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SUMMARY 
 
The European Commission’s proposal of May 2006 on voluntary modulation has 
been met with reservations by many Member States (on details rather than on points 
of principle). It is almost certain that the proposal will be approved, as Heads of 
Governments have already agreed the principles of the scheme in December 2005. 
 
The main reservations are over: lack of flexibility in the application of voluntary 
modulation; that modulation rates for the whole implementing period must be 
established at the outset; that rates must be applied uniformly within a Member State; 
the lack of obligatory match-funding; that Rural Development axes must be respected 
(contrary to the 2005 Council agreement); and, that the EUR 5000 franchise must 
apply. 
 
The Commission’s overall aim is to ensure that the new voluntary modulation system 
diverges as little as possible from the current compulsory modulation system, for two 
reasons: so that the voluntary and obligatory systems can be merged in future, and, to 
mitigate any damaging impacts on certain Member States, regions and their farmers. 
This report shows that, if new voluntary modulation is introduced, there is potential 
for significant reductions in the incomes of some farmers, in some regions, across 
some product sectors. Given this, significant distortions of competition could arise. 
 
In considering its response to the Commission’s proposal, the European Parliament 
needs to bear the Commission’s main aims in mind. One option is to support the 
Commission’s strategy of keeping anomalies in the modulation system to a minimum. 
Another option is to acknowledge that, if the Commission’s proposal is altered as 
some Member States wish, there could be further negative impacts on the income and 
competitive position of certain groups of farmers. A further option is to allow certain 
Member States (using Pillar 1 funds) to make up for shortfalls in Rural Development 
funding (this is the justification for bringing in this voluntary modulation system, with 
all its distortions). Alternatively the proposal could be delayed and altered. These 
options overlap in some places – it is not a black and white situation. 
 
As an overall conclusion, the need for additional funds to meet demands for agri-
environmental schemes requires fund shifting, but not necessarily in the form of 
voluntary modulation. It is in the long-term interests of Rural Development policy, 
and of the integrity of an EU-wide CAP applied equally across all Member States, if 
use of voluntary modulation is kept as restricted as possible and if a more equitable 
and financially sustainable means to achieve adequate Rural Development funding is 
devised. Alternative means should therefore be found to resolve the funding issue. 
Several suggestions are made in the report, amongst them a complete overhaul of the 
Rural Development budget, and an objective assessment of the division of funds. 
 
The Parliament could thus call for the whole issue of alterations to the modulation 
system to be dealt with in the 2008/2009 review rather than by a controversial and ill 
thought-out new (and possibly temporary) voluntary system. But, this approach would 
still leave rural development programmes in several regions potentially under-funded 
in the short-term. 
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1. Introduction 
 
Modulation is the process whereby funds are taken off single farm payments made to 
farmers, and transferred to other CAP budget lines to fund rural development 
programmes. Following the Mid-Term Review (MTR) of the ‘Agenda 2000’ reform 
of the Common Agricultural Policy (CAP) in June 2003 a number of changes were 
made, notably those in Council Regulation 1782/20031. Amongst other things the 
reform enabled compulsory modulation to be applied from 2005 to direct payments in 
order to provide additional Community support for rural development, whilst at the 
same time repealing, from 31 December 2004, the provision for voluntary modulation 
contained in Regulation 1259/19992. 
 
This development was followed in 2004 by further changes, now contained in Council 
Regulation 1698/2005, and aimed principally at stressing the role of the CAP’s rural 
development pillar. The effect of these was to replace the European Agricultural 
Guarantee and Guidance Fund (EAGGF) by two new funds – the European 
Agricultural Guarantee Fund (EAGF) and the European Agricultural Fund for Rural 
Development (EAFRD), and to set out the detailed basis on which support would be 
provided under the second of these, with emphasis being placed on three policy axes 
(increasing competitiveness, enhancing the environment and countryside, and 
enhancing the quality of life in rural areas and promoting diversification). 
 
The European Council in December 2005 reached agreement on the financial 
framework for 2007-13, including the overall budget for rural development. The 
Council decision also paved the way for those Member States wishing to do so to re-
introduce voluntary modulation (at a rate of up to 20%), but under some changed 
conditions, and to use the amounts generated for their rural development programmes 
under the second pillar of the CAP. The Commission subsequently made a proposal 
for the necessary Council regulation3 to establish the detailed rules for the application 
of voluntary modulation, and it specified how the money concerned can be used for 
rural development.  
 
This brief provides arguments on the proposal for voluntary modulation and 
concludes with some recommendations on the debate. 
 
 
2. The concept of modulation 
 
2.1 Background to the modulation concept 
 
The term modulation was used in the ‘Mac Sharry’ reform debate of 1992 to describe 
a scaling back in direct payments to farmers above a certain size threshold set for each 
enterprise, although it was not included in the reform package. The claim limits for 
Beef Special Premium, and the scaling back of the sheep quota according to flock 
size, agreed in the 1992 Reform could be taken as examples of how modulation was 
introduced (in conceptual terms) at that time. 

                                                 
1 OJ No L 270, 21.10.2003 
2 OJ No L 277, 21.10.2005 
3 COM (2006) 241 final of 24.05.2006 
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2.2 Description of modulation system pre-2003 
 
The Agenda 2000 Reform of the CAP in 1999 offered an opportunity for Member 
States to apply modulation on a self-imposed voluntary basis4 on up to 20% of all 
direct payments received by their farmers. There were two main restrictions to this: 
 

• The money taken off direct payments in this way had to be ‘match funded’ 
(co-financed by the EU budget and national treasuries) and then recycled 
back (mainly to farmers). 

 
• The recycled funds could only be used for four kinds of measure (referred 

to as accompanying measures), which were: agri-environment, less-
favoured area support, afforestation and early retirement schemes. 

