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Abstract

The planned reform of the CAP will be insufficient for the EU to meet its existing WTO
commitments on the volume of subsidised exports, unless there is a substantia upward
movement in world prices. The problem that the EU faces arises from the partial nature of the
reform process, partial cuts in the difference between the intervention and the world price and
partiadly decoupled direct payments have not reigned in EU output of key products such as
ceredls. This reflects the desengitisation of farmers to changes in prices under the CAP and the
stimulus to intensification of land use under the direct payments scheme. Farmers in Central and
Eastern Europe, on the other hand, will face greater market stability in the EU as well as higher
prices in arange of products. The combination will create incentives to increase production. This
will only exacerbate the problems of the EU in meeting current limits and handicap the scope for
genuine concessions by the EU in the next round of WTO negotiations on agriculture.
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EU Enlargement, Agricultureand theWTO

Paul Brenton and Jorge Nuiez Ferrer

Introduction

The 1994 Uruguay Round Agreement on Agriculture commits the contracting parties to further
negotiations to continue the process of ‘progressive reductions in support and protection’ in
agriculture (Article 20). The Agreement dates that fundamental reform of agriculturd
protection and support is an ‘ongoing process . These negotiations should commence one year
before the end of the sx year implementation period (that is by 31 December 1999) during
which the developed countries agreed to reduce or limit externd protection againg agricultura

products and made commitments on levels of domestic support and on export subsidies.

The first decade of the next century will see subgstantid changes to agriculturd policies and
markets in Europe. The EU has recently agreed to further reform of the Common Agricultura
Policy following the reforms introduced in the early 1990s and the Uruguay Round
commitments. In addition, the EU will expand during the decade to include 10 countries in
Central and Eastern Europe (CEECs). Accession of dl ten of the CEECs would increase the
area of cultivated land in the EU by 50 per cent and would lead to a doubling of the number of

farmers.

The timing of accesson has not been specified and will be determined by the negotiations on
accesson, which are conducted individudly with each of the applicant countries. Thus, a
present it remains unclear exactly when the next wave of enlargement will occur and the
number of countries that will be involved. However, whet is sSgnificant is that the EU will be
participating in multilaterd trade negotiations at the same time as it is preparing for an
enlargement. It is for this reason that discusson of the implications of enlargement for the

WTO negotiations on agriculture is arather complex issue.



Although the Uruguay Round Agreement provides a date by which the next set of negotiations
should commence, no timetable or completion date is specified. A key issue here is whether
the negotiations on agriculture will take place under the umbrela of a comprehensve new
round of multilatera trade negotiations or whether a stand-alone agreement will be sought. If
the next WTO round is comprehensive then an overdl agreement will be dictated by the pace
of taks on the mogt difficult issues. If the Uruguay Round experience is anything to go by then
an enlargement to at least a subset of the CEECs will probably occur before an agreement on
multilatera liberdisation of agriculturd trade is findised. Currently it would appear that a date
of January 2003 is the earliest possbility for enlargement. In this case the new members from
Centrd and Eagtern Europe will party to any vote in the European Council on a ded in

agriculture.

On the other hand, if the next talks are confined to those areas where a decison has dready
been made to negotiate then an agreement on agriculture may arise a an earlier date. Croome
(1998) suggests that the end of the time-limited peace clause agreed to under the Uruguay
Round, which congirains countries from taking countervailing actions againgt certain agricultura
support measures and subsidies, a the end of 2002 may encourage a conclusion to the new
negotiations on agriculture by this date. In this case enlargement is unlikely to have been
undertaken and the CEECs will not be able to directly influence the find decison on any new
trade dedl. However, Croome aso presents the commonly held view that if negotiations on
agriculture are held in isolation they are unlikely to proceed very far snce there will be little
opportunity for the balancing of interests across issues which characterised the Uruguay Round
negotiations.

It is gpparent that there are conflicting views as to whether the next round of multilateral
negotiations on agriculture will be short (less than three years) or long. There is do little
consensus concerning the date of the next enlargement of the EU.  This makes an assessment
of the implications of the next enlargement for the WTO taks rather difficult. Nevertheess, it is
cler that negotiations on agriculture will teke place before enlargement, even if a find
agreement is not achieved. So the EU will have to keep the enlargement issue in mind, and co-



operate closdly with the CEECs to ensure tha commitments are not made that will
subsequently be difficult to adhere to once the CEECs become EU members.

A rather complicated Stuation could arise whereby the Council of Ministers of the EU votes
on a package which is desgned in the light of the next enlargement and which will be of
fundamental importance to the CEECs, but where the CEECs themsdlves are unable to vote.
Ancther way of looking at the problem is that the CEECs will be negotiating their entry to the
EU on the basis of asat of rulesin agriculture which may change during the accesson process.
All of the CEECs, with the exception of Lithuania are now members of the WTO and will thus
be able to influence, dbet in a much more limited way than if they were EU members, the
outcome of the negotiations on agriculture from this perspective.

