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The EU Trade Commissioner and the US Trade Representative on 10 and 12 October made apparently impressive proposals to reduce their trade-distorting agricultural domestic supports, and asked developing countries to make parallel offers to open their markets in services and non agricultural products. On 28 October, the EU made new comprehensive proposals, with only minor adjustments to its 12 October proposals on the
domestic support components.

Peter Mandelson has proposed to reduce by 70% the EU total AMS ("Aggregate
Measurement of Support") as well as its "overall trade distorting support" - a
concept encompassing total AMS plus the de minimis supports plus the blue box -
and has agreed that these two reductions should be limited at 60% for the US. The
"de minimis" supports should be cut by 80% for all developed countries.

However, contrary to its 12 October proposal when it agreed on the principle to
reduce its blue box subsidies below the 5% ceiling of the value of EU agricultural
production, prescribed by the Framework Agreement of 31 July 2004, the EU now
says that "lowering the 5% overall ceiling" is not possible.

On the other hand, the EU stresses the necessity "to develop disciplines to govern
the new Blue Box in order to avoid that highly trade-distorting payments are
moved into this new box without significant changes", which refers clearly to the
US counter-cyclical payments.

These proposals would not challenge the common agricultural policy (CAP) at
least as viewed from Brussels and would even leave space to increase significantly
all domestic trade-distorting supports.

In our estimate, the EU proposals, while portraying big cuts in the allowed levels
of supports, would in fact enable the EU to have the space to increase its overall
applied or actual levels of supports as compared to the levels it has already
planned to have, including under the CAP reforms.

If the EU proposals are accepted, the EU would not be obliged to reduce its
applied total trade distorting agricultural domestic supports beyond what it has
been mandated or already planned to do. Indeed, it would have the space to be able
to increase its total support by Euro 9.5 billion, made up of Euro 1.4 billion for the
AMS or amber box, Euro 2.8 billion for de minimis support and Euro 5.3 billion
for the blue box support.

However, on 28 October, the EU also committed itself to reduce by 70% its
"overall trade distorting support", i.e. the sum of allowed total AMS + de minimis
+ blue box, which should therefore be reduced from $110 billion (67.2 + 23.7 +
19.0) to Euro 33 billion. As its applied overall trade distorting support would be
Euro 26.8 billion, its margin of increase would in fact be Euro 6.2 billion, which is
still substantial.

In addition, of course, it can and will have recourse to the green box supports,
where there are and will be no limits; indeed, much of the present supports in the
amber and blue boxes will be shifted to the green box.

On the other hand, the EU has undertaken massive misrepresentation in the
notification of its agricultural supports in the various WTO boxes; if these
misrepresentations were successfully challenged, the CAP would not survive its
present form.

Defining the components of domestic trade distorting supports

The total aggregate measurement of support (AMS) corresponds to the trade
distorting support (or 'coupled', implied to the price or production level of the
current year), or the  'amber box'. The total AMS is the sum of all product-specific
AMS and of the non product-specific AMS.

We also have to distinguish between the allowed or bound total AMS and the
applied or notified total AMS: the first has remained fixed at Euro 67.2 billion
since 2000 for the EU-15 whereas the second has been lowered to Euro 39.3
billion in 2001-02, the last marketing year for which the EU has notified its
agricultural domestic supports to the WTO.

The Agreement on Agriculture (AoA) has prescribed to developed countries to
reduce their allowed total AMS by 20% from 1995 to 2000. The total AMS of the
base period 1986-88 was Euro 83.949 billion (or 80.975 billion ecus), thus the
allowed total AMS has been Euro 67.159 billion since 2000.

The Euro 27.9 billion gap between the allowed and applied total AMS in 2001-02
is actually a legacy of the gap between these two indicators which was already of
28.646 billion ecus (respectively 78.7 and 50 billion ecus) in the first year of
implementation of the AoA in 1995-96. Therefore, from the beginning, the applied
total AMS had already been reduced by 36.5%, almost twice the reduction (20%)
required for the whole implementation period 1995-2000!

This can be explained mainly by the fact that, during the base period 1986-88, the
farmers' incomes were essentially based on market price supports (which included
high intervention prices besides high tariffs and export subsidies), whereas the
1992 CAP reform has greatly reduced the intervention prices of cereals and bovine
and ovine meats, replacing them by $18.8 billion in direct payments put in the blue
box, and thus taken out of the total AMS.

Besides, the total applied AMS was particularly high in 1986-88 for two reasons:
(1) world agricultural prices were very low in that period so that the
product-specific AMSs were particularly high; ( 2) the EU and USA have
benefited from a "credit for AMS reduction" having consisted of an increase of the
base period total AMS to reward countries which did not wait until the end of the
Uruguay Round to reduce their coupled domestic supports.