 
Agenda 2000 voluntary modulation could be implemented, by those Member States 
that chose to use it, according to their own criteria; it could be applied across all the 
direct payments (and could not be set at different amounts under each production 
sector); and under EU rules it had to be applied uniformly throughout a country. It 
also implied, for the first time, cutting off payments from Pillar 1 of the CAP 
(production/market support) in order to redirect them to Pillar 2 (Rural Development). 
 
Only the UK fully introduced voluntary modulation. Germany’s scheme operated 
only for a limited period (other Member States that declared an intention to use the 
scheme did not pursue this). 
 
2.3 The 2003 CAP Reform  
 
As part of the CAP reform MTR in 2003, EU Agriculture Ministers decided to 
introduce a system of compulsory modulation in all Member States from 2005.  
   
2.3.1 Standard/compulsory modulation 
 
Compulsory modulation is being applied in each EU member state from 2005 at a rate 
of 3%, rising to 4% in 2006 and to its maximum of 5% in 2007, and continuing at 5% 
until 2012. The first EUR 5000 of direct payments are effectively exempt from 
modulation (a concept known as the EUR 5000 ‘franchise’). Additions to Pillar 2 
funds resulting from modulation must be co-financed by Member States thus 
augmenting the sums made available for rural development measures.  
 
Receipts from compulsory modulation are transmitted through the EU budget and re-
allocated (at EU level) according to various criteria. However, Member States receive 
back at least 80 per cent of what they contribute (90% in special cases). Thus, while 
modulation is a means to transfer CAP funds from Pillar 1 to Pillar 2 it is not a 
significant means by which funds can be redistributed between Member States. 
 

                                                 
4 The term ‘voluntary’ is somewhat misleading. It is on option for Member States to implement. Once a 
Member State has – voluntarily – applied it, this form of modulation is obligatory for the farmers 
involved 
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2.3.2 Additional voluntary modulation 
 
In addition to compulsory modulation, under the 2003 CAP Reform, Member States 
or regions could opt for voluntary modulation to help fund certain rural development 
measures initiated before 2006. Funds resulting from this additional voluntary 
modulation are retained in the region in which they are raised. Like other rural 
development expenditure, including obligatory modulation, voluntary modulation 
under the 2003 Reform must be matched by equivalent national co-funding. In the UK 
the additional voluntary modulation rate for 2006 is 6% (on top of the 4% compulsory 
rate), making 10% modulation in total. 
 
2.3.3 Evaluation of the impact and success of modulation 
 
An assessment of the impact and success of modulation to date is difficult and may 
prove to be inaccurate, as there are too many uncertainties to undertake the work 
reliably. Indeed little analysis has been done at national or EU level, not least because 
the compulsory scheme has only been operational for one year. Some analysis has 
been undertaken at national level (in practice, as regards voluntary modulation, this 
means only in the UK of course). Analyses have concentrated more on whether 
voluntary modulation has succeeded in making up for shortfalls funding of rural 
development, rather than on the impact on farmers’ incomes and competitive 
situation. 
 
It is also widely viewed that the compulsory modulation introduced by the 2003 CAP 
Reform will be insufficient to fund planned expenditure under rural development 
measures (especially agri-environment schemes) in many member states. Therefore, a 
voluntary modulation policy would allow ‘new money’ to enter national or regional 
agricultural budgets to meet these demands. 
 
The impact of modulation rates depends significantly on the way in which modulation 
money comes back in the form of rural development measures. This is examined in 
section 4. 
 
 
3. Current financial and legislative issues related to modulation 
 
3.1 Financial perspectives debate and December 2005 decision 
 
After the agreement on the Financial Perspective 2007-13 (the framework for future 
EU spending) at the December 2005 European Council, the European Commission on 
24 May 2006 adopted a legislative package of EU programmes for that financial 
programming period.  
 
3.1.1 The financial position on modulation 
 
The December 2005 EU budget settlement set the European Agricultural Fund for 
Rural Development (EAFRD) for the seven year period 2007-13 at EUR 69.75 
billion5 for the EU as a whole. Total compulsory modulation receipts, estimated at 

                                                 
5 At constant 2004 prices, but without modulation amounts or cotton/tobacco transfers added 
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EUR 8.42 billion, should be added to this figure. The allocation of these funds to the 
individual Member State has just been decided and communicated by the European 
Commission6. 
 
3.1.2 The new voluntary modulation system 
 
To achieve greater flexibility within the CAP, the UK pushed through the concept that 
member states could introduce a new voluntary modulation system that would allow 
shifting of further funds from Pillar 1 to Pillar 2 during the 2007-13 period. Some 
Member States, and particularly the Commission, disputed this approach, mainly for 
legal and practical reasons, citing as their main arguments against: the danger of 
further re-nationalisation of the CAP; a break with the compulsory system; 
competition distortions and the potential for conflict over the rights to receive some 
support funds, which could lead to discrimination against some farmers in individual 
member states. 
 
The precise wording of the Council agreement is as follows: “At their discretion, 
Member States may transfer additional sums from within this ceiling to rural 
development programmes up to a maximum of 20% of the amounts that accrue to 
them from market related expenditure and direct payments. The European Council 
invites the Council, on the basis of a proposal from the Commission, to establish the 
modalities which will govern such transfers. Sums transferred to support rural 
development measures pursuant to such arrangements shall not be subject to the 
national co-financing and minimum spending per axes rules set out in the Rural 
Development Regulation”. 
 
The UK, which has in the past received a disproportionately low share of the 
Community rural development budget, believes that this system will enable it to meet 
its commitments to agri-environment schemes. 
 
