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Summary

The Common Agricultural Policy (CAP) was founded in the 1950s with price support as the main policy
instrument. Despite massive criticism from both within and outside the EU, price support remains the
backbone of the CAP. This paper argues that the choice of price support was logicd viewed in both historica
and economical perspectives, and gives three reasons for this. First, even though talks on agricultura
integration began immediately after the war, the CAP was a result of general economic integration in Europe
rather than the reason for it. Second, the structure of the CAP was determined by the agricultural policies of
the six founding countries. The third and last reason is related to the economic characteristics of running a
price support system. The six countries together were net importers of agricultural products and could thereby
benefit from import levies. Price support is paid for by the consumers, and European consumers had been
paying high prices for food for a long time. This, together with a high level of economic growth in Europe in
the 1960s, made it easier for the governments to choose this policy rather than a policy based on direct
payments financed by taxpayers that would have put pressure on the national fiscal budgets of the six
countries.
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1. Introduction

From itsinception, the Common Agricultura Policy (CAP) has been under pressure from many
sdes (Fenndl, 1973). The main argument againgt the CAP has beenthe choice of price support
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asthe main policy insrument. Various groups within the European Community have oftenargued
that only dowly if ever will price support result in a Situation where dl the objectives of the CAP
stated inartice 39 inthe Treaty of Rome were achieved. The objectives can be divided into two
groups, thefirg rdatingto farmers' income problems and the second relaing to food supply and
food prices. The income problem, or the farm problem as it is often caled, is well described in
the economic literature which is based on the diagnoss by Theodore W. Schultz in his well-
known book Agriculturein an Unstable Economy (Schultz, 1945). Accordingto the literature,
the best way to solve the farm problem is not by price support but through structural policy
measures that on one hand alow farmers to adjust and on the other hand raise the dternative
savage vaue of ther factors of production so that adjustment is possible! (Cochrane, 1958;
Johnson, 1958; Tweeten, 1989). The main concern in Europe in the 1950s wasto increase the
food supply (Fenndll, 1997). The problem with choosing price support to achieve such agod is
that the objective of ensuring reasonable food pricesis threatened, because the price support is
paid by the consumers. This dilemma could have been solved if deficiency payments? had been
the man policy indrument of the CAP. In addition to price support being a bad choice of
instrument for achieving the objectives, the CAP creates transaction costs, distortionary costs
and negative spill-over effects for the rest of the Community. Various groups outsde the
European Community have argued that price support not only creates problems within the
Community but also creates distortionary costs and negative spill-over effects for countries
outs de the Community and the world economy as awhole. Despite reforms of the CAP over the
years and trade agreements between The European Union (EU) and the rest of the world where
the overdl trend has been a move from price support to direct payments (from coupled to
decoupled support), price support is fill one of the backbones of agriculturd policy in Europe
to day (OECD, 2000a pp.70-82).

This paper amsto establishaframework withinwhichthe CAP canbe understood and
thereby shed light on why the CAP was founded with price support as the man policy insrument
and why price policy remans a leading ingrument of the CAP. The basic idea is that this
framework should hep us understand why long term changesin both the European economy and
the place of agriculturein relaion to the economy as a whole have not resulted inamore radical
change in the CAP in the same way that other Europeaninditutions have evolved over the years.

After a short overview of the agriculturd Situation in some key European countries,

1) For a complete overview of the economic literature concerning the farm problem see Zobbe (2001),
Brandow (1977) and Gardner (1992). The two first deal with literature in the early period that could have
influenced the founding fathers of the CAP, and the latter reviews the whole approach and gives a critique
of it.

2) The British operated this taxpayer-financed support system from 1952 to 1970. Deficiency payments have
the same influence on farm output as price support. The main difference is the source of the payments. With
price support, the consumer pays the difference between the world market price and the institutional price,
whilein the case of deficiency paymentsit is the taxpayer who pays the difference.
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section 2 discusses the connection between genera economic integration and the integration of
agricultura policy in Europe. Section 3 deals withthe early devel opment of the CAP. Section 4
presents anoverview of agricultura policy in Europe beforethe CAP. Section5 givesanandyss
of the economic theory foundation of the CAP with respect to the income probleminagriculture
and the need to ensure secure supplies of food, and presents the economic characteristics of a
price support system. The concluson isin section 6.

2. European Economic Integration and Agriculture

Beforeweturnto European integration, some agricultural indicators for key European countries
are presented in table 1. The messageis clear. Agriculture played a mgor role in the economy
of the 9x founding countries of the EEC inrelationto overal production, employment, and trade.
The lagt column of table 1 illudrates the fact that Holland was the only member of the EEC (6)
with a pogtive net foreign trade balance in agricultural products in the period 1955-59. The
indicators for the UK, another key player in the discusson of integration in the late 1940s and
1950s, show the minor role of agriculture in the overadl economy and demonstrate that the UK
was truly anet importer of agricultura products.

Table 1. Main agricultural indicatorsin some key European countries, 1955-1960.

