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Executive Summary

The traditional objectives of the European Union’s Common Agricultural Policy (CAP) do
not take sufficient account of new preferences of society concerning nature conserva-
tion, environmental protection, and animal welfare. National and European policy
should enable agriculture to make an optimal contribution to public prosperity. This
means that it should not only produce “food” (marketable agricultural products) but also
provide “green services” (such as attractive landscapes). In order to achieve this, the pre-
sent system of single farm payments must be replaced by targeted forms of payment for
the production of services that society values and desires. This conversion must not,
however, lead to unacceptable distortions of competition in the markets for agricultural
products.

Vision and innovation needed to guarantee position after 2013

The CAP’s main objective regarding “food” should be to promote competitive, sustainable
and safe agricultural production tailored to the effective demand for food (inside and
outside the EU). That implies that the CAP is geared towards the world market. The Dutch
and European agriculture and horticulture sectors can only retain their leading position
in the international marketplace if they continue to innovate, not only by increasing the
efficiency of their operations, but also by investing in animal welfare, reducing their eco-
logical footprint and satisfying consumer demands more effectively. Farmers can only
take sound investment decisions if they have a clear idea of what the CAP will be after
2013.

Protecting social values primarily by means of market regulation

The key social values of agriculture are related to food security, food safety, employment
and the quality of work, animal welfare, nature conservation and the preservation of
valuable landscapes. Many of these social values require protection in the form of govern-
ment intervention. In most cases, market regulation is the most suitable approach. Euro-
pean rules pertaining to nature conservation and environmental protection, health
(human, plant and animal) and animal welfare play a key role in this respect.

Targeted payment for “green services”

Some social values can be regarded as public services, for example nature conservation
and landscape preservation. These are sometimes referred to as “green services”. If far-
mers are required to make an extra effort to provide such services, society will have to pay
for them. Not by subsidising them, but through a targeted payment for the services deli-
vered.

Agricultural nature and landscape management requires an area-specific approach that
takes into account the diversity of starting situations, regional needs and aims. Informa-
tion about the precise opportunities for agricultural nature and landscape management



EXECUTIVE SUMMARY

and the associated costs is insufficient at central level, and it is, moreover, important to
take local preferences into account.

In that sense, most of the responsibility for financing agricultural nature and landscape
management should lie with government and civil society organisations within the
Member States.

Review of payment system needed

Farmers currently receive a per-hectare payment. This payment compensates for the price
support mechanism, which has been phased out (“historical rights”), but it also covers a
number of public services that the agriculture sector generally delivers.

This advisory report advocates ceasing payments to farms engaged in the regular produc-
tion of agricultural products in normal regions (without handicaps). However, if there
are significant natural impediments to farming in a “handicap area” where abandon-
ment would be undesirable (e.g. for food security reasons), then a payment would be
justified.

In addition, targeted payments may be made for public services related to nature conser-
vation, water and landscape management, insofar as the farmer must make an extra
effort or deliver an extra performance. Basically, then, this covers all the reasons pre-
viously underlying single farm payments, but in a different way.

Preventing distortions of competition

The advisory report attaches one condition to the foregoing review of the single farm pay-
ment. Competition in the internal market for agricultural products must not be distor-
ted. The EU must provide effective assurance that national and regional payment sche-
mes for green services and for regions with a production handicap do not result in unfair
competition. It is up to the European Commission to keep a close watch on existing state-
aid rules. It is also important to impose strict rules on co-financing. The current “Hill
Farm Allowance” scheme is over-used in various Member States. Should imbalances be
introduced in the level playing field despite every precaution, it must be possible to sup-
port farms in regions without a natural handicap. Effective policy must furthermore
remain possible in order to guarantee food security.

Shifting the responsibilities

European agricultural policy is in a period of transition from a traditional, general sys-
tem to a policy that specifically rewards the production of services society values and
desires. The challenge is to ensure that the transition from the existing to the new policy
goes smoothly. The change will go hand in hand with the transfer of financial responsi-
bilities to the Member States. National, regional and local government must step up their
investment in agricultural nature and landscape management in the Netherlands (as in
other Member States).



Introduction

Background

In this advisory report, the Netherlands’ Social and Economic Council (SER) is responding

to a request by the Dutch Minister of Agriculture, Nature and Food Quality (LNV),

Ms Gerda Verburg, asking for its advice on the “values of agriculture”. The Social and

Economic Council sees an explicit relationship between this issue and the ongoing

debate about the future of the Common Agricultural Policy (CAP) within the framework

of its “health check”. The advisory report answers the following questions:

*  What key public services does the agriculture sector provide besides food?

* Has the market failed to provide those public services, and what are other options for providing
them?

* How can public values be linked to payments within the context of the CAP?

This report builds on the Social and Economic Council’s previous advisory reports on
Dutch and European agricultural policy,! which argue in favour of coupling payments
more directly to certain social aspirations, either to supplement or correct the market
mechanism.

This advisory report was prepared by a committee chaired by Prof. Louise O. Fresco. The
members of the committee represented employers’ associations, trade unions, nature
conservation and environmental organisations and independent experts.

The report was adopted by the Social and Economic Council at its public meeting on

16 May 2008. The Council has 33 members: eleven representing three central employers’
associations (including the Dutch farmers’ association), eleven members representing
three trade union federations, and eleven independent experts.

Structure

The initial chapters of this report describe the context within with the Social and Econo-
mic Council responded to the Minister’s request for advice. Chapter 2 looks at the Com-
mon Agricultural Policy, recent proposals to amend the CAP, and the actions of the Dutch
Government. Chapter 3 describes the conceptual framework and looks at market and
government failure.

Chapters 4 to 6 look at the three questions indicated above. Chapter 4 describes in greater
detail the various values and services provided by agriculture. Chapter 5 focuses on

SER advisory report (2006) Co-financing of the Common Agricultural Policy, publication no. 06/05. A detailed sum-
mary of this report was published in English.
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public services and how they relate to the reform of the CAP. It also looks in detail at
various policy options for paying for such services. Finally, Chapter 6 outlines a new
policy of public values in agriculture and the transition from the old policy to the new.

10



A changing European agricultural policy

The CAP played a pioneering role at the start of the European integration process.
Initially, its market and price policy appeared to be a highly successful method for
achieving the Treaty’s objectives. A major increase in productivity allowed the EEC to
become increasingly self-sufficient. But by the 1970s, it had gone beyond self-sufficiency
and the downside of its success became clear. Several barriers - external (GATT/WTO),
ecological and budgetary in nature — made it impossible to continue the CAP as it then
was.

A succession of reforms ultimately produced a new CAP based on two pillars. In the first
pillar (support for the agricultural markets), price support has been largely superseded
by compensatory income payments. The second pillar of the CAP is a broader rural
development policy. This pillar means that growing emphasis is now being placed on the
role of the farmer in nature and landscape management.

The CAP has a substantial budget. Of the EU’s overall budget of EUR 120.3 bn in 2008 (0.96
percent of the EU-GNI), EUR 40.8 bn has been set aside for price support and income
payments. In addition, EUR 11.4 bn has been earmarked as co-financing for rural
development.

Dutch agriculture and horticulture

The added value of primary agriculture and horticulture accounts for 1.7% of
the Netherlands’ GNP. The agri-industry, which processes domestic agricultural
products, accounts for 5.1% of added value and 5.9% of employment.
Approximately 56% of the land in the Netherlands is used as farmland or for
other agricultural purposes.

Compared with other EU member states, Dutch agriculture and horticulture are
well represented in non-subsidised sectors. Dutch farmers receive approximately
EUR 900 mn a year in farm payments. When contrasted with the added value of
land-based sectors that receive the bulk of these payments (EUR 3.5 bn), this is a
substantial level of funding.

The CAP reform launched in 2003 has concentrated the income payments into a single
farm payment that is - for the most part — not coupled to production. The income
payment is contingent on compliance with existing statutory and other rules (known as
“cross-compliance”) related to agriculture and the environment.

11



1

A CHANGING EUROPEAN AGRICULTURAL POLICY

As part of its “health check” of the CAP, the European Commission proposed in late 2007
decoupling the single farm payments entirely, taking regionalisation a step further,
simplifying the cross-compliance criteria and setting an upper and lower limit on single
farm payments.! The Commission wishes to retain a safety net for emergencies, but
without supporting the market. The EU intends to meet the new challenges that have
arisen - climate change, biofuels, and water management - by bolstering its rural policy
(second pillar) and amending the cross-compliance conditions.

The request for advice and the CAP health check have given the Social and Economic
Council an opportunity to declare itself openly in favour of a far-reaching reform of
European and Dutch agricultural policy. That reform should enable the agricultural and
horticulture sectors to make an optimal contribution to public prosperity.