This paper seeks to assess the implications of the enlargement of the EU for the next round of
multilateral negotiations of agricultural policy a the WTO. The answer to this issue is very
much framed by an assessment of the extent to which the EU and the CEECs are able to
sidy ther exiging WTO commitments in agriculture and the extent to which these
commitments will be further threatened by the eastwards extenson of the CAP. Consistent
with other gdudies we suggest tha the EU will have difficulty in meeting its volume
commitments on subsidised exports. However, we home in on a key reason for this, the
apparent insengtivity of farmers in the EU to reductions in intervention prices. This has been
the man vehicle of CAP reform with accompanying compensating direct payments in a
supposed production-limiting scheme.

A further problem that the EU will face when trying to define a position for the next agricultura
negotiaions is uncertainty concerning the impact of trandtion and accession (and the prospect
of accesson) on agriculturd output in the CEECs. In generd farmers in the CEECs will be
integrated into a market in which producer prices are in many cases higher and more dable
than those that they currently face. An important issue affecting the ability of the enlarged EU
to meet existing obligations and commit to new reductions in agriculturd support and border

restrictions will be the degree to which farmers in the CEECs respond to these higher prices



by raising their output. Previous experience shows that it is dangerous to underestimate the

extent to which farmers can respond to incentives.

Thus the EU faces the problem of relaive insengtivity to price reductions in the EU but the
possihility of rapidly risng output in the face of increesing internd prices in the CEECs. We
dart by briefly restating the commitments entered into under the Uruguay Round and then
review the extent to which the EU and the CEECs are able to satisfy these requirements. The
next section discusses the implications of enlargement for the ability of the EU to adhere to
current commitments. The paper then proceeds to consder how this might affect the
negotiating position of the EU and the next round of negotiations on agriculture.

The Uruguay Round Commitments, The EU and Enlargement
The Uruguay Round was the first set of multilaterdl trade talks to cover agriculturd policiesina

comprehensive manner. The key outcomes of the negotiations were:

» agreement to limit export subsidies. Specificaly, countries agreed to reduce the vaue of
export subsidies by 36 per cent from the average in the base period of 1986 to 1990 in Six
equa annud ingdments. Commitments were aso made to reduce the volume of
subsidised exports by 21 per cent from the same base period, with smilar instaments.
Reductions were generdly to be applied to specific products at the 4 digit leve of the
harmonised system, dthough in some sectors such as coarse grains and fruit and
vegetables commitments could cover a broader range of goods dlowing some flexibility to
shift subsidies between sub-groups of products. For developing countries the respective
cuts were 24 and 14 per cent to be implemented over 10 years.

» Commitments were made to reduce domestic subsidies by 20 per cent from the base
period of 1986-88, again over a sx-year period. The commitments related to overall
subsidies (as captured by the aggregate measure of support (AMS)) and so alowed for
flexibility in levels of support provided to individua sectors. Certain types of subsidy
programmes could be excluded from the caculaion of the AMS and hence were not

subject to the reduction commitment. Such programmes included direct payments to



farmers decoupled from production (so-cdled ‘green box’ payments) and schemes
involving payments to farmers involving production limiting schemes (‘ blue box’ payments)
as implemented in the CAP reform of 1992 and enhanced and extended under the recent
reform package (Agenda 2000)."

» Market access commitments were dso given.
Countries were required to convert dl non-tariff barriers into tariff equivaents, an
important step to improve the trangparency of trade policies in agriculture. Countries
then agreed to bind tariffs a the combined rate of existing rates and the tariff
equivaents of the NTBs and to cut these rates by an unweighted average of 36 per
cent in equa instaments over a6 year period. Each tariff had to be reduced by at least
15 per cent over the 6-year period. For developing countries the average cut was 24
per cent implemented over 10 years.
Countries also agreed to implement minimum access quotas for products or product
groups which have faced prohibitive trade barriers, such as meat and dairy products.
In generd these were to take the form of tariff-rate quotas with the rate for imports
within the quota generaly no grester than 32 per cent of the bound tariff.
As part of these market access commitments countries were permitted, under srict
conditions, to implement specid safeguard measures, in the form of temporary duties.
These safeguard measures could only be triggered by a sudden surge in the volume of
imports or by an aorupt fdl in prices. This contingent protection being available for
‘the duration of the reform process and so covers the 6 year period of tariff and
subsidy reductions as well as further periods of liberdisation agreed to under future
trade negotiations.

! Such payments are excluded from the commitments to reduce domestic support entered into in the
Uruguay Round if the payments are made in respect of fixed areas, yields or livestock numbers. Payments
can also beincluded in the ‘blue box’ if made on 85 per cent or less of production in a specific base period.
So, production is required to receive such payments but the actual amount received is not directly linked
to current levels of production. It is for this reason that such payments are referred to as being partially
decoupled.



We now briefly review the extent to which the EU and the CEECs have managed to
implement the WTO commitments on agriculture and highlight areas where implementation
may be difficult under current domestic policies and how enlargement might affect these

current commitments.