Agriculture s share Agriculture s share Agriculture s share Net foreign trade
of GDP, of total employment, of total trade, in agricultura
percent percent percent products. in
(average 1955-59) 1960 US$
1955 1960 1955 1960 Export | Import | (V&re0e1955-59)
Begium? 7.9 7.3 9.3 7.6 5.4 17.2 -386.4
Lux. 9.3 7.6 194 16.4
Holland 114 10.5 132 115 33.6 19.6 +310.0
Germany 8.0 6.0 185 14.0 28 329 -2,124.6
France 114 9.7 26.9 224 14.9 29.2 -836.0
Italy 20.7 151 40.0 328 226 20.6 -114.2
EEC (6) 115 9.0 21.2 175 15.9 239
UK 4.8 4.0 4.6 43 6.5 41.8 -4,013.6
Denmark 184 14.4 24.9 21.2 65.7 20.3 +502.2

a) In the last three columns, the trade data for Luxembourg are included in the data for Belgium.
Source: OECD (1969)

Discussons ontheintegrationof agricultura policy in Europe beganimmediady after the Second
World War had ended. Takstook placein The Council of Europe and the OEEC (Organization
for European Economic Co-operation) between seventeen nations, based on proposals from
France, Britain and The Netherlands. In broad terms one can say that there were two important



issuesinagriculturd policy. Thefirst was to ensure the security of food supplies, and the second
wasthe question of security of income for farmers. Theformer had many aspects. Productionwas
low because of the war, and it was essentid to raise productivity and production for three
reasons. People were suffering as result of a decline infood consumption (Foreman-Peck, 1983
p. 270), ahigh leve of dependency on food imports was seen as politica weakness, and findly
foreign currency and especidly dollars were a scarce resource (Hoffmeyer, 1958). The second
issue of farmer s incomes was aso of great importance, because empirica studies showed that
farm incomes were lagging behind incomes in other sectors (OECD, 1961). The negotiations
faled to reach any agreement. The differences between France and the Dutch on one side,
arguing for a supranationa policy and strong community preferences, and the Britishonthe other
Sde, opposing any form of supranationdism and with a strong will to maintain relations with the
Commonwedth, doomed the talks from the beginning (Tracy, 1982). These negotiations on
creating a common policy for agriculture took place between 1952 and 1954 without any
agreement being reached. According to Fearne (1997), the discussions and the find breakdown
of the talks served to idertify the differences between the European countries, at least in relation
to agriculture (Fearne, 1997 p. 12). In 1955 the Minigterid Committeefor Agricultureand Food
was founded under the OEEC with the purpose of using the differences that had been identified
in further talks that could lead to reforms and harmonizations of agricutura policy in OEEC
member countries (Ingersent & Rayner, 1999 p.149).

After the breakdown of negotiations in 1954 it was evident that some countries shared
the same visons of asngle market in Europe, amarket that aso included agriculture. Talks began
between the Sx countries France, Germany, Itay, Netherlands, Bdgium and Luxembourg on
further economic integration. These sx countries had participated inthe European Coal and Stedl
Community (ECSC) since 1951, and this experience, together with the experiences from the
Benelux Union, served as the foundetion of the discussions at a conference in Mesing, Itay in
June 1955. The concluding report from Mesina laid the ground for the European Economic
Community (EEC). Agriculture was only one issue out of many, but in the chapter concerning
agricultureinthe Spark Report it was stated that the establishment of a common market without
agriculture was unthinkable (Fearne, 1997 p. 14). According to Mansholt (1963), there were at
least four good reasons for including agriculture in the economic integration process in Western
Europe. Firdt, there was a practical difficulty in exduding agriculture from being a part of an
integrated market because in practiceit was not possible to draw aclear line between agricultura
and indudtrid products. Second, agriculture played a mgor role in the economies of the six
countries, and inparticular the sharesof total exportsand importsrepresented by agriculturewere
of great importance (seetable 1). Third, the level and the fluctuations of food pricesin anationd
economy are dgnificantly influenced by agriculturd markets and agricultura policy, and are
therefore an essentia cost factor in the non-agriculturd sector. The fourth and last reason for
induding agricultureintheintegrationprocesswas that changes and adjustmentsinthe agricultura



sector are essentia in connection with general economic growth (Mansholt, 1963 pp. 83-89).

The agenda for the six countries was clear: agriculture should be part of European
integration. But it was aso clear after dmost 10 years of negotiations in the Council of Europe
and the OEEC and after Mesina that the actual design of acommon policy would be very difficuit
to agree upon. On January 1st, 1958 the Treaty of Rome between the Six countries came into
force and the EEC became redity. Agriculture was included in the Treaty in very broad terms.
The main reason for this solution was the eagerness of the Sx countries to ensure peace and
gability in Europe by signing the treety. They were not interested inbeing held up by discussons
of complicated agricultura policy issues, or indeed other specific policyissuesfor that matter. The
basi ¢ consequence of this was that the common agricultura policy had to be designed in such a
way that it could be implemented through dready existing European economic indtitutions. In
other words, the Treaty of Rome not only pressured the decisionmakersto agree on a common
policy, but aso put on congraints in relation to time limits and design.

3. The birth and development of the CAP?

Withthe Sgning of the Treaty of Rome in 1957 and the establishment of the EEC on January 1<,
1958, the common agricultura policy came into being. Agriculture was covered inarticles38to
47 of the treaty, but there were no specific guiddinesfor an operational policy. Article 39 of the
Treaty specifies a set of objectives for the Common Agricultura Policy. The policy seeks.

a to increase agricultura productivity by promotingtechnica progressand by ensuring the
rational development of agricultura productionand the optimum utilizationof thefactors
of production, in particular |abor;

b. thus to ensure a far standard of living for the agriculturd community in particular by
increasing the individua earnings of persons engaged in agriculture;

C. to gabilize markets;
to ensure the availability of supplies;
to ensure that supplies reach consumers at reasonable prices.

Other important points are stated in articles 40 and 43. Article 40 says that the common
agricultura policy should be implemented in stages during a five-year trandtion period starting in
1962. Artide 43 placesthe responsihility for designingthe actua policywiththe Commission, and
the explicit deadline set istwo years.