The key issue addressed by this advisory report is how we can amend the CAP so that

it focuses more on social values and services. This is a question that transcends the
boundaries of the CAP’s current health check. It concerns the basic principles of the EU’s
agricultural policy after 2013, specifically the justification for government intervention
in agriculture, and the division of responsibilities between the EU and its Member States
(in accordance with the principle of subsidiarity).

In Chapters 5 and 6, the Social and Economic Council argues for a far-reaching reform of
European and Dutch agricultural policy. The following chapter describes the conceptual
framework and looks at the failure of both the market and government, the problem of
the diverse regulatory systems, and international trade.

The specific elaboration of these proposals followed on 20 May 2008, after this report had been adopted.

12



3.1

3.2

3.21

What are social values and public services?

Public prosperity and sustainable development

Public prosperity

The aim of social and economic policy in the EU is to improve public prosperity. The
Social and Economic Council uses a broad definition of “prosperity”, one that considers
the overall benefit that people derive from consuming scarce resources that can be used
for various alternative purposes. Public prosperity is therefore measured not only by the
availability of goods and services traded and valued on the market. The quality of
“invaluable scarce resources” such as the living environment (spatial and environmental
quality) also counts.

Sustainable development

The aim of sustainable development logically follows from the desire to improve public
prosperity. Sustainability has three dimensions to it: people (social), profit (financial/
economic) and planet (ecological). It adds an inter-generational and international
dimension to the desire for public prosperity, with both future generations and people
in other countries having sufficient opportunity to prosper.

The transition to sustainable agriculture will require various changes to be made:

* Planet: Reductions in environmental pollution, nature conservation, animal welfare
and sustainable water management are the main challenges here.

* People: Improvements in working conditions, pay and training are needed in the agri-
industry to avoid labour supply problems.

* Profit: Caring for people and the planet must go hand in hand with making a profit,
i.e. producing goods and services that meet effective demand. Financial results reflect
how much buyers value products and the efficiency with which production factors
are being deployed; they also provide a financial basis for business continuity.

In international terms, sustainability also depends on how much is done to improve the
position of developing countries and their food security.

Social and public values

Social values

Avalue is something that is attributed by people. Everything that people value has value.
People can express how much they value something in different ways and in different

capacities: as consumers in commercial transactions, as voters in political decision-
making procedures, and as concerned (or unconcerned) citizens in opinion polls or forms

13



3.2.2

3.3

3.31

1

WHAT ARE SOCIAL VALUES AND PUBLIC SERVICES?

of voluntary collective action. All these things can be described as being “socially
valuable” or as “social values”.

It is not necessary for everyone - or even a majority of the population - to share the same
social values. Indeed, alternative or even rival systems of social values can co-exist.
Personal values can be inconsistent, something that often becomes evident in the various
roles that people play, for example as citizens or consumers.

Public values

“Public values” are a sub-category of social values. Public values are broadly supported
(meaning that they are collective preferences?), and at least a majority of the population
believes that these values must be upheld by government. Public values therefore operate
in a much clearer context than social values.

Public interests and public services

Public interests

Public interests include those public values for which government acts and bears final
responsibility. There are many things that are of huge importance to society but do not
call for action on the part of government. In other words, government does not take
responsibility for all public values. For example, in normal circumstances government
can leave the commercial market to supply our daily bread (subject to certain rules, of
course, related to the hygiene of the production process and the ingredients).

It is up to political decision-makers to identify public interests. One important reason for
labelling particular interests as “public” is related to their complex externalities (both
positive and negative). Externalities disrupt the market because no account is taken of
the consequences for third parties not involved in decision-making or because social
values are not adequately protected (see also section 3.5). The designation “complex”
means that the group of stakeholders is relatively large, leading to “free rider” behaviour
if some form of collective coercion is not applied. This is particularly true for interests
and values associated with sustainability; the negative externalities may be felt by future
generations or by people in other countries.

See: Pascal Lamy (2004) The emergence of collective preferences in international trade: implications for regulating
globalisation, address 15-9-2004, Brussels.

14



3.3.2

figure 3.1

WHAT ARE SOCIAL VALUES AND PUBLIC SERVICES?

Public services

Public services are services that support a particular public interest and that - without
some form of collective action, whether or not that involves government force - would
either not be available at all or would only be available to an unsatisfactory extent. In
agriculture, public services are collective or semi-collective goods related to nature,
landscape and water management (“green” and “blue” services).

These public services can be divided into services that require extra efforts by the
provider (or compliance with explicit restrictions on his operations) and services that
are delivered more or less automatically with the production of marketable goods, as

a joint product. Figure 3.1 illustrates the various concepts and how they are related.

Diagram of concepts

=
=
=—
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3.4

3.4.1

WHAT ARE SOCIAL VALUES AND PUBLIC SERVICES?

Market and government failure
Market failure

The market mechanism plays an important role in the pursuit of public prosperity. The
market is vital for the efficient allocation of scarce production resources, making it
possible for individual preferences to be met. But in certain cases markets do not
function properly, and it is then said that they have “failed”.

Market regulation required

When do markets fail? To answer this question, we must begin by saying that a regulatory
institutional framework is needed for markets to function properly. A market needs
rules, and those rules must be enforced.

To give an example: Europeans are no longer content with merely a market for “food”;
they want that market to only offer them food that is safe. That is why safety standards
have been adopted and inspection agencies established to monitor compliance with
those standards. The contours of the European market for food are therefore determined
in part by public opinion (“collective preferences”), opinions that are laid down in
political decision-making. The extra costs incurred by producers to guarantee safe/safer
food are passed on to the consumer via the market mechanism.

It is of course not only the task of government to adopt and enforce rules. Commercial
parties in the chain also set strict rules by establishing certification procedures.
GlobalGap (formerly EurepGAP) is a good example.? The GlobalGap standards help
promote what is referred to as “Good Agricultural Practice” in such areas as the
environment, health & safety and animal welfare.

Failure of the market owing to externalities

Production or consumption can have negative externalities, such as damage to the
natural environment. If so, not all the cost to society of a product is passed on to the
producers and consumers. In order to make an optimal contribution to public prosperity,
the market must be modified to confront producers and consumers with the external
costs of their actions. We see this expressed in the principles “the polluter pays” and “the
user pays”.

Externalities can also be positive, however (i.e. be of benefit to third parties). The risk then
is that not enough of these benefits will be generated because producers and/or
consumers do not take them into account in their decision-making.

See: www.globalgap.org .

16



3.4.2

3.4.3

WHAT ARE SOCIAL VALUES AND PUBLIC SERVICES?

Another complication is when the supply is indivisible and cannot be adjusted to meet
the demand, or only to a limited extent. Collective or public goods are goods that are
beneficial to large groups of people but cannot be withheld from individuals, or only
with great difficulty. In addition, their use by one person does not rule out their use by
another. Classic examples are national defence and flood barriers. In the agriculture
sector, public services tend to be associated with the natural environment and the
landscape.

Government failure

When markets fail, some form of collective action is required. Such action can be taken
either by government or by civil society organisations. But government intervention is
not always the answer. Indeed, it is also possible for government to fail. Such failure
involves a lack of effectiveness and/or efficiency on the part of government, so that the
most desired outcome for society is either not achieved or only at a disproportionately
high cost.

The government is not the automatic solution when the market fails. In such cases, it is
important to weigh up the related decline in prosperity against the costs associated with
corrective government measures.

Divergent requlatory systems and international trade

Governments can also fail in an international context. The lack of a worldwide regulatory
system means that there is “global governance gap” that can only be bridged to a limited
extent by forms of international cooperation and coordination in specific domains. The
result is friction in international trade.

Thanks to its extensive system of harmonised rules and regulations, that friction has
been considerably reduced within the European Union. Such harmonisation reflects
certain values common to the Member States of the EU (for example with respect to the
rights of employees and consumers, environmental protection and animal welfare). They
are values that are not necessarily shared by countries outside the EU, however. That is
why the regulatory systems and standards in areas such as working conditions, the
environment and animal welfare diverge considerably worldwide.

17
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4.1

4.2

A closer look at agricultural values and services

Brief outline

In essence, the social value of agriculture consists of the products (food, fodder and non-
food) it creates to meet human needs. Food is a vital necessity. Food security is therefore
an important value within the European context. Indeed, one of the initial objectives of
the CAP was to ensure a satisfactory supply of food at acceptable prices. The growing
diversity of Europe’s food supply meets the demand of consumers and is also relevant
within the context of public health.

Primary agriculture is part of a broader agri-industrial complex that provides
employment and income to a large proportion of the population. Agriculture has
traditionally been the main socio-economic activity in rural areas. That is still the case in
large sections of Europe, but less so in the Netherlands. However, land-based agriculture
remains vital to the image and appearance of our countryside.