The de minimis supports are the same coupled supports but which are not included
in the product-specific AMSs as long as they remain under 5% of the production
value of each product, nor in the non product-specific AMS as long as they remain
under 5% of the total agricultural production value of the WTO Member. This
value being Euro 246.4 billion for the EU-15 in 2001-02, the allowed non
product-specific de minimis support was consequently  Euro 12.3 billion.

Finally, the blue box is composed of partially decoupled subsidies - because based
on fixed production factors (acreage of the 1989-91 period, yields of the 1986-91
period, and cattle heads of 1992) - granted to farmers to compensate for the
reduction of guaranteed prices ('intervention prices').

The EU blue box is made up of the direct payments created since the CAP reform
of 1992 for cereals, oilseeds, pulses, bovine and ovine meats, the amount of which
has been increased per hectare or cattle head by the CAP reform of 1999. The CAP
reform of 2003-04 introduced new direct payments to compensate for the
reduction of the intervention prices of skimmed milk powder, butter, rice, cotton,
olive oil, tobacco and hemps. Sugar is to follow within a few months.

Above all this last CAP reform has decided to transfer (from January 2005 for
most EU Member States and from January 2006 for France) the bulk of direct
payments from the blue box to the green box - which includes subsidies not
subjected to reductions - by 'decoupling' them totally, i.e. by granting them without
any obligation to produce or with the possibility to produce the products which
were not previously subsidized: it is the 'single farm payment' (SFP) generating
'single payment rights' (SPR).

In its "questions & answers" annex to its 28 October proposals, the EU
acknowledges that "This cut is deep and real - but it is true that it is based on
changes that the EU has already undertaken under the 2003 CAP reform. 90% of
EU farm spending has already been 'decoupled' from production: we are now
offering to bind those cuts in Geneva".

The reduction of the allowed total AMS

In other words, from 1992 on the EU has progressively operated a double transfer
of its agricultural domestic supports from the amber box to the blue box and then
to the green box.

The implementation period of the CAP reforms which started in 2003 will finish at
about the same time as the beginning of the implementation period of the new
agriculture commitments resulting from the Doha Round, which is expected to be
1 January 2008. At that time, the applied total AMS would have been reduced
from Euro 39.3 billion in 2001-02 to about Euro 18.8 billion, a Euro 20.5 billion
reduction imputable to product-specific AMSs.

These reductions would be approximately the following: Euro 9.709 billion for
bovine meat (following the elimination of its intervention price on 1 July 2002),
Euro 378 million for rice, Euro 1.898 million for dairy products, Euro 1.242
billion for olive oil, Euro 517 million for cotton, Euro 964 million for tobacco and
Euro 5.809 billion programmed for sugar.

Since the allowed total AMS is now Euro 67.2 billion while the applied total AMS
would then (in 2008) be Euro 18.8 billion, there is a huge gap of Euro 48.4 billion
between the two levels. The EU can thus afford to reduce its allowed total AMS by
72% without affecting the already planned level of applied total AMS.

This explains why Mandelson has proposed to reduce by 70% the EU allowed total
AMS.  Such a reduction would bring the allowed AMS to Euro 20.16 billion.
Since the applied AMS in 2008 is expected to be Euro 18.8 billion, this  would
enable the EU not to have to reduce at all the foreseeable applied total AMS,
which could indeed even be increased by some Euro 1.4 billion!

Indeed, the EU could even lower its applied total AMS to Euro 10.4 billion by
replacing the fruit and vegetable AMSs, which have been Euro 8.4 billion in
2001-02, by direct payments included in the 'single farm payment' of the green
box, in which case the EU could even agree to reduce its allowed total AMS by
85.5% without affecting this applied level.

The product-specific AMSs linked to administered prices are economically
meaningless but allow the EU to look like reducing greatly its coupled domestic
supports.

At this stage, a more technical explanation is in order on the way to calculate the
product-specific AMSs. In the EU, 94% of these are market price supports linked
to an intervention price, the remaining 6% being subsidies linked to the production
or price levels.

A deficiency in the Agreement on Agriculture (AoA) is the economically
meaningless way in which it bases the calculation of the value of the AMS. The
AMS is defined and worked out as the gap between the intervention price of the
current notified year and the world reference price of the base period 1986-88
multiplied by the production volume which could possibly benefit from it, in
practice, the whole production.