Asmentioned earlier, the real discussionof the design of the CAP began after the EEC

3) This paper can only give a short overview of the Common Agricultural Policy. For a more detailed
description of this complex policy see Ritson & Harvey (1997) or Tracy (1996). For the complete story of the
historical events see Fearne (1997) or Fennel (1997).



was edtablished. In the summer of 1958, ddegations induding politicians, dvil servants and
representatives of farm and food industry organizations from the six member countries met with
the new Commissionin Stresa, Itay to outline the problems that were facing agriculturein Europe
and the means by which they could be resolved (Tracy, 1994). The condusons drawn at Stresa
canbe summarized asfollows. First, agriculture should continue to be apart of the overdl genera
economic strategy of the Community. Second, intra-Community trade in agricultura products
should be protected againgt digtortions from the world market. Third, a system of market
organization based on price support should be designed which, working in close relation to
structural policy measures, could ensure the optimal use of production factors. Fourth, the family
farm should be the cornerstone of European agriculture; and findly and fifth, it was believed that
price support inconnectionwithstructural policy would maintainfarmers incomereaive to other
groups in the economy (Fearne, 1997 p. 16). According to Tracy (1994) and Fearne (1997),
the crucid issue at Stresawas structura policy. The Commissionpointed out again and again that
price support without any form of structura policy would never result in the achievement of the
most important objective concerning famers’ income®. It was also argued that the policy would
create a wide range of problemsfor the Community in the long run. The delegetions from the
vaious countries had differing views about this, because of the different structures and
organizetions of farms (Tracy, 1994; Fearne 1997 p 16-17). In 1960 the Commission presented
the proposal for the CAP (European Commission, 1960). The proposd included the following
three principles for the common policy:

a free intra-community trade: no barriers to trade in agricultura products between the
member States;

b. Community preference: suppliers from within the Community were to be given
preference in the market over those from outside the Community;

C. common finanaing: funding for the CAP would be through a European budget for al

revenues and expenditures generated by the palicy.

The proposal was implemented, more or less, in the course of the 1960s. A tariff union was
created to ensure a common market based on free trade for agricultural products between the
sx countries. All agricultura products weregiventhaeir own market organizations withinditutiona
prices. The market price on the interna market was to be stabilized through a system of
intervention. In order to maintain the (high) prices at dl times, the market organizations were
combined with asystem of variable import leviesand export restitutions. In connectionwith this

4) Even though it is not very clear for the period around the creation of the CAP, it becomes obvious in 1968,
when the Commission presented a proposal for the missing structural policy (European Commission, 1968),
that the Commission were very much under influence of the early economic literature dealing with the farm
problem approach mentioned in section 1. For an analysis see Zobbe (2001).
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system, a Community preference was introduced to further protect the farmers in the six
countries. The principle of common financing meant that dl costs and benefits of the CAP were
amatter of common interest and were to be handled through the Community budget. After a
period of trangtion, the CAP was fully implemented in the late 1960s. The ingtitutiona pricesfor
some of the mgjor products can be seen in table 2. The high price levels were aresult of along
and hard negotiation process between the sx countries, and represented an asymmetric
compromiseinthat primarily Germany and Luxembourg had argued strongly for converting ther
price levds into Community price levels, Snce these countries saw high prices as a necessity in
order to securethe futureof smal and inefficient farms. Viewed in the light of today one can see
that inthis casehistory matters, because products withthe highest protectionleves, suchas sugar
and butter, are gtill among the mogt senditive issuesin internationd agricultura policy.

Table 2. Pricesfor certain agricultural products in the EEC compared with world price levels, 1967/68%

Product EEC common price World market price (1) asa%age of (2)
UC/100 kg. (1) UC/100 kg. (2)

Soft wheat 10.7 5.8 185
Hard wheat” 16.1 8.1 200
Husked rice 18.0 15.3 117
Barley 91 5.7 160
Maize 9.0 5.6 160
White sugar 223 51 438
Beef 68.0 38.8 175
Pig meat 56.7 38.6 147
Poultry mesat 72.3 55.0 131
Eggs 51.1 38.7 132
Butter 187.4 47.2 397
Olive oil 1156 69.8 166
Oil seeds” 20.2 10.1 200

a) reference period differs for various products
b)including direct production aids

¢) wholesale entry price

Source: Fennel (1997)

Another CAP issue, structurd policy, became the respongibility of the nationd governments after
samilarly difficult negatiations. In thisarea, the politica will to reach a compromise was hard to
find. The only condraint that was put on structural policy committed the member countries to co-
ordinate nationd structural policy ona Community levd. The Commission would not accept this.
They persisted in the idea that a common structura policy working together with price support
was the ided solution. In 1968 they presented a proposal for a structurd policy reform of the
CAP in COM (68) 1000 (European Commission, 1968).The ams of the policy were to
implement measures that could ease structural adjusment in European agriculture, firdly by
heping farmers to withdraw from agriculture through finding dternative occupations or taking
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ealy retirement, and secondly by reducing the quantities of farms, land and dairy cows in the
agricultural sector in an effort to decrease overal production. However, European farmers and
key pdliticians in the mgority of EEC member countries were not ready for structural policy
reformsin the 1960s. According to Tracy (1976), the proposa provoked violent opposition in
faming circdes throughout the Community. The opposition was concertrated around the
proposals for reducing amounts of agriculturd labor and agriculturd land, and the overdl
suggestion that the creation of large farm units should be the solution to Europe’ s agricultural
problems (Tracy, 1976 p. 14). A watered-down versionof the plancame intoforcein 1972, but
because of the economic recession in Europe it made only a smdl impact (Tracy, 1984 p. 310-
311).