Agricultural production has various externalities for its surroundings (environment,
wildlife, landscape). Depending on the circumstances and the production methods used,
these effects may be either positive or negative. They can furthermore be felt at different
levels of scale, from local to global.

Land-based agriculture can be combined with the stewardship of certain collective or
semi-collective goods, in particular the preservation of landscapes of natural or historical
significance (including “green services”) and water storage or retention (“blue services”).

Farmers work with livestock. Animal welfare and animal health are among the social
values of agriculture. The state of health of farm animals and crops also affects food
safety.

Social values and forms of government intervention

The table below outlines various social values, the incidence of market or regulatory
failure, and the most significant policy responses. In many cases, some form of
government intervention is required to protect the social values of agriculture; in most
cases, regulating markets is the most suitable measure.

19



A CLOSER LOOK AT AGRICULTURAL VALUES AND SERVICES

Value/service

Production value and employ-
ment

Food security

Food safety and human and
animal health

Animal welfare

Environment and climate
change
Nature and biodiversity

Landscape (man-made) and the
natural environment for
recreation

Blue services (water manage-
ment)

Vitality of the countryside

Market or regulatory failure?

No

No; international standards

Yes; international standards
do not yet exist

Yes; externalities/collective
goods

Yes; externalities/collective
goods

Yes; externalities/collective
goods

Limited/collective or semi-col-
lective goods

No (at least in the Nether-
lands)

Policy measures

Market regulation; knowledge
and innovation policy; training
and employment policies
Reserve fertile land for agricul-
ture; retain EU market support
measures in the event of emer-
gencies

Market regulation; EU occupa-
tional health & safety rules on
life-threatening risks should
also apply for self-employed per-
sons

Develop stricter standards (EU/
WTO); encourage innovation
Market regulation; payment
only for extra performance
Market regulation; payment for
extra public services

Market regulation; payment for
extra public services

Payment for extra public servi-
ces

Promote diversification; rural
policies

With respect to the production value of agriculture, the demand for agricultural products

can essentially be met by markets. The EU’s market regulation measures creates the

underlying conditions for the internal market for agricultural products. At the national

level, government helps boost the competitiveness of the sector by pursuing a knowledge

and innovation policy and investing in training and vocational education. In addition,

labour market policies should help solve labour supply problems at the sector and

regional levels.

Food security has been sufficiently guaranteed in the enlarged EU. Here, neither the

market nor government has failed. However, food security remains the responsibility of

government at European level, and it is important to retain some basic European market

support instruments in the event of emergencies.

A combination of international/European rules and selfregulation by market forces

functions well with respect to food safety.

The EU upholds common standards for occupational health and safety. These do not apply

for self-employed persons, however, although there are a relatively large number of

20



4.3

A CLOSER LOOK AT AGRICULTURAL VALUES AND SERVICES

serious accidents in the agriculture sector. The Social and Economic Council advocates
extending the applicability of the EU’s occupational health and safety rules to self-
employed persons, insofar as they concern life-threatening risks.

With respect to animal welfare, the rules and regulations that apply outside the EU are
inadequate. A greater level of market regulation appears to offer the most suitable
approach to protecting these values. Other possibilities would be to raise the awareness
of consumers in the Netherlands and abroad, make agreements to promote animal
welfare within the production and retail chain, and provide intermittent support to
develop animal-friendly production methods (innovation).

Agricultural practices have both negative and positive effects on the environment and the
climate. Such effects require corrective government intervention. The EU is the most
suitable level at which to tackle transnational environmental problems, and certainly as
a useful leg-up to a global climate policy. Payment is only relevant if extra services are
provided, e.g. for providing carbon sinks.

Nature and biodiversity, landscape (man-made), the natural environment for recreational purposes
and water management involve collective/semi-collective goods. In addition to regulatory
protection, it would be reasonable to arrange payment for providing such public services
via collective arrangements.

The vitality of the Dutch countryside depends only to a limited extent on trends in
agriculture and horticulture. In other EU Member States, a decline in the agriculture
sector often leads to the depopulation of the countryside. That is no reason to support
inefficient agricultural production, however. A more obvious approach is to promote
economic diversification, something to which the CAP’s rural development fund can
contribute.

What public services does agriculture provide?

Many of the social values described in the foregoing require protection in the form

of government intervention. In most cases, market regulation is the most suitable
approach. European rules pertaining to nature conservation, environmental protection,
health (public, plant and animal) and animal welfare play a key role in this respect.

The range of public services provided by agriculture is much narrower and involves
collective and semi-collective goods, in particular those pertaining to nature and the
landscape and “blue services”. These green and blue services transcend current
regulations and require an extra performance or extra effort from agricultural
enterprises. In other words: they do not include the efforts required to satisfy current
environmental standards and prevent damage to eco-systems, nor do they include

21



A CLOSER LOOK AT AGRICULTURAL VALUES AND SERVICES

positive externalities inherent to agricultural production and delivered automatically as
a “joint product”.

The next question is what role such public services can play in improving the social

relevance of the CAP, and how they can be adequately rewarded. These topics will be
discussed in Chapters 5 and 6.

22



5.1

5.2

5.21

Public services and CAP reform

Introduction

This chapter focuses on the public services provided by the agriculture sector, that is on
the public values of agriculture that require financial incentives or compensation. The
CAP provides for sizeable payments to the agriculture sector. Previously these were in the
form of price support, but the present method is the single farm payment, which is
largely decoupled from production. Within the context of the “health check”, there has
been some discussion of using the single farm payment more specifically to support
certain social values. The health check primarily concerns the remaining term of the
Financial Perspectives for 2007-2013. Any radical changes in the CAP must, of course, be
viewed in the longer term, stretching beyond 2013. The following questions must be
considered.

1 What public values require the use (permanent or otherwise) of financial measures
(for compensation, payment or punishment)?

2 What policy level should bear primary responsibility for the public values of agricul-
ture, in view of the principle of subsidiarity? What government/governments should
pay?

3 To what extent is it necessary and desirable to have a differentiated agricultural and
rural development policy within the EU? And what part of that policy must remain
harmonised?

4 How can a policy intended to promote public services in agriculture be implemented?

Section 5.2 will begin by establishing a number of general principles. Section 5.3 looks at
the first question, the motives for compensation and payment. Section 5.4 then describes
a number of possible approaches. Section 5.5 looks at the second question and concerns
subsidiarity and financing. Closely related is the third question concerning policy
differentiation (section 5.6). The fourth question is dealt with in sections 5.7
(administrative burden and cost of implementation), 5.8 (counteracting distortions of
competition and how the EU’s state-aid policy places restrictions on payments for green
services) and 5.9 (on the need to conform to the WTO rules).

The Social and Economic Council’s basic principles

Main points

The EC Treaty (Article 33) laid down the objectives for Europe’s agricultural policy fifty
years ago. Those objectives do not take sufficient account of the new expectations of

society concerning nature conservation, environmental protection, food safety and
animal welfare. How should the CAP evolve, in light of these expectations?

23



5.2.2

PUBLIC SERVICES AND CAP REFORM

The Council believes that national and European policy should enable agriculture to
make an optimal contribution to future public prosperity. This means that it would not
only produce “food” but also provide “green” and “blue” services.

The CAP’s main objective regarding “food” is to promote competitive, sustainable, safe
agricultural production that meets the demand (inside and outside the EU). That implies
that the CAP is geared towards the world market (and towards compliance with the
applicable WTO obligations, in particular those concerning developing countries). With
a view to food security, however, there is a continuing need for measures to stabilise the
market in the event of a crisis.

There are huge differences between and within the Member States when it comes to
the natural environment and landscape; both preferences and availability vary widely
from one Member State to the next. That is why agricultural nature and landscape
management should be based on regional and national preferences and potential (except
where a European dimension is concerned). In that sense, most of the responsibility for
financing agricultural nature and landscape management should lie with the Member
States (government and civil society organisations).

The EU must provide effective assurances that national and regional payment schemes
do not result in unfair competition. It is up to the European Commission to monitor the
existing state-aid rules strictly. It is also important to impose strict rules on co-financing.

Elaboration

Explicit coupling to socially relevant aims

The Social and Economic Council is in favour of converting the current single farm
payments into payments more explicitly coupled to certain socially relevant aims.! The
conversion would take place after 2013. By coupling payments or compensation in this
way, the EU can meet society’s expectations and preferences more efficiently and
effectively. Surveys have shown that the general public would like to see farmers receive
payment for particular “services”. However, the public is clearly much less willing to pay
more for products that meet strict animal welfare or environmental standards. There is
a gap between what the public wishes and what consumers do.