The European Commission has pointed out problems with the legal framework for the 
introduction of voluntary modulation, and it openly admits that it has tabled its 
proposal on this only because it was required to by the Council. However, the 
Commission’s medium-term aim is to use the 2008/2009 CAP financing and reform 
review processes (often referred to as the ‘health check’) to try to subsume voluntary 
modulation within the compulsory system.  This is a major reason why the 
Commission is striving to avoid allowing member states to depart from the 
compulsory modulation approach (and new rural development keys) when applying 
voluntary modulation. Any concessions on rural development keys, regional 
application/rates of voluntary modulation, franchises etc will inevitably cause 
problems once the Commission tries to re-invigorate the compulsory system. 
 
3.2 Legislative position post-December 2005 
 
The Commission’s communication (COM (2006) 241 final) proposes a Council 
Regulation laying down revised rules for the voluntary modulation provided for in 
Regulation 1782/2003. The Regulation follows the December 2005 agreement in the 
Council on the financial framework for 2007-13. The Commission has stipulated that 

                                                 
6 COM IP/06/1177 of September 12, 2006 
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voluntary modulation should take the form of reducing direct payments within the 
meaning of Article 2(d) of Regulation 1782/2003, using the funds corresponding to 
that reduction for the financing of rural development programmes (under Council 
Regulation 1698/2005). The European Parliament accepted the December 2005 
Council decision, but reserved the right for a further consultation on the precise 
implementation of voluntary modulation before the current proposal will be accepted. 
In the meantime the Commission’s proposal has been discussed in the Council on 
several occasions. 
 
3.2.1 Differences with the existing voluntary modulation regulatory framework 
 
This proposal can in a sense be regarded as an extension of the earlier arrangements 
for voluntary modulation, and as simply giving legislative effect to the conclusions of 
the European Council in December 2005. The Commission’s proposal seeks to set out 
the basis for detailed rules for the application of voluntary modulation, and to specify 
how the money concerned can be used for rural development. In particular, it provides 
that: 
 

• As with compulsory modulation, deductions would not apply to the 
franchise (the first EUR 5000 of aid). 

 
• Unlike other rural development expenditure, the sums deducted do not 

have to be matched by equivalent national co-funding, though this is 
allowed. 

 
• Unlike the earlier voluntary arrangements, where Member States were able 

to operate different regional rates, there will have to be one national rate of 
modulation under the new voluntary modulation system. 

 
• The proceeds of voluntary modulation will be subject to the minimum 

spending requirements laid down in Regulation 1698/2005 for the three 
policy axes - 10% each for improving competitiveness and for improving 
the quality of life and diversification (Axes 1 and 3), and 25% for 
enhancing the environment (Axis 2).  

 
3.3 Highlighting some key issues 
 
3.3.1 The franchise 
 
While consistent with the compulsory modulation system (as the Commission 
intends), operation of the franchise will mean either that a higher rate of modulation 
will be needed to bring in the desired amount of receipts, or that the level of receipts 
generated by a given rate of modulation will be lower than required. In the former 
case those farmers subject to voluntary modulation are affected; in the latter recipients 
of Pillar 2 money receive less. 
 
3.3.2 Co-financing by Member States 
 
In contrast to compulsory modulation, there need not to be match-funding with the 
new voluntary modulation system. Despite this, and recognising the need for further 
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funds for planned expenditure in the agri-environmental schemes, Member States may 
not opt for voluntary modulation. This is may be the case for practical reasons, as 
Member States anticipate an increase in the compulsory modulation rate in the CAP 
health check in 2008/2009, but also because many Member States have strong 
reservations about the flexibility of voluntary modulation.  
 
Voluntary, non co-financed modulation causes several problems, as the non co-
financing violates the principles of shared responsibility and additionality of the EU 
funds. It also makes two funds available, those co-financed and those non co-
financed, without much rationale for the difference. In view of financial discipline in 
some Member States, the lack of compulsory co-financing could mean that there is no 
uniform application of voluntary modulation, hence jeopardizing the coherence of 
rural development policy.  
 
3.3.3 Flexibility over modulation rates 
 
If Member States are required to set one national rate of voluntary modulation this 
could constrain them in their ability to tailor rural development programmes to 
particular regional requirements. In addition, the Commission’s proposal that the rate 
of modulation must be established, for the whole 2007-13 period, within two months 
of the new rules coming into force, puts major constraints on Member States’ ability 
to apply voluntary modulation flexibly. 
 
The Commission argues that these requirements are in the interests of stability, sound 
financial planning and administrative simplicity. 
 
3.3.4 Flexibility in spending modulation funds 
 
This is a crucial area. The Commission argues that Member States must operate 
within the rules for financing rural development programmes (Regulation 1698/2005) 
recently agreed by the Council. However, the purpose of the new voluntary 
modulation is to provide an additional means to finance rural development measures 
that, in some Member States, might otherwise be under-funded. The two objectives 
appear to clash. In addition, the requirement for a minimum spend per rural 
development policy axis included in the Commission’s proposals did not appear in the 
agreement reached by the European Council in December 2005. 
 
3.4 Inter-Institutional Agreement and the 2008/2009 review 
 
The compulsory modulation rate required, not least to cover for any voluntary 
modulation in place, will be a factor in the 2008/2009 review. It is precisely because 
this review is forthcoming that the European Parliament, within the framework of the 
IIA (see point 7), insists that the introduction of voluntary modulation would prejudge 
the outcome of the budgetary health check from which proposals for the financing 
period after 2013 are be derived.  
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3.5 Some Member State positions 
 
This briefing does not seek to examine all the positions taken by the Member States 
on all issues. There is no clear consensus on the Commission’s proposal as a whole. 
However, the following broad lines have emerged: 
 

• Austria, Poland and Italy broadly support the Commission’s proposal. 
 
