farmers, but with
some counterintuitive and sometimes undesirable consequences. Indeed, the farm
structures in the EU-27 are such that large entities using a lot of hired labour coexist with
family farms and part time farming. Allocating payments per farm manager would make
little sense. Allocating payments on the basis of labour units (including hired labour)
would lead to large reallocations between sectors, for example a transfer of the budget
from extensive grazing farms to wine and fruit producers, which would go against the
current orientation of rural development programmes. Should an income support
component be retained in the CAP, a per hectare payment with possible variations
between regions and Member States remains an attractive choice. A cap on a per worker
basis on such a payment would not be easy to manage, but it would make it possible to
reduce inequality in the current distribution of payments. Changes in the allocation of
payments would result in large transfers between producers, however, and the
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preliminary simulations presented in the report would need to be deepened. With any
system of capping it appears advisable to letting Member States flexibly adapt the future
scheme to the national or regional context.

The proposed model

The authors of the report consider that the EU budget for direct CAP payments should be
reallocated towards the provision of public goods, which is the only uncontested reason
why society should provide money to farmers in the long run. Assessments of Pillar 2
programmes show that there is scope for improvement in the management of the
programmes, but the progressive shift of the CAP budget towards rural development
programs is in line with the idea that public money should primarily fund public goods for
society.

Given the current importance of the SPS in farm incomes, some form of income support
is nevertheless needed in a transition phase. The dependency of farm incomes on the
SPS is such that a sudden dismantling of Pillar 1 payments would make many farmers
insolvent. A predictable horizon is necessary, in particular for farmers in New Member
States who will be receiving increasing payments until 2013 or 2016. But there should be
a scheduled phasing out of the SPS payments and a progressive expansion of schemes
that remunerate the provision of public goods and services by farmers. Phasing in
co-financing to this transitory income support scheme is also recommended. A way to
manage the budget could be to define national envelopes on the basis of objective
criteria.

The proposed model for CAP payments includes two main components, i.e. income
support and contracts for public goods and services. This is in line with the current
trajectory of Pillar 1 and Pillar 2 components of the current CAP, but several fundamental
adjustments are proposed.

¢ The transitional income component would share many aspects with the current
SPS, for example the decoupling principle, but it is proposed to further move
towards flatter system. This system would rely on a per hectare basis, with caps
based on labour units. Flexibility would be left to Member States to adjust this
capping system or to implement other forms of means testing. The payments and
cap thresholds would be allowed to vary according to regional conditions. While it
is proposed that income support is progressively decreased and co-financed by
Member States in similar proportions to public good payments, Member States
would also be allowed to transfer funds from the income support component to
the second (public goods) component from the predefined national envelope. The
co-financing rates would be adjusted so that if could vary between different
categories of Member States according to a set of objective criteria.

e The public goods component of the proposed scheme, scheduled to increase
over time, would combine targeted payments under contracts for specific services
and a more standardized payment for desirable farming practices of a more
general character, both tailored to regional conditions by Member States. This
would not necessarily mean that all these schemes would remain under Pillar 2.
Pillar 2 involves particular programming and administration procedures and some
of the more basic public goods provision could also be handled under the lighter
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administrative procedures of current Pillar 1. However, the extension of
co-financing would make the distinction between the current pillars mostly a
managerial issue.

Assessment of the consequences of this proposal using microeconomic data suggests that
the proposed criteria for allocating budgets between Member States (i.e. national
envelopes based on objective criteria) and between farmers of a region (per hectare,
with a cap per labour units for the income support component, and contract payments for
services, without cap) would generate significant redistributions of the current budgets.
These redistributions go in the direction observed by those Member States that opted for
the dynamic regionalization of the SFP. The shift from the current Pillar 1 payments
towards a more even payment per hectare would result, globally, in moving income
support towards more extensive (i.e. land intensive) sectors and regions. The
introduction of a cap per worker generates potentially large budget savings, but also
some complex redistribution with potential undesirable effects. This pleads for leaving
Member States with a large degree of flexibility in this area.

Implementation and recommendation

The proposed model would not raise significant compatibility issues with EU international
commitments, or with other aspects of the CAP and with most non agricultural EU
policies. Regarding WTO commitments, the proposed model would not pose any difficulty
in the current situation. In the prospect of the conclusion of the Doha round of
negotiations, the proposed model would bring little changes to existing constraints, in
particular those on the Overall Trade Distorting Support. There is nevertheless a need to
ensure that those "public goods payments" that maintain a link with production or
production factors, remain within limits that are compatible with a future agreement,
even when they are seen as legitimate cases of public goods jointly produced with
agricultural products.

The flexibilities foreseen evidently involve the risk of a non-uniform implementation of
CAP schemes across Member States. Given that payments would be either decoupled
income support or remuneration for the provision of public goods, the risk would not
involve serious distortions of competition on agricultural markets but a potential
undersupply of public goods in some Member States. The definition of national envelopes
on the basis of objective criteria, such as land, farm population or natural resources to
protect, would define an upper ceiling to the would-be users of EU budgets and Member
States may not use their envelopes fully. However, the present underutilisation of
situation of Pillar 2 programmes by particular Member States is partly driven by the
availability of Pillar 1 money that does not require co-financing so far. This motive for
underutilisation would be eliminated, if co-financing were extended to Pillar 1.
Adjustment in the rate of co-financing, which could vary across Member States and
possibly programmes according to objective criteria, could help to address the risk. A
criterion for variation across Member States could be GDP per capita to reflect the low
funding capacity in many new Member States and some old Member States. A criterion
for variation along programmes could be the EU interest compared to local benefits which
would be high, for example, for climate related or global biodiversity related measures.

With the progressive shift of the budget towards support for the provision of public
goods, it is increasingly important that the public goods provided by agriculture and
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those that are eligible for payments are defined at the EU level, and that the boundary
between what is part of the baseline (i.e. what is statutory for farmers) and what goes
beyond and is eligible for EU payments remain consistent across Member States. Indeed,
a common framework should be maintained for the CAP to be able to address
transnational challenges and European concerns appropriately, such as climate
protection, biodiversity, landscapes, food security and the vitality of rural areas. In
practice, this means that far reaching renationalization of the CAP is not justified from an
economic point of view. With the public goods component becoming the key element in
the future CAP, it is increasingly important to have an harmonized legislative baseline
with respect to what farmers are required to do. Beyond that, a high degree of
subsidiarity should be given to Member States in order to better address demands for
services, better known at the local level, and to tailor measures so as to match the
increasingly heterogeneous structures and situations within EU agriculture.

Generalization of co-financing and extension of subsidiarity raise considerable economic
as well as institutional issues. The future amounts, targets and implementation for direct
payments would be accompanied by some redistribution within CAP funds and the EU
budget as a whole. Consequently, distributional questions that extend beyond the
confines of the CAP will arise. At the same time the CAP interlinks with other policies in
the pursuit of high level objectives such as climate and cohesion concerns. These aspects
are best addressed in the debate on the EU budget for the post 2013 period where the
future of the structural funds, national rebates and other issues can be resolved within
one package, not separately. Here the European Parliament, as a budgetary authority,
has an important role to play.
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1. The current situation of the SPS

1.1. The SPS scheme

Note that in the following text, we consider that the Single Payment Scheme
(hereafter SPS) includes two components, the Single Farm Payment (hereafter
SFP) and the Single Area Payment Scheme (hereafter SAPS). This corresponds to
a broader definition of what is often called the SPS.

1.1.1. Background
Changes in the CAP

The Common Agricultural Policy (CAP) has undergone several major reforms since 1992.
These reforms have followed a consistent trajectory, characterised by a move away from
the public management of agricultural markets. Indeed, in the 1980s, the setting of
institutional prices by the Council created some major imbalances between supply and
demand. This resulted in high budgetary costs as well as a poor efficiency of transfers,
with a large share of the money spent by EU taxpayers and EU consumers leaking into
storage costs or export subsidies rather than increasing agricultural incomes. These
effects are well-documented, including in publications from the European Parliament.?

The 1992 reform and the Agenda 2000 package resulted in a reduction in support to the
agricultural sector provided by (high) guaranteed prices, themselves supported by a
system of public purchases and export subsidies. Institutional prices were reduced
progressively and the system of intervention (i.e. government purchases when prices go
below a certain threshold) was made explicitly or de facto inactive for several major
commodities including beef, sugar and coarse grains. In the cereal, oilseed, protein seed
and beef sectors, the corresponding losses in income were compensated by
"compensatory" direct payments to ensure the economic viability of EU farms. These
payments were either linked to fixed areas (or fixed yields) or to a fixed number of
animals throughout the 1990s.