4. Agricultural Palicy in Europe before the CAP
Agriculturd policiesinthe 1950s inthe founding nations of the CAP naturaly played amgor role
inthe process of designing a common policy (Munk, 1994 pp. 112-113; Fearne, 1997 pp. 21-
33; Ingersent & Rayner, 1999 p. 152). Policy objectivesand indrumentsinthe Sx countriesare
summarized in table 3. The objectives of the agricultura policies in the Sx countries were very
amilar, ancethey dl covered productionand income. Thetermstructural policy coversvaious
typesof measures. According to OEEC (1956), the maintype of farmin Europe at that imewas
afarly smdl-scae family-owned farmwhich had structura problems to agreater or lesser extent.
In Itay and Germany the rurd infrastructure had been damaged by the war, and in the other
countries there were dso indications of a long period of neglect of the infrastructure. Another
reason for different structurd policy gpproaches was the different patterns of economic
development among the 9x countries (Tracy, 1982 pp. 5-17). Increased production through
increased productivity was seen as the solution to the farmers income problem, and in dl Sx
countriesa price policy combined with different structura policy measures was chosen asthe
way to obtain this god. In Bdgium, France, Germany and Luxembourg the policy was
implemented through market organizations for the main products, with governments intervening
in the market to obtain a higher price than the world market price. In the Netherlands the
government only intervened in the market to maintain stable prices. In Italy therewas no explicit
price palicy, though there was an implicit one, in that the state controlled al the trade in
agriculturd products. When one reads in the literature (OEEC,1956, 1957 and 1958) about the
policies of the timeinthe Sx countries, it is easy to see how a CAP based on price support as the
main instrument must have looked extremdy smple to the decison-makers in the early 1960s.
The higtorical foundation of agriculturd policies in the Sx countries went back to the
ariva of cheap overseas grain that flooded Western Europeinthe 1880s. The various European
countries responded differently to this supply shock; this was for two reasons, according to
O’ Rourke (1997). Firgt, the chegp grain generated different price shocksingrain-exporting and
gran-importing countries; and second, even identica price shocks would have had different
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effects on income didtribution in different countries, due to the different roles played by grain
productionand agricultureinthe genera economies of thesecountries(O’ Rourke, 1997 pp.798-
799). The theoreticd rationde for this is a Imple textbook sector-specific factor model that
assumes two sectors, Agriculture and Industry. Agriculture producesfood using land and labor.
Industry produces manufactured goods usng capital and labor. Food is an import good, and
manufactured items are an export good. Labor is mobile between sectors, and land and capita
isimmohbile between sectors. The impact of cheap overseas grain in thismodel causes adropin
the grain price, which leads to areductionof the labor force in agriculture. The workers migrate
to the towns, nomind wagesfdl and Industry expands. The income distribution consequences of
this are clear: owners of capital gain and owners of land lose. The obvious policy implication,
according to O’ Rourke (1997), wasthat landownersinthe 1880s should favor agriculturd tariffs
and capital owners should favor free trade (O Rourke, 1997).

Table 3. The situation of agricultural policy in member countries before membership of the CAP

Country Policy objectives Policy regime

Belgium Make farm incomes secure primarily (High)price policy and import controls.
through migration of farm labor.

France Increase farm production to maintain farm (High)price policy through market
incomes and balance of payments organization with import controls and
equilibrium. export subsidies.

Germany Increase farm production through higher (High)price policy combined with
efficiency to maintain farm incomes and structural policy.
ensure fair food prices for consumers.

Improve rural infrastructure.

Italy Increase farm production, raise State engaged in both domestic and
productivity and promote land reformsto international trade. Structural policy ina
maintain farm income. broad sense including credit facilities for

all farmers but specially those in the
south.

L uxembourg Increase productivity and production to (High) price policy (certain price levels
maintain farm income. could not be exceeded) through market

organization with import controls.
Structural policy.

Netherlands Creation of such conditions as would Price policy and import controls and
enable agriculture to contribute in the export support. Structural policy in the
largest possible way to the national broad sense.
wesdlth. Price stability.

Note: From 1955 the three Benelux countries (Belgium, Netherlands and Luxembourg) took a joint decision
to harmonize their agricultural policies over a seven year period.
Source: OEEC (1956, 1957 and 1958).

Other mgjor influences over the years have been the great depression of the 1930s, when the
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agricultura sector in Europe redly was down on its knees, and then of course the two world
wars, with war economies and serious structura damage to the heartlands of Europe. For an
overview of the impact of these events on agricultural policy in Europe, see Tracy (1976). The
result was that the road chosen was paved with protection and price support, and subsequent
eventstells us that this path was hard to leave.

Even though it is not possible inthis paper to give afull description of the foundation of
the policy in dl Six countries, it is necessary to devote some space to a discussion of France. In
the economic literature dealing with the creation of the CAP there is a strong consensus that
France was the leading agricultura economic power in Europe at that time, and that France was
the maindriving force in the process of designing acommonpolicy for agriculture®. The latter has
something to do with the power struggle between France and Germany. According to Grant
(1997), it was in the interests of France to ensure that the German market was open to ther
agricultura products; only if thiswas possible would France open up its markets for indudtrid
products from Germany (Grant, 1997 p, 63). In the 1880s France decided to take the road of
protection in order to defend its farmers from the influx of chegp overseas grain. According to
Tracy (1982), agriculture in large parts of the French countryside in the latter part of nineteenth
century was at the level of subsistence faming usng traditiond methods, there was low
productivityand little contact withthe market outside France. The rura populationhad agenerdly
low level of education; there was widespread illiteracy, and standards of livingwerelow (Tracy,
1982 p. 66). In 1871 around 50 percent of the French labor force was employed in agriculture
(O'Rourke, 1997 p. 792), and the industrid revolution in France, the start of which is generaly
dated to 1861, played no particular role for the agricultura sector at thistime in history. There
was only limited opportunity for the peasants to better thelr Stuation by migrating to the cities
(Tracy, 1982 p. 67). The industria sector had little usefor cheap unskilled labor and had little to
offer the farm sector in relaion to technology. The case of Francefits perfectly into the policy
conclusions of O’ Rourke mentioned above. The First World War had left France with mgor
problems for the agricultura sector, due to damage to the land and the infrastructure. During the
1920s there was great discusson about the tariff policy established in the 1880s and the
relationship of this to the needed kick start to the indudridization process, which was dow in
France. The main farm organizations clamed that indudtridization would mean low levels of
protection for agriculture, and its consequent decling; and since agriculture was essentia to
France, its decline would mean the decline of the nation (Tracy, 1976 p. 3).The French policy
of protecting agriculture survived throughout the period until the creationof the CAP because of
the great depresson, World War Two and strong French farm fundamentaism in many circles,