AMS commitments

For the EU, the caculated base AMS levd leaves a huge amount of dack. The celling was
caculated using a period prior to the MacSharry reforms, which reduced price support in
exchange for direct payments. The direct payments are in the blue box and are excluded from
the calculation of the AMS. In fact, the level of the AMS in 1997 was 51 billion Euro well
under the maximum celling of 73.8 hillion Euro and congderably below the find commitment
of 67 billion Euro for the year 2000. With the additiona reforms of the Agenda 2000, the
AMS levd is bound to fdl further. Thus the EU will have no difficulty meeting current
commitments on the level of domedtic subsdies and there will be enough dack in its
commitments to accommodate the acceding countries in Central and Eastern Europe. There
would aso gppear to be scope for the EU to make further significant commitments on the
AMS during the next round of agriculturd negotiations unless the excluson of blue box
payments from the calculation of the AMS is successtully chdlenged.

Export subsidy value and volume commitments

It isin the subsidised export commitments that the EU may well face the strongest congtraints.
The EU has agreed to limits on export subsdy vaues and volumes. A number of studies
suggest, usudly on the bass of Smulation modds, that the EU will have difficulty meeting its
commitments on export subsdies, particularly for grains (see, for example, Joding & 4d
(1998)). Export volumes for the year 1997 are shown in the following tables together with the
volume commitments for the year 2000. For the EU the figures represent actua exports
(source DGVI Web dte, datisticd data) and the volume of subsidised exports notified to
WTO. For the CEECs we use the difference between domestic supply and consumption
(source: Gottingen University database).



Table 1 Export volume commitments and exports or exportable surpluses, 1997

A)Wheat Max. sub. Export 1997 Exports Quantity over limit % over limit
('1000t), year 2000 (1000t)
EU-15 13437 17109° 3672 27.3
WTO notified® 14410 973 7.2
Czech Republic 65.5" 0 '65.5" -100
Hungary 1141 1954 813 71.2
Poland® 0 0 n/a
Slovak Republic 109" 134 25 22.9"
Total 14752.5 19197 4444.5 30.1
B)Coarse Grains{Max. sub. Export 1997 Exports Quantity over limit % over limit
('1000t), year 2000 (1000t)
EU-15 9973,4 164142 6440.6 64.6
WTO notified® 11844.5 1871.5 15.8
Czech Republic 0 n/a
Hungary n/a n/a n/a n/a
Poland® 0 257 257 n/a
Slovak Republic 127 127 n/a
Total 9973.4 16798 6824.6 68.4
C) Beef Max. sub. Export 1997 Exports Quantity over limit % over limit
('1000t), year 2000 (1000t)
EU-15 817 971 154 18.8
WTO notified® 1177.4 360 30.6
Czech Republic 49.8 11 -39 -78.3
Hungary 83 173 90 108.4
Poland® 40.9 10 -31 -78.8
Slovak Republic 28.4 4 -24 -84.5
Total 1019 1169 150 14.7
D) SMP Max. sub. Export 1997 Exports Quantity over limit % over limit
('1000t), year 2000 (1000t)
EU-15 243 275 32 13.1
WTO notified® 269.5 26.5 9.8
Czech Republic 66.9 24 -43 -68.7
Hungary” 0 14 14 n/a
Poland® 37 131 94 254.1
Slovak Republic 15 4 -11 -73.3
Total 362 397 35 9.6
E) Sugar Max. sub. Export 1997 Exports Quantity over limit % over limit
('1000t), year 2000 (1000t)
EU-15 1151 38357 2684 233.2
WTO notified® 1200.3 49.3 4.1
Czech Republic 4.9 217 212 4328.6
Hungary 32 199 167 521.9
Poland® 104.4 395 291 278.3
Slovak Republic 3.9 8 4 105.1
Total 1296 4654 3358 259.0

Total Cereals (quantities and % over limit for wheat + coarse grains), > Marketing year 1996/97, * 1993

* average exports 1995-98, ° Subsidised exports notified to WTO: Marketing year 1996/97
Notes: The world prices of some grains exceeded intervention prices in this year so that exports occurred
without being subsidised. It isworth noting that stocks of wheat are reported to berising.



In most of the key agricultural products the current levels of exports or exportable surplus
exceed the subsidised export volume commitments for the year 2000. It is worth noting that
for beef the notified level exceeds the commitments for the marketing year 1996-97. A
number of other products have reached the limit, notably cheese and other milk products, a
problem due to the unreformed dairy regime. The ability to meet these commitments will
depend upon developments in world market prices and changes in domestic demand and
supply in response to the reform of the CAP.

We now proceed to a more detailled analyss of the problems facing the EU in the cereds
sector, and particularly whest. The principa mode of reform in the EU has been to reduce the
intervention price, but not to fully liberdise to the world price leve, with compensatory
payments linked to initid production levels with a requirement for a certain portion of
cultivated land to be set-asde. However, a very crude and smple anadyss of the price
sengtivity of whest output in the EU, as shown in the following figure which covers the period
of the first reform of the CAP, suggests a high degree of indadticity. Production in the EU
during the 1990s appears to have been unresponsive to price fals. Indeed production has
continued to rise despite afal in the intervention price.

