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I mpacts of flat rates and digressive schemes on the distribution of
Direct Paymentsin the EU

Abstract
The Mid-Term Review and the Health Check reformghef EU's Common Agricultural
Policy (CAP) include numerous options for natioiraplementation of the Single Payment
Scheme. After the far-reaching decoupling of DirBetyments, a further reform of the
Common Agricultural Policy is necessary with regptr the financial guidelines to be
established for the period after 2013. Referringsermany, the principles of the hybrid and
regional models and their effects on the distribntof Direct Payments are shown. With
regard to future CAP, the impacts of alternativeyp@&nt options are analysed based on farm
individual FADN data of EU-27. Options of digressipremium schemes, including capping
with regard to labour input and regionalised or Bldele flat rates are analysed.

Keywords: CAP, Direct Payments, Decoupling, ModatatFADN
JEL classification: Q12, Q18

1. INTRODUCTION

Direct Payments (DP) were introduced by the McShaeform of the Common
Agricultural Policy (CAP) in 1992. At first they we targeted to compensate for income
losses due to reduced price support in the araldpscand beef sector. Further, Direct
Payment schemes were extended to other sectordemodipled in the Mid-term review and
the Health Check via the Single Payment Scheme)(SPS

The Direct Payment budget is restricted by the roma guidelines until 2013.
Negotiations aiming at the preparation of CAP a#@t3 are going on. A communication of
the EU Commission (2010a) on the future CAP wagrstieéd in November 2010. National
and scientific positions range from the maintenaonceslight modification of existing
schemes, simplification, further harmonisation afelbt Payment levels between Member
States (MS), and partial or full transformation fawvour of Pillar-1l (Dutch Ministry of
Agriculture, 2008; Bureau and Mahé, 2008; Heil3eehw al., 2008, Zahrnt, 2008, 2009). A
far-reaching proposal has been worked out by arrexgroup involved in a study for the
Committee on Agriculture and Rural Development bé tEuropean Parliament, with a
transitory payment scheme until 2020, and a genemlientation towards public goods
afterwards (Bureau et al., 2010).

Referring to proposals of future CAP, the papersaimanalyse modifications of the
Direct Payment scheme with regard to harmonisatitinin and between Member States and
between farm sizes. The following options are abmsd: Flat rates referring to eligible
areas, premium digression referring to Direct Payrfevel and labour input of farms as well
as global budget cuts. The analysis is based ororggel simulations using the EU Farm
Accounting Data Network (FADN) as a data base.

The paper is structured as follows: In Chapter @ thethod, data and scenario
assumptions as well as the distribution of DireaeyrRents are described. In Chapter 3
impacts of different decoupling schemes are andlyShe German Regional Model is taken

Page 1 of 12



EAAE Congress 2011

as an example of transforming historic entitlements regionalised ones. Then, impacts of
above mentioned Direct Payment options are showMeshber State level, EU-15 and the
new Member States. The paper closes with some reeoaations.

2. MODELLING APPROACH, DATA AND SCENARIOS

The analysis of alternative Direct Payment optigoes back to a study for the
Committee on Agriculture and Rural Developmenth& European Parliament (Bureau et al.,
2010) proposing a two-step procedure: a) progresedduction of Pillar-1 until 2020, b)
increasing budget for Pillar-11, i.e., public monky the provision of public goods. Based on
the authors’ contribution, the modelling approacts lbeen extended to deal with options
included in the communication of the Commissionl(24) for a further reform of CAP after
2013. Option 2 of this proposal — referring to Bird?Payments - includes the following
measures under the guideline of a fairer distrdyubetween the Member States:

« a base payment serving as income support

e a compulsory complementary aid with regard to emumental measures, partly
compensating for additional costs

* complementary payments to balance more speciallyalaestrictions

< an optional coupled support component for speeieticss and regions

 introduction of a new regulation for small farms

« capping of the basic rate, while also considerrgdontribution of large farms to rural
employment.