Subsidiarity

The time has come to review the division of responsibilities between the EU and the
Member States in light of the principle of subsidiarity. One important requirement for
this review is that the internal agricultural market should function properly.

SER advisory report (2006) Co-financing of the Common Agricultural Policy, publication no. 06/05. A detailed sum-
mary of this report was published in English.
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Competition must not be distorted. Regulation of the agricultural markets and control
of state aid are and should remain the responsibility of the European Union.

That does not mean that all measures applied in that context should be financed entirely
by the EU. The direct payments to farmers are particularly questionable in that respect.
After all, the distribution of income is considered the exclusive provenance of the
Member States. Moreover, the EU now has 27 Member States and has become much more
diverse. There are major differences in how agricultural enterprises and the countryside
are structured in the various Member States, leading to equally large differences in the
development opportunities available to producers and their needs in that respect.

It would also be a good idea to create more scope for diversity on the demand side,
however. The public demand for public services that agriculture can provide will no
doubt vary from one Member State and even from one region to the next. This public
demand can be expressed most effectively (and most concretely) at regional or local level.

Innovation requires a clear view of the future

Farmers are entrepreneurs who primarily create marketable products. Agricultural
production gives some farmers a basis for offering other, “public” services related to
agricultural nature and landscape management.

They must contend with competitors from within and outside the European Union when
it comes to their primary products, and they must therefore continue to innovate, not
only by increasing the efficiency of their operations, but also by investing in animal
welfare, reducing their ecological footprint and satisfying consumer demands more
effectively.

Innovation requires an investment in business operations and in human capital. In order
to take well-grounded investment decisions, farmers need to know how the CAP - and the
single farm payment - will evolve in future. To enable farmers to adapt to changing
circumstances in good time, it is important that the interim “health check” gives them
a clear idea of what the EU’s agricultural policy will look like after 2013.

Compensating natural handicaps and rewarding socially relevant performance
Three reasons

The Social and Economic Council sees three reasons for government (i.e. financial)

intervention in land-based agriculture in specific areas?:

The focus on land-based agriculture means that the problem of animal welfare in intensive livestock farming is not
considered. The second reason (compensating for stricter requirements than elsewhere in the EU) may also apply in
this context.
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1. Ifthere are significant natural impediments to farming that are inadequately com-
pensated by lower land prices and that could lead to the undesirable abandonment of
land in that particular area;

2. Ifa policy - for example on nature conservation or environmental protection — impo-
ses restrictions on operations that go beyond those customary for agricultural
enterprises in the EU;

3. In order to meet a public demand for collective goods and services that can best be
served by pursuing an area-specific approach. These concern additional efforts that
clearly go beyond cross-compliance and the maintenance of land in a good agricultu-
ral and environmental condition (GAEC). Essentially, only positive action (extra effort)
should be rewarded.

These three reasons by no means cover the full scope of the EU’s agricultural policy. There
may also be good arguments for encouraging innovation, in particular in the transition
to sustainable development. Essentially, that applies to all the various sectors of the
economy, including agriculture. Without government stimuli, there is a risk that the
investment in innovation, knowledge and sustainability will be inadequate to society’s
needs.

A four-cluster model for land-based agriculture

The reasons for government intervention indicated above can be cast into a four-cluster
model for land-based agriculture. With respect to the second reason, it is important to
ask whether the restrictions apply to a specific branch of the country’s agriculture/
horticulture sector or only for agricultural activities in specific areas (for example close
to nature reserves). If the latter is the case, then both reasons 1 and 2 can be regarded as
part of the EU’s efforts to promote the continuity of land-based agriculture in regions
with a natural handicap. Combined with the distinction between farms that only
produce “food” (i.e. marketable products) and those that also offer other services, a four-
cluster model for land-based agriculture emerges.

On the one hand, the model distinguishes between two categories of farms: those that
produce only “food”, and those that also offer other services. On the other hand, the
model differentiates between areas with and areas without natural handicaps.
Combining these two divisions produces four clusters of land-based farms, the particular
cluster depending on the location of the farm and the choices made by the individual
farmer.
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tabel 5.1 A four-cluster model for land-based agriculture

Farms that... ... produce in regions without a ... produce in regions with a
natural handicap natural handicap

... only produce “food” Cluster 1 Cluster 2
After transition: Per-hectare payment with
no more aid, provided that the stricter cross-compliance

internal market functions pro-
perly; investment in innovation
for sustainable production will

continue
... also offer green and blue Cluster 3 Cluster 4
services Payment for public services Per-hectare payment with

stricter cross-compliance
+

Payment for public services

The four-cluster model offers a good tool for developing a new support scheme for
farmers. The model assumes that production should - in essence — conform to market
demands. It is therefore in favour of ceasing payments to farms engaged in the regular
production of agricultural products in normal regions without handicaps (cluster 1). But
the model also provides for a number of supplementary payments. To begin with,
payment can be awarded if the farm operates in an area with a production handicap
(cluster 2), for example to maintain extra production capacity with a view to food
security. In addition, compensation and payments can be coupled to clearly defined
performance by farmers (or others) associated with a number of public values (cluster 3),
for example landscape, nature and water management. Such performance should not be
a “joint product”, i.e. something that is delivered automatically along with agricultural
output (for example a scenic field of golden wheat associated with crop farming), but
must require the farmer to do something extra or abstain from doing something and
incurring costs as a result. Finally, there can be cumulative payments for handicap areas
and for public services (cluster 4).

Basically, then, this model covers all the reasons previously underlying single farm or
per-hectare payments, but in a different way. Support would depend on the individual
farmer delivering the relevant performance.

The Social and Economic Council believes that the present single farm payment is due
for a review and advocates introducing a system of payments inspired by the four-cluster
model. However, a number of criteria should apply. The European frameworks (the new
CAP, co-financing, state-aid policy) must prevent the new system from introducing
unacceptable imbalances in the “level playing field”. For example, the payment made to
farms located in regions with a natural handicap should not distort normal competition
with producers in other regions without natural handicaps. Should imbalances be
introduced in the level playing field in this way, it must also be possible to support farms
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in regions without a natural handicap. Effective policy must furthermore remain
possible in order to guarantee food security.

Supporting sustainable and competitive agriculture

Agricultural competitiveness and sustainability depend on innovation in the agriculture
sector. Innovation is important for the entire sector, but particularly so for farms in
cluster 1, which only produce “food” in regions without a natural handicap. Many of
these farms compete on the world market, in part against non-EU farms subject to more
lenient standards for employment terms, working conditions, environmental protection
and animal welfare.

What is therefore needed is a European and national innovation policy that exploits and
enhances the sector’s competitiveness. More specifically, sustainable agriculture requires
governments to encourage innovation and research on production, technology and

the market; knowledge generation and knowledge transfer in the form of research,
information and training; the production of renewable energy and promotion of climate-
neutral production methods; and structural changes in agriculture and horticulture.

Risk is inherent to being in business. However, exceptional circumstances can also arise
(outbreaks of crop or animal disease, extreme weather conditions, long-term imbalances
in the world market) that require a form of government intervention to ease painful
adjustment processes. Government can also help make certain risks insurable (see
section 6.2.2).

Designing compensation and targeted payment
Compensation for handicaps

The four-cluster model offers an effective framework for developing a new model of
regional payments (to compensate for natural handicaps and differences in government
restrictions) and targeted payments (for socially relevant performance). The best
approach would be to have the regionalisation of the single farm payment dovetail
with the distinction between regions with and without a natural handicap.

Compensation by means of a per-hectare payment may apply in regions with a natural
handicap (see reason 1) if and insofar as it is socially desirable for a form of land-based
agriculture to continue in that region, subject to stricter conditions than those applying
outside that region (by means of a stricter cross-compliance regime). These are the farms
in clusters 2 and 4. For the sake of clarity: the presence of natural handicaps is notin itself
sufficient reason for compensation to be paid. There must be other reasons related to
externalities, otherwise the compensation would merely come down to subsidising
agricultural production on marginal land.
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Compensation experience: the Hill Farm Allowance

In 1975, the European Community introduced a set of measures to compensate natural
handicaps and extra restrictions on farming operations, known as the “Hill Farm
Allowance” .2 The allowance scheme has been part of the EU’s rural development policy
since 2000 and comes under the co-financing regime (50% maximum provided by the EU,
except in less developed regions; there the EU can finance up to 75% of the payment).

How the scheme is structured and implemented

The purpose of the scheme is to promote the continued use of agricultural land
and to preserve both rural areas and sustainable agricultural systems by
providing direct income support for farmers in four different categories of
problem area. The four categories are:

* mountain areas (Article 18 of the Regulation);

» other Less Favoured Areas that are in danger of abandonment of land-use
(owing to low land productivity) and where there is a risk to the conservation
of the countryside (Article 19);

e areas affected by specific handicaps in which farming should be continued in
order to conserve or improve the environment, maintain the countryside and
preserve the tourist potential of the area (Article 20);

» areas subject to environmental restrictions on agricultural use based on Com-
munity environmental protection rules, in particular the Birds and Habitats
directives and the Water Framework Directive (Article 16).

