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Abstract: This paper analyzes two of the main challenges facing agriculture in Europe: technological
changes and the application of the principle of cost recovery to water services. Our study takes
into account the economic, social, and ecological consequences associated with these measures.
Specifically, we consider the effects of these two situations not only on water consumption, but also
on environmental, social, and economic indicators. Our study also includes two institutional scenarios
involving the possibility or impossibility of performing transactions in formal water markets. By
using a computable general equilibrium (CGE) model for the economy of Catalonia, a region located
in Northeastern Spain, our results suggest that institutions related with water markets matter in
terms of the effects that agricultural policies cause on water resources. They also suggest that greater
economic efficiency is not necessarily optimal if we consider social or environmental criteria.

Keywords: agricultural technological change; computable general equilibrium model; economic
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1. Introduction

Water has historically been considered an abundant resource in Spain. However, there have always
been considerable differences in the temporal and spatial distribution of water across the country.

In the late nineteenth century, an intellectual and political movement called regenerationism
established a link between the problem of water and the Spanish economy’s backwardness compared
to other European countries [1]. According to this movement, water infrastructure would enable
the expansion of irrigated agriculture and, thus, increased productivity, which in turn would lead
to an increase in agricultural exports and an improvement in the trade balance. Furthermore, these
necessary infrastructures would not only facilitate the settlement of the population throughout the
territory, but would also generate the hydropower necessary to drive industrial development. Given
the difficulties in obtaining the private funding needed, the idea that the public sector should take
charge of planning and financing these waterworks slowly began to gain momentum [2]. Public
funding would enable users to have access to water at a price below its real cost, thereby encouraging
the expansion of irrigation and the modernization of the country. This new water supply policy,
therefore, became a win-win game, ensuring profits for farmers, builders, hydropower companies, and
financial institutions [3]. It was also seen by the political class as a way to gain legitimacy, support,
and prestige. This convergence of interests explains the effort made throughout the twentieth century
to transform Spain into the European country with the largest number of reservoirs.

However, over time this water supply policy has become a problem rather than a solution. In a
scenario of rapid growth of water demand for non-agricultural uses, and a slowdown of investment
to expand supply, the water policy has not prevented an increasing water shortage in some parts of
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Spain, such as Catalonia. The main criticism of this water supply policy is that the low price of water
has not created incentives to use it efficiently. As a result, despite the large volume of water used
by farmers, the price they traditionally paid for this resource did not reflect its real cost, and hid a
cross-subsidization between different users. This situation hindered the ability of prices to transmit
shortage signals and led to mismanagement of the resource, comprising huge losses in distribution
channels, the use of out-dated irrigation techniques, and the production of low-yielding crops, among
other problems.

As water scarcity increased, a change in water policy became a matter of urgency. The new water
policy implemented in Spain in recent decades encourages a more efficient and sustainable use of
water, but also considers releasing water from agriculture to other activities with a higher economic
or social value [4]. However, a more efficient use of water in agriculture does not necessarily save
water but, instead, as noted by the Jevons’ Paradox, may eventually lead to an increase in the amount
of water consumed [5,6]. Given this possibility, the literature has considered various institutional
scenarios that would help to mitigate these adverse effects.

In this paper, we analyze the impacts of technological changes in agriculture, considering different
institutional frameworks. First, we consider the existence of formal water markets; second, we analyze
the application of the full cost recovery principle for water services contained in the European Union
Water Framework Directive [7]. These two factors are among the most important measures that have
been applied in the Spanish water policy in the recent years. Our analysis considers not only how
these measures contribute to saving water, but also their economic impact both at an aggregated and
disaggregated level.

In order to analyze the effects of technological change in agriculture in Catalonia and to discuss
the issues mentioned above, we define a static computable general equilibrium (CGE) model using a
social accounting matrix (SAM) database with the most recent data available, which is for 2001. We
chose Catalonia because, as a Mediterranean region, it can be regarded as a typical case in which
Spanish water problems have been even more intensive than at the national level (dependency on
rainfall, predominance of agriculture in water uses, high population density, high levels of economic
activity, etc.).