• Belgium, Cyprus, Germany, Denmark, Spain, Estonia, Netherlands, 

Sweden and the UK are also supportive but demand greater flexibility in 
the application of this instrument (in particular over flexibility in the 
arrangements for setting modulation rates and the rules for spending 
voluntary modulation funds under rural development). On the axes, 
Belgium, Denmark, France and the UK, in particular, have indicated a 
need for flexibility. Within the UK, England would like to be able to use 
all funds generated from voluntary modulation for axis 2, in order to pay 
for its agri environment schemes. 

 
• Estonia, Hungary, Denmark, Spain and Sweden argue that Member States 

should be allowed to start participating in the voluntary modulation 
scheme later than 2007. 

  
• One Member State (UK) opposes application of the franchise, with some 

support from Denmark and Sweden. 
 
• Only two Member States (Belgium and the UK) favour including the 

possibility of differentiating voluntary modulation rates by region 
however, unofficially, other Member States probably support this position. 

 
• Two Member States (Denmark and Sweden) oppose the possibility of 

applying national co-financing to voluntary modulation proceeds, arguing 
that this would result in distortions of competition. 

 
Note: the system does not apply in the new Member States (post-2004 accession). 
 
4. Effects of the new voluntary modulation system 
 
It is important to note that the Commission has not provided an impact assessment to 
accompany its proposal (as required by the IIA of 16 December 2003 on Better 
Lawmaking, to determine a possible unequal treatment and/or discrimination between 
farmers of Member States applying voluntary modulation) as recommended by the 
Council in 2005). The proposal is therefore incomplete. This is of major importance 
given the potential for the measure to have distortive effects that could undermine the 
proper and fair operation of the CAP. A recent European Court of Justice judgement 
in a case brought by the government of Spain7 implies that, in failing to provide an 
adequate impact assessment on changes to support measures for cotton in 2004, the 
Commission and Council acted arbitrarily and had failed to respect the principle of 
proportionality in finalising cotton reform, and the Regulation defining direct aid rules 
                                                 
7 Judgement of the Court of Justice in Case C-310/04 of September 7, 2006 
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for cotton should thus be annulled. There is a risk of dispute in the case of voluntary 
modulation unless a prior impact assessment is carried out. 
 
The Commission has acknowledged in the past8 that the reasons for the ‘unpopularity’ 
of voluntary modulation include “the effects on competition of a voluntary approach, 
problems with co-financing, the limitation of scope, the complexity and 
administrative burden of the scheme, as well as its small contribution to economic and 
social cohesion”. 
 
Previous modulation legislation has stressed that CAP support schemes provide for 
direct income support in particular with a view to ensuring a fair standard of living for 
the agricultural community, and that, “in view of the significant budgetary 
implications of direct payment support and in order to better appraise their impact, 
Community schemes should be subject to a proper evaluation”9. Furthermore, 
Member States agreed to apply modulation measures “in such a way as to ensure 
equal treatment between farmers and to avoid market and competition distortions” 
(Article 5.1 of Council Regulation 1259/1999). 
 
4.1 Uncertainties 
 
Given the stage of the Commission’s proposal in the decision-making process, there 
are several uncertainties about how voluntary modulation will be applied, both in 
principle and in practice, in Member States. These uncertainties make analysis of the 
effects of modulation changes very difficult (even impossible in detail). The 
uncertainties include: 
 

• Which Member States will apply voluntary modulation. 
 
• Member States apply it on a national or regional basis. 
 
• The rate of modulation applied (a 25% rate is in theory possible from 

2007, made up of the maximum 20% voluntary modulation and 5% 
compulsory modulation). 

 
• The level of national match funding that is offered (if any), the proportion 

of match funding and whether this varies over time. 
 
• The year in which voluntary modulation first applies. 
 
• The modulation rate decided at the outset could remain constant through 

the 2007-13 period, or it could vary. 
 
• The EUR 5000 franchise may or may not apply. 
 
• Whether the minimum spend per axis requirement for funding of Rural 

Development applies. 

                                                 
8 COM(2002) 394 final – “Communication from the Commission to the Council and the European 
Parliament - Mid-Term Review of the Common Agricultural Policy, July 2002 
9 Council Regulation No 1259/1999 
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• How voluntarily modulated money is used (whether money is ‘returned’ to 

farmers or goes to the wider rural community). 
 
• Exchange rate fluctuations that could complicate the effects of modulation. 

 
The UK House of Commons has acknowledged10 that “if the maximum rate of 
modulation were to be applied, this would imply a substantial impact, not only on 
farm incomes, but on the level of rural development expenditure in the UK”. The 
impact of modulation could affect several different societal groups and also regional 
and national (and EU) administrations. These potential impacts are examined here, 
and in more detail in section 5. 
 
There is indeed scope for a combination of factors to significantly reduce the size of 
farmers’ Pillar 1 payments in future years. A combination of applying the two 
modulation systems to the full (20% new voluntary modulation plus 5% compulsory 
modulation), a higher compulsory rate in the future (already being mooted), and the 
financial discipline mechanism coming into play, could reduce Pillar 1 payments by 
well over 30%. On financial discipline some analysts suggest that, partly due to recent 
and planned CAP reforms, and also to the forthcoming accession of Bulgaria and 
Romania, the discipline mechanism could reduce payments by 7%-8% by 2013.  
 
4.2 Possible implications of modulation changes and current debate 
   
Current indications are that voluntary modulation will be applied only in the UK, 
possibly with differing rates between regions, and perhaps in Germany. This 
immediately raises competitiveness questions both within the UK and between the 
UK and other Member States. In the past the UK government has made it clear that 
“the overall rate of modulation may need to rise above 10% in future years11” – and 
this was recommended by the ‘Policy Commission on the Future of Farming and 
Food’ in 2002, with certain provisos. 
 