In parallel, it was increasingly recognised that certain types of agriculture delivered
environmental benefits and that farmers providing these benefits needed to be
remunerated via public support. The Agenda 2000 reforms served to deepen the reform
process, with greater support for rural development. It resulted in the emergence of a
"second pillar" of the CAP. In the beginning, Pillar 2 of the CAP consisted of a
heterogeneous collection of former structural measures. An administrative and financial
framework - with common objectives and a single set of programming, financing,
monitoring and auditing rules - was progressively implemented for EU rural development
policy.>

Today’s CAP comprises Pillar 1 "Agricultural Markets", which includes market measures as
well decoupled direct payments supporting income (including the Single Farm Payment

See EP (2007); Bureau (2008); Ritson and Harvey (1997) for an introduction to these issues.
3 Regulation 1257/1999, and latterly Regulation 1698/2005. All citations of ‘Regulations’, ‘Directives’ and
‘Decisions’ relate to EU legislation that is collected in the references section of this study.
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scheme or SFP, the Single Area Payment Scheme or SAPS, available to new Member
States) and a few coupled payments remaining. Pillar 1 is funded under the European
Agricultural Guarantee Fund (EAGF), the main expenditures being direct payments to
farmers and measures to regulate agricultural markets such as intervention purchasing,
and the remaining export refunds. The second component of the CAP Pillar 2 - "Rural
Development" - is a common policy with strategic objectives set at the EU level. It is
directed at enhancing the environment and countryside, improving competitiveness of EU
agriculture and forestry and improving the quality of life in rural areas and is funded
under the European Agricultural Fund for Rural Development (EAFRD) for the
programming period 2007 - 2013.* Pillar 2 includes four axes: Axis 1 "Improving the
competitiveness of the farm and forestry sector"; Axis 2 "Improving the environment and
the countryside"; Axis 3 "Quality of life in rural areas and diversification of the rural
economy"; and Axis 4: "local development in rural areas".

Overall, the move from the "old" CAP of the 1980s, a very centralized policy under which
most prices and some quantities were set administratively, to the current CAP, with less
public intervention in markets but a large budget devoted to direct payments has been
rather successful. Major disequilibria have been solved, including the market imbalance
for cereals, whose high price induced large volumes of production but provided incentives
for the livestock sector to replace local feedstuffs with cheaper, imported substitutes.
Direct payments as well as the gradual pace of reforms have made the transition
relatively smooth from a social perspective. The CAP has become more oriented towards
rural development and environmental issues, accounting now for close to 24% of the
total CAP budget. There are nevertheless significant disparities between the old and new
Member States. For the entire EU-27, Pillar 1 is worth just over three times as much as
Pillar 2 over the 2007-2013 period. Whilst the level of expenditure is relatively balanced
in the EU-12 (where the level of spend on both Pillars is almost the same), the EU-15 is
allocated five times as much for Pillar 1 as Pillar 2.

While the budget devoted to agricultural policy has remained large (accounting for
approximately 40% of the total EU budget, compared to 75% 20 years ago), reforms
have reduced some of the expenditure that brought relatively few direct benefits to
producers for each euro spent by taxpayers, such as storage costs. Payments now
benefit farmers more directly, and their decoupling has reduced international foreign
criticisms with regard to the negative effects of the CAP on world prices and third country
producers. Reforms have also increased the legitimacy of the policy, with a change in
objectives making the policy more in line with societal demands and the needs of rural
areas.

The context of the next reform

The future of the SPS in the post 2013 period is part of a broader redefinition of the CAP.
Because direct payments now represent the largest share of the CAP, they are likely to
be under particular pressure because of budget constraints. The new Treaty on the
Functioning of the European Union (TFEU) involves significant changes for the CAP
(Massot-Marti 2008, Blumann 2008). With the end of the distinction between compulsory
and non-compulsory expenditure and the now legally binding multi-annual financial

4 Regulation 1290/2005 established a single legal framework for financing CAP spending. See also Regulation

1698/2005.
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framework, the CAP budget will be subject to the same discipline as other expenditure.
Because of the current economic crisis, it is unlikely that a large increase in the EU
budget will take place for the post 2013 financial framework, and the CAP budget will
face strong competition for resources from other policies.

1.1.2. The 2003 reform and the SFP

The 2003 reform included several general provisions including market management, a
reform of direct payments and strict financial control for CAP expenditures (if there a
danger of overspending based on forecasts, some cuts are made to Pillar 1 direct
payments).

Decoupling through the Single Farm Payment

The major change introduced by the 2003 CAP reform is the decoupling of a majority of
direct payments from production.® Direct payments were provided on a hectare basis or
per head of cattle and have been transformed into a single payment, the SFP, linked to
entitlements based on the value of historical subsidy receipts. The objective was to make
farmers more reactive to market price signals, but also to make the large transfers from
consumers and taxpayers more acceptable for third countries. Other WTO members had
long claimed that the CAP resulted in unfair distortions of competition. Decoupled
payments are less open to challenge under the current and future WTO discipline on
international trade.

The decoupled direct payment ensures a basic income support for producers. The
payments are linked to adhering to environmental standards and standards related to
animal and plant health (see Box 1.1.). An entitlement to receive a payment does not
depend on actual production or on the acreage planted with a particular crop (the 2003
restrictions for fruits and vegetables were subsequently removed). In order to "activate"
this entitlement, the farmer must own or rent a corresponding number of eligible
hectares (Regulation 1782/2003, Article 44). The farmer must also keep the land in good
agricultural and environmental condition, even if the land is idled. That is, even though
the modalities of implementation of the payments vary across Member States, in most
cases, a link has been maintained between the decoupled payment and the land input
(see Box 1.1.).

Since 2003 those payments that remained coupled have been merged increasingly into
the SFP by reforms of particular market organizations. Since 2003, payments for arable
crops, payments for rice, grain legumes, rice, seeds, dried fodder, milk and milk
products, as well as some beef and veal payments have been merged into the SFP. This
is the also the case of payments designed to compensate for changes in various market
organizations (tobacco, hops, olive oil, sugar, etc.) and eventually to the move to a
single Common Market Organization. By the end of 2009 roughly 85% of direct payments
were decoupled.

Flexibility

5 Regulation 1782/2003 is the basic legal framework for establishing common rules for direct support
schemes (its provisions were later amended by the CAP Health Check Regulation 73/2009). Regulation
796/2004 defines more precisely the rules for cross-compliance, modulation and the control system.
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Member States had some flexibility to choose how the entitlements for payments would
be designed and allocated between farmers. In some countries, the direct payment was
granted on an individual "historical basis". In other countries it was granted on a
"regional basis" (i.e. the same amount per hectare in the region) or moved towards this
model during a transition period. In other countries, intermediate solutions were
developed. Member States had the freedom to allocate national envelopes between
farmers of a particular region according to the modality of their choice.

Under the 2003 reform, each Member State also had the possibility of maintaining some
link to production in certain sectors, in the form of coupled direct payments for arable
crops, beef and sheep (this provision was modified in 2009 under the Health Check). A
Member State could also keep up to 10% of the national ceiling for payments in order to
support those types of agriculture that are considered particularly favourable to
environmental protection or product quality. A large degree of freedom was left to
Member States for managing the transfers of entitlement between farmers. A national
reserve was implemented by siphoning the global envelope with subsequent transfers
between farmers, in order to be able to provide entitlements for new farmers and those
that were granted an abnormally low entitlement.

Conditionality (cross-compliance)

In order to make income payments more in line with the idea of multifunctionality or
sustainable agriculture, the receipt of the SFP is conditional on a farmer’s compliance
with Statutory Management Requirement (SMRs) and Good Agricultural and
Environmental Conditions (GAECs). This is often referred to as "cross-compliance".®
These practices are defined in a set of Regulations and in GAECs specified by the Member
State within a common framework. Conditionality to SMR requires that farmers comply
with existing EU legislation. The corresponding Directives refer to the environment
(conservation of wild birds; protection of groundwater against pollution caused by certain
dangerous use of agricultural sewage sludge; protection of waters against pollution
caused by nitrates; conservation of natural habitats, fauna and flora); to the registration
of animals, their marking and labelling of beef; to public health; animal health and
animal welfare. GAECs include minimising soil erosion (minimum coverage, minimal
management reflecting the specific local conditions, terraces, etc.); to maintain soil
organic content (crop rotation, stubble management, etc.); to maintain soil structure and
to ensure minimum levels of maintenance on agricultural land (minimum of livestock
density, permanent pasture protection, maintenance of topographic characteristics;
preventing unwanted scrub encroachment on agricultural land, etc.). The GAEC standards
were introduced partly to ensure a minimum level of maintenance of agricultural land in
order to deter land abandonment, a potential threat in an era of decoupled subsidy
payments. The reform also sought to maintain the area of pasture in the EU, partly to
temper a mass conversion to arable production if incentivized by market prices, and, less
directly, to preserve the environmental benefits associated with certain grasslands. In
addition, the area of permanent pasture had to be maintained at at least 90% of its 2003
level.

6 The cross-compliance standards of agricultural land are set out in Annexes III and IV of Regulation
1782/2003. Art. 51 of Regulation 1698/2005 sets out the application of cross-compliance in Pillar 2.
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In the event of failure to comply with these obligations, payments can be reduced by 5%
and by 15% if the breach is repeated. The reduction may however be up to 100% for a
deliberate breach. A system of agricultural advice aimed at helping farmers comply with
standards and implement standards of good agricultural and environmental practice was
also developed. More specific policies are under the second pillar, such as the Agri-
Environmental Schemes (AES), under which environmental actions can be co-financed by
the EU budget and the national budget.