Over the last 20 years, CGE models have largely been used to analyze the effects of agricultural
productivity gains in areas such as poverty, food production, and trade. For instance, Lofgren and
Robinson [8] presented some modifications to the specified standard CGE models to incorporate a
more realistic technology in the agricultural sector. Arndt et al. [9] used the CGE approach to analyze
both improvements in agricultural productivity and reductions in marketing costs in Mozambique.
Prasada [10] studied the general equilibrium impacts of technological changes in Canadian agriculture,
which were modeled as productivity rises in the use of intermediate inputs and primary factors. More
recently, Belhaj et al. [11] investigated the influence of trade openness on both agricultural technological
change and poverty in the Tunisian economy.

The CGE framework has also been extensively used to investigate water issues. In general, the
CGE literature has treated water as a commodity subject to the market and, accordingly, there is a
price for that commodity that is used to obtain the corresponding agents’ demands. Among other
contributions, Berck et al. [12], Seung et al. [13] and Goodman [14] used CGE analysis for water issues in
various regions of the United States. Diao and Roe [15] studied the general equilibrium effects of some
possible reforms in the water management in Morocco. Gómez et al. [16] presented a CGE analysis
of water issues in the Balearic Islands; Letsoalo et al. [17] applied the CGE analysis to South Africa;
Strzepek et al. [18] constructed a CGE model to analyze the effects of the construction of the Aswan
dam in the Egyptian economy; and Lennox and Diukanova [19] applied a general equilibrium model
to water reallocation in Canterbury. At the global level, Berrittella et al. [20] showed the potential of
CGE analysis by providing a multi-regional model of the world economy that evaluated sustainable
water supply uses. Most of the CGE water contributions treat water as an input used in the production
system and define both the intermediate and the final usages of water. Moreover, these contributions
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usually focus on the impacts of an exogenously defined water reallocation and water policy in the
economic system.

The structure of this paper is as follows. Section 2 describes the main features of the regional CGE
model and Section 3 shows the simulation analysis undertaken and the main results. In the last section,
we make some concluding remarks.

2. The Model

Computable general equilibrium techniques have advantages over other partial equilibrium
models, as they provide a complete representation of the economic agents and their optimization
behavior [21]. CGE models also take into account all the interactions between economic agents by
completing the representation of the circular flow of income and accordingly, are not limited to the
production side of the economy. Moreover, CGE models allow consideration of nonlinearities in the
equations that define the optimization rules of economic agents and are, therefore, a useful method for
capturing the complex interrelations within an economy.

The definition of equilibrium used in our model is based on the Walrasian notion, which has
been extended to include not only producers and consumers, but also government and foreign agents.
Analytically, the model is a set of equations containing the equilibrium conditions of all economic
agents and all markets. The solution of the model consists of a set of endogenous variables (a vector of
prices, a vector of activity levels, and other macroeconomic indicators) that clear all markets and allow
all agents to reach their optimization plans.

2.1. Production

The structure of production assumes perfect competition in all markets. It shows 16 differentiated
sectors (j = 1,...,16), with one representing the agricultural activity (j = 1) and one representing the
production and distribution of water (j = 3).

Each sector is assumed to produce a homogeneous final good and has a nested technology that
shows constant returns-to-scale in production. The first level of the production function defines the
total output in each sector (Qj), following the Armington specification [22], using a Cobb–Douglas
aggregator of domestic production (Xdj) and imports from abroad (XMj):

Qj “ δjX
γj
dj X

1´γj
Mj

j “ 1, . . . , 16
(1)

The second level of the production function defines the domestic production. Our analysis
assumes that domestic production complies with a Cobb–Douglas combination of intermediate inputs
and value added, as follows:

Xdj “ λjX
ϕ1j
1j X

ϕ2j
2j . . . X

ϕ16j
16j VA

ϕvj
j

j “ 1, . . . , 16
ř16

j“1 ϕkj ` ϕvj “ 1

(2)

where j = 1,...,16 represent the production activities, Xdj is the domestic production in j, λj is a scale
parameter, ϕkj are parameters that show the response of Xdj when there are changes in Xkj, and VAj is
the value added of j.