Price Responsiveness of Supply of Wheat, EU-12
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Thus, despite the MacSharry reforms and the set-aside area obligations, production in the EU
has increased steadily, with little apparent reaction to changes in the intervention price or the
world price. The following table summarises the extent of variability in world prices and in
production during the 1990s in the EU, the USA and in Audtrdia, a country with rdaively little
policy intervention.

Table?2
Summary Measures of Production and Price Variability of Wheat in the 1990s
Standard deviation Mean Coefficient of variation (sd
dev/mean)
World price 30.84 euro 100.51 euro 30.7
Production:
EU-12 652 mt 89.38 mt 7.2
USA 473 mt 63.39 mt 7.5
Audrdia 488 mt 1694 mt 28.9

Data Sources: World Prices - Eurostat c.i.f. Rotterdam 91-93, 93-99 FAO Commodity review (1999)
Production - Web site of FAO statistical office

This again indicates inglastic regponses to the variability in world prices in both the EU and
US, which reflects the isolation of farmers in these countries from world market movements.
The comparison with Audrdia is informative where variability in output has been subgtantialy
greater than that in the other regions. So, this dl crudely suggests that the price eadticity of
supply is very low and that supply change is most strongly affected by technicd growth and
farm restructuring. During the period since the recent CAP reforms there has been arise of the

average Sze of faams aswell as an increase in area of land under agricultura production.

To precisdy estimate the supply price dadticity in the EU for many agriculturd productsis nigh
on impaossible due the high degree of interference in the market and the difficulty of accurately
capturing the impact of the raft of policies which affect output decisions. In addition, the price
eladicity has probably been changing (becoming more indastic) as a result of policy
intervention which has de-sendgtised famers to changes in world market conditions, and
expectations concerning future intervention. This suggests some difficulty for smulaion models
which predict the long-run impact of policy changes with fixed dadticity vaues. In addition, the
observed movements in agriculturd supply may reflect a form of hyseress whereby large



upward movements in prices lead to dgnificant adjusments in production, whilst price fals

have a smaler impact upon output decisions.

The profile of supply over time aso reflects the nature of the reform in the EU. The direct
payments made as compensation for the fdl in the intervention price are linked to production.
To qudify for the payments farmers have smultaneoudy to set-aside a certain amount of land,
but are not allowed to exceed the specified leve of set-aside. As aresult farmers will have an
incentive to intengfy production in the arearemaining under cultivation.

We have made a very smple prediction, as shown in the figure, of future output of whest in the
EU to assess the implications for WTO commitments. We have projected production and
domestic consumption forward from the average of the years 1997-1999% with assumptions
on exogenous growth and price dadticities. Two variables are crucid to the ability to meet
exiging commitments on the volume of export subsidies. One is the world price levd, of
course. The other is domestic consumption. Feed demand has increase a an annua rate
above 4% since the MacSharry reforms, considerably reducing the leve of exportable surplus
of the EU.

We assume here that yields and land area increase contributing to an exogenous growth rate of
supply of 2 per cent per year. The price dadticity of wheat supply is taken to be smdl and
indadtic, a 0.25 and the change in intervention price is taken to be that agreed at the Berlin
summit.  Under these assumptions the EU will violate its exiding export subsdy volume
commitments. The table below shows that the extent of this violation will depend upon changes

in domestic demand.

An dterndive way of presenting this issue is the caculation that under exiging policies the
world price will have to increase by 18 Euros from the level of today if the EU is to avoid
exceeding the limits on the volume of subsidised exportsin the year 2000. For the year 2003,
by which the further price reforms agreed to at the Berlin Summit will have been implemented,

2 Data by the FAO database. 1999 production levels are FAO estimates.



we calculate that the world price will have to be higher than today’ s vaue by around 10 Euros.
In terms of vaue commitments there are unlikely to be any problems for wheset. At the world
price of today, the value of subsidised exports by the EU in 2000 would be 80 per cent below
the commitment.

Table 3. Predicted Exports of Wheat by the EU in 2000

Scenario 1: Domestic Demand Scenario 2 : Domestic Demand
grows at 2% per annum 1998-2000 |grows at 4% per annum 1998-
2000
Production (1000t) 98038 98038
Domestic demand (1000t) 73382 80117
Difference (1000t) 24656 17921
% over limit 84 33

To conclude, the nature of the reform of the CAP, in terms of partia price reduction towards
the world price and the provison of compensating payments which encourage intensification of
production, combined with the insengtivity of output to changesin price, entail that the EU will
find it difficult to meet existing commitments for wheat. The only solution within the current
approach would be to increase the area under set-aside. As export subsidy commitments are
expected to get much tighter, thisis a very sub-optima and controversid solution. This does
question the rationale behind the use of partidly decoupled direct payments to farmers in the
EU and the maintenance of the intervention price above the world price level. We will consder
other products in the discusson of the next round of agriculturd negatiations, which follows
later.