These measures are not concrete enough for quavatitaodelling. A referring paper
published together with the communication of then@ossion on CAP 2103 gives no signals
on budget cuts (EU-Commission 2010b), although itdt reasonable to expect that the CAP
budget remains unchanged.

Complementary to theoretical or conceptual papezs Wissenschaftlicher Beirat fur
Agrarpolitik, 2010, Bureau and Mahé 2008, Dutch istiry, 2008) we try to contribute to this
discussion by quantitative assessments of polidjolp based on simulations using EU-
FADN data.

The first item of the proposal of the EU Commissitan be interpreted as a base
payment, i.e. defined as an EU-wide flat rate bgboesent levels (cf. i.e. HeilRenhuber et al.,
2008). The second item goes in the direction diRil measures, where budget might be
derived by the difference of the existing and thseéopayments. It's an open question if this
new Pillar-1l is complementary to existing Pilldrgrograms with national co-financing and
multi-annual contracts — and last but not leadhaéfincome effects of these subsidies would
be within the boundary set by WTO (Swinbank andnfea2005). The latter items can be
interpreted as digressive payments referring tonpren volume of farms and with regard to
labour input. An improvement of the relative pasitiof small farms could be reached by flat
rates, i.e. per hectare (ha) at the Member Statd tw EU-wide, and a franchise excluding
low Direct Payment levels from digression. An aitgive would be the use of the existing
Modulation scheme combined with ceilings referriadabour input. Capping measures were
proposed several times by the EU Commission in ipusv reforms (Kleinhanss and
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Manegold, 1998), but were never established dustrtmg opposition, especially from the
German government. However, such measures do iexigte US Farm Bill (Thompson,
2010).

The harmonisation of Direct Payments between rexgaomd Member States could be
realised via regionalised flat rates as in Germ@WELV, 2006) and England. In the
analysis we assume unified flat rates at the Meribete or EU-wide levefsThis could be
combined with premium digression per farm, depegain premium level and labour input.
We assume a doubling of parameters of the exiiodulation scheme (20 % >5 7€ 8 %
> 300 T€), completed by capping referring to labmyput (<= 15 T€ of DP per Agricultural
Working Unit (AWU) for Direct Payments levels ofrfas > 50 T€). The latter should be
defined to reference levels of AWU in the past, tlee year before policy decision.

A last option, not considered in the communicatidrthe Commission, is a general
reduction of the Pillar-1 budget. Cuts of CAP butigrere mentioned in a so-called non-paper
of the Commission in 2009. Alternatively we assum@0 % reduction of the budget for
Direct Payments. Budget cuts seem to be reasomatiieregard to budget needs for future
global policy targets (i.e., environment, biodivgrsetc). Scenarios with constant budget are
defined asSsc_Bconsthose with budget cuts 8&_B-20%

2.1 Simulation approach and data

Based on 2007 FADN data, simulatiorngere realised referring to the year 2013. A
comparative static simulation model has been deeeldo assess impacts of different Direct
Payment schemes on the premium level and income. flrst step, gross premium levels
(excluding compulsory and voluntary Modulation) aedculated for 2007. Then, a projection
of premiums for 2013 is made, including the regiomaplementation of decoupling in
Germany and England, as well as the upgradingevhjum levels in the new Member States.
Target year for the analysis is 2013, assumingllgphasing-in of Direct Payments also in
Bulgaria and Romania. Premium totals per MembeteStierived from EU-FADN are
calibrated to national premium budgets as well &b wegard to Used Agricultural Areas
(UAA) represented by FADN.

Partial impacts of above-mentioned scenarios atigetbreferring to projected (Gross)
Direct Payments under national implementation afod@ling (excluding Modulation). The
results are weighted with farm individual weightifigctors and aggregated to sector
accounts.

The premium budget of EU-27 for Pillar-l amountsdt®billion € in 2013. Flat rates
per ha of UAA derived from budget and statisticatadvary between 83 €/ha in Latvia and
575 €/ha in Greece. An EU-wide uniform flat rateubamount to 266.3 €/ha.