No less than 55% of all agricultural land in the pre-2004 European Union (15

Member States) has been designated as a “less favoured area”. That percentage

has increased steadily over time. One reason for this increase is that the EU lacks

uniform and properly quantifiable criteria that can be used when applying
Articles 19 and 20 of the Regulation. Almost one million farms in the pre-2004

EU receive compensation under the Hill Farm scheme. After the enlargement of

the EU in 2004, another 1.8 millions farms in the new Member States were

added.

* Sources:
Institute for European Environmental Policy (2006) An Evaluation of the Less Favoured Area
Measure in the 25 Member States of the European Union, Report for DG Agriculture; European
Court of Auditors (2003) Special Report no. 4/2003 concerning Rural Development, O] C 151,
27 June 2003.

Thanks to the Hill Farm Allowance scheme, scarcely any land was taken out of production
in the EU’s Less Favoured Areas between 1990 and 2003. In that sense, the scheme as been
effective. But it is striking that by now, more than half the agricultural land in the pre-
2004 EU is designated as “Less Favoured”. There is clearly a need to adhere to stricter

The current scheme is laid down in Regulation 1257/99 and Regulation 1698/2005.
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definitions of the categories “other less favoured areas” (Article 19) and “areas affected by
specific handicaps” (Article 20).

Targeted payment for green and blue services

In the four-cluster model, farms in clusters 3 and 4 are basically eligible for targeted
payments for green and blue services. That payment would be on top of a regional per-
hectare payment for farms in cluster 4. The payment would naturally only be made for
performance that clearly goes beyond the maintenance of land in a Good Agricultural
and Environmental Condition (GAEC).

The Social and Economic Council does not wish to see payment for green services take
the form of any kind of grant or subsidy. Instead, such payments should be based on
transactions entered into with farmers (and other land-owners) concerning the delivery of
green services (that go beyond GAEC) for which there is a public demand in a particular
area. According to this approach, farmers would not receive compensatory income
support but rather a reasonable payment for services rendered. Three categories of
system can be distinguished in this regard:

1 Systems based on the cost of producing the service;

2 Systems based on the benefits of the service;

3 Systems based on the market, with prices being negotiated.

Little use has been made of market-based systems until now, but such systems are highly
promising when it comes to such criteria as usefulness, effectiveness, incentives,
transparency and social acceptability. The EU should experiment with such systems far
more, and as soon as possible.

Importance of a long-term perspective

The biggest roadblock in the Netherlands to developing our agricultural nature and
landscape management policy is that we lack a clearly defined, reliable long-term
perspective and the necessary financial commitment. Because it does not involve

any outlay for land acquisition or compensation for a decline in the value of land,
agricultural nature management is relatively inexpensive for government. In actual
practice, however, it generally leads to only a slight increase in ecological quality. Farmers
tend to choose relatively “light” management systems. That is because more elaborate
systems involve structural changes in their operations. They would need to have more
confidence in the continuity of the payment systems to risk such changes.

At present, the management contracts run for six years, after which the contract can be
renewed. A third of the farmers who enter into such contracts decide not to renew after
six years. The main discouragements are the highly detailed regulations and the
relatively significant risk of having their funding drastically cut. The disappointing
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results are another factor, with external influences such as a low water table playing a
role.

The Social and Economic Council believes that payments for green services should not be
accompanied by bureaucratic red tape, and that the principles of reasonableness and
fairness should be applied when assessing the extent to which suppliers have in fact
actually “delivered” green services, bearing in mind that nature is always full of
surprises. In addition, the national, regional and local authorities should join forces in
actually investing in agricultural nature and landscape management by entering into a
long-term commitment and setting aside the necessary financial means to support it.

Subsidiarity and financing

In order to ensure pure and undistorted competition in the internal agricultural market,
the regulation of the agricultural markets and control of state aid are and should remain
the responsibility of the European Union. That also means bearing responsibility for the
internal market’s external dimension: the common import regime and the task of
setting rules for the market in agricultural products within the context of the WTO.

All this does not necessarily mean that every market support measure should be financed
entirely by the EU. In particular, the direct payments to farmers are questionable in that
respect.

Quite apart from this issue, promoting agricultural nature and landscape management
must involve an area-specific approach that reflects the broad range of different starting
situations, regional needs and ambitions. Information about the precise opportunities
for agricultural nature and landscape management and the associated costs is
insufficient at central level. Moreover, it is important to take local preferences into
account.

An area-specific approach can also provide scope for the market in this way. In other
words, the extent to which green services are provided should be based on the public
demand for such services. One approach would be for national governments (or the EU)
to set aside a budget for making payments for green services. Local governments (and
civil society organisations and private parties) would provide co-financing and the public
authorities would then enter into transactions with farmers (and other land-owners) in a
particular region. In exchange for payments, the farmers/land-owners would deliver
specifically defined green services (that go beyond GAEC).

There are two reasons for the EU to provide co-financing in this system:

* to help preserve particular landscapes and areas of natural interest for the EU as
a whole (because they add something unique to the EU’s landscapes and natural
environments);
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* as a transitional measure, to encourage the setting up of national and regional
systems of payment for green services.

It should be noted that such reasons also lay the system open to improper use, as the
Hill Farm Allowance scheme shows (see section 5.4.3). The Social and Economic Council
therefore recommends that the EU set strict (stricter) criteria for co-financing and lower
its maximum financial contribution considerably, for example to 25% (or 40 or 50% for
cohesion countries).

The current CAP already provides the following framework for financing/co-financing
green services or for compensating for natural handicaps from the EU budget:

1 Single Farm Payment:

a In conjunction with cross-compliance (tightened up and possibly made area-
specific).

b The transition from the single farm payment (“historical model”) to a regional
model (“flat rate”).

¢ By applying Article 69 of Regulation 1782/2003 concerning the single farm pay-
ment, which gives Member States the option of retaining, on a sector basis, a
maximum of 10% of the single farm payment funds in order to use these monies
as an annual payment to farmers for “specific types of farming which are impor-
tant for the protection or enhancement of the environment or for improving the
quality and marketing of agricultural products under conditions to be defined by
the European Commission”.

d Modulation of part of the single farm payment to the rural development fund (pil-
lar 2 of the CAP).

2. The rural development fund* provides for co-financing in the following cases:

a support to farmers in areas affected by natural handicaps and in Natura 2000 sites
(“Hill Farm Allowance”);

b payments for commitments undertaken under agri-environmental and animal
welfare schemes that go beyond the current mandatory requirements and
standards;

¢ conservation and upgrading of the rural heritage;
temporary aid to help farmers adapt to meet demanding standards based on
Community legislation in the fields of environmental protection, public health,
animal and plant health, animal welfare and occupational safety.

The options set out in Article 69 of Regulation 1257/1999 are currently being extended in
order to make specific payments available for certain socially relevant performance. The

See Regulation 1698/2005, OJ L 277, 21 October 2005, pp. 1-40.
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short-term appeal of this option lies in the fact that it does not require national co-
financing. In the longer term, however (i.e. after 2013), the survival of the current single
farm payment is questionable, even in the form of a flat rate. The existing payments are
losing legitimacy, and their financing by the EU is incompatible with the principle of
subsidiarity.

The Social and Economic Council believes that the current discussion of Article 69
focuses too much on the short term and has little bearing on the long-term development
of the CAP. It is therefore against extending Article 69 in the proposed manner.
Modulation would be more logical, i.e. to transfer more funds from the first pillar of
the CAP to the second pillar (the rural development fund), where the co-financing
mechanism will operate in accordance with the principle of subsidiarity.

The four-cluster model is based on two types of payment: compensation for handicaps
and a targeted payment for public services. The compensation scheme that ultimately
emerges can be seen as a cross between the single farm payment - but applied only in
particular regions — and the compensatory support (2a.) provided from the rural
development fund. The targeted payment for public services can build on payments for
agri-commitments (2b.) made from the rural development fund. Regardless, it would not
be an obvious step for the EU to finance compensations and/or payments exclusively on
its own.

The Social and Economic Council wishes to explain here that it prefers co-financing (to
exclusive financing by the EU) because it believes that co-financing will offer a more
effective and efficient means of achieving the CAP’s objectives. It therefore does not
support a unilateral financial approach that only considers the effects for the net
payment position.