Modulation

Direct payments were initially provided to compensate for income losses following a
reduction in institutional prices. This resulted in a large inequality in the level of payment
per hectare or per farmer, between as well as within sectors and regions, which raised
criticisms. This issue was addressed through the introduction of "compulsory
modulation", i.e. a lower payment beyond a certain threshold.” The siphoned budget is
used for Pillar 2 measures.

After the 2003 reform, the once uniform and centralized CAP became characterised by a
greater degree of subsidiarity. Member States have had significant freedom in the
implementation of the SPS, in choosing those sectors where coupled payments continue
to apply, in designing national GAEC standards, albeit within a common framework and in
designing the degree of linkage between SFP entitlements and land transactions. Member
States also had the option to retain 10% of their national ceiling for direct payments in
the form of national envelopes and to allocate the budget for “specific types of farming
which are important for the protection or enhancement of environment or for improving
the quality and marketing of agricultural products” (under Art. 69 of Regulation
1782/2003 which was later amended by the Health Check). While it is not technically part
of the 2003 reform, note that some particular countries were allowed to transfer
additional resources from Pillar 1 to Pillar2 up to a maxium of 20% through imposing
additional voluntary modulation.®

7 Article 10 of Regulation 1782/2003.

8 Regulation 378/2007. One of the provisions of the Agenda 2000 agreement was to allow Member States to
voluntarily modulate direct payments to farmers based on one of a number of criteria, e.g. size of a farm
workforce, prosperity of the farm or total payments granted. Modulation was limited to a maximum of 20%
of the payments made to individual farmers. Voluntary modulation was applied across the United Kingdom
from 2001, but was not used in other Member States. The issue was discussed again during the financial
perspectives debate in 2005. The Heads of States enlarged the possibilities for voluntary modulation. This
decision met opposition from the European Parliament and in 2006, a Presidency compromise was found.
Eventually, Regulation 378/2007 allowed Member States to continue to apply voluntary modulation in
addition to compulsory modulation. This regulation, however, restricts the use of voluntary modulation to
those Member States where voluntary modulation is already applied according to Regulation 1655/2004. As
a result, voluntary modulation is currently operated in only two Member States, the UK and Portugal.
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Box 1.1. How the SFP works

Currently, 17 Member States have adopted the SFP (see Table 1.1). In those Member
States that opted for the historical model, the SFP entitlement was calculated on the
basis of the level of direct payments before the 2003 reform. On the basis of this past
reference a unit SFP value was calculated (this is an entitlement per hectare) as well as a
number of entitlements (i.e. a certain number of hectares). In France, for example, the
reference payment was the average direct payment received for acreage in cereals,
oilseeds, protein seeds and set-aside land and the payments received for animals (some
other payments were subsequently added after 2003, including payments to compensate
for reforms in various sectors such as sugar and dairy). The reference acreage was the
number of hectares benefiting from direct payments, plus the hectares of fodder. The
unit SFP value was calculated by dividing the reference payment by the reference
acreage. In those Member States that opted for the regional model, the main difference
has been in the allocation of the SFP entitlements, which was not based on individual
historical references, but on a flatter rate per hectare in a given region (see section 1.2.).

Each farmer can request the single payment up to the limit of entitlements that he/she
holds. This number of entitlements is equal to the number of hectares in the reference
acreage. The single farm payment is therefore the product of the number of entitlements
by the unit SFP value. But for each entitlement, the farmer must show that there is a
corresponding eligible hectare to activate this entitlement. The eligible hectare now
includes all land under crops, fodder and pasture. Therefore the farmer has no obligation
to produce in return for receiving the payment, and has complete freedom in terms of
the crops planted.

1.1.3. The Health Check Agreement and the SFP

A review of the CAP was undertaken at the end of 2007 under the banner of the CAP
Health Check. A European Parliament report provides an in-depth analysis of this review
process (see EP, 2008 for details, see also Cooper et al., 2007; Velasquez 2008). The
legislative texts were published in January 2009.°

The main goal of the CAP Health Check was to complete some issues deferred in the
2003 reform and to make adjustments of the CAP for the 2009-2013 period. National
"budgetary envelopes"”, i.e. the set of payments currently provided to each Member
States under the CAP, were left intact until 2013, for example. However, some important
decisions were taken regarding market management (e.g. abolishing of compulsory set-
aside, progressive dismantling of the dairy quotas, limiting public intervention as a safety
net to the three products of wheat, beef, and dairy).

In the area of direct payments, some significant adjustments were made, including extra
flexibility to Member States in managing direct payments and abolishing the premium for
energy crops. The main consequences of the Health Check Agreement for the SFP are in
the area of i/ a further step towards decoupling; ii/ additional modulation; iii/ changes in

° Regulations 72/2009, 73/2009, and 74/2009.
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conditionality/cross-compliance; and iv/ a much larger flexibility for Member States, with
particular provisions relying on subsidiarity.

Further decoupling

The Health Check strengthened the move towards greater decoupling. The 2003
agreement allowed Member States to maintain some of the payments per head of cattle
or per hectare of arable crops, rather than including them in the SFP. With the
implementation of the Health Check agreement, the suckler cow and sheep and goat
premia as well as payments for cotton will be the only formally coupled payments still
allowed to remain in 2013.1°

So far, Member States have unevenly chosen the option of coupling suckler cow and
sheep and goat payments coupled. Belgium, Spain, Hungary, Austria and Portugal are
the ones that have maintained the maximum amount of payments coupled (Finland and
Portugal for goats and sheep). Others have chosen options where a greater share or all
these payments are decoupled and included in the SPS. The European Commission
estimates that, even when one accounts for possible coupled payments under Article 68
(see Box 1.2.), 94% of Pillar 1 payments will be decoupled in 2013 at the EU level, even
though the percentage will be lower in particular Member States such as Portugal.

Member States were also encouraged to move their SFP model towards a flat-rate per
hectare payment per region and away from the historically-based model that some
Member States had implemented. There is, however, no obligation to do so. As a result
of a proliferation of very small claims since the 2003 reforms, minimum thresholds for
the receipt of SPS or SAPS were introduced. Member States can establish their own
figures and these will be calculated using a coefficient that reflects the situation of the
Member State.

Additional modulation

The 2008 agreement led to a progressive increase in the previous rate of compulsory
modulation (initially 5% to 10% in 2012). Those farmers receiving less than €5000 in
direct aid continue to be exempted, as are all producers in the 12 New Member States,
whose direct payments are being phased in to be equivalent to payment levels in the EU-
15 Member States over 10 years. The funds collected through the 10% rate of
compulsory modulation must be used for rural development programmes, including for
"new challenges" identified as climate change, renewable energy, water management
and - introduced by the final Council decision — the milk market. The corresponding funds
can also be used to fund innovation related to these "new challenges". Funds collected
through the increased rate in compulsory modulation will remain in the Member State
budget, preserving the "national envelope".

In addition, a progressive component was added to compulsory modulation, i.e. farms
receiving more than €300 000 in direct support every year face an additional 4% shift in
funds from 2009 onwards (note that initial propositions of a cap on individual farm
payments were abandoned in favour of this "progressive modulation" component). It is

10 Note, however, that some particular provisions under Article 68 of Regulation 73/2009 allow some degree of
recoupling for very specific productions, see section 1.3. and Box 1.2. for details.
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noteworthy that the progressive modulation element will only affect a tiny proportion of
farms across the EU-27 (roughly 0.04 per cent according to 2005 figures). However, it is
concentrated in a limited number of Member States such as Germany.

The funds generated through modulation provide extra resources to finance measures
under Pillar 2 of the CAP, and equate to more than a billion euro in 2012. This transferred
money will be co-financed by the EU at a rate of 75 percent and 90 percent in
convergence regions where average GDP per capita is lower.

The extra voluntary modulation facility granted to the UK and Portugal can still be applied
but the maximum 20% modulation still applies so voluntary rates have to decrease while
additional compulsory modulation rates increase. The financial resources collected by this
voluntary modulation (i.e. on Pillar 1 budgets) are retained by the Member State
concerned and can only be spent on rural development initiatives. While funds retained
under compulsory modulation spent on rural development programmes must have
additional co-financing from individual Member States, voluntary modulation does not
require co-financing.

Changes in cross-compliance

The Heath Check agreement also includes changes to the conditionality of payments.
Compulsory set-aside was abolished. The modifications apply to both SMRs and GAEC
standards. Some of the Articles under the Wild Birds (79/409/EEC) and Habitats
Directives (92/43/EEC) have been removed from the SMRs. The original objective of
adding water to the list of new issues has not fully materialized since the Water
Framework Directive (2000/60/EC) has not been added to the list of statutory
requirements. Water management related provisions have nevertheless been included in
GAEC standards. '*

An important change is the division of standards into mandatory or voluntary standards
depending on the nature of issues in individual MS. Since the introduction of cross-
compliance in 2005, there has been some confusion as to the status of the standards,
and whether they are in fact optional or mandatory for Member States to implement.
Recently, however, legal opinion has meant that they have been treated increasingly as
mandatory. Somewhat controversially, the CAP Health Check agreement now divides the
standards into those which are ‘compulsory’ and those which are ‘optional’.'?