5) Even though the Netherlands had a more market-oriented approach than the other five countries, they
could not shift the official French viewpoint about the design of the CAP. If the UK had continued to play
arole in the debate the Netherlands might have been able to play adifferent role in the process.
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5. The economics of agricultural policy and the choice of policy regime
Asmentioned in the introduction, the five objectives of the Common Agricultural Policy (outlined
in section 3) can be divided into two broad groups, concerned with production and income
respectively. The first group includes productivity, market stabilization and the availability of
supplies. The second group concerns ensuring a reasonable income for farmers on the one hand
and a supply of food products for consumers at reasonable prices on the other. According to
basic economic policy theory, two objectives demand two or more policy instruments. The
Commissionpresented their ideal proposals for the CAP in 1960 in COM (60) 105 and in1968
in COM (68) 1000, and the two plans introduced price support and structura policy as the two
magor instruments of the CAP. The former was seen as the best solution to ded with the desire
to increase agricultura production and gabilize markets, while the latter was seen as the best
solutionfor increasing productivity and ensuring areasonable level of income for farmers. Inthe
following, the dterndtive to price support, deficiency payments, will be compared with price
support. The characterigtics of both instruments are shown in figure 1. Both diagramsinfigure 1
shows supply and demand curvesfor agricultura productsina net-importing country in asmple
price/quantity framework. Theinitia point of departure is the price, p, which gives the supply gs
and the demand qd. The distance between the two is the level of imports needed. Let us firg
congder the price support solution.

Price Support Deficiency Payments
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Figure 1. The effects of the implementation of price support and deficiency payments on the market for
agricultural products in alarge net-importing country.

The government sets the indtitutiond price p and that increases productionto q s and decreases
demand to g d. Another effect is a decrease in imports to the amount g sq d. In order to
control thisinterna price independently of influence from the equilibrium price (world price), a
gystem of trade barriers must dso be implemented. In the case of deficiency payments, on the
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other hand, the government sets atarget price p at the leve they want the farmer to receive for
his products. This target price increases production to g s. The equilibrium price, p, is 4ill the
market price, and consumersdill buy gd. Inthis case thereisadecrease in imports to the amount
q sqd.

Table 4 summarizes the welfare economic effects of the two instruments. In both cases
the producers gain the same amount, the area A. In the Stuation with price support thisgainis
financed by the consumers, since they pay a higher price than the equilibrium price for their food
products. The consumer loss isthe area A+B+C+E. Because of the import levy the government
gans C, and in asense dso the areas F and G, because the amount of (scarce) foreign currency
needed for imports decreases. The net |oss, or the welfare economic | oss, of implementing aprice
support policy is B+E. In the deficiency payments case the producers gain is pad by the
taxpayers, because the difference between the target price and the equilibrium priceistransferred
directly to the farmers from the fisca budget. The taxpayers lossis A+B. Again, theincreasein
production produces a decrease in the use of foreign currency due to areduction in imports, in
this case the areaF. Thewdfareeconomic effect of implementing deficiency paymentsis B. Figure
1 does not show the effects of the internal policy on the world market, but because of the size of
our country, the increasein production pushes the world market price down. In the first case this
means that consumers have to pay a larger amount in price support; in the case of deficiency
payments it actually means that consumers benefit from lower prices, but it aso means that the
amount directly transferred fromthe state to the farmer increases. Bothingrumentstransfer money
to agriculture and increase production. The main differences are the control of the market price
in the price support regime and the type of financing. The choice of price support thus dlows the
CAP to help with respect to both the production objective and the income objective (at least in
the short run). The financia aspect will be dedt with later, but it is clear that price support hasthe
beneficid effect of creating revenue for the fisca budget, while the effect of raisng consumer
prices causes adecline in demand for importsand thus brings about a greeter increase in foreign
currency reserves (F + G) than is the case with deficiency payments (F).

Table 4. Wefare economic effects of the implementation of price support and deficiency payments on the
market for agricultural productsin alarge net-importing country

Price Support Deficiency Payments
Producer Gain A A
Consumer Loss A+B+C+E
Taxpayer Gain C
Taxpayer Loss A+B
Net Loss B+E B

The second instrument of the Commission’sided CAP was structurd policy amed at reducing
the quantity of farmers, land and cows. To understand the logic of the Commission’s proposas
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and the ability of thisinstrument to provide good income for farmers and increase productivity, it
is necessary to study the economic background of the so-cdled income problem in agriculture,
whichwas briefly touched upon in section 1. In the economic literature this is known as the farm
problem approach, and a Smple mode of the farm problem (Gardner, 1993 pp. 63-67) is
illugrated in figure 2 below. The symptoms of the farm problemare, according to Schultz(1945),
the low earnings of farm people reative to others in the economy, and the great ingtability of
income from farming from year to year (Schultz, 1945).The farmproblemisavery complex one.
For economists, the problem concerns the misallocation of resources, or in other words the use
of too many resources producing farm products redive to other goods and services. To the
farmer, the problem is a paradox because, despite hard work and large capitd investment, the
result is a low and ungable income (Hathaway, 1963 p. 81). The agricultural market is
characterized by indastic supply and demand curves, showninfigure2 by Sand D respectively.
Thecharacterigticsof the nature of the agricultura supply curve can be summerizedinthree points:.
firgt, the high degree of dependence of agriculturd production on biologica and climate-related
factors (Johnson, 1950 and 1958); second, the organization and structure of farms that make
agricultura supply fairly independent of variation in prices (Schultz, 1945 and 1953) — the most
important argument in this case being that the dternative use of the factors of production in
agriculture is of little use elsewhere and therefore they have a high degree of fixity (Johnson,
1958)); and third, the influence of genera developmentsin the overal economy and technology
(Schultz, 1945; Cochrane, 1958), which leadsto an increase in productivity and aworsening of
the terms of trade for agriculture in response to economic growth. The indastic nature of the
demand curveis dueto Engd’slaw and the fact that food is a necessity good.