Market Access Commitments

There has been no difficulty in the EU in implementing the market access commitments of the
Uruguay Round. Non-tariff barriers have been tariffied and the resulting overal tariff has been
reduced in line with the commitments under the agreement. Between 1995 and 1997 the
sample average tariff for agriculturd products declined by 25 per cent to reach a figure of
amost 21 per cent in 1997.2 However, these commitments appear to have done little to
improve overdl access to the EU market. Between 1995 and 1998 the volume of EU

agricultura imports (HS 0-21) from non-member countries fell by over 6 per cent and the



share of the volume of extraEU importsin total EU imports (extra + intra) declined from 38.6
to 35.1 per cent (see Table Al in the annex). Within this tota there was a large degree of
variability between products in movementsin import volumes, with imports of wheet, meat and
milk products risng but those of barley, maize and other cereds fdling sharply.

Over this period the value of extraEU imports of agricultural products increased by over 12
per cent with the share of the value of extra-EU imports in total EU imports remaining roughly
congtant at 33 per cent. This then reflects that the overdl price (as proxied by unit vaue) of
extra-EU imports of agricultural products increased between 1995 and 1998 by about 20 per
cent showing the importance of movements in world prices in this period. Again a different
picture emerges amongst the various types of agricultura product, with the import price of
other cereds risng substantidly whilst that of wheet fell dightly. This price is of course the
price measured at the border. The internd price in the EU may have been affected by the
reduction in tariff rates agreed to under the Uruguay Round.

The EU tariff schedule for agricultura products is sill dominated by tariff pesks for products
such as meats, cereds and milk products. For example, in 1997 the smple average tariff
(taking account of the ad vdorem equivdents of specific duties) for fresh meat of bovine
animas was 107.5 per cent with a narrow range from 94 to 125 per cent. For wheat the
ample average tariff in 1997 was dmost 77 per cent whilst for milk and cream the smple
average was 59 per cent with a maximum tariff of 134 per cent (WTO (1997)). The Uruguay
Agreement on Agriculture has made transparent these very high levels of border protection for
certain agricultura products. Progress in further reductions of these tariff ratesislikely to be an
important aspect of the next round of multilateral negotiations on agriculturd trade.

Agenda 2000 and the Reform of the CAP

The European Commission set the guiddines for the medium-term future evolution of the CAP
through the Agenda 2000 proposals. In these proposals the European Commission (1998a)
recommended sgnificant cuts in intervention prices granted in the grain, beef, and dairy

$WTO(1997)



sectors, together with greater reliance on the system of direct payments to compensate farmers
for faling prices, which could be partly implemented through nationa programmes. According
to the Commission, the main chalenges facing this reform were internd in nature: if the levels of
price support were not corrected, surpluses would appear again, and stocks would build up,
snce subsdised exports are limited by the Uruguay Round commitments. This would creste
intolerable budget costs over ever tighter supply controls.

Taking the Commission proposals as a bads for negotiation, the Council of ministers reached
an agreement on reform of the CAP on the 11 March 1999, just a few weeks before the
decisve EU summit in Berlin. This agreement weekened the proposds of the origind Agenda
2000 by reducing the magnitude of price cuts and introducing phasing out periods, thereby
temporarily reducing the cogts of reform by lowering direct payments.

An even less ambitious reform of the CAP emerged from the Berlin Summit. Price cuts for
cereals were reduced” and the mechanism to cut direct payments annually was abandoned.
Milk reforms were postponed until 2005, whilst milk quotas were increased for various
member dates. Therefore, the reforms in agriculture are less expengve than those origindly
proposed in Agenda 2000. However, the apparent achievement in limiting expenditure that
was announced was a consequence of dowing down or postponing various items of the

agricultura reforms®

This reform was supposed to pave the way for a smooth enlargement to the east. However, it
is clear that a number of issues have been inadequately addressed or totally avoided. A
number of authors have argued that the price reductions, particularly those for cereds will be
insufficient to enable an enlarged EU to meet its internationd commitments. However, as we
have shown above, much will depend upon the evolution of world prices. In addition the issue
of direct payments to farmers in the CEECs has not been solved in these negotiations. Also
problematic are the postponement of milk reform and the disregard of sugar. The lack of

* For example, price cutsin cereals were reduced from 20 per cent to 15 per cent and from 30 per cent to 20
per cent for beef.
® For further discussion see Moehler et al (1999)



reform in these sectors will make enlargement more difficult and will effectively handcuff
negotiations on these products in the next WTO round.

Enlargement and the Incor poration of the CEECsinto the CAP

Levels of market support in the CEECs are Hill generdly lower than, and often substantialy
below, that in the EU. In aggregate, agriculturd protection in 1997 was only one quarter of
that in the EU in the Czech Republic, 38% in Hungary and 50% in Poland (Banse, 1999).
Only Sovenia has a leve of support comparable to the EU. Although it is very difficult to
predict what could be the medium term evolution of these protection gaps, an immediate
extenson of the CAP would substantially raise levels of market support, encouraging increases
in production and inducing major changes in the agricultura sectors of the CEECs. In addition,
accesson to the EU will dso encourage agricultura growth by providing free access to the

large EU market.