Therefore, this AMS is independent from the actual intervention operations and
from the current world price. For example, as the intervention price of wheat is
Euro 101.31 per tonne (Euro/t) since July 2001 and as the 1986-88 world price
was 86.5 Euro/t, the AMS per tonne has remained at 14.8 Euro/t ever since
although the average world price of wheat has increased from 103 $/t in 2000/01
to 115 $/t in 2001/02, 142 $/t in 2002/03 and 153 $/t in 2003-04. However, the
actual support by tonne, measured by the gap between the intervention price and
the world price of the current year and concretized by the public stocks level, has
decreased greatly!

Another deficiency of the AoA is that it considers the intervention price as a
measure of support of the domestic market price sufficient by itself. Actually it
would not have any impact on the domestic price without co-existing with much
more determinant market price supports: import protection first but also export
subsidies, production quotas, set aside and domestic and foreign food aid.

Therefore, we are dealing with a false market price support, the elimination of
which has no significant consequence on the income level of farmers or on the
agricultural price level, as long as a high import protection and the other above
measures are present. The more so as the elimination of the intervention prices is
generally replaced by possible subsidies to private storage which, being not
triggered automatically, do not lead to the calculation of an AMS, and which thus
allows the applied AMS to be lowered.

This absurdity of the AMS linked to intervention prices has thus led the EU to
eliminate the intervention price of bovine meat on 1 July 2002, a true sleight of
hand which has allowed the EU to reduce from one day to the other its applied
total AMS by 24.7%, i.e. by Euro 9.7 billion.

And this without any negative impact on the market price level or the producers'
income since the CAP reform of 1999 had planned a large increase in direct
payments to compensate for the elimination of the intervention price. The EU is
about to renew this sleight of hand with the proposed elimination of the
intervention price of sugar, which will reduce its applied total AMS by a new Euro
5.8 billion.

Besides, the way the AMS, linked to an intervention price (or to an "equivalent
measurement of support"), is computed corresponds to a theoretical market price
support, not to an actual price support, the more so as the world reference prices of
1986-88 were very low.

And this AMS is much larger than the cost of the compensating subsidies, so that
the WTO Members such as the EU have a large interest in replacing the
product-specific AMSs linked to administered prices by subsidies (payments to
farms) since this lowers its total support, the more so when they can be put in the
blue or green boxes. For instance, the elimination of the intervention price of sugar
will replace the Euro 5.8 billion AMS by a direct payment to sugar beet growers of
Euro 1.5 billion.

However, the trick does not stop here: it extends to the de minimis support and the
blue box.

The de minimis supports - actually increasing while apparently reducing them

As long as the intervention price of bovine meat existed, the bovine meat AMS
represented a proportion of the production value of bovine meat much above the
5% de minimis level: its Euro 9.709 billion AMS in 2001-02 represented 47% of
the Euro 20.671 billion value of bovine meat production.

Because there is no longer an intervention price since July 2002, and thus no
bovine meat AMS, the EU avails of an allowed de minimis support for bovine
meat of 5% of its production value, i.e. of Euro 1.033 billion. The same will occur
for sugar when its intervention price will be eliminated if the reform presented by
the European Commission to the Council and the European Parliament is adopted.

Therefore as soon as the EU eliminates intervention prices or lowers them enough
so that the applied product-specific AMSs become lower than 5% of the
production value of the corresponding products, the value of the agricultural
production of products without AMS increases and therefore the overall allowed
product specific de minimis also increases.

In this way, the elimination of the intervention price, which is presented as a
reduction of a trade distorting support, is not only converting the false market price
support into the realm of "good money in hand" in the blue or green boxes but also
permits a reintroduction of a significant amount of allowed trade distorting
supports.

As Ivan Roberts has stressed, the calculation of the allowed de minimis linked to
the product-specific AMSs has to avoid the double counting which would occur if
we took into account 5% of the value of the whole agricultural production, because
we should not take into account the production value of the products for which a
de minimis exemption has not and could not be notified since their
product-specific AMS is higher than the 5% exemption level.

In fact, the EU has used very little of the de minimis supports, both for the product
specific AMS and the non product specific AMS, contrary to the US which has a
large applied non product specific de minimis.  In 2001-02 the EU's applied de
minimis support linked to product-specific AMS was Euro 468 million whereas
the total production value of the products with an AMS higher than the 5% de
minimis level was Euro 113.1 billion, on a total agricultural production value of
Euro 246.4 billion.

This means that the agricultural production value of the products without
product-specific AMS was Euro 133.3 billion, and therefore that the allowed
product-specific de minimis was 5% of that value, i.e. Euro 6.7 billion. And since
the applied non product-specific AMS was Euro 574 million, there was a huge gap
of Euro 11.7 billion between this applied level and the total allowed non
product-specific de minimis support of Euro 12.3 billion.