4.2.1 At farm level 
 
It is difficult to establish the potential impact of voluntary modulation (even after 
uncertainties over rates, years, application methods etc have been clarified) since the 
deduction of modulation funds may have a different impact from one farmer to 
another similar farmer, even within the same region/Member State. Also as farmers 
will, in many cases, be the beneficiaries of additional Pillar 2 spending, it is not 
possible to say what the net benefit/damage will be other than in individual cases. If 
voluntary modulation money is put into Pillar 2 measures that directly benefit only 
farmers (e.g. agri-environment schemes), and if that money is 100% match funded, 
then the overall impact of voluntary modulation could be mitigated. 
 
Some farmers will lose out (those that are subject to modulation but who do not 
benefit greatly from rural development measures). Others will gain (those that benefit 
from rural development while not contributing greatly via modulation). 

                                                 
10 Select Committee on European Scrutiny Thirty-Fourth Report 
11 See: http://www.defra.gov.uk/farm/capreform/singlepay/modulation/qa-modulation.htm 
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Quantifying the impact 
There are several ways in which a farmer could be affected by the new voluntary 
modulation system – income will be reduced by the rate applied; purchasing power 
and investment potential is lowered; land values could be affected; the competitive 
position is altered. However, the effects would be mitigated if the farmer is a 
beneficiary under a rural development programme. It should not be forgotten that 
modulation, if match-funded, results in a net increase in funds going into rural areas! 
 
The impact of every percent variation in the modulation rate differs between farm 
enterprises. Land value impacts were modelled in 2003 - one UK report in 2003 
(analysing the potential impact of the original modulation scheme) aggregated the 
impact of modulation to the national (England) level and suggested that the 3% level 
of modulation applied would result in a 1.74% decrease in the value to the average 
farm of a marginal hectare of arable land and a 2.55% decrease in the marginal value 
of a hectare of pasture land for livestock12. Another study suggested that “each 1% 
increase in modulation will reduce the agricultural value of an additional hectare of 
arable land by 0.6% and 0.85% for grazing land”13. 
 
Another study, from 200214, suggested that the more extreme modulation scenarios 
(whether EU-wide or UK-only) reduce both production and total sectoral receipts in 
certain sectors to a greater degree (in the long-run) than is the case under the more 
moderate modulation scenarios. It added that “there is a competitiveness issue if the 
UK modulates payments when other countries do not do so. In the UK-only scenarios, 
UK and Northern Ireland production falls, while at the same time production in other 
EU countries increases very slightly because of improved EU producer prices which 
stem from the fall in UK beef production”. The study added that the impact varied 
between sectors, thus causing a further element of distortion. 
 
The RICS study showed that gross revenues would fall by between 0.1% and 0.3% for 
each 1% increase in the rate of modulation. However, mixed farm types would 
experience a 1.6% decline, whilst dairy farms would be little affected. Its cereal farm 
case study revealed that at an 8% modulation rate, oilseed rape was entirely 
substituted by cereals (“a shift to greater mono-cropping activity which may have 
adverse implications for the environment”). The cereal case study found that under 
increasing rates of modulation there would be a steady decline in net farm income 
(NFI) relative to the baseline “to the point where a negative NFI is recorded for the 
business at 20% modulation”. The mixed farm case study showed that at between 6% 
and 8% modulation, the enterprise mix shifted towards more extensive sheep 
production. The lowland livestock case study showed that, if it is unable to access an 
agri-environment scheme, then modulation will simply erode income levels, with NFI 
falling to zero at a modulation rate of 7%. “Participation in a broad and shallow 
scheme would mitigate, but not offset any income fall through modulation”. 
 

                                                 
12 See “Economic evaluation of Agenda 2000 - Agra CEAS Consulting in association with Department 
of Agricultural Sciences, Imperial College, University of London” - 2003 
13 RICS Foundation “ROOTS 2002 – Rural Research Matters, The Impact of Modulation” 
14 See “Analysis of the Impact of Modulation on Agriculture in NI, Queen’s University Belfast” 
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RICS recognised that gains and losses in revenues do not necessarily translate into 
corresponding changes in profitability because as farms change their enterprise levels 
and mixes, costs also change. Furthermore, as RICS points out, participating in the 
agri-environment programmes may also imply cost changes. 
 
While the studies mentioned refer to analysis of earlier modulation schemes, the 
broad principles and impacts are unlikely to be much changed. 
 
4.2.2 Among farming groups/countries/regions 
 
It seems likely that only one Member State will apply voluntary modulation. In that 
country there may be different modulation rates between regions. In either case the 
broad competitive situation of the farmers concerned is affected (though this is 
difficult to quantify in global terms). 
 
Different groups of farmers find themselves in different situations. For example, in a 
Member State with several regions, some groups of farmers may accept voluntary 
modulation on the grounds that it is the only means available to fund agri-
environment schemes. However, in order to keep the modulation rate at a reasonably 
low level, they may demand that the government sets a modulation rate at national 
level, that the government match funds the modulation money, that the EUR 5000 
franchise does not apply, and that the rural development axes are not applied. 
Farmers’ groups in other regions may argue for regional application, and their 
positions may vary on the other criteria. 
 
As some Member States have already argued, the option of co-financing by national 
administrations could create a further (reverse) distortion of competition. While those 
subject to voluntary modulation would lose (up to 25%) of their direct aid payments, 
and thus be theoretically worse off than their competitors elsewhere in the European 
Union (EU), those receiving increased rural development funds as a result could be 
better off than their competitors. However this would depend on the member state’s 
rural development allocation in the first place. 
 
Quantifying the impact 
The voluntary modulation proposal, whichever way it is applied, creates distortions 
and disputes between different groups. 
 