The stimulus to increase production will occur particularly in the beef and milk sectors. The
prices of ceredls are currently smilar in the EU and in the CEECs. Poland, for example, has an
intervention price higher than in the EU, a 141 ECU per ton compared with 119 inthe EU. In
other sectors the picture is very different with prices being considerably lower in the CEECs.
Even after the Agenda 2000 reforms beef support prices, for example, will till be 45% higher
in the EU.

Table 4. Differencesin support prices EU-CEECs

Ratio of EU to Polish intervention prices. 1997/09
Beef 1812
Milk 1.938
SMP 1.427
Butter 1.678

Source: European Commission (1998c)

Muinch (1999) calculates, using a smulation mode, that after accession agricultural production
will exceed domestic demand for most agriculturd products in the Centrd and Eastern
European countries. These production surpluses will have to be exported outside of the Union.
These caculations were based upon the reforms in the Agenda 2000 proposa. The actua



reforms agreed at the Berlin Summit were less bold and so will accentuate this problem of
production surpluses in the Union. Using a smilar modeling gpproach, Swaminathan et d
(1997) predict strong increases in agricultura production in the CEECs after integration into
the CAP. For example, production of whest rises by dmost one quarter in Eastern Europe
whilst output of milk products increases by over 70 per cent.

However, for certain products, particularly processed foodstuffs, current variations in prices
will only partly reflect differences in agricultura policies, food qudity issues are do likely to
be sgnificant. In addition there are a range of sructurd barriers which may be constraining
current agriculturd output in many of the CEECs. Agriculturd production in the CEECs is
characterised by relatively low mechanisaion levels and by a low leve of training of the
workforce. The qudity of rura infrastructure is also poor, with a low dendty of roads,
telephone lines, dectrification, water supply and sewage disposa.

Pouliquen (1998) discusses the problems of lack of investment and hence dow progress in
capital intengfication of agriculture in the CEECs. The problem is seen not to be trangtory in
nature, that is not related to the trangtion period to a new competitive status, but reflects
deeply set sructurd problems, which discourage investment and growth. Inefficiencies remain
in the upstream and downstream sector, where the process of restructuring and privatisation
has been rather dow. In the food processing and marketing industry, the poor state of the
marketing and distribution channds represents amgjor problem.

In countries such as Poland and Sovenia, the fragmented farm dructure is an additiona
problem, which prevents the utilisation of efficient production techniques, and poses a mgor
obstacle for agricultura investment, snce small land plots are rarely accepted as collaterd for
loans. On the other hand, the European Commission (1998b) estimates that the average Size
of the former state owned farms is decreasing, which will contribute to increased efficiency as
these large units reach proportions that are more manageable. In fact, former public state
owned farms could be regarded as the most promising production units for agriculture in the

CEECs. However, the development of agricultura production in these farms il requires the



conclusion of the restructuring and privatisation process. In relation to this last aspect, amgor
chdlenge that most CEECs are lill facing is to increase the degree of certainty over property
rights.

On the other hand, there are reasons to suspect that agricultura production in the CEECs may
expand more quickly in response to the incentive of higher prices. Fertiliser use has collgpsed
in the CEECs due to the lack of supply and digtribution chains, absence of finance and lack of
farmer education and training. Data from the International Fertiliser Industry Association show
that the CEECs are exporting most of their fertiliser production due to lack of interna demand.
A return to normd leves of fertiliser use would lead to a greater increase in output than a
number of models are predicting. In addition, rurd infrastructure will improve and avareness

of techniques and skillswill soread more widdly.

Ultimatdly, the issue reduces to assumptions concerning the position and dope of the supply
curve of agricultura products in the CEECs. Trangtion initidly led to an inward shift of the
supply curve as fertiliser use evaporated and structural congraints materidised. The issue now
IS to what extent the supply curve will shift out as trangtion is intensfied and to what extent
these structurd barriers can be amdiorated. In addition, as farmers in the East adjust to the
new market conditions in which prices are the main sgnd, their repongveness to changes in
prices may increase, S0 changing the dope of the supply curve. We return to discuss this issue

below.

The Next Round of Agricultural Negotiations at the WTO

The commitment to further negotiations on agriculture has not been chalenged by any of the
Contracting Parties. The task of defining exactly which issues will be on the agenda is being
undertaken by the WTO Committee on Agriculture but is 4ill to be fulfilled. The 1994
Uruguay Round Agreement of Agriculture states that the next negotiations should take account
of:

= the experience of implementing commitments made under the agreement;



» the effects of these agreements upon trade in agriculturd products,

= non-trade concerns...... ;

» gpecid and differentia trestment to developing countries,

= the objective of establishing a fair and market-oriented trading syslem and the further
commitments that are required to meet this objective.