2 Regional or EU-uniform flat rates per hectaredesved from the premium budget of EU member stateEU-27 together.

% T = thousand

4 parameters are determined by the author; vammtian easily be introduced in the simulation model

5> The data base includes roughly 81 T farms, reptesy roughly 5.4 million farms in the EU-27; see
http://ec.europa.eu/agriculture/rica/ index_en.cfm.

6 Ongoing implementation of the Health Check decisiand remaining steps of the reforms of the Commarket regimes for
sugar, tobacco, olive oil, cotton, fruit and vedpea are implicitly considered by calibration.

" Direct Payment plafond for Bulgaria and Romani2016 is assumed to be implemented in 2013.
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2.2 Distribution of Direct Payments

Before presenting the results of scenario analysis, give a brief overview on
distribution of Direct Payments. Usually, Lorenznas or Gini coefficients are used for
distributional issues (Butault and Lerouvillois,989. Based on own experiences, the change
of these indicators is not specific enough to slebanges induced by underlying scenarios;
therefore we apply distributional charts.

By the Single Payment Scheme (SPS) or the Singéa Aayment Scheme (SAPS)
Direct Payments are de-facto transformed into énaa based entitlements; the same would
hold for flat rates per Member State or EU-wide.efdfore the distribution of Direct
Payment levels per ha is of interest (Figure 1¥tiibution of historical or hybrid models are
represented by R-EU-15 (EU-15 excl. Germany) aedntpothetical German (DEU) hybrid
model. The distributions are quite similar, whilaglstly skewed to the left in R-EU-15 and
skewed towards the right in Germany. Applying maiBIAPS in the new Member States,
half of Direct Payments received are between 250300 €/ha, another 12 % are 300 and
350 €/ha and the remaining in groups with low &ient levels. With the regional model in
Germany, the distribution becomes very tight withahd 55 % for entitlement classes 300
and 400 €/ha.

Figure 1. Distribution of DP/ha
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Source: EU-FADN-DG AGRI L-3; own calculation.

With regard to the communication of the EU-Comnaiesithe distribution of Direct
Payments related to labour input is of interesteRmg to the capping scheme defined in the
scenarios, only farms > 50 T€ and Direct Payme®t8VU > 15 T€ would be affected. In
total, 28 % of Direct Payment volume would be aiéelcby this measure (see Chapter 3.3).

3. EFFECTSOF FLAT RATES AND DIGRESSIVE SCHEMES

To get an idea of the distribution effects of regibflat rates, changes of premiums are
shown for the implementation of the regional modelGermany in comparison to a
projection of the hybrid model based on 2007 dataa next step we discuss combined
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effects of unified flat rates per Member States &td#lwide with premia digression and
global budget cuts.

3.1. The national implementation of SPSin Germany

In Germany, the SPS was implemented in 2005 withalamost full decoupling of
Direct Payments. In a first step, a regional adjesit of premium volume was carried out
between the Laender, changing the former Laendeégdia by -5 % to +14 %. Regionalised
area-related entitlement levels are combined vatimfindividual top-ups being based on the
main part of the livestock premia and on the tatamilk and sugar premia. The level of
entitlements remained constant until 2009 (excéw@ dynamic adaptation due to the
upgrading of milk and sugar premia). From 2010ragpessive adaptation of the entitlement
levels occurs up to the full harmonisation in 2013.

Referring to a hypothetical static hybrid model2@13, the premium level would be
less than 200 €/ha for 5 % of UAA (Salhofer et2l09). For about 75 % of UAA it varies
between 200 and 400 €/ha, and for about 5 % of WAA more than 500 €/ha (Figure 2).
The latter is true in particular for farms with énsive bull fattening and milk production.
After full conversion to regional flat rates, thatidement levels vary in the scope of
administratively settled range. About one quartefabms can expect considerably higher
premiums, while in one fifth of farms consideraplemium losses are to be expected. The
regional implementation leads to considerable teHdigions of Direct Payments to the
disadvantage of intensive beef fattening and ddésgms. Also, a moderate regional
redistribution occurs in favour of extensive andsgtand-based cattle farms, as well as less
favoured regions.