For example, as RICS has pointed out, “holdings more heavily dependent on direct 
payments will suffer relatively greater income impacts from modulation than those 
with lower dependency. A holding dependent for 60% of its net income on direct 
payments might suffer an income fall of 6% if modulation were at a 10% rate, 
whereas if the dependency on direct payments were only 20%, the income loss would 
be a mere 2%”. And, larger holdings will bear a greater share of the burden of 
modulation if franchises or exemptions are introduced. 
 
In a wider context, as pointed out by RICS, “if farms are unable to regain the re-
cycled modulated funds, then there will be adverse knock-on effects within the agri-
supply industries and rural services dependent on farming” with “a substantial 
reduction in the demand for contract machinery and labour services”. 
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4.2.3 Farmers’ competitiveness within the EU and with farmers from 3rd countries 
 
Again it is impossible to generalise about the competitiveness factor. The most 
significant effects look likely to be within Member States that apply voluntary 
modulation. However, the impact of voluntary modulation, even at a rate of 20% is 
only one factor in farmers’ economic situations. There would, in principle, be 
distortions of competition if the system is unevenly applied. However, these 
distortions are impossible to quantify. 
 
It is unlikely that there will be competitiveness problems between EU Member States 
that apply voluntary modulation and third countries. While some EU farmers could be 
financially worse off as a result of the new voluntary modulation system, this would 
be just one factor in their wider economic position which is affected by many other 
factors (e.g. exchange rates, market prices etc) which are arguably of much greater 
importance. 
 
4.2.4 For the CAP overall 
 
It is clear that a system of voluntary modulation that could, in theory, involve the 
reduction of direct aids for some farmers of as much as 25% damages their economic 
and competitive situation. 
 
It is a system that may apply in some Member States only. It therefore threatens the 
integrity of the CAP. The longer it applies the more dependent Member States that 
use it will become on it and the greater the long-term threat to the CAP. 
 
4.2.5 Implications for the European Parliament’s institutional position 
 
The Commission proposal, it appears, is going beyond what was strictly required by 
the December 2005 European Council agreement, for example: 
 

• In insisting that Member States set a single modulation rate at the outset of 
implementing the system, for the duration of the 2007-13 period, and by 
specifying a time period in which this must be done. 

 
• Under the previous voluntary modulation system national modulation was 

decided nationally but the devolved governments Member States’ regions 
could set their own rate. In its current proposal the commission says, in 
article 1, that “each member state should apply a single rate of reduction 
per calendar year....”. 

 
• Application of the franchise did not feature in the Council’s December 

2005 agreement. 
 
• The requirement to respect minimum levels of expenditure per rural 

development axis was explicitly excluded in the December 2005 
agreement. 

 
The European Parliament should consider whether to comment on any or all of these 
proposals, as this could have implications for the agricultural community. 
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4.2.6 Achievement of the European Commission’s CAP reform goals 
 
An overall goal of the Commission, if it continues to argue in favour of a common 
agricultural policy, should be to have a single system of (compulsory) modulation. 
Otherwise the potential distortions mentioned above are likely to become entrenched. 
Some Member States may object to a higher rate of compulsory modulation applying 
(which is implied if voluntary modulation is not used). Other Member States may 
consider that the voluntary approach is preferable due to the flexibility it allows in 
meeting rural development goals. 
 
From an administrative point of view (and in the interests of the EU institutions) 
national rather than regional application would be preferable and application of the 
EUR 5000 franchise would be consistent with obligatory modulation. However, it 
would be in the interests of simplification of administration, at least in the short-term, 
to remove the requirement to respect the franchise. Thus the simplification point can 
be argued both ways. 
 
4.3 Significance of different models of single payment schemes (SPS) 
 
The method of national or regional SPS implementation should not alter the impact of 
voluntary modulation, to a significant degree, as the addition of voluntary modulation 
would have only a marginal additional effect on the more fundamental issue - which 
is the original choice of SPS implementation method itself in the Member State/region 
concerned. 
 
4.4 Decisions on modulation rates/reviews/health checks 
 
The review of various aspects of the reformed CAP, and financing of the CAP, that is 
planned for the 2008-09 period provides the EU institutions with an opportunity to 
consider replacing voluntary modulation with a revised compulsory modulation 
system (or other mechanisms for transferring funds from Pillar 1 to Pillar 2 of the 
CAP budget). 
 
 
5. The economic and social effects of some aspects of voluntary modulation 
 
The uncertainties mentioned in section 4 make quantifying the overall impact of 
voluntary modulation difficult in other than broad terms. Nevertheless, it is possible to 
make rough estimates of the impact of some of the implementation options. 
 
5.1 Modulation rate 
 
Member States that apply voluntary modulation are likely to set the rate at the level 
required to raise sufficient funds to finance the Pillar 2 measure that are planned but 
for which there is a funding shortfall. To do otherwise would be to contradict the 
purpose of the system. For England, for example, it has been suggested that a rate of 
voluntary modulation of between 9% and 20% (in addition to 5% compulsory 
modulation) would be required. The rate chosen will vary depending on the model of 
implementation applied. 
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5.2 Rural development axes 
 
Decisions on some of the uncertain questions affect the implementation and therefore 
the economic impact of voluntary modulation. For example, there is a relationship 
between different modulation rates and flexibility in the axes (for example, in the case 
of England, modulation of, say, 5% without axis flexibility might have to become 
modulation at 7% in order to enable full funding of agri-environment schemes). 
 
5.3 Franchise 
 
In principle, the greater the franchise, the higher the headline rate of additional 
modulation required to generate a given sum of money and the more focused the 
deductions are on those holdings with higher total subsidy entitlement. Some analysts 
suggest that, if the franchise is part of the new voluntary modulation system, it could 
lead to an increase of more that one percentage point in the modulation rate, 
compared to a situation where the franchise does not apply. Thus, if a franchise is in 
operation, a 10% rate of modulation might have to be raised to 11.6% to raise the 
equivalent funds for rural development measures. 
 