As noted above, the principa feetures of the Uruguay Round Agreement on Agriculture were
the converson of non-tariff barriers into tariff equivalent measures, which were to be reduced
in stages, and commitments on the levels of domestic support and export subsidies. The
Committee on Agriculture has noted that in the main members have complied with their
commitments on market access and domestic and export subsidies. However, the agreement
has only had a limited effect on trade barriers and its primary contribution has been to bring
agriculture within world trade rules for the first time and provide the foundations for further
liberdisation (Luyten and Pdkmans (1999)). Hence, it is likdy tha the forthcoming
negotiations will be dominated by bargaining on further reductions in customs tariffs, including
the sze of tariff quotas, and the search for additiond commitments on limiting levels of
domestic support and export subsidies.

The posgitions of the different Contracting Parties are likely to be somewhat smilar to those
adopted during the Uruguay Round. Essentidly the EU will be seeking to defend the Common
Agricultural Policy from attempts by the Cairns group of agricultura exporters and the US to
gain improvements in access to the EU market and to obtain commitments for greater
discipline on domestic subsidies and export subsidies. Indeed the US has sated that one of the
objectives of the next WTO negotiations on agriculture should be the dimination and
subsequent prohibition of al remaining export subsdies as defined in the Agreement on
Agriculture® In addition it is generally recognised thet the Uruguay Round, whilst improving
trangparency, did little to reduce the levels of border protection. Hence, negotiations on

® Preparations for the 1999 Ministerial Conference: Negotiations on Agriculture; Communication from the
United States (WT/GC/W/286).



market access, including tariff reductions and the expangon of tariff quotas, are likely to figure
high on the agenda of a number of members.

There are three key issues which the EU will be seeking to presarve.” Firly, the EU will seek
to continue the *peace clause’, which asks for restraint in chalenges to countries agricultura
subgdies if they remain below levels agreed upon during the last round of negotiations.
Secondly, the EU will negotiate for the continuation of the specia safeguard provisons, which
dlow for an additiond tariff to be levied on specified products following a surge in the volume
of imports or afdl in the import price. Thirdly, preservation of ‘blue box’ payments will be of
crucid importance to the EU in seeking to judtify the current system of agricultural support in
Europe.

Thus, it would gppear that the thrust of the next negotiations will involve the seeking of market
access commitments and commitments on export and domestic subsidies from the EU in return
for the continuation of the peace clause and the preservation of the blue box. As noted above
the EU appears to have quite a large degree of scope for additiona commitments on domestic
subgdies providing that the current system of excluding blue box payments from the calculation
of the AMS is maintained. Without preservation of the blue box a deal on agriculture would
appear to be infeasible.

It is with regard to market access and export commitments that the scope for significant
liberdisation by the EU appears to be limited under current EU palicies. In these areas the
position of the EU after enlargement would seem to be subject to rather extreme bounds of
uncertainty. This will make precise commitments as part of the negotiations extremely difficult
for the EU to define, particularly in areas such as wheet. The ability to meet commitments will
depend upon developments in world market prices together with the response of EU farmers
to changes in those prices and to the liberdisation of the CAP. Specificdly, the EU has to

maeke some assumptions concerning the extent to which the currently planned cuts in

"* Communication from the Commission to the Council and the Parliament’ Com (1999)331 and ‘ EU
Ministers Prepare to Man Farm Subsidies Barricades', Financial Times, 28 September 1999, p8.



intervention prices and the system of compensatory payments will curtall output in the EU. As
we have discussed above recent experience would suggest a very low degree of sengtivity of
output to price reductions.

For the Centrd and Eastern European countries the degree of uncertainty over future output
levels is probably even greater. Farmers in the East are adapting to new market conditions
where prices rather than centrally determined output targets are the principal sgnd. Thus, the
extent to which farmersin these countries respond to changesin prices is likely to be changing
as the trangtion proceeds. In addition, if the response to large changes in price is
proportionately greater than the response to small changes in prices (see Orcutt (1951)) then
accession to the CAP could have a subgtantid impact upon output of certain products in the
CEECs and one that is greater than could be expected on the basis of responses to recent
changes in prices in these countries. In terms of the position of the supply curve in the CEECs,
we discussed above a number of arguments which suggest that the supply curve has shifted
inwards under the transtion and aso reasons why the curve could shift outward as these

countries accede to the EU.

These congderations show that there is considerable uncertainty concerning future production
levels in an enlarged EU. However, mogt andyss suggedts that the CEECs will have an
exportable surplus of most agricultura products by the middle of the next decade. Thus, with
exiding policies, enlargement will make it more difficult for the EU to meet exising
commitments on export subsidies and to define a position on market access and export

subsidiesin the next round of agricultural negotiations.

The above andlyss has concentrated upon the cereals sector, dthough it is gpplicable to a
number of sectors facing Smilar issues. For example, the beef sector reforms appear to be too
conservative. Stocks in the EU reached over 500,000 tonnes in 1998, whilst exports, as the
table above shows, were a the maximum alowed for 1997. The milk sector aso appears to
be particularly problematic since to date it has remained outsde of the reform of the CAP



which will make any concessonsin this area a the WTO impossible, something which will be
compounded by enlargement to the CEECs.