1 In relation to GAEC standards, the new common rules Regulation (73/2009) includes two new ‘issues’ in

relation to the ‘protection and management of water’ and to ‘protect water against pollution and run-off and
manage the use of water’, with associated new related standards: (i) the ‘establishment of buffer strips
along water courses’; (ii) where use of water for irrigation is subject to authorisation, 'compliance with
authorisations procedures’. The existing standard relating to the retention of landscape features has also
been extended to include specific mention of which landscape features should be retained.

Existing standards which have become optional appear to be the retention of terraces to protect soils;
setting standards for crop rotations; the use of appropriate machinery to retain soil structure; the
application of minimum stocking rates; as well as the prevention of the grubbing up of olive trees, and the
maintenance of olive groves and vines in good vegetative condition. Under the pressure of some Member
States, a new optional standard has been introduced, which allows for the ‘establishment and/or retention
of habitats’, now offers the possibility to introduce a national set-aside mitigation scheme.

12
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Greater flexibility for Member States (Articles 68 and others)

The flexibility left to Member States on how to spend the EU funds available for direct
payments was broadened. Before the Health Check Agreement, EU-15 Member States
and Malta and Slovenia had the option to divert up to 10 per cent of the national ceiling
for any sector of Pillar 1 payments into national envelopes which could be “granted for
specific types of farming which are important for the protection or enhancement of the
environment or for improving the quality and marketing of agricultural products".** The
Health Check made these options more flexible. It expanded the possibility, introduced in
2003, for Member States to use 10% of their direct payment national envelopes for more
targeted issues within Pillar 1 (i.e. without co-funding requirement) under what became
Article 68 of Regulation 73/2009. The money will no longer have to be used in the same
sector, but can be reallocated to options offered under Article 68. The funds can now be
used for five purposes: i/ protecting the environment, improving the quality and
marketing of products or for animal welfare support; ii/ payments for disadvantages
faced by specific sectors (dairy, beef, sheep and goats, and rice) in economically
vulnerable or environmentally sensitive areas as well as for economically vulnerable
types of farming; iii/ top-ups to existing entitlements in areas where land abandonment
is a threat; iv/ support for risk assurance in the form of contributions to crop insurance
premiums; and v/ contributions to mutual funds for animal and plant diseases. Countries
operating the SAPS have become eligible for the scheme. It is noteworthy that Article 68
offers flexibility in addition to other provisions under Articles 63 and 47 (see Box 1.2.).

Because these new options include potentially coupled compensatory payments for
sheep, dairy, beef and rice farming, and public contributions to crop insurance or mutual
funds to combat animal and plant diseases, the Regulation sets strict conditions to avoid
any recoupling at the Member State level which could undermine international EU
commitments. In particular, the amount of coupled payments (or more exactly
potentially "non-Green Box" support as defined within the WTO) is limited to 3.5% of the
national envelope (Article 69 of Regulation 73/2009).

The budget saved by abolishing the energy crop premium is to be divided up among the
New Member States. For the EU-15 Member States, it was also agreed that they could
have more flexibility to use “unclaimed” direct aids from their national envelopes. This
additional funding can be used for the targeted payments under "Article 68". Finally,
Member States applying the SPS will be allowed either to use currently unused money
from their national envelope for Article 68 measures or to transfer it into the Rural
Development Fund.

Appendix I summarizes the main provisions of the Health Check Regulations (see
Regulations 72, 73 and 74/2009 of 19 January 2009 for more details).

It is worthy noting that in spite of the flexibilities introduced by the Health Check that
allow Member States making the level of SFP more uniform in the (i.e. changing the
historical model for a flatter rate of payments), no Member State has used this possibility
in 2010.

13 The legal basis for the process was originally laid down in Article 69 of Regulation 1782/2003, which was
replaced by Article 68 of Regulation 73/2009.
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The provision (Article 28 of Regulation 73/2009) that allows Member States to exclude
from the SPS those farmers whose agricultural activities form only a marginal part of its
overall economic activities has not yet been used by any Member State either in 2010. By
contrast, most Member States (23 of them in 2010) have adopted minimal thresholds for
payments, as allowed by Article 28 in Regulation 73/2009.

Box 1.2. National flexibility under in the SPS

The Health Check introduces a larger degree of subsidiarity in the CAP. The "old" CAP
was a very centralized policy (Article 39 of the Treaty of Rome included provisions to
guarantee a uniform treatment of producers within the Community, including a single
system of prices and payments). The 1999 and 2003 reforms introduced flexibility, in
particular for payments devoted to rural development. Given that these measures do not
encourage production, the risk of distortions of competition was considered to be limited.
The Health Check reform goes further by allowing Member States to use a series of
national provisions when managing and allocating direct payments, including some
Pillar 1 payments under Articles 47, 63 and 68 of Regulation 73/2009. In practice, a
Member State now has a "tool box" through which to influence the allocation of the CAP
budget between Pillar 1 and Pillar 2 measures as well as within Pillar 1, giving national
authorities a large degree of freedom for allocating direct payments to farmers.

¢ Article 68 of Regulation 73/2009 allows a Member State to siphon up to 10% of the
direct payments under Pillar 1 and to reallocate this budget to five objectives, i.e.
i/ support to specific types of farming which have a positive environmental impact,
improve the quality and the marketing of products, or improve animal welfare; ii/
address specific disadvantages affecting farmers producing livestock or rice in
disadvantaged areas; iii/ act against land abandonment; iv/ contribute to insurance
premiums; v / fight animal or plant diseases. Measures for smoothing the impact of the
end of dairy quotas were added to the list of measures that could be funded. Note that
the payments that are considered as linked to production cannot exceed 3.5% of national
ceilings.

e Article 63 of Regulation 73/2009 allows a Member State to use part or all of the
financial resources from the decoupling of formerly coupled payments to establish
entitlements that benefit particular types of farming (e.g. grass fed livestock production)
provided that it is based on objective and non discriminatory criteria.

e Articles 51, 52, 53 of Regulation 73/2009 allow Member States to choose the degree
of decoupling of the payments that are allowed to be partially coupled (e.g. sheep, goats,
fruits and vegetables) within EU limits.

e Articles 45, 46, 47 and 48 of Regulation 73/2009 allow Member States that used the
historic model for allocating the SFPs to farmers to shift completely or partially to a
regional model. In particular, Article 47 allows changes in the entitlements, i.e. to modify
the allocation of payments between farmers by redistributing only a share of payments in
a way that provides a top up to some of the existing entitlements owned by a farmer.
Article 48 permits making progressive modifications to payment entitlements. Article 49
allows defining different per unit values for grassland and for permanent pasture.
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e Article 72 include transitional provisions that allow Member States to make old
"specific measures" (i.e. the ones provided under Article 69 of Regulation 1782/2003)
compatibles with the new Article 68 or alternatively to reallocate the corresponding funds
to the SPS.

The example of France shows that these flexibilities can potentially lead to a large degree
of budgetary subsidiarity. Chatelier and Guyomard (2009) calculated that the combined
use of these provisions gave the French government the capacity to reallocate €3.3
billion of its SFP using Article 63 and 68 only (to which the extra modulation introduced
by the Health Check added €310 million that could also be reallocated). This amount can
be compared to a total SFP budget of €5.8 billion, a coupled payments budget of €2.7
billion and a Pillar 2 budget of €1.8 billion in 2008.

1.1.4. The SPS and the New Member States
The Single Area Payment Scheme (SAPS)

Following the 2003 reform and the EU enlargement in 2004 and 2007, the direct
payments in the new Member States are being gradually introduced in the period 2004-
2013 (2007-2016 in the case of Bulgaria and Romania) through the mechanism of
“phasing-in”. This is taking place over a 10-year transition period, before reaching the
full EU-15 rate, from 25% of this full rate in Year 1 (i.e. 2007 for Romania and Bulgaria
and 2004 for the other New Members States).

In Malta and Slovenia, which shifted to the SPS in 2007, as well as in the EU-15, the SPS
replaced all the premiums that existed under Common Market Organization. The other
ten Member States that joined the European Union in 2004 and in 2007 have
implemented a specific transitional scheme, the SAPS. The SAPS is a uniform payment
per hectare, up to a national ceiling.

The ten Members States which apply the SAPS can do so until the end of 2013 (or shift
to the SFP regime before this date, Hungary being in the process of doing so in 2010).
Member States shifting from the SAPS to the SFP must adopt the regional model under
the SFP (which is still optional for EU-15 Member States). Under a regional SFP, New
Member States are allowed to apply partial decoupling on the same basis as EU-15
Member states under the regional model.

Under the SAPS, each hectare receives the same rate of payment (as in those countries
that use the regionalized option for the SPS), but it is set at the national rather than at a
regional level. One exception is that payments relating to the reform of the sugar regime
may be reserved to hectares that have historically held sugar production quotas, and
payments introduced by the reform of the fruit and vegetables regime can be paid on a
historical basis. Unlike with the SPS, there are no payment entitlements. The flat rate
area payment is calculated by dividing the annual financial ceiling of the Member State
by its national utilised agricultural area. Farmers have no obligation to produce but land
should be maintained in good agricultural and environmental condition.
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Note that modulation will be applied in the new Member States (excluding Bulgaria and
Romania) from 2012, at a point when payment levels reach 90 per cent of those in the
EU-15. The basic rate of modulation will start at 3%.