Using the latest Annex VIII national envelope figures15 that take modulation into 
account, the impact of the franchise/non-franchise option on voluntary modulation 
rates could be (assuming the maximum possible rate - 20% - is in play): 
 
 Italy/Greece   20% if no franchise applied 
     40% if franchise applied 
 
 France/Germany/  20% if no franchise applied 
 Belgium & (possibly)  25-26% if franchise applied 
 Denmark  
 
 UK    20% if no franchise applied 
     23% if franchise applied 
 
Additional problems could arise if a large number of new claimants for SPS emerges. 
This would complicate the argument as the voluntary modulation rate would have to 
be increased, unless the franchise was not applied, because a large proportion of new 
claimants is likely to be smaller farmers falling within the franchise. The figures are 
approximate. However, they do indicate clearly the importance of the choices made 
by Member States as to whether and how they might apply voluntary modulation. 
 
5.4 The need for caution 
 
Despite the fact that there is likely to be a significant detrimental impact on many 
farmers’ incomes due to voluntary modulation, the EU must tread delicately, for the 
following reason. The EU claims that SPS payments are to be classified as ‘Green 

                                                 
15 Annex VIII to Regulation 1782/2003, as updated by Commission Regulation 1156/2006 of July 28, 
2006 
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Box’ under WTO rules16 as they are not linked to production, nor do they influence 
farmers’ commercial decisions or production levels. If the EU claims that different 
approaches to voluntary modulation could affect farmers’ competitiveness then this 
could be misinterpreted in the WTO context - the Green Box status of SPS payments 
could be called into question. 
 
 
6. Effects/impacts on the objectives of the CAP/rural development policy 
 
6.1 Role of the EU 
 
In general the greater the flexibility in how the CAP may be applied the greater the 
risk that the CAP loses its common, pan-European basis and that agricultural policy 
becomes re-nationalised. For example, if some Member States choose not to match 
fund in rural development programmes then Pillar 2 becomes less pan-European. 
 
6.2 Achievement of common political goals in rural development 
 
The December 2005 Council agreement that voluntary modulation will not be subject 
to the national co-financing and minimum spending per axes rules set out in the Rural 
Development Regulation threatens to undermine one of the aims of the axes - to 
ensure that there is coherence in how rural development is undertaken, and to try to 
maintain a balance in meeting rural development and environmental goals. The 
importance of this must be weighed against the need to ensure that all rural 
development programmes are, as much as possible, adequately funded. 
 
6.3 The overall budget for rural development policy  
 
The overall budget for rural development, for the next seven year period, was decided 
in December 2005. The Commission’s proposal on voluntary modulation is not 
directly relevant to the debate over that budget. However, clearly a less constrained 
budget might remove the need for voluntary modulation. It is the limited size of the 
rural development budget, particularly post-December 2005, that has resulted in the 
new voluntary modulation system being devised. In the case of the UK the limited 
overall EU budget for rural development is compounded by the disproportionately 
small share it receives of the overall budget (for various historical reasons including 
the effects of the UK’s budget rebate). 
 
6.4 Impact on compulsory modulation system  
 
A big issue for debate in the 2008/2009 review of aspects of CAP reform and of CAP 
financing will be how the compulsory and voluntary modulation systems can operate 
together. The Council may need to completely re-think how rural development funds 
can be supplemented. 
 
 
 
                                                 
16 Domestic support that is deemed to be minimally or non trade-distorting and that was excluded from 
reduction commitments under the Uruguay Round Agricultural Agreement 
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7. Budgetary effects and impact on the role of the EP  
 
7.1 The EP and non-compulsory spending 
 
There needs to be a rethink of the distinction between compulsory and non-
compulsory expenditure, particularly following the latest CAP reform. In practice, a 
great deal of market expenditure becomes direct aid which is assimilated into 
structural expenditure and which could, as such, be classified as non-compulsory 
expenditure. The problem here is, in view of the progressive importance of rural 
development expenditure, that some Member States could opt for voluntary 
modulation, while others do not, thus opening the way to distortions in rural areas. A 
discussion on the classification of agriculture expenditure in general could be 
reopened. The division of agriculture expenditure into compulsory and non-
compulsory expenditure should be re-assessed in view of the profound changes made 
by the CAP reform.  
 
Under voluntary modulation, Member States could unilaterally and without the 
comprehensive involvement of the European Parliament increase expenditure over 
and above the financial framework provided for in Annex I to the Inter-Institutional 
Agreement (IIA) by several billions of euros. Such a far reaching change in the 
budget for non-compulsory expenditure without the involvement of the European 
Parliament would violate the spirit of the IIA.  
 
7.2 Possible Revision of the Inter- Institutional Agreement 
 
Since 1988, the financial framework (known as financial perspective) has translated 
the EU’s political priorities into financial terms and set limits on EU expenditure over 
a fixed period. 
 
The IIA on discipline and improvement of the budgetary procedure that defines the 
multi-annual financial framework and its implementing provisions must be concluded 
by the European Parliament, the Council and the Commission. The IIA provides 
clarity, continuity and flexibility. However, while the IAA enhances inter-institutional 
collaboration, the annual budgetary procedures remain cumbersome and formalistic. 
A revision could address the situation that Committees of the European Parliament are 
not included in negotiations and are working only on the basis of draft preliminary 
budget figures. It could also focus on greater transparency in budgetary conciliation 
and a new timetable for the different stages of the annual budget negotiations to allow 
the Committees of the European Parliament a genuine opportunity to give their 
opinion on the draft agriculture budget.  
 