Administrative burden and cost of implementation

If the single farm payment survives, a flat rate will generally have fewer transaction costs
(for government and for farmers) than a more highly differentiated system. It should be
noted, however, that comparative research among five Member States (Denmark, France,
Germany, Ireland and Italy) has revealed considerable differences in the CAP’s
administrative burden on farmers, but very little correspondence between these
differences and the chosen set-up of the single farm payment in each country.> Other
differentiating factors - for example the structure of the agriculture sector, the
government services provided, ICT and the use of data provided at an earlier date - are
more important.

European Commission DG AGRI (2007) Study to assess the administrative burden on farms arising from the CAP,
Brussels.
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A flat rate may be advantageous in terms of its administrative burden and the cost of
implementation, but that does not make it an effective means to achieve public aims.
Proposed measures must be subject to a careful review that compares their transaction
costs to their effectiveness. Targeted payment for socially relevant performance will, by
definition, always come with a higher transaction price ticket, but it may also lead to
better results and should be preferred when the benefits to society outweigh the costs.
The Social and Economic Council believes that the Netherlands must focus as closely as
possible on the “public values” of agriculture.

If green or blue services produce major spill-over effects, then they should be jointly
offered in a particular region. It would then be possible to apply a uniform price per
hectare in that region.

Differentiation and a level playing field

Diversity and differentiation
The successive enlargements of the European Union have clearly increased its internal
diversity. That is certainly true for the agriculture sector and for the countryside.

It is important to consider how much the 27 Member States differ in terms of the
structure of their agriculture sectors and the state of development in their rural areas.
The Netherlands and France already offer a good example: the problems facing their
rural areas are fundamentally different. In the Netherlands, the main problem is how to
deal with the pressure of urbanisation on the countryside, whereas in France it is the
abandonment of the countryside for the cities that is threatening the quality of life in
rural areas.

The enlargement of the EU to central and eastern Europe has not only increased the
range of structural differences between the Member States — including those related to
natural circumstances and biodiversity — but has also made the discrepancies in living
standards larger than ever. In addition to cultural and historical traditions, such
differences in their turn influence the value that the public places on green services, for
example. Moreover, differences in the standard of living are paired with differences in
cost, price and wage levels. All these differences mean that a per-hectare payment of x
euros in the Netherlands is not the same as the payment of an equal number of euros in
a country such as Poland.

What we are now seeing are very sharp differences in income payments within the EU,
not only between the old and new Member States, but also within the pre-2004 group and
within individual Member States.® Many of these differences are rooted in history, but
they are not conducive to creating a level playing field.
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Level playing field

The internal market is an area without interior borders within which competition is not
distorted. Enterprises operating in the internal market without borders expect a level
playing field, and rightly so. The increasing diversity and differentiation described above
may make it difficult for the EU to in fact offer enterprises the level playing field they
expect.

To begin with, it will never be possible to make the playing field completely level. The CAP
as it now stands already affects individual farms very differently. There is certainly no
question of equal treatment in the current allocation of single farm payments (even if the
differences in allocation can be explained historically).

In practical terms, it would be impossible to make all the competitive conditions entirely
equal. Rather, the point is to combat major distortions of competition brought about by
aid that promotes agricultural production.

Alevel playing field means that the same rules must basically apply for all enterprises in
the EU.” Within the context of the CAP, that is primarily achieved by setting common
rules and standards for agricultural producers and production processes. However,
because of existing differences between the geophysical features, population densities
and economic structures of the Member States, common rules do not have an equal
effect. Patterns of comparative advantages and disadvantages emerge. Any compensation
for such disadvantages would be at the expense of public prosperity because it involves
withdrawing financial resources that could have been spent on matters of greater benefit
to society.

Itis much more difficult to figure out how the aim of creating a level playing field relates
to the award of income support and payments for green services. There are major
differences between (and even within) the Member States, both in the problems they are
encountering along the road to sustainable agriculture and a living countryside, and in
their social expectations and preferences with respect to “greenspace” and the potential
for meeting those expectations. The CAP must therefore offer more scope for “tailor-
made” policy.

We already pointed out above that the same per-hectare payment in euros would have a
much different meaning and effect in the Netherlands than it would in Poland, for
instance, owing to major differences in the standard of living, land prices and the
structure of the agriculture sector. The point is to prevent such payments for green
services from encouraging agricultural production in a way that distorts competition.

See: SER advisory report (2006) Co-financing of the Common Agricultural Policy, publication no. 06/05.
M. Appelman [et al.] (2003) Equal Rules or Equal Opportunities? Demystifying Level Playing Field, CPB document
no. 34, The Hague.
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In order to guarantee a sufficiently level playing field despite all these differences, the
national policy governing food and nature/environment must be placed squarely within
a strict framework. In addition to the uniform rules for products and production
processes referred to above, the EU basically has two relevant instruments for this
purpose:

* the cofinancing regime;

* control of state aid (see section 5.8).

Co-financing

Provided a strict and transparent European framework is put into place, the co-financing
mechanism can be used to force Member States to exercise a certain measure of
discipline. On the one hand, the fact that the Member States themselves provide
financing forces them to assess the costs and benefits more accurately. On the other, co-
financing gives the European Commission extra opportunities to influence the choices
of the Member States, with a view to preventing unfair competition.

Co-financing could also lead to even greater differences among the EU Member States in
the size of the single farm payment. Initially, such differences would affect farmers, the
primary producers. However, the effects may also be felt in the rest of the chain, from
suppliers to processing enterprises, especially if shifts in the composition and costs of
production emerge. This scenario in fact refers to the possibility of a Member State
deciding not to make co-financing available, so that the portion of the single farm
payment covered by the EU would also lapse. Whether that is a realistic possibility is
questionable: Member States generally do their best to “get the most” out of the available
EU funds.

EU state-aid policy
Combating distortions of competition

The Social and Economic Council advocates targeted payments for socially relevant
performance, and believes that in such a system, the Member States should take more
financial responsibility. The problem is that such heightened responsibility may also
bring with it the danger of state-aid measures that distort competition. The European
Commission must combat such measures by strictly monitoring the existing state-aid
rules and by making co-financing subject to stringent rules set out in the underlying EU
Regulation. There is a need to adhere to stricter definitions of the categories “less
favoured areas” and “areas affected by specific handicaps” identified under the Hill
Farm Allowance scheme.
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State-aid policy and green services

One problem is that payments made for agricultural nature and landscape management
are assessed primarily by the associated loss of income from agricultural production.
That means that agricultural nature and landscape management is not regarded as an
independent activity for which a market price can be paid.

The Social and Economic Council believes that this is fundamentally wrong and does
not wish to see the payments take the form of any kind of grant or subsidy. It would
furthermore be inconsistent to decouple direct payments from agricultural production
but to retain that coupling when determining the payment to be made for green services.
The new rural development regulation appears to create some scope for market forces to
be applied, based on procurement procedures (Article 39(4)).8

The public procurement of green and blue services is not covered by the state-aid rules,
but by the regime set out in the EU procurement directives, insofar as the relevant
threshold values are exceeded. One important point is that certain potential suppliers
cannot be excluded in advance. In other words, when calling for tenders for a package of
green and blue services in a particular region, parties other than farmers must be
allowed to compete.

WTO conformity and non-trade concerns

Some of the CAP reforms arose under pressure from WTO rules. Those rules set specific
limits on the support and protection that can provided for European agricultural
production and on the rewards that can be offered for socially relevant performance by
the agriculture sector. These mainly involve:

» the general rules governing non-discriminatory treatment, including the obligation
to accord Most Favoured Nation treatment and the obligation to accord National
Treatment to “like” foreign products (i.e. those that are the same as domestic products);

* agreements concerning market access (including the reduction of import tariffs),
internal support and export subsidies;

* the conditions under which the protection of animal, plant and public health may
provide grounds for controlling the import of agricultural products;

* the binding WTO mechanism for dispute settlement.

“The payments shall be granted annually and shall cover additional costs and income foregone resulting from the
commitments made; where necessary they may cover also transaction cost. Where appropriate, the beneficiaries
may be selected on the basis of calls for tender, applying criteria of economic and environmental efficiency.” Council
Regulation no. 1698/2005, OJ L 277 of 21 October 2005, pp. 1-40.
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Internal support

Based on WTO agreements, internal support that distorts trade must be restricted. The
WTO considers support related to agricultural production as distorting to trade (“Amber
Box”). Support that is entirely unrelated to the scale or even the need for production is
not considered to distort trade, or to be minimally distorting (“Green Box”).

Support that is partly decoupled from production falls into an intermediate category
(“Blue Box”). If the support is combined with measures designed to restrict production,
itis assumed to be less trade-distorting than support linked directly to production. An
important share of the EU’s support for agriculture currently falls into the Blue Box.
International pressure is being applied to reduce the size of the Blue Box or to eliminate
it altogether.