P ’
A D S S

> q

qa q

Figure 2. The Farm Problem modd showing the market for agricultural products, with the characteristic
inglastic supply and demand curves. Over time the demand curve will not move much, because of low
population growth and Enge’s law. The supply curve moves over time due to technologica developments,
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and thiswill put pressure on overall farm income.

According to Cochrane (1958), the root of the problemis the long-run race between aggregated
demand, driven by dow growth in population, and aggregated supply, driven by the
implementation of new technology by farmers to lower total costs of production. To illugtratethis
infigure 2, demand D is fixed . Technology developments move Sto S and therefore increase
production from g to g, which makesthe price p fdl to p . Farmersimplement new technology
to reduce costs because the price is given, and therefore every time the price drops they
implement new technology. The farmer is thus trapped ona treadmill. Cochrane (1958) seesthe
implementation of technology as a dynamic process and therefore not dl farmers benefit to the
same degree fromit. Thosewho hesitate are not able to maintain their income. In aworld likethis
some farmers will dways gain more money, the mgjority will mantain their satus quo, and the
laggard will lose money. On average, the overal income from agriculture will dways be under
pressure (Cochrane, 1958 pp. 85-107).

According to the old approaches to the farm problem, the solution to the income
problem is structura policy measures that hdp the laggards to leave agriculture, combined with
amarket-oriented price support policy (Johnson, 1947; Cochrane, 1958). This canbe achieved
by means of early retirement schemes or by rasng the famers dternative value outside
agriculture through education, and by providing job opportunities in the urban sector through
macroeconomic policy ingenerd. The proposds from the Commisson in COM (68) 1000 fitted
in perfectly with thisidea. This view was dso shared by the OECD (Organization for Economic
Co-operation and Development) in two reports from 1961 and 1964, where structura policy
measures to increase the mobility of factors of production in agriculture were recommended to
solvetheincomeproblem (OECD, 1961 and 1964). Asmentioned earlier, the politica will anong
the ministers of agriculture in the Sx member countries to implement a common structura policy
was lacking, due to the different approaches to structura policy (Fennell, 1997 pp. 38-39)
mentioned in section 4. Another mgjor factor in the rgection of a common structurd policy was
the financid aspect, because cd culaions showed that such a policy would have to be very costlly
if it were to succeed. The choice of price support without any kind of structurd policy to ease
adjustment is not a sound policy inthe long run. Suchapolicy creates overproduction and brings
no solution to the farm problem and hence none to the income problem. In more modern
economic literatureaddressing the income problem, structura adjustment policy is seenastheonly
solutiorf (Tweeten,1979 and1989; Gardner, 1987).

Findly, let us consder discuss the choiceof price support asthe main instrument of the
CAP from the perceptive of the decison-makers in the EEC around 1960. In the light of the
Commission’s proposals and the strong foundation of those proposals in agricultura economic
literature, the question of why a price support mechanism was chosen is of consderable

6) For an analysis of why key agricultural economists changed their policy recommendations for solving the
farm problem see Gardner (1996).
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importance in the understanding of the Common Agricultural Policy. To answer this question we
must consider the finanding of the CAP, which operates through higher prices for agricultura
products in the European market rdative to the world market and a common EEC budget based
on the principle of financid solidarity. The European economies had just recovered from along
and turbulent period of depressionand entered a period with prospects of high economic growth
which were unique in higtory. Agricultureinthe 1950s and in the beginning of the 1960s was ill
amgor part of the general economy in Europe with respect to itsshare of GNP and employment
(see table 1). Theided working of the price and market policy and of the common budget was
seen as being that in the beginning, when the EEC was a net importer of most agricultural
products, the CAP would generate revenue for the budget and therefore be able to pay for export
restitutions for products where the EEC was a net exporter. Empirica studies summarized in
Neville-Rolfe (1973) indicate that by switching transfers to farmers from the nationa budget to
the EEC budget, countries such as Germany and France saved money that could then beusedin
other sectors of the economy (Neville-Rolfe, 1973 pp. 21-22).

Table 5. Implications of fiscal transfer to farmers in the EEC in 1967 if the EEC level of support was
renationalized and changed from a price support regime to a direct support regime

GDP Agriculture s share of Total tax Tax revenue needed to
inbillion GDPinhillionUS$ revenue finance fiscal transfers
uss inbillion to farmers
Total whereof uss Billion Increase
support® Uss$ needed in
percent

France 99.4 8.1 41 345 38.6 11.9
Holland 205 15 0.8 7.2 8.0 111
Belgium 17.1 0.9 05 5.8 6.3 8.6
L uxembourg 0.6 0.0 0.0 0.2 0.2 -
Germany 107.6 5.1 2.6 30.3 329 8.6
Italy 62.0 7.9 4.0 20.0 24.0 20.0

a) According to two studies, the amount of support in 1966/67 in the EEC was around 50 percent of the total
value of agricultura production.

Sources: Statistical Office of the European Communities (1970), OECD (2000b), Gulbrandsen & Lindbeck (1969)
and Vandevalle & Meeusen (1971).