Complementary National Direct Payments

New Member States have a derogation possibility to complement any direct payment
with a complementary national direct payment (CNDPs or "top-ups"). They are funded by
national budgets, and can be granted as supplements to the SAPS or, within limits, as
commodity specific area or headage payments. That is, some CNDPs are coupled to
particular types of production while some others are not. CNDPs were capped to 30% of
EU full rates. Hence, the total payments could reach 55% of the EU full rate in Year 1.
Because the total payments (SAPS/SFP and top ups) cannot exceed 100% of the EU
payment rates the CNDPs will fall to 20% in 2011 and 10% in 2012 when the EU funded
payments will reach 80% and 90% of the EU full rate. As a result, while coupled CNDPs
can currently be linked to the actual level of production such as on the basis of the actual
number of hectares, animals or tonnes of milk quota or tonnes of leaf tobacco delivered,
the whole system of direct payments will eventually be decoupled in New Member States
as well as in the EU-15.

It is noteworthy that because of the economic crisis and budget restrictions, Member
States that used CNDPs have lowered the level of these top up payments in 2009, in
particular Baltic states and Poland.

1.1.5. Other direct payments

The SPS, i.e. the combination of the SFPs and the SAPS payments in our terminology, is
not the only direct payment in the EU. A reform of the SPS must also take into account
the existence of other schemes, as well as the fact that the flexibility provisions
introduced by the Health Check allow Member States to shift payments between Pillars.
Even though Pillar 1 and Pillar 2 are governed by different objectives, financing rules (co-
financing) and principles - Pillar 2 is characterised by a strategic programming approach
which is quite different from the rules governing Pillar 1, the flexibilities presented in
Box 1.2. contribute to blurring the boundary between the two types of budgets.

Remaining coupled support schemes

Following the 2003 reform, several sectoral reforms led to the dismantling or reduction of
instruments that supported prices or provided coupled aids to tobacco, cotton, milk, wine
and sugar. In most cases this led to the transfer of past support into the SFP but some
coupled payments persisted in some sectors, while some restructuring payments were
provided in others.

Member States may retain coupled up to 50% of the national ceilings corresponding to
payments in the sheep meat and goat meat sectors and all or part of the suckler cow
payments (Article 53 and 53 Regulation 73/2009).

In the case of cotton, the regime introduced in 2004 was annulled by the European Court
of Justice on 7 September 2006, so the current scheme was implemented by Regulation
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637/2008 of 23 June 2008. At least 65 % of the aid was included in the SFP. The
remaining 35 % is provided on the basis of a fixed yield per hectare per producer
Member State and a maximum base surface split between Greece, Portugal, and Spain.
National base areas that can benefit from the coupled aid are established as 370 000 ha
for Greece, 70 000 ha for Spain and 360 ha for Portugal while the amount of aid per
eligible hectare is €594 for 300 000 ha and €342,85 for the remaining 70 000 ha in
Greece, €1039 in Spain and €556 in Portugal.

In the case of olive oil, past schemes were only partly converted into a decoupled
payment (countries could choose 2 years from 2000-03 for the historic period but had to
shift towards decoupled payment for at least 60 percent of the former aid since 2006).
For hops, up to 25 percent of the payment may be coupled. However, the partial coupling
option will be discontinued from 2010 for olive oil, tobacco and hops. The quality
premium for durum wheat will also be discontinued from 2010.

There are still some transitional payments in many areas that remain coupled to
production or inputs. This is the case of seed aid, protein crop premiums, rice payments,
nuts area payments, potato starch production aid, potato starch premium, dried fodder
aid, flax and hemp aid, and various transitional payments for strawberries, raspberries
and tomatoes. However, the possibility to maintain coupled producer aid payments will
end in 2011 for tomatoes and for 2012 for all other fruits and vegetables. The coupled
aid scheme for rice, for seeds, for protein crops, for starch potato growers will also end in
2012, and payments will fully be integrated to the SFP.

Therefore, with the exception of sheep, goat and suckler cow premiums and cotton
payments, all direct payments will be included in the SPS by 2013. It is worth noting,
however that under Article 68, Member States have the possibility of providing some
"specific support" which can take the form of coupled payments (see Box 1.2.).

Restructuring payments

The reform of the tobacco regime was decided in 2004 and a transition phase ended in
2010 (Regulation 1234/2007 of 22 October 2007). Since 2010, all payments to tobacco
have been decoupled from production. Half of the previous coupled aid was incorporated
in the SFP and the other 50% was used to strengthen rural development programs in
tobacco-growing regions in order to ease adjustment to the dismantling of coupled
payments (Regulation 1698/2005).

The reform of the wine sector, adopted in 2008 (Regulation 479/2008), brought major
changes to the way the EU wine market is managed, but also led to changes in the
system of payments. Several price support measures such as crisis distillations aid were
dismantled (to be followed by must aid for enrichment and grubbing up premia). The
budget was reallocated to national financial envelopes leaving flexibility for Member State
adopt particular measures (promotion outside the EU, innovation, restructuring and
modernisation of the production chain, support for green harvesting, crisis management,
etc.), and also chose how to allocate funding to individual vineyards, including through
the introduction of SFP for wine growers and those who grub up their vines. As a result,
the SFP aid is only one option for Member States within a larger package of possible
measures (but no coupled payment) to fit within a well defined budget.
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In the sugar sector, a major reform took place in 2006, which involved a 36% cut in the
guaranteed sugar price. A dramatic fall of exports and production took place.
Compensation for farmers, as well as a restructuring fund to encourage uncompetitive
sugar producers to leave the industry was introduced. The restructuring scheme offered
producers whose production costs were too high to cope with the new guaranteed prices,
a financial incentive to leave the sector. Quotas were returned against compensation
from a restructuring fund to which the sugar industry contributed. Fewer quota were
renounced during the first two years of the scheme than anticipated (Bureau et al. 2008).
Adjustments were made to make it more attractive in 2007. Eventually, about 5.8 million
tonnes of quota were returned to the fund, only 0.2 million tonnes short of the
Commission's target. The restructuring fund has been closed since February 1 2009. As a
result of the changes in the CMO, sugar beet producers were granted SFPs and those
who ceased production benefited from the restructuring fund, the value of which that
depended on the local situation but was limited to 10% of the overall restructuring
payments.

Payments under the 2009 recovery package

Flexibility for national aid schemes has been increased as a result of the economic crisis.
Some Member States have provided aid packages, tax exemptions, interest concessions
on loans, reduced social security contributions, investment assistance or loans. Most of
these aids can be considered as decoupled, or fall under policies (e.g. fiscal or social)
that are not under EU competence. In this area, the Commission only tolerates aids
provided that they are under a de minimis threshold (not requiring prior notification, i.e.
€7500 per year over three years per firm in the agricultural sector).!* In order to cope
with exceptional circumstances, the Commission temporarily allowed Member States to
pay farmers up to €15000 in state aid in October 2009.'> Some Member States have
recently granted some aid packages to farmers using this provision as well as the EU
tolerance on State aids for rescuing small and medium sized enterprises in difficulty.®

In 2009, following a dairy crisis, a rescue package was put together. Market support
measures included temporary export refunds for dairy products; public purchases of
butter and skimmed milk powder were made in excess of regular intervention ceilings
and beyond normal intervention periods; a larger set of products was included in the
School Milk program). The dairy sector was also made eligible for Article 186 of the
Single CMO Regulation 1234/2007, which allows the Commission to take temporary action
quickly, under its own powers, during times of market disturbance. A package of €300
million was voted by the Council in November 2009, Agra Europe 2388. These payments
had to be used by Member States to support those dairy farmers that are severely
affected by the crisis. Money added to the Rural Development fund could be spent on
dairy restructuring, with options including early retirement, investment support,
payments for milk farmers in Less Favoured Areas, support for environmentally-friendly
forms of milk production, and aid for practices which improve animal welfare.

4 Article 107 TFEU (ex article 87 EC) stipulates that "...any aid granted by a Member State or through State
resources in any form whatsoever which distorts or threatens to distort competition by favouring certain
undertakings or the production of certain goods shall, in so far as it affects trade between Member States,
be incompatible with the internal market”.

5 Communication 2009/C/261/02, O] C261 31.10.2009.

6 Communication 2004/C/244/02.
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National governments have used margins of manoeuvre in policies not subject to
common discipline to provide their own assistance to dairy farmers. Germany is said to
be in the process of giving an aid package to dairy farmers worth up to €1.1. billion,
mostly as advances of direct payments, reduced interest loans and tax exemptions for
agricultural diesel (source Agra Europe 2366). France also implemented a national plan in
2009 that included €1 billion in bank loans and €650 million in exceptional state aid,
mostly through reductions in energy and property taxes as well as social security
payments (O] C30/04 6.2.2010).

Payments under Pillar 2

Member States also provide significant direct payments under their national and regional
Rural Development Plans (NRDPs, all of them were agreed by November 2008). The
budget has become significant, expecially when national co-financing is considered
(€16.6 billion for Italy over the 2007-2013 period, €13.2 billion for Germany, €11.9
billion for France according to OECD figures). Among the Rural Development measures,
agri-environmental and Less Favoured Area (LFA) payments provide a significant source
of income for many farmers. In mountain areas, these two types of payments, for
example, often exceed the level of the SFP. The Health Check also led to an increase in
existing special investment aids for young farmers.