The EU is lobbying within the WTO to shift its single farm payments to the Green Box, in
other words to be considered as not trade-distorting or minimally distorting. Decoupling
the single farm payment entirely will improve the chances of this happening.’ By
switching from compensatory support to a targeted payment for specific services,
however, the EU would no longer be vulnerable in this respect.

Non-trade concerns

There are a number of social values associated with agriculture in the EU that give rise
to difficult questions within the context of the WTO. These issues do not involve the
public services identified as such above, but the social values whose protection requires
government intervention in the form of stricter rules being imposed on production
processes and methods. Those rules primarily concern fundamental labour standards,
animal welfare and the environment.

The fact that rules and standards vary so greatly worldwide creates problems for national
and international social and environmental policy and influences international
competition. Europeans are therefore worried about the effects of international trade on
efforts to achieve sustainability, referred to as “non-trade concerns”. As existing import
barriers are eliminated, there is a great risk that the EU will impose strict sustainability
requirements on its own producers but that European consumers will by and large
choose to purchase less expensive import items that are cultivated elsewhere in a less
sustainable fashion. That is not advantageous to sustainable agricultural production (see
also the box text).

Alan Swinbank, Richard Tranter (2005) Decoupling EU Farm Support: Does the New Single Payment Scheme Fit wit-
hin the Green Box?, The Estey Centre Journal of International Law and Trade Policy, Vol. 6, no. 1, pp. 47-61.
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Animal welfare and international trade: the example of poultry farming

In the poultry farming sector, a large percentage of the laying hens are housed
in groups in battery cages, where they have only a restricted amount of space to
move about in. The systems were introduced many years ago in an attempt to
reduce costs. No litter is used in this form of housing, and the entire set-up leads
to welfare problems. That is why the EU decided in 1999 to ban the existing
battery cages as from 1 January 2012 and to prohibit taking new battery cages
into use as from 1 January 2003.

Some supermarkets in the Netherlands and Austria no longer purchase eggs laid
by hens in battery cages. More and more consumers are demanding alternatives.
The change is also gradually affecting processed products.

Outside Europe, most laying hens are housed in battery cages. The size of these
cages is often much smaller than is customary in Europe. For comparison
purposes: in the EU, a battery cage must not be smaller than 550 cm?, whereas

in Brazil, the Ukraine and India the cages are 300 to 400 cm?. Other countries do
not have statutory rules as such governing the welfare of laying hens.

Differences in animal welfare requirements show up in the cost price of eggs
and consequently affect international trade. The EU uses protective tariffs to
impede the import of processed egg products from these countries. Lowering the
import tariffs will boost the position of third countries in the EU market for
processed egg products considerably.

Broader harmonisation of the rules and standards governing the various aspects of
sustainability is naturally desirable, but as long as major differences in such standards
exist worldwide, the competitiveness of European products will very much depend on
the extra price that consumers are prepared to pay for sustainable products and whether
these products excel in terms of quality and productivity.
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6.1

6.2

6.2.1

6.2.2

Towards a new policy on the public values of
agriculture

Introduction

This advisory report tackles issues that touch on the foundations of our future
agricultural policy. What we need is a broadly supported, future-driven agricultural
policy with the associated objectives and measures, both at European and national level.

That policy should focus on an agriculture sector that makes an optimal (sustainable)
contribution to public prosperity in the long term, both in the Netherlands and in
Europe. It is difficult to describe precisely what such an agriculture sector should be
like, of course. Moreover, what is considered optimal in one period will often not be
considered so in the next. The history of the CAP makes that much clear. Changes in
technology, preferences and the relevant environmental factors can also alter what we
consider a socially optimal agriculture sector. A long-range policy should therefore not
take the form of a blueprint, but rather promote progress in a direction that will be
regarded as socially optimal even in changing external circumstances.

An optimal contribution to public prosperity

Introduction

Agriculture generates both marketable products and non-marketable products (services).
It should receive adequate payment for its marketable products, without support. In
terms of the four-cluster model, this means the enterprises that produce only “food”.

The public services (non-marketable products) must be paid for in some other way. In this
case, the enterprises involved also offer services - socially relevant ones — other than
“food”, or they produce in regions with a natural handicap and their survival is
considered socially desirable. The payment received for such services should reflect the
social benefits (appreciation) they generate. What does this mean in concrete terms?

Section 6.2.2 discusses payment for the production of marketable products. Section 6.2.3
considers the non-marketable products (public services).

Payment for marketable products

Two questions are important with respect to marketable products. To begin with: what is
an adequate payment?

In a market economy that functions properly and in which the means of production

basically have no restrictions on their freedom of movement, payment is “adequate”
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when the production factors (capital and labour) deployed in agriculture receive the
same payment as they would if deployed in some other sector of the economy. What we
must also consider here is the “objective” quality of the labour and the “subjective” value
that a farmer attaches to his occupation (being one’s own boss, working out of doors,
working with livestock and so forth).

The second question is: under what circumstances can we expect a trend towards
“adequate” payment? Awarding subsidies in order to raise payment to an adequate level
would be at the expense of public prosperity: it keeps too many production factors in the
sector and slows down the rate of their departure. On a global scale, it also leads to unfair
competition. Leaving aside any positive externalities! and social considerations, there is
no reason to support agriculture by intervening in the product markets. If farmers
believe they are not being paid enough, they will leave the sector. If payment is adequate,
few producers will leave the sector and those that do will have no trouble finding
successors. If the payment for labour is considered inadequate for income distribution
reasons, the best long-term remedy is to train the potential successors (children). That is
what we have seen on a massive scale in the Netherlands (and other highly developed
countries) in the past few decades.

In short, in an optimal situation, there is no intervention in the product markets. The
exceptions to this rule are discussed below. This does not alter the fact that the primary
producer partly depends for his pay on the quality of the supply and processing chains
for the relevant product. The competitiveness of the agriculture and horticulture sector
depends largely on innovations introduced in close coordination and cooperation in
“food chains”.

Need for market regulation

Risk is inherent to being in business. That also applies to agriculture. Depending on the
sector in which they operate, farmers face various different categories of risk. Weather
conditions play a large role in crop farming, whereas intensive livestock farming and
greenhouse horticulture are subject to price and financial risks. Livestock farming has to
cope with the risk of animal disease, which can be intensified by consumer reactions
(“consumer boycott”).

With respect to the most-supported products, the CAP largely covers the related price and
market risks. Import tariffs on products such as grain, milk and sugar beets also offer
protection on the world market (“Community preference”). This protection is, however,
a topic of discussion in the WTO’s Doha Development Agenda. Market stabilisation
measures now only include the fallow land and milk quota schemes (which will be

Negative externalities (e.g. on the natural living environment) should be corrected by charging the costs to the party
causing those effects, in accordance with the principles ‘the polluter pays’ and ‘the user pays”.
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phased out gradually by 2015). It is important to maintain a form of market regulation to
be able to ward off crises threatening food security, if and when they occur.

Payment for non-marketable products (public services)

The following two questions are important with respect to non-marketable products.
First, when is payment actually justified? And secondly, how much should be paid?

In answering these questions, we should realise that the public services provided by the
agriculture sector vary enormously. One important difference is that between taking
positive action and abstaining from action that has negative consequences.

Some services require farmers to perform extra activities, for example, to maintain or
improve the rural landscape or preserve regional biodiversity (e.g. by mowing later in the
season than customary with a view to meadow bird management). These are positive
actions.

In addition, farmers may abstain from certain activities that have a negative impact on
public prosperity (for example actions that are harmful to an area or the quality of the
soil). The difference between taking action and abstaining from action is not always
razor-sharp, as shown in the example of mowing later in the season. The difference is
furthermore often a function of the technology involved, and may therefore shift over
the course of time.

Essentially, only positive action should be rewarded. A large, efficient grain farm does not
require extra payment because the farmer also maintains open areas. Such open areas

are an automatic by-product of economic efficiency in this case. But a farmer who creates
walking trails on his land or plants hedgerows between plots should be paid for his efforts.

There are, however, exceptions to the rule that farmers should not be paid for abstaining
from negative action. It may be necessary to introduce a system of payments or
compensation in order to ensure the quality of life or an attractive landscape in areas
that are less suitable for agriculture. It is legitimate for the Dutch to want to see dairy
cows in a moorland landscape, or for the Fins to regard reindeer in Lapland as adding to
the quality of their lives. The competitiveness of the dairy farm on the moors compared
to that of dairy farmers in New Zealand should naturally not play a decisive role in
determining whether or not that wish can be met. The same goes for the competitiveness
of the Lap who owns the reindeer compared to the Argentinean cattle farmer. But that
means that the possible compensation should not be coupled to the production of
marketable products, or at least as little as possible.