Finally, the allowed total de minimis support - product-specific and non
product-specific - was Euro 19.0 billion (6.7 + 12.3) whereas the applied (notified)
total de minimis support was only Euro 1.042 billion.

This explains why Mandelson on 12 October could offer that the EU reduce its de
minimis supports by at least 65% and why it has proposed on 28 October that
developed countries should reduce them by 80% since the EU could actually
afford to reduce these supports by 94.5% (i.e. from 19 to 1.042 billion). Reducing
the allowed level by 80% (i.e. from Euro 19 billion to Euro 3.8 billion or by Euro
15.2 billion) would still allow the EU to increase the applied level by Euro 2.8
billion (i.e. 3.8 minus 1.042 billion) in relation to the applied level of 2001-02.

Capping the blue box at 5% is not restrictive for EU

The EU has notified Euro 23.726 billion in blue box subsidies for 2001-02,
representing 9.6% of the agricultural production value. Paragraph 15 of the July
2004 Framework on agriculture caps the blue box at 5% of the agricultural
production value in general, but the second bullet of paragraph 8 specifies that
"The base for measuring the Blue Box component will be the higher of existing
Blue Box payments during a recent representative period to be agreed and the cap
established in paragraph 15 below".

The EU will have to lower its blue box to Euro 12.321 billion, which would imply
a reduction of Euro 11.4 billion. In practice this would not be a problem since the
CAP reforms of 2003-04 are transferring the bulk of blue box subsidies to the
green box of the 'single farm payment' (SFP), so that the residual blue box would
presumably not go beyond Euro 7 billion on 1 January 2008, when the new
Agreement on Agriculture would begin to be implemented.

This would leave a margin enabling the EU to increase its applied level by Euro
5.3 billion.  This explains why Mandelson had declared on 12 October that the EU
could agree to lower the blue box below the 5% ceiling agreed to in the
Framework agreement.

However, in its proposal of 28 October, the EU declared that the 5% ceiling agreed
to in the Framework Agreement could not be lowered. This indicates that the EU
intends to continue its CAP reform by transferring a significant part of the
remaining $18.8 billion of product-specific AMSs to the blue box, since the
reforms might not permit it to put them in the green box. This is particularly so for
the fruit and vegetables AMSs, for which the supports are more or less linked to
their price or production levels.

This may also explain why the EU has greatly moderated its previous criticism
against the willingness of the US to put its counter-cyclical payments in the new
blue box. Indeed, the EU may now be contemplating to avail itself of the criteria of
the new blue box.

It is in this context that the following statement should be interpreted: "It is
therefore essential to develop disciplines to govern the new Blue Box in order to
avoid that highly trade-distorting payments are moved into this new box without
significant changes... It has to be done by freezing the existing price difference
between linked support prices and by limiting the price gap to a percentage of the
base price difference".

Indeed the so-called market price support given to fruit and vegetables AMSs is
much less effective and trade-distorting than the counter-cyclical payments which
are directly a function of the price level.

Conclusion - Claim of huge cuts turns into an increase of Euro 6.2 billion

In conclusion, the claim by the EU that it is offering huge cuts in agricultural
domestic supports is not backed by the evidence. In fact, the EU has given itself
room to increase its supports beyond what the CAP reforms have mandated it to
do.

This analysis shows that Mandelson's offers are actually compatible with the CAP
reforms of 2003-04, in that they do not commit the EU to do more than what it has
already planned to do, and in fact gives it the space to have supports at levels
higher than it had planned under the CAP reforms.

By the magic of box-shifting and the absurd existence of the product-specific
AMS linked to administered prices, not only would the EU not be obliged to
reduce its applied total domestic trade distorting agricultural supports but it would
also be able to increase them by Euro 9.5 billion (1.4 for the total AMS + 2.8 for
de minimis supports + 5.3 for the blue box), at least when considering the sum of
the three allowed components.

However, the EU has also committed itself on 28 October to reduce by 70% its
"overall trade distorting support", i.e. the sum of allowed total AMS + de minimis
+ blue box, which should therefore be reduced from $110 billion (67.2 + 23.7 +
19.0) to Euro 33 billion. As its applied overall trade distorting support would be
Euro 26.8 billion (18.8 + 1.0 + 7.0), its margin of increase would in fact be limited
to Euro 6.2 billion, which is still substantial.

And this after having reduced by 70% its allowed total AMS, by 80% its allowed
de minimis supports and after having reduced its applied blue box to 5% of the
agricultural production value, although its applied blue box subsidies represented
still 9.6% of that value in 2001-02!
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