National state aids

State aids have been strictly limited in the CAP, since the Treaty of Rome. They have to
be coherent with the Community's policy, compatible with the EU competition policy and
the EU's international obligations, in particular the WTO Agreement on Agriculture. The
precise conditions are set in the Community Guidelines for State aid in the agricultural
sector that entered into force on January 1, 2007. State aids should not interfere with the
mechanisms of the common organisation of the market and in particular not interfere
with Community support for product prices, They must make a real contribution to the
development of certain economic activities or certain regions. State aid which is simply
intended to improve the financial situation of the recipient, without any counterpart from
the beneficiary, are incompatible with the TFEU. In practice the Commission can accept :
aids for investments on farms, usually up to 40% of eligible expenses, or 50% in the less
favoured areas; aids for investments in the processing and marketing of agricultural
products; aids granted in return for agri-environmental undertakings given by farmers
and other environmental aids; aids to compensate for handicaps in less favoured areas;
aids to help the setting-up of young farmers; aids for early retirement, the cessation of
farming activities, or the closure of production, processing and marketing capacity; aids
for the establishment of producer groups; aids to compensate for damage caused to
agricultural production or the means of production caused by natural disasters or
exceptional occurrences, adverse weather conditions or outbreaks of animal or plant
disease, and aids granted to encourage insurance against such risks; aids to encourage
the production and marketing of quality agricultural products, the provision of technical
support for producers and the improvement of the genetic quality of livestock; aids to
grant specific support for the outermost regions and islands. Natura 2000 payments and
payments linked to Directive 2000/60/EC; aid for meeting standards; aid for advertising
of agricultural products; aid relating to exemption from excise duties as provided for in
Directive 2003/96/EC (taxation of energy and electricity); aid for the forestry sector; aids
for rescue and restructuring farms in difficulty.

29 PE 431.598



Policy Department B: Structural and Cohesion Policies

It is difficult to assess the level of state aids in EU agriculture. The Commission keeps a
state aid register (which includes all forms of state aids in all sectors) but distinctions are
difficult between those that are partly co-financed. The Organisation for Economic
Cooperation and Development is supposed to monitor state aids but the figures published
seem partial, given in particular the difficulty to gather information at the sub-national
level (regions grant aids in Germany, Italy in particular). Specialized media report
government's decisions of granting state aids to farmers but often these compile existing
measures (including exemptions of farmers from taxes that are actually never
implemented, such as the carbon tax, which represented a significant share of the
announced 2009 farm support package granted by the French government to farmers).
In addition the distinction between national measures and those that correspond to a
reallocation of SPS payments or EU funded agri-environmental schemes is difficult. This
is particularly the case for the support to risk management instruments. While large
national budgets are devoted to these schemes in Spain and to a lesser extent in France
and Poland, in other Member States, the national measures are partly funded under
Article 68 (France, Italy and the Netherlands).

The main national expenditures payments related to output were, in 2008 in the dairy
sector (evaluated at €250 by the OECD), payments to other productions were very small.
National support to insurance schemes exceeded €540 million, more than 80% of them in
Spain. Fuel subsidies and fuel tax rebates were estimated to reach €3.2 billion in 2008,
capital investment subsidies €1.9 billion, and grants and interest concessions €410
million and support for the setting up of young farmers at €760 million. Other items deal
with much smaller amounts (source OECD Producer Support Estimates database, figures
for 2008, available at www.oecd.org).

1.1.6. The economic importance of the SPS in Member States

Even though it is not fully representative of the whole EU farm population (small farms
are under-represented and part time farmers are excluded), the Farm Accounting Data
Network or FADN data provide a useful illustration of the proportion of farm incomes that
are accounted for by direct payments.

In the 2006 FADN, direct payments (including all payments except investment subsidies)
averaged €11,900 per farm in the EU-25. This amounted to an average subsidy of
€7,400 per unit of full time worker. Direct payments represented 19% of the value of
agricultural output (gross product) on average for the EU-25, and 48% of net agricultural
returns to labour.’” First Pillar payments (SPS and the remaining coupled payments)
represented 37% of returns to labour (Table 1.1.). For some particular types of farms,
subsidies represent a much larger amount as shown in Table 1.1. This shows the
importance of direct payments, and in particular the SPS for farm incomes, even in 2006
which was a rather average/good year for farm incomes (figures are provided for the
year 2006 in this section, given that 2007 is a very peculiar year for farm incomes).

Figure 1.1 to 1.4 show that this percentage varies considerably between Member States.
For example, direct payments (including Pillar 2) represent only 4.7% of the value of

7 In this section, where we refer to "income", we consider the returns to labour, i.e. the net farm income plus
the wages paid to hired labour, in order to compare very different types of farms, including farmily farms
and industrial farms.
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agricultural output (without subsidies) in the Netherlands but 61.7% in Finland reflecting
differences in the type of agricultural production and the structure of the farm sector. If
we consider all direct payments (including Pillar 2), the average EU-25 payment was
€344 per hectare in the 2006 FADN sample. The average payment per hectare
nevertheless reaches €3,100 in Malta, exceeds €800 in Greece and Finland, ranges
between €300 and €500 in most EU-15 Members and Slovenia, and is less than €300 in
Portugal, Spain and a majority of the New Member States, the lowest payments being in
Estonia at €137 per hectare. If we focus only on the SPS (including the payments that
were coupled in 2006), the EU average was €265 per hectare in 2006, also with
significant variation between Member States. It is noteworthy that Austria, Luxembourg
and Finland no longer appear with high payments per hectare, given that a large share of
the direct payments in these countries comes from Pillar 2 programmes. Appendix V
provides mode details on the distribution of payments and incomes in 2006.8

8 The tables underlying Figures 1.1. to 1.4. are provided in Appendix IV.
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Table 1.1. Share of SPS and Pillar 2 payments in returns to labour, per type of farms in 26, 2006

The Single Payment Scheme After 2013: New Approach - New Targets

BEL CYP CZE DAN DEU ELL ESP EST FRA HUN IRE ITA LTU LUX LVA MLT NED OST POL POR SUO SVE SVK SVN UKI EU25
Type of farming Payments first pillar, as a ratio of returns to labour (net farm income plus salaries paid)
Field crops 33 45 61 94 73 81 49 57 97 64 62 38 45 52 46 31 23 44 20 47 144 236 585 199 68 62
Milk 37 44 46 78 54 38 19 40 79 46 44 20 25 50 33 46 47 27 14 43 98 84 <0 52 47 44
Other grazing livestock 64 58 65 <0 120 A 38 47 104 119 92 29 24 112 38 9 49 53 22 63 171 183 260 173 128 63
Granivores 10 1 6 23 43 3 8 2 33 33 2 6 12 22 9 55 9 18 11 1 85 68 <0 23 7 14
Horticulture 2 3 7 3 2 5 2 4 3 6 - 1 6 5 20 0 81 2 6 42 6 - 10 1 3
Quality wine - 150 17 2 176 9 - 3 7 - 1 3 - 17 5 - <0 3 4
Other wine - 87 5 29 2 16 3 4 - 2 4 - - 1 - 9
Other permanent crops 1 59 11 4 3 31 16 5 12 3 - 12 8 26 25 22 1 7 6 23 29 <0 <0 41 1 16
Total 26 39 49 66 53 40 24 4 60 52 69 18 34 48 33 32 16 31 15 34 104 111 <0 74 59 37

Total payments (pillar 1 and pillar 2), as a ratio of returns to labour (net farm income plus salaries paid)
Field crops 39 55 82 103 84 92 53 95 102 87 76 43 70 106 100 43 28 87 53 5 316 288 840 261 80 75
Milk 46 48 74 87 70 47 21 66 93 60 56 23 41 93 75 58 52 70 43 54 152 131 <0 77 55 60
Other grazing livestock 77 66 191 <0 165 42 42 104 145 151 145 38 55 203 111 13 65 106 76 83 315 325 737 316 177 90
Granivores 12 1 13 26 52 4 9 11 37 50 24 6 19 44 15 62 10 30 39 1 119 98 <0 28 7 21
Horticulture 5 4 10 7 3 6 3 14 5 1 - 1 15 8 28 3 206 5 9 43 12 - 15 2 4
Quality wine - 150 38 6 261 10 4 26 - 3 14 50 19 - <0 11 7
Other wine - 106 12 31 2 21 25 5 - 3 23 - 1 - 12
Other permanent crops 2 70 19 6 6 34 18 21 16 72 - 15 29 55 66 41 4 28 14 44 65 <0 <0 85 3 19
Total 32 46 75 74 66 46 26 72 70 72 102 22 54 90 74 40 19 70 43 49 185 160 <0 121 73 43

Source: FADN 2006. The symbol "<0" refers to cases where the returns to labour (net farm income plus wages paid to hired labour) were negative for this category

of farms
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If we convert the direct payments on a per worker basis (per Annual Worker Unit or
AWU, including hired labour), there remains a large variation between Member States.
While the EU-25 average was €7,600 per AWU in 2006, the average payment ranges
from €2,100 per worker in Poland to €3,100 in Portugal, €25,000 in Luxembourg, and
€29,000 in Finland, once Pillar 1 and Pillar 2 payments are accounted for (Figure 1.3).