And then there is the second question: how much should these farmers be paid for these
services? It is easier to answer this question theoretically than empirically. Theoretically,
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payment should not exceed the value that society accords to the public goods/services
that are maintained or produced. Because that social value (which is subjective) does not
become evident in objective public behaviour (as it does in the case of marketable
products), “politics” will have to decide. Payment must in any case be enough to make it
attractive for farmers to produce the services the public wants.

Compensation will almost always distort competition, albeit only slightly. The
agriculture sector will often be called upon to play a role in maintaining open spaces,
agricultural production capacity (to combat desertification, for example), the quality of
life in the countryside, landscapes of cultural and historical interest and so forth.
Farmers are, after all, the current stewards of the countryside. And their public services
will seldom be completely separate from their commercial activities. That means that it
will not always be easy to keep this kind of payment out of the WTO discussions. If the
compensation only concerns those products or services that are not traded
internationally, however, the WTO basically has no bearing on them.

Which public values require which policy?

Food security

In normal circumstances, the market guarantees food security, mainly through EU
production and in the form of supplementary import. Only if world market prices were
exceedingly low for many years would the EU’s production capacity be affected to the
extent that long-term food security could become a problem. Such a situation can be
prevented by protective measures in extreme circumstances (for example the risk of
large-scale bankruptcies among producers). WTO agreements do allow protection of this
kind in extreme circumstances. In short, this public value will not require government
intervention in normal circumstances, but it is a “remote concern”.

Food safety

Because the public has little control over food safety (people cannot determine for
themselves whether their food is safe), government has an obvious role to play here. That
role has two aspects to it: to determine minimum food safety requirements and to
monitor compliance with those requirements. Proper monitoring encourages farmers
and the foodstuffs industry to meet the requirements and to set up tracing and tracking
systems (to avoid damaging their reputation). It even encourages them to set higher
standards voluntarily (to help improve their reputation).

This public value does require government policy, but should not be coupled to a support
payment.

Animal welfare
The main problem here is the discrepancy between public opinion and consumer

behaviour. The publicis confronted mainly with the benefits of animal welfare standards
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(the “feel-good” factor), whereas consumers are confronted mainly with the costs
(apparently identical cuts of meat are considerably more expensive).

Unilateral action by the Netherlands (i.e. setting higher standards) would not solve the
problem but merely transfer it. Another possibility is that government compensates for
the price difference, but this would mean that the Netherlands would have to pursue its
own agricultural policy (with animal-related support). High import tariffs will also be
necessary, but that is something that the rest of the world (including the EU) will
probably not want to accept. In short, if the Netherlands wishes to continue trading in
the international market, the agriculture sector (and therefore society) will have to
conform (to some extent) to the opinions of the buyers of the products. The alternative is
that the Dutch agriculture sector will have to scale back production drastically compared
to the current situation.

A more obvious approach would be to attempt to reduce the discrepancy between the
public and the consumer, for example by (a) raising consumer awareness in the
Netherlands and abroad; (b) reaching agreements with wholesalers and the catering
industry, and (c) exerting pressure within the EU and WTO to adopt stricter animal
welfare standards. Except for incidental support to stimulate certain innovations, there
is not much scope to support production unilaterally and structurally in the Netherlands
for animal welfare reasons.

Nature and biodiversity

Under certain circumstances, land-based agriculture can provide the necessary
conditions for certain forms of wildlife. Meadow birds, for example, depend on farmland
to survive. Agriculture can also go hand in hand with nature management. At the same
time, agriculture can have a harmful effect on the natural environment and biodiversity.
Regulations attempt to limit that effect by restricting agriculture and horticulture in
regions that have an impact on nature protection areas.

Positive contributions to the management and restoration of the natural environment
should be rewarded. Such payment must be regarded as separate from agricultural
policy. In this case, the market has failed, but correcting that failure should not be
coupled to the CAP (first pillar).

If farmers are not required to make a specific effort or do not have major restrictions
imposed on their operations, then the same applies to measures aiming to improve or
maintain biodiversity. The boundary between a minor and a major restriction will not
always be crystal clear. It will be largely political considerations that underlie any
compensation for restrictions placed on operations for environmental/ecological
reasons.
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Man-made landscapes and the natural environment as a resource

The four-cluster model and the accompanying explanation offer a good framework for
developing a payment structure that will promote an optimal agriculture sector (in
broad prosperity terms). Only the areas with “serious” handicaps would qualify for long-
term compensation, without active performance being required (except that farms in
these areas would have to comply with various prohibitions).

The size of the compensation should (theoretically) correspond with the handicaps
present in each area/hectare. However, this is simply impossible in practical terms
(excessive transaction costs, large risk of government failure). It would therefore be better
to have a flat rate compensation per hectare for large, homogenous areas.

Payment should also be made for specific services such as creating walking trails,
planting saplings and so forth. In that case, the payment would be coupled directly
to the service provided.

Environment and climate

Agricultural practices have both positive and negative effects on the environment and
the climate (CO, and other greenhouse gases). Rules and regulations determine the
extent to which agriculture may make use of the natural environment. It would not be
obvious to use financial instruments (payments and fines) in this case. There are two
exceptions, however: (i) when extra services are being provided (e.g. payment for planting
trees as compensation for the carbon footprint); and (ii) when standards are exceeded (e.g.
fines for exceeding the phosphates emissions standards).

Blue services

When farmers provide “blue” services to the rest of society, for example by allowing water
to be stored temporarily on their land, then it is reasonable for them to receive payment
or compensation.

Quality of life in the countryside

The Dutch countryside is no longer dominated by agriculture. Its vitality depends only to
a limited extent on trends in the agriculture and horticulture sector. The situation is
otherwise in some other Member States of the European Union. There, a decline in the
agriculture sector often leads to the depopulation of the countryside. That is no reason
to support inefficient agricultural production, however. It would be more obvious to
remove the unilateral dependency on agriculture by promoting economic
diversification. The second pillar of the CAP (the rural development fund) offers the
necessary instruments.
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From old policy to new

National level

There are three reasons for allowing the Member States to take responsibility for

developing the support schemes compensating for natural handicaps (including setting

the size of the compensation) and the payments for green services:

1 It is not always possible to determine in detail the size of the payment and the scale
of the services required “objectively”. The “closer to home” the product/service is, the
easier to work out the payment/compensation scheme.

2 Payment is context-dependent. The “right” payment depends in part on the average
income in a region.

3 To prevent “free rider” behaviour with respect to the EU budget (bearing the first two
items in mind).

In the Netherlands, the national, regional and local authorities must join forces in
investing in agricultural nature and landscape management (green and blue services) by
entering into a long-term commitment and setting aside the necessary financial means
to support it. Chapter 5 uses the four-cluster model to describe the various options for
articulating that commitment via compensation for serious natural handicaps and
payment for public services. The chapter also indicates the various problems that will
arise. In addition, sufficient money will need to be set aside in the national budget -
whether or not co-financing is provided by the EU - in order to promote innovation and
the transition to sustainable agriculture. It is important to avoid a huge administrative
burden when devising the new policy. The administrative burden associated with
payments for green services and compensation for natural handicaps should be in
proportion to the social benefits derived from these schemes.

European level

The financial resources needed for such compensation and payment systems and

innovation incentives can be made available by gradually lowering the current single

farm payment. The pace at which this takes place should depend on four factors:

1 the speed at which the international agricultural markets are liberalised (reductions
in support elsewhere can be expected to lead to higher prices on the world market);

2 the speed at which satisfactory compensation for extra non-marketable services can
be introduced (i.e. compensation that actually corrects market failure);

3 the overall asset position of the enterprises (at EU level). Large-scale bankruptcies
must naturally be avoided;

4 the degree to which the European frameworks (new CAP, co-financing, state-aid
policy) actually combat unacceptable distortions of competition (as it would other-
wise be possible to fall back on a form of per-hectare support for regions without a
handicap).
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Ultimately, cross-compliance will disappear along with the single farm payment. What
will not disappear, however, is the obligation to comply with applicable laws and rules
concerning the environment, working conditions, animal welfare, and so forth.

The proposed review of the division of responsibilities between the EU and the Member

States by no means entails dispensing with the CAP. The EU will continue to play an

important role, for example:

1 by combating distortions of competition in the internal agricultural market (inclu-
ding those brought about by payments or compensation);
in international trade policy (WTO negotiations);

3 Dby intervening in and stabilising markets in extreme circumstances (for example
large-scale outbreaks of animal disease);

4 Dby harmonising legislation in such areas as the environment, food quality, animal
welfare, animal disease, etc.;

5 by encouraging innovation in order to promote efficient and sustainable agricultural
production.
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