Another explanation of the choice of price support, based on the same line of argument, is a
counterfactua one. If deficiency payments had been chosen as the main instrument of the CAP,
the fiscd trandfers to farmers would have beenlarge; this might have resulted in higher taxes that
could have created distortions in the economies of the EEC countriesand perhaps dampened the
growth process. Both Gulbrandsen & Lindbeck (1969) and Vandevdle & Meeusen (1971)
edimatethe total tranfersto EEC farmersin 1966/67 to be around 50 percent of the total vaue
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of production. In France the tota vaue of agriculturd production in 1967 was around US $ 8
billion. This means that the French government would have hed to transfer US $ 4.1 billion from
the fiscal budget to the farmers. This amount equas 4 percent of GNP in France in 1967, or in
other words would have required an increase in the total French tax revenue of 11.9 percent
(Statistical Office of the European Communities, 1970 p.17; OECD, 2000b). Table 5 summarizes
these counterfactua atisticsfor dl EEC countries. During the 1960s, with high economic growth
ratesin Europe, the growth of wagesin rea terms more than offset the rising food prices due to
the implementationof the CAP in the same period (Fenndll, 1973 p. 6), and this helped to avoid
the policy attracting public criticism. The characterigtics of the financid aspects of the CAP,
together with the smplicity of the policy in regard to the low leve of transaction costs needed to
operate such aregime, must have made it easy for the decision-makers to reach an agreement.

6. Conclusion

The Common Agriculturd Policy officidly came into force on January, 1 1958 as a part of the
Treaty of Rome. The policy was actudly implemented throughout the 1960s. Sincethenthe CAP
has been under pressure, for many reasons. The core of the criticism has often been centered
around the choice of aprice and market policy asthe main ingrument of the commonpoalicy. The
conclusion of this paper is that viewed in both economic and historica perspectives, the choice
of price support as the main policy instrument was alogicd one.

The fird argument for this is that the CAP was a result of the genera economic
integrationin Europe rather than the reason for it. Even though talks on an integrated agriculturd
policy began in Europe just after the end of the Second World War and continued for years, it
was clear to decison-makersthat it was going to be very difficult to reach any consensus about
the design of a common palicy. The Treaty of Rome was sgned in late 1957 to ensure that the
integration process would take place and aso to ensure generd politica stability in the region.
Artide 39 stated the objectives of the CAP and article 43 placed responsibility for designing the
actud policy with the Commission. The deadline was two years. This mugt have created some
pressure on the Commission, and they therefore delivered their proposa in two stages. Thefirst
of these, put forward in 1960, presented a policy based on a price and market policy. This must
have seemed farly Imple and straight-forward to the agricultura decision-makers of the day, and
it was easy to find a consensus in favor.

The second argument is part of the former argument. The CAP was determined by the
agriculturd policies of the 9x founding countries. The higtorica foundation of these policies goes
back to the influx of cheap overseas grain that flooded Western Europeinthe 1880s. Other mgor
influences over the years have been the great depression in the 1930s and the two world wars.
The objectives of the agriculturd policy in the Sx countrieswere very Smilar to those which later
became the objectives of the CAP, in that they dl congdered production and income. The main
type of farm in Europe after the Second World War was afairly smal-scde family-owned farm
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which had structura problems to a greater or lesser extent. Increased production through
increased productivity was seen as a solution to the farmers income problem. In dl the six
countries, aprice policy combined withvarious structural policy measures had been chosenasthe
meansto achieve this god. The reasons for the differences in structural policy approaches were
the different patterns of economic development among the Six countries.

The third argument has to do with the finandia aspects of a price and market policy in
connectionwitha common budget. Inthe proposals for the CAP made around 1960, it was easy
for the paliticians to see that the CAP would create revenue for the common budget through
import leviesaslong asthe EEC was anet importer of most agriculturd products. It was also easy
to see that the consumers would not create problems even though they were paying for it al,
because it was believed that the economic growth would generate growth in income inreal terms
inthe implementation period of the CAP that would offset the food priceincreases. The dternative
to price support would have been deficiency payments, and had that indrument been chosen it
would have dampened economic growth because of the digtortions created by taxes raised to
creste revenue to transfer to the farmers.

References

Brandow, G. E. (1977). “Policy for Commercid Agriculture, 1945-1971". InMartin(eds). “A
Survey of Agriculturd Economic literature Volume 1. Univeraty of Minnesota Press
1977. Minnegpolis. pp. 209-292

Cochrane, W. W. (1958). “Farm Prices — Myth and Redity”. Univeraty of Minnesota Press
1958. Minnegpolis. pp. 1-186.

European Commission (1960). “Proposds for the Working Out and Putting into Effect of the
Common Agricultura Policy in Application of Article 43 of the Treaty Egtablishing the
European Economic Community”. DG VI/COM (60) 105. Brussls.

European Commission (1968). “Memorandum of the reform of agriculture in the European
Community”. DG VI/COM (68) 1000. Brussdls.

Fearne, A. (1997). “The Higtory and Devedopment of the CAP 1945-1990". In Ritson &
Harvey (eds). “The Common Agriculturd Policy”. CAB Internationd 1997.
Waelingford.

Fennell, R. (1973). “The Common Agriculturd Policy: A Synthesis of Opinion”. Center for
European Agriculturd Policy Studies, Wye College (Universty of London) 1973.

Fennell, R. (1985). “Reconsideration of the Objectives of the Common Agricultura Policy”.
Journa of Common Market Studies, No. 3. 1985.

Fennell, R. (1997). “The Common Agricultura Policy — Continuity and Change’. Clarendon
Press 1997. Oxford.

Foreman-Peck, J. (1983). “A Higory of the World Economy — International Economic

17



Reations since 1850". Harvester Whestsheaf 1983. London.

Gardner, B. L. (1996). “Why Experts on the Economics of Agriculture have Changed their
Policy Tung’. In Antle & Sumner (eds.). “Papers in Honor of D. Gade Johnson. The
Economicsof Agriculture Volume 2. The University of Chicago Press 1996. Chicago.