The distribution of payments per AWU is also particularly large within Member States.
This is particularly the case in France, the UK, Denmark, Sweden and Finland (Figure
1.4.). If we take the extreme case of Finland, the average direct payment received by
the top 20% of farms that receive the largest payments is €85,000, while the average
payment received by the bottom 20% is €10,400. The figures are respectively €42,700
and €3,000 for France, €58,000 and €7,200 for Sweden for example. By contrast, the
distribution is much more concentrated in Portugal, Italy and Spain and in most New
Member States. In Poland the average bottom 20% payment per AWU is €400 while the
average top 20% is €5,700. If we focus only on Pillar 1 payments per worker (SPS and
those payments that remained coupled in 2006), a significant degree of inequality can
also be observed both across Member states (Figure 1.3) and within Member States
(Figure 1.4). In Portugal, Latvia and Poland, Pillar 1 payments correspond to less than
€3,000 per AWU in the FADN in 2006, while in Denmark they amount to €19,000.

Figure 1.1. Share of SPS in total payments in the FADN sample, by Member State
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Figure 1.2. Direct payments as a proportion of gross output, by Member State
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Figure 1.3. Direct payments per worker (Annual Worker Unit) by Member State
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Figure 1.4. Variation in direct payments per worker (Annual Worker Unit) by
Member State
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1.2. National implementation of the SPS

In 2003, Member States were left with some flexibility to implement the SFPs. This
flexibility has been increased significantly under the Health Check with the right to
provide some specific support as explained in Box 1.2.. Two main principles were applied
for the allocation of payment entitlements, the historical references and the regional
references. These two approaches could also be combined in a "mixed model".?® The
degree of flexibility left to Member States also involved other aspects of the SPS. One of
them is the choice between partial and full decoupling. A second is the choice of the
regional level for implementation of the SPS. A third is the management of the SFP
reserve and the freedom left to trade entitlements. Finally, the degree to which the SFP
has been attached to land also varies across Member States. All of this has a
considerable economic impact, given that the support granted to SFPs capitalizes to
varying degrees into land or other farm assets, depending on the choices made at the
Member State level.

Heterogeneous models for SFP allocation

After the 2003 reform, Member States that implemented the SFP scheme chose both the
type of model (historic, regional, hybrid or mixed) and the geographical level of
regionalization. They were then bound by this choice. The 2008 Health Check Agreement
allowed them to opt out of the historic and mixed models and to move closer to the
regional one. The case of the United Kingdom is unique given that the model chosen
(regional or historic) differs between England, Wales, Scotland and Northern Ireland. In
other Member States there is a single model in all provinces or regions. Denmark,
Finland, Germany, Sweden as well as England opted for full regionalisation, i.e. with an
identical level of SFP per hectare within a particular region starting from 2005 or
gradually moving towards a flatter rate (Table 1.2). Luxembourg, Slovenia as well as
Northern Ireland opted for partial regionalisation. Austria, Belgium, France, Greece, Italy,
Ireland, Netherlands, Spain, Portugal, Spain, as well as Scotland and Wales chose historic
individual references.

Multiple forms of regionalization

EU Regulations leave a large degree of freedom for implementation but also for defining
what is meant by "regionalization".?° As a result, Member States have defined their own
zoning for allocating SFPs, and have either designed a uniform payment per hectare
within an administrative region, or within a region with similar agricultural potential. In
the latter case, the difference between the regional and historic model is perhaps not so
great given that historical references reflect the production potential of land. For
example, Germany chose an allocation that differed between administrative regions
(Bundeslander). The German allocation nevertheless includes a horizontal component
that generates some transfers between the Lander, rather than allocating the former

19 In the historic model, the number and value of the entitlements per farmer is based on the support he/she
received in a historical reference period. Because these references differ across farms of similar structure,
this model is also referred to as the "individual approach". In the regional model, a flat rate value per
hectare is set.

20 Regulation 1782/2003 stated that "The Member State shall subdivide the ceiling referred to in Article 41
between the regions according to objective criteria”. In the new regulation, it is said that regionalization can
be based on institutional, administrative and agricultural potential (Article 45, Regulation 73/2009).
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"regional envelope" per hectare, so that regionalization includes a national solidarity. In
the first phase (hybrid model), the calculation of entitlements includes different unit
values for arable crops and pasture in Germany, combined with individual farm top ups
based on the main parts of "historic" beef, suckler cows, milk and sugar premia. In the
UK, Scotland and Wales opted for the historic model, Northern Ireland for a mix of
historic and a flat rate regional payment, England opted for a regionalization based on
the EU zoning for LFAs, without a direct reference to local administrative units, a way of
reflecting differences in agronomic potential.

In those Member States that have opted for regionalization, the implementation is either
fixed (Slovenia, Luxembourg) or "dynamic" in the sense that a gradual transition from
historical references ensures that payments will be fully regionalized by 2013. In
Germany, this transition is accompanied by a significant redistribution between the
Lander based on allocation shares of 65% for direct payments and 35% of agricultural
used land. As a result, in 2013, there will be full regionalization in the sense that eligible
hectares will end up activating a single rate of payment, but the shift to this system will
have reduced the disparities of payments between the Lander (Table 1.2).

Preferences for decoupling

While some Member States had chosen full decoupling for all possible payments in 2003,
others tried to keep as many payments coupled to production as allowed.

e Luxembourg, Ireland, Malta and the United Kingdom applied the maximum degree
of decoupling available, and therefore included most direct payments into the SFP
after 2003.

e Germany, Greece, Italy chose to maintain a few coupled payments on some very
specific products (tobacco, hops, olives, seeds).

e Austria, Belgium, Denmark, Finland, the Netherlands and Slovenia chose to
maintain some coupled payments for the beef, sheep and goats sectors.

e Spain, France and Portugal opted for maintaining the maximum amount permitted
of coupled payments, both in the livestock sector and the arable crop sectors.

Under the 2009 Regulation 73/2009, all Member States will have to include payments
other than those for suckler cows, sheep and goats in the SFP by 2013 (see section 1.3).
The possibility is still maintained for a Member State to decouple all these payments,
given that Articles 52 and 53 only imposes a ceiling for the budgetary envelope that may
remain coupled.

Heterogeneous choices regarding transfers and reserves

Regulation 1782/2003 left some flexibility for implementing a national reserve (Article
42) even though it defines the main objectives, which are to grant, in order of priority,
reference amounts to newcomers, to ensure equal treatment between farmers and to
avoid market and competition distortions. All Member States have implemented such a
reserve, but the design of national provisions suggests that in those countries that have
gone for both a large degree of decoupling and regionalization (i.e. Germany and the
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UK), the reserve is seen as a way to correct initial unfair situations; while in countries
such as France, Italy or Spain, the national reserve is seen more as a permanent way to
manage the single farm payments. Indeed, France, Italy, Slovenia and Spain have opted
for siphoning a considerable percentage of the sales of single farm payment entitlements
if there is no simultaneous transfer of the land to which these entitlements are attached.
In such cases, 50% of the entitlements are confiscated and go to the national reserve in
France for example (10% is siphoned if the entitlement is sold with the land). By
contrast, such transfers are not siphoned in the UK and Germany.?

Overall, both the national reserve and the transfer policy have led to the maintenance of
a stronger degree of government intervention in the SFP in France, Spain and Portugal,
resulting in a tighter link between entitlement and land. By contrast, the UK and
Germany have separated as much as was allowed under the EU Regulation 1792/2003.
As a result, there are signs that a market for entitlements has emerged in the UK, while
transfers have remained closely tied to land in France.??

21 One interpretation is that the possibility of transferring entitlements without land might lead to purchase of
such entitlements as a financial asset (i.e. a right to receive a future flow of payment), including by non-
farmers. However, the risk of large transfers of entitlement as financial asset is more limited in countries
that opted for regionalization given that all agricultural land is entitled (and that land is needed to "activate"
the payment, as explained in Box 1.1). In countries that opted for a historical reference, where entitlements
vary significantly per hectare between farms, there is more scope for sales of entitlements as financial
assets (which could be activated by buying cheap land somewhere).