Figure 2. Distribution of entitlement levels reldte®s UAA — hybrid versus regional
flat rates (2013) Germany
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Source: EU-FADN-DG AGRI L-3; own calculation.
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3.2. Impactsof Direct Payment options with regard to CAP after 2013

To indicate the combined effects of premium reagesments, digression and capping
with reference to manpower, the premium changesslaogvn in the following graphs as a
function of premium volumes per farm (referringiational implementation).

I mpactsin Germany

In Germany, redistributions were mainly realisedmiyithe national implementation of
the regional model mentioned earlier. Distributionduced by acountry wide flat rate
(_MYS) are rather low, shown in the top line of FigureFarms with premium levels up to
5 T€ will have a slight increase of DP, becausér tleeation in regions with weak natural
conditions are favoured by the harmonisation oftlements. On the other hand, they are
exempted from digression due to the franchise. Frandigression would impose a slightly
progressive reduction of Direct Payments up to 2234pping of Direct Payments with
regard to labour use would impose premium redustiop to 43 % in farms with Direct
Payment levels beyond 100 T€. Although definedDoect Payments > 50 T€, farms with
less than 100 T€ are less affected due to theoulamput of 2 AWU on average. Larger
farms in Germany are more specialised in arablpping with low labour input. Therefore
Direct Payments are much higher than the underlyeating of 15 T€/AWU. Due to
expected large reductions of Direct Payments tigei® strong opposition to this measure,
especially by representatives of the new Laender.

A global reduction of Pillar-I budget by 20 % (Sc2B%) would induce even higher
premium reductions. The partial effect in smalhfaris relatively higher than in largest farms
because the capping effect would be less undee ttmger Direct Payment levels. The
maximum reduction will be 47% for the largest farms

Figure 3. Impacts of DP options - Germany
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Source: EU-FADN-DG AGRI L-3; own calculation.
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An EU-wide flat rate would induce significant reductions of Direct Paymkevels in
Germany, because the Direct Payment level, with @43, is significantly above the EU
average of 266 €/ha. The reduction of Direct Paynerel by 23 % would induce almost
similar effects as a global budget cut mentionddree with changes of -20 % in small farms
and of -48 % in largest farms. Average reductiomide 38%; it would rise to almost half
(and 55 % for largest farms) by an additional gldhaiget cut.

EU wide effects of Direct Payment options

Effects of Direct Payment options on net-DP at MemBtates levels are shown in
Figure 4. Member States are sorted by Direct Payhegals and aggregated into EU-15 and
new Member States. Gross direct Payment levels showoad variation between 570
(Greece) and 170 €/ha (Portugal) in EU-15 and & @9alta) and 83 €/ha (Latvia) in the
new Member States. Depending on farm size, undeditons of flat rates per Member
State, the net Direct Payments are reduced up t# 3y a 20 % global budget cut and
digression. Germany, Denmark and the United Kingeould be particularly affected. EU-
wide flat rates would induce considerable redistidn effects between Member States. In
the EU-15, most Member States would have consiteefipect Payment losses, while about
half of the new Member States would gain.

Figure 4. Changes of DP by Member States - Sc_B-20%
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Source: EU-FADN-DG AGRI L-3; own calculation.

Aggregated effects for the rest of EU-15, mainlplgimg historic or hybrid schemiés
in the reference, are shown in Figure 5. As premieductions/capping are progressive with
Direct Payment levels of farms, results are agdeettor farms by different payment classes.
Impacts offlat rates per Member States are similar to Germany due to the implementation
of the regional model (see Chapter 3.1). Farms l@ithpremium levels will gain a lot. Net
payments of farms with 20 to 200 T€ of Direct Pagisewill progressively decrease up to

8 Impacts of Direct Payment options in the UK arikir to Germany and are not shown here.
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25%, while larger farms will lose up to two-third3igression and capping would include a
further reduction of net-payments.