A partid reform of the milk sector in the EU has been postponed until 2005. Thus, reform will
occur after an initia enlargement to Central and Eastern Europe and the EU faces the prospect
of introducing and enforcing the current system of quotas in the CEECs. Thiswill be necessary
to control the export volumes of cheese, butter and SMP, where, as we showed above there
will be problems in meeting existing WTO commitments. The Commission (1998) itsdf has
predicted excess milk production for al five of the first wave CEEC entrantsin 2003 of over 1

million tonnesin totdl.

The introduction of quotasin the CEECs will be difficult and contentious. On the one hand the
EU will impose drict quota limitations, during a period in which the sector will Hill be
undergoing sgnificant restructuring. Thisis particularly important in Poland. On the other hand,
the high prices which will prevall under the scheme will provide a strong incentive for farmers
to produce more, while technica improvements will relentlesdy increase yidds. In Poland the
sector is dill highly fragmented and underdeveloped and yields are consderably below ther
potentia level. For example, yields per cow are gpproximately one third below those achieved
in Hungary and the Czech Republic. If Poland achieves yidds smilar to Hungary after
accession, excess supply of milk products in the CEECs could be as much as 5 times larger

than is currently being predicted by the Commission.

The problem in the milk sector is that quotas need to be strongly enforced to avoid this
increase in surpluses. However, this is completely a odds with an orderly restructuring of the
milk sector in the CEECs. This will be compounded if, soon after having implemented a
system of quotas in the CEECs the EU, under pressure from the WTO, agrees to reform the
sector and dismantle the quota system.  This in turn will bring additiona difficulties since the
associated fal in prices as quotas are removed will probably ental the provison of
compensatory payments. These will have to be provided to dl member dates, including the
CEECs. If compensation were to be provided in full the cost of such a policy would be very



high and of a amilar magnitude to the cereds payments, amounting to perhaps more than 12
billion Euro. Even partia compensation would entail substantial budget outlays.

Conclusions

The EU will enter the next WTO negotiations on agriculture having reformed the CAP for the
second time in the 1990s and with the background of a forthcoming enlargement to Centra
and Eagtern Europe. Both of these issues will make it very difficult for the EU to make
ggnificant concessons towards the demands of other WTO members for continuing

reductionsin export subsidies and in improvements in market access.

Indeed, our very smple andyss highlights that the EU will violate existing commitments on the
volume of subsidised exports unless there is a strong turnaround in world prices for key
agricultural products. The principal problem that the EU faces, is that it has decided upon
piecemed reform of the CAP in terms of partid movements towards world prices together
with partialy decoupled compensation for the implemented price fdls. We suggest that years
of being sheltered from changes in market conditions mean that EU farmers have become
desengitised to reductions in prices. Thus, the fdl in the intervention price in the EU has not
had any sgnificant effect in curtalling output. At the same time the nature of the compensation
scheme appears to be encouraging intengfication of land use and thus generating rising levels
of outpuit.

In the Centrd and Eastern European countries, farmers are in the process of mgor
restructuring and of adapting to new market conditions. Here a substantia increase in price
can be anticipated upon accession to the EU and the CAP. We argue that farmers are likely to
be very responsive to large upward movements in price so that by the time of accession there
will be large exportable surpluses of a number of key agricultura products in the CEECs.
Again thiswill generate problems in meeting exigting commitments and make it very difficult for
the EU to define a credible negotiating position for the next WTO round.



This, dl suggests that a successful conclusion to the next round of agricultural negotiations for
an enlarged EU will require additiona reform of the CAP. There will have to be a much more
bold policy with regard to price reductions, with interna prices having to move to the world
price. Partid price reform has not generated the supply responses that are required for the EU
to meet exiging obligations. In addition, there needs to be a review of the sysem of
compensatory payments in the EU. The raionde for the current approach of partidly
decoupling compensation paymentsis not entirely clear or coherent. The EU needs to consider
more carefully a move to complete decoupling. This then would provide for a Sgnificant move

by the EU at the next round of agricultural negotiations.
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Annex

Table A1 Trendsin EU Imports of Agricultural Products 1995 —1998

Changeinlmport  |Changeinlmport  [ChangeinImport  |Changein Export  |Changein Export  |Changein Export

Vaues (%) Volumes (%) Unit Vaues (%) Vaues (%) Volumes (%) Unit Vaues (%)
Fresh Bovine Meat 11.0 17.7 -5.7 -29.4 -9.2 -22.2
Frozen Bovine Mest 6.2 3.1 3.1 -19.4 -31.7 18.1
Skimmed Milk Powder 29.8 55.0 -16.3 -52.0 -53.5 3.1
Cheese 19.0 52.4 -21.9 59 -15.3 25.0
Other Milk Products 22.0 8.6 12.3 9.5 -3.4 13.3
Whest 28.6 34.9 -4.7 -20.8 -23.7 3.7
Barley -60.6 -63.5 7.8 14.7 32.9 -13.7
Maze -30.7 -48.3 34.0 -1.7 24.8 -21.2
Other Ceresls -25.1 -48.8 46.4 -37.3 -38.6 2.2
All Agricultural Products| 12.8 -6.3 20.4 6.7 -2.0 8.9
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