2 UK real estate agents typically propose "single farm payments" trade on their website. See
http://www.cdproperty.co.uk/quota/sfp_market.html as an example, where the real estate agents explain
that "Farmers who have low value Entitlements may wish to trade up to higher value Entitlements to obtain
a higher annual income per hectare" and that "farmers who have set aside Entitlements in mainly dairy and
stock rearing areas may wish to sell these and replace them with standard Entitlements as they find them
inconvenient. These are likely to be purchased by farmers on marginal arable farms as the capital value of
set aside Entitlement is likely to be much lower than standard Entitlements although the annual income per
hectare is likely to be higher" (accessed December 2009).
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Table 1.2. Options chosen for SPS implementation in Member States

Member State
Belgium
Denmark
Germany
Greece
Spain
France
Ireland
Italy
Luxembourg

Netherlands

Austria
Portugal
Finland
Sweden

United Kingdom

Bulgaria
Czech Republic
Estonia
Cyprus
Latvia
Lithuania
Hungary?2
Malta
Romania
Poland
Slovenia

Slovakia

Regions

Two regions: Flanders + Brussels, Walonia

One region

By Bundeslénder

One region

Three regions based on reference yield

Five regions based on reference yield
England (three regions according to soil)
Scotand

Wales

Northern Ireland

One region

One region

Model

SFP, historical

SFP, dynamic hybrid
SFP, dynamic hybrid
SFP, historical

SFP, historical

SFP, historical

SFP, historical

SFP, historical

SFP, static hybrid

SFP, historical
SFP, historical
SFP, historical
SFP, dynamic hybrid

SFP,static hybrid

SPS, dynamic hybrid moving to flat rate
SFP, historical

SFP, historical

SFP static hybrid

SAPS

SAPS with separate sugar payments
SAPS

SAPS

SAPS with separate sugar payments
SAPS with separate sugar payments
SAPS with separate sugar payments
SFP, regional model

SAPS with separate sugar payments
SAPS with separate sugar payments
SFP, static hybrid model

SAPS with separate sugar payments

¥ Hungary indicated its intention to change to a static hybrid SFP model in 2010
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1.3. Evolution of the SPS between 2010 and 2013
Evolution of the SPS

Progressively, all existing direct payments will be included in the SPS, with the possible
exception of suckler cows, sheep and goats premia and some remaining payments for
cotton: Arable crops area payments, hops area aids, durum wheat quality premiums and
olive oil aids will be included in the SFP in 2010. Seed aids, protein crops premia, quality
premium for rice, nuts area payments, potato starch production aids, potato starch
premia, aid to dried fodder processing, aid to flax and hemp for processing, transitional
soft fruit payment for strawberries and raspberries, transitional payments for tomatoes,
transitional fruits and vegetable payments other than annual crops as well as the special
male beef premium and the slaughter premium for bovine animals will be included in
2012, even though Member states have the option to integrate most of them earlier.
Clearly, considerable simplification is being introduced in the complex system of CAP
payments.

Other changes that are forecast between 2010 and 2013 refer to the national
implementation of the various provisions of the Health Check. This includes possible
changes in the SFP model. The 10 New Member States that are have implemented the
SAPS are supposed to shift to the SFP by 2013 (Hungary has announced that it intends to
implement the hybrid SFP model in 2010). Some Member States might revise their
historical system, using flexibilities for partial or complete regionalization.

Changes in the SPS by 2013 also arise from the flexibilities for reallocating some of the
SPS budget. Significant amounts are being reallocated as a result of additional rates of
compulsory modulation (see 1.1.3.). And some Member States have already
implemented significant reallocation of payments using the new provisions under Articles
63 and 68 of Regulation 73/2009). While there is still no comprehensive source of
notifications for the use of such flexibilities the following examples show that the budgets
are significant, but that in most cases, the reallocation of payments has not led to more
coupled payments as it was feared when Article 68 was introduced.

France

On February 23 2009, the French government announced a series of national
adjustments for the SFP, taking advantage of the various forms of subsidiarity allowed
under the Health Check reform (see Box 1.2). The government has not followed the
"encouragement"” of moving towards the regional model, and has maintained the
allocation of payments according to individual historical references chosen by France
after the 2003 reform. However, the use of the possibilities offered under Articles 63 and
68 of the Regulation 73/2009 led to a significant reallocation of direct payments between
producers. Overall, some €1.4 billion per annum will be reallocated (including national
co-financing for payments shifting from Pillar 1 to Pillar 2 due to modulation), i.e. roughly
18% of the direct payments received by farmers. These €1.4 billion can be compared to
the €12.2 total budget devoted to agriculture and rural development in France, including
€5.7 billion of SFP (from the EU budget), €2.7 billion of coupled payments, and €1.8
billion of Pillar 2 budget in 2008.
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The French implementation of the Health Check provisions target four political
orientations, i/ redirect payments towards extensive livestock production based on
grazing (the budget reallocated amounts to €970 million including national co-financing);
ii/ support territorial development through coupled support to particular types of
production (€265 million including national co-financing); iii/ develop instruments in
order to cope with climate and sanitary risk (€140 million); iv/ strengthen the support to
environmentally friendly production methods (€129 million, including national
contribution).

Some of the resources that have been reallocated come from changes in compulsory
modulation (from 5% to 10% under the compulsory scheme) together with the
reallocation of the budget corresponding to the direct payments that had remained
coupled (Article 63). Article 68 was also used to move part of the decoupled payments
towards farms involved in extensive sheep, goat and beef production, as well as organic
farming. Article 68 will fund some measures that target a particular production system in
the extensive sheep sector, provided that farmers comply with particular constraints, as
well as organic farming and some extensive grazing production in the beef sector.

Italy

The Italian government notified the European Commission of some national measures for
which it will reallocate a proportion of the SPS budget under Article 68. These are mainly
i/ measures to improve the quality of agricultural products in the beef, sheep, olive oil,
tobacco sectors (€146 million per annum); ii/ some aid to specific agricultural activities
with value added in the agri-environment area (€99 million); iii/ and some funding for
insurance schemes (€70 million). Overall, Italy intends to use Article 68 to allocate
roughly €320 million per annum, of which half will come from reduced Pillar 1 payments
and the rest from unspent amount or funds.

Spain

The Spanish government notified the European Commission of some national measures
for which it will reallocate a proportion of the SPS budget under Article 68. These are
mainly i/ measures to promote crop rotation for agronomic and soil conservation reasons
(€60 million per annum); ii/ pre-existing measures (under former Article 69), which
mainly included payments to the durum wheat and suckler cow sectors, in favour of more
environmental friendly practices, organic farming and labelling, as well as support to
extensive ewe and goats sectors, and incentives to use oilseeds to produce bio-ethanol
(€97 million); iii/ payments to producers of local breeds of cows and ewes (€14 million);
livestock producers in less-favoured areas (€63 million). Other measures include nuts
support in dry areas and grain legume promotion for rather marginal budgets. Overall,
Spain intends to use Article 68 for some €248 million per annum.

Greece
The Greek government notified the European Commission of some national measures for
which it will reallocate a proportion of the SPS budget under Article 68. These are mainly

i/ funding of a whether insurance scheme for farmers (€74 million per annum);
ii/ measures to improve the quality of products, in particular olive oil and durum wheat
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(€37 million); payments to farmers in less favoured areas. Overall, Greece intends to use
Article 68 for some €182 million (per annum).

Germany

In July 2009 Germany notified the European Commission that it will be using Article 136
of Regulation 73/2009 so that it will transfer some of the budget to the EAFRD rather
than targeting particular support of particular sectors under Article 68. Some €43 million
of should be transferred to Pillar 2 programmes. However, in October 2009, the package
unveiled by the new government coalition involved €750 million in farm aid for the next
two years, in the form of a grassland premium (€500 million), farm accident insurance
and additional liquidity aid seems to be partly funded under Article 68 (source
AgraEurope, 30.10.2009). The German government is not using the Health Check
flexibility for the further redistribution and re-coupling of direct payments (the
harmonisation of entitlement levels from 2010 to 2013 towards regionalized flat rates as
part of the 2003 reform results in a large redistribution of payments, with negative
impacts on the intensive milk and beef producers).

New Member States using the SAPS have decided to make a significant use of the
flexibility under Article 68. Hungary will use it to reallocate some €77 million to specific
support in less favoured areas (focusing on the dairy sector), aid for restructuring the
tobacco sector, and the fruit and vegetable producing regions. Poland will use some €90
million to reallocate payments to tobacco producers, and to support extensive cow and
sheep production in particular regions, as well as a programme to support the cultivation
of pulses and herbage legumes. Romania will use some €33 million per annum to
promote organic farming and to target support at less favoured areas.

Other countries

Other countries are making less use of the various provisions bringing flexibility in the
allocation of payments. Ireland will use Article 68 to support a grassland sheep scheme
and some dairy quality and efficiency programmes, as well as developing an
environmental scheme for the region of the Burren which is highly popular with tourists
(a total of €15.8 million per annum). Austria's notification of the Health Check
implementation includes reallocating some of the funding towards dairy restructuring
(€41 million), climate change (€22 million) and biodiversity (€22 million). Finland's
implementation of the Health Check results in a significant reallocation of the budget to
water management issues (€31 million) and smaller amounts to climate change and
biodiversity issues. Finland will also use some €56 million under Article 68 to support
particular productions namely proteins and extensive beef and sheep production, and to
improve the quality of slaughtered lambs.

1.4. Current distribution of CAP appropriations between Member
States

The SPS is now by far the largest component of the CAP budget (Figure 1.5). The direct
payments under Pillar 1 amount to roughly 68% of the total CAP budget, including
administration and audit (Title 5, Agriculture and rural development budget, 2010). This
makes the SPS a central issue in the calculations that each Member States carries out
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when considering its net contribution to the overall EU budget. This also explains why, for
those who consider that the EU budget should shift funds towards other policies - such as
research, infrastructure or foreign policy - the SPS is a prime target as a source of
potential funds to be reallocated. However, it is noteworthy that, when expressed as a
proportion of the total EU budget, direct payments account