EU wide flat rates will have a further negative levelling effect basa Direct
Payment level of two-thirds of EU-15 Member Staiesaibove EU-27 average; the gross
Direct Payment level will be reduced by 11 %. Ofalgms with less than 5 T€ will be on the
winner side, while even farms with 10 to 50 T€ dafddt Payment will have premium losses
of up to 25 %. Losses will progressively increasenbre than 75 % in the largest farms.

Figure 5. Effects of DP options in rest of EU-15
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Source: EU-FADN-DG AGRI L-3; own calculation.

In the new Member Stateeffects ofnational flat rates are rather insignificant as
most of them apply SAPS (see Figure 6). Net-paymevill be progressively reduced by
digression. The total harmonisation of Direct Paytevels between Member States via
EU-wide flat rates would be in favour of most new Member States; tiness Direct
Payment-level would increase by one-third on awer&gnall farms will gain a lot and farms
with Direct Payments of 10 to 20 T€ would get highet-premiums. Due to digression and
capping and a further budget cut of 20 %, smalhfawill still be on the winner side, net-

payments in medium sized farms would be slightlgatize, while largest farms will have
losses up to one-third.
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Figure 6. Effects of DP options in the nMS
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3.3. Changes of overall distribution of Direct Payments

Finally the questions arise: to which degree can dtstribution of direct payments
change and can a fairer distribution — as mentionede Commissions’ communication — be
reached. This will be discussed by comparing distions of the base situation (national
implementations of SPS and SAPS) and EU-wide #ts for the whole EU-27 (see Figure
7). Referring to the base situation (left sidehd figure) the distribution shows 3 peaks: one
in farms with less than 5 T€ of Direct Payments dmd rates referring to labour use.
Another peak with around 10 to 15 T€ of Direct Papws/AWU is for farms with Direct
Payment levels of 20 to 100 T€ and a further ori 8D and more T€/AWU for Direct
Payment levels of > 200 T€ / farm.

Under conditions of Sc_B-20% the distribution ofd2it Payments seems to be more
balanced, but the 3 peaks are still there. Theesbafarms with 5 to 10 TE/AWU increases
significantly in groups with less than 5 T€ of QitdPayments. On the other hand, the share
of farms with high DP/AWU decreases in large fariiserefore, distribution of DPs is still
unbalanced, because it is mainly determined byvéretion of farms size, especially land
use.

Another aspect is the distribution between old aed Member states. In 2013 80 %
of gross Direct Payment volume is allocated to BUahd only one fifth to nMS (Figure 8).
Under conditions of EU-wide flat rates and of canstbudget the absolute share of Direct
Payments in nMS will increase, while it decreaseles$s than two-thirds in EU-15. Including
reduction of global budget by 20%, the total ofdair Payments is only two-thirds of the base
level, while Direct Payments would be reduced hy inaEU-15 and about 18 % remains for
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the nMS. Therefore the distribution of Direct Paysebetween EU-15 and nMS becomes
more balanced.

Figure 7. Distribution of direct payments by faramsl labour units
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Source: EU-FADN-DG AGRI L-3; own calculation.

Figure 8. Distribution of DP in the scenarios unB&k-wide flatrates
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Source: EU-FADN-DG AGRI L-3; own calculation.

4. CONCLUSIONS

The simulation based on FADN data allows recomménas on the effects of
alternative options of decoupled payment schemegidral flat rates by Member States lead
to premium rearrangements within the Member Stagsecially of EU-15, mainly in favour
of farms with a low premium volume in the base aiiton. Redistribution effects are close to
the German regional model, which is to the disath@a of intensive beef fattening and dairy
farms and a moderate regional redistribution iroémof extensive and grassland-based cattle
farms, as well as less favoured regions.

Uniform EU-wide flat rates induce clear re-disttibns to the disadvantage of most
EU-15 countries and in favour of most new Membexté¥. Premium restrictions related to
labour lead to significant reductions for farmshwihore than 100 T€ of Direct Payments,
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above all in Germany. In the new Member Statesetawductions arise from this option, due
to the higher labour input of those farms.

Distribution of Direct Payments between old and nelmber States as well as
between small and large farms will become more baised by the considered policy
options.
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