Gardner, B. L.(1992). “Changing Economic Perspectives on the Farm Problem”. Journa of
Economic Literature March 1992 Volume XXX Number 1. pp. 62-101.

Gardner, B. L. (1987). “TheEconomics of Agricultura Policy”. Macmillan Publishing Company
1987. New Y ork. pp. 345-376

Grant, W. (1997). “The Common Agricultura Policy”. The EuropeanUnion Series. Macmillan
Press Ltd. 1997. London.

Gulbrandsen, O. & A. Lindbeck (1969). “Jordbruksnaringens ekonomi”. Industriens
Utredningsingtitut 1969. Stockholm.

Hathaway, D. (1963). “Government and Agriculture - Economic Policy in a Democratic
Society”. The MacMillan Company 1963. New Y ork. pp. 1-180.

Hoffmeyer, E. (1958). “Dallar Shortage and the Structureof U.S. foreign trade’. North-Holland
Publishing Company 1958. Amsterdam.

Ingersent, K. A. & A. J. Rayner (1999). “Agriculturd Policy in Western Europe and the
United States’. Edward Elgar 1999. Northampton.

Johnson, D. G. (1947). “Forward Prices for Agriculture’. The University of Chicago Press
1947. Chicago.

Johnson, D. G. (1950). “The Nature of the Supply Function for Agricultura Products’.
American Economic Review September 1950

Johnson, G. L. (1958). “ Supply Function — Some Facts and Notions’. In Heedy et d. (eds). “
Agriculturd Adjustment Problems in a Growing Economy”. Rhe lowa State College
Press 1958. Annes.

Mansholt, S. (1963). “Regiond Agreements for Agriculturd Markets’. Proceedings of the
Eleventh Internationa Conference of Agricultura Economics. Oxford University Press
1963. London.

Munk, K. J. (1994). “Explaning Agriculturd Policies’. In European Commission (eds.). “EC
Agricultura Policy for the 21st Century”. EuropeanEconomy, Reportsand StudiesNo.
41994, Brussls.

Neville-Rolfe, E. (1973). “Food and Agriculture in the Common Market — Political and
Economic Aspects’. The European Research Bureau 1973. Oxford.

OECD (1961). “Trendsin Agriculturd Policiessince 1955”. Fifth report on agriculturd policies
in Europe and North America. Organization for Economic Co-operation and
Development 1961. Paris.

OECD (1964). “Low incomes in Agriculture’. Organisation for Economic Co-operation and
Development 1964. Paris.

18



OECD (1969). “Agriculturd Statistics 1955-1968". Organization for Economic Co-operation
and Development 1969. Paris.

OECD (2000a). “Agricultura Policies in OECD Countries — Monitoring and Evauation”.
Organization for European Co-operation and Development 2000. Paris.

OECD (2000b), “Revenue Statistics of OECD Member Countries 1965-1992”. OECD 2000.
Paris.

OEEC (1956). “Agriculturd Policies in Europe and North America — Firs Report of the
Minigterid Committeefor Agricultureand Food” . Organisationfor European Economic
Co-operation 1956. Paris.

OEEC (1957).“ Agriculturd Polices in Europe and North America, Priceand Income Policies—
Second Report of the Ministerid Committee for Agriculture and Food”. Organisation
for European Economic Co-operation 1957. Paris.

OEEC (1958)."Agricultura Polices in Europe and North America — Third Report of the
Minigterid Committeefor Agricultureand Food” . Organisationfor European Economic
Co-operation 1958. Paris.

O Rourke, K. H. (1997). “The European Grain Invasion 1870-1915". Journa of Economic
History, No. 57. 1997. pp. 775.801.

Ritson, C. & D. R. Harvey (1997). “The Common Agriculturd Policy”. CAB Internationa
1997. Wdlingford.

Schultz, T. W. (1945). “Agriculture in an Ungable Economy”. Committee for Economic
Development Research Study. McGraw-Hill Book Company, Inc. 1945. New Y ork.
pp. 1-272.

Schultz, T. W. (1953). “The Economic Organization of Agriculture’. McGraw-Hill Book
Company, Inc. 1953. New Y ork.

Statistical Office of The Eur opean Communities(1970). Y earbook of Agriculturd Satistics
1970". Brusss.

Tracy, M. (1976). “Fifty Years of Agriculturd Policy”. Journa of Agriculturad Economics 1976.

Tracy, M. (1982). “Agriculture in Western Europe — Challenge and Response 1880-1980".
Granada 1982. London.

Tracy, M. (1984). “Issues of Agriculturd Policy in a Historica Perspective’.  Journd of
Agricultural Economics 1984.

Tracy, M. (1994). “The Spirit of Stresa’. European Review of Agricultura EconomicsVal. 21
No. 3/4 Mouton de Gruyter1994. Amsterdam.

Tracy, M. (1996). “ Agriculturd Policy in The European Union— and other Market Economies’.
APS— Agricultural Policy Studies. AGRA FOCUS 1996. Brusss.

Tweeten, L. G. (1979). “Foundations of Farm Policy”. Second Edition, Revised. University of
Nebraska Press 1979. Lincoln.

Tweeten, L. G. (1989). “Farm Policy Andyss’. Westview Specia Studies in Agricultural

19



Science and Policy. Westview Press 1989. Boulder. pp. 1-389.

Vandewalle, G. & W. Meeusen (1971). “A Comparison between the Support given in
Agriculturein the US and the Community”. Commission of the European Communities
1971. Brussdls.

Zobbe, H. (2001). “Den tidlige teoridannelse omkring landbrugets indkomstproblem samt
pavirkningenaf den fadleslandbrugspolitik i Europa’ . Unit of EconomicsWorking Paper
2001/2. KV L. Frederiksberg..

20