7.3 The financial interests of the EU 
 
The EU is bound to the financial agreement negotiated in December 2005 but also to 
the CAP budget which was agreed within the Agenda 2000 (and the MTR framework) 
and fixed until 2013. Within that ceiling the EU has to account for all expenditure 
including an enlargement to include Bulgaria and Romania from (probably) 2007 
onwards. Therefore the interest of the EU is to make sufficient funds available for all 
planned schemes. 
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8. Overall conclusions 
 
8.1 Likely developments 
 
Several Member States have expressed opposition to the Commission’s proposal. But 
Member States’ concerns have, so far, centred on details rather than principled points. 
It is almost certain that the Commission’s proposal for voluntary modulation will be 
approved, as Heads of Governments have already agreed the principles of the scheme. 
The question is - how many of the detailed proposals will be included, and which 
might be rejected or changed? 
 
If and when the proposal is approved, only the UK (and perhaps Germany) will use 
voluntary modulation from the outset. 
 
8.2 Points of contention 

 
The main points of contention are: 
 

• The modulation rate for the whole implementing period must be 
established at the outset (Commission proposal). 

 
• Modulation rates can be varied regionally (not possible in the Commission 

proposal) 
 
• Member States are not obliged to match fund voluntary modulation 

(Council agreement, not called into question by the Commission proposal) 
 
• Rural Development axes must be respected (Commission proposal running 

counter to Council agreement) 
 
• The EUR 5000 franchise must operate (Commission proposal) 

 
The Commission has seemingly ‘gone beyond its mandate’ in proposing that the rural 
development axes must be respected (the December 2005 Council agreement 
explicitly states that “Sums transferred to support rural development measures 
pursuant to such arrangements shall not be subject to the national co-financing and 
minimum spending per axes rules set out in the Rural Development Regulation”). 

 
The Commission’s overall aim is to ensure that the new voluntary modulation system 
diverges as little as possible from the current obligatory modulation system. This is 
for two reasons: 

 
• So that the voluntary and obligatory systems can be merged in future. 
 
• To mitigate any damaging impacts on certain Member States, regions and 

their farmers. 
 
Member states are seeking to amend the Commission’s proposal. If some of the 
changes proposed are accepted the result could be: 
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• The rate of modulation could vary within Member States (bringing about 

competitive distortions). 
 
• The rate of modulation could vary from one year to another resulting in 

uncertainty for farmers. 
 
• The overall aims of EU rural development policy, already approved by 

Member States could be undermined by non-respect of spending 
requirements for the three axes. 

 
• If the EUR 5000 franchise is not applied, the benefits of Member States 

being able to operate a lower modulation rate, and of having a simpler 
administrative situation, need to be weighed against the difficulty of 
aligning voluntary and compulsory modulation in the future. 

 
8.3 The European Parliament’s position 
 
The European Parliament needs to consider its position bearing the Commission’s two 
main aims in mind. The Parliament should consider the following questions in 
particular: 
 

• Does it support the Commission’s strategy of keeping anomalies in the 
modulation system to a minimum? If YES then the Commission’s 
proposal can be accepted. 

 
• Does it accept that, if the Commission’s proposal is altered in the way 

some Member States wish, there will be significant (if unquantifiable 
precisely) negative impacts on the income situation and competitive 
position of certain groups of farmers in some Member States/regions? If 
YES then the Commission’s proposal can be accepted. 

 
• Does the need to allow certain Member States to make up for shortfalls in 

Rural Development funding justify bringing in a voluntary modulation 
system that results in these distortions? If NO then the Commission’s 
proposal can be accepted. 

 
As an overall conclusion, the need for additional funds to meet demands for agri-
environmental schemes makes a fund shifting necessary, but not necessarily in the 
form of voluntary modulation. It is in the long-term interests of rural development 
policy, and of the integrity of an EU-wide CAP applied equally across all Member 
States, if use of voluntary modulation is kept as restricted as possible and if a more 
equitable and financially sustainable means to achieve adequate rural development 
funding is devised. 
 
The Parliament needs to consider calling for alternative means to be found to resolve 
the funding issue. These could include: 
 

• Increased rate of compulsory modulation, with co-financing maintained. 
 



 22

• Co-financing of both Pillars of the CAP (bearing in mind the financial 
constraints in many Member States). 

 
• Tighter financial discipline under Pillar 1, releasing funds for Pillar 2 

(‘degressivity’). 
 
• A separation of Pillar 1 and Pillar 2, with Pillar 2 funding no longer 

dependent on what happens to Pillar 1. 
 
• Relaxation of the rural development spending axis rules. 
 
• A complete overhaul of the rural development budget, and an objective 

assessment of the share-out of rural development funds among the 
Member States (as anomalies exist currently, as illustrated by COM 
IP/06/1177 of September 12, 2006). 

 
The Parliament could thus call for the whole issue of alterations to the modulation 
system to be dealt with in the 2008/2009 review rather than by a controversial and ill 
thought-out new (and possibly temporary) voluntary system. However, such an 
approach would still leave rural development programmes in several regions 
potentially under-funded. 
 
8.4 A note of caution 

 
The above arguments are not black and white. If one national voluntary modulation 
rate only is applied then some farmers will have their direct payments reduced (with, 
in their view, no benefit to them). If the franchise is used then the voluntary 
modulation rate will have to be higher than it would otherwise have been; if the rural 
development axes must be respected then some agri-environment schemes could be 
under-funded. 
 
8.5 Match funding 
 
The Commission’s proposal does not seek to alter the December 2005 agreement, 
which made it clear that match-funding is not obligatory. The Parliament needs to 
consider whether to make a statement on this issue. 
 
8.6 Timing 
 
It should be taken into consideration that delays in the process of deciding on the new 
voluntary modulation system could result in Member States’ Rural Development 
plans not being agreed in a timely fashion.  