The production function in Equation (2) allows us to analyze different institutional frameworks
related to water policy. Since a Cobb–Douglas function allows a certain degree of substitutability
between productive factors, this situation can be interpreted as a scenario in which there is a water
market that facilitates substitutability through the buying and selling of water use rights. On the
contrary, the absence of water markets is represented in the model by fixing the level of activity in the
sector of water distribution (j = 3). This situation could be interpreted as a scenario of null changes in
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the quantities of water sold to other sectors and this would, therefore, implicitly mean that no water
market to exchange water exists.

The sectoral value added, which is defined in the last (third) level of the production function, is
obtained by combining labour and capital using a Cobb–Douglas function:

VAj “ β jL
1´αj
j K

αj
j

j “ 1, . . . , 16
(3)

where Lj and Kj are the labor and capital, respectively, in sector j, and αj and β j are the parameters or
exogenous variables obtained through calibration.

2.2. Consumers

Our CGE model includes a private consumer that maximizes a Cobb–Douglas utility function (in
logarithms) according to Equation (4):

U “
ř10

h“1 γhlnch ` γslncs

γh, γs ą 0;
ř10

h“1 γh ` γs “ 1

(4)

The model differentiates two types of goods: production goods (j = 1,...,16) and consumption
goods (h = 1,...,16). Consumption goods are a combination of production goods obtained through a
conversion matrix of fixed and linear coefficients. In Equation (4), Ch represents the consumption of
good “h” and CS is the private saving or future consumption. The model identifies the final demand
for water (h = 3) that corresponds to the amounts of water production used by the final demand of
the economy.

The objective of consumers is to maximize their utility subject to the budget constraint. This
constraint establishes that households’ expenditure (arising from consumption and saving) cannot
exceed their disposable income (arising from labor income, capital income, and public transfers net of
taxation). We obtain the demand functions for consumption goods and saving from the optimization
of consumers.

2.3. Public Administration

The model also includes a public agent that is assumed to produce public goods and public
services. This agent also demands public services and investment goods. The public administration
has a Leontief [23] utility function of public consumption (CG

16) and public investment (CG
I ) in a fixed

relation, which is determined by the parameter γG ą 0:

UG “ min
”

CG
16, γGCG

I

ı

(5)

The public agent maximizes Equation (5) subject to a budget constraint. In specific terms, this
constraint establishes that public consumption and public investment must be equal to public revenues,
which come from taxation once social transfers have been subtracted from public revenues. The model
also contains a stock of public borrowing or bonds that the public agent can issue in the event of deficit.
The public budget is defined as:

P16CG
16 ` P1CG

1 ď IG `ωG
I PI (6)

where ωG
I is the debt that this agent issues if there is a situation of public deficit and IG is the income

from taxation which comes from an indirect tax on consumption, a direct tax on income, taxation on
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domestic production, and social security taxation. Additionally, the public administration transfers
income to consumers and sectors, which have to be subtracted from taxation revenues.

The objective of the public agent is to maximize the utility function (Equation (5)) subject to the
public budget constraint (Equation (6)). We obtain both the public consumption demand and the
public investment from the solution to this optimization problem.

2.4. Foreign Agent

The foreign sector is assumed to produce a traded good by using regional exports through a
fixed coefficients technology. The model assumes that the regional economy may receive income from
abroad and may simultaneously make transfers to the external agents.

Additionally, to guarantee the macroeconomic equilibrium between investment and saving at the
aggregated level, the model allows a situation of external deficit that must be used as savings by the
foreign agent.

2.5. Ecological Sector

As our aim is to show the effects of agricultural technological changes on water resources, our
model distinguishes between the water used by economic agents and the total water resources. By
taking into account that there is an amount of water not used by the economic activity, usually referred
to as the environmental or ecological flow of water, we can approximate the effects of any new situation
on the water ecosystems.

In particular, to show the trade-off between the water used by the economy and the environmental
flow of water, we define a level of activity in the ecological sector (Ye) which is residually calculated by
taking into account the natural restriction between the total water endowments and total water uses in
the regional economy, as follows:

1 “ w3Y3 `weYe (7)

where w3 is the percentage of water resources used by the economy (both by production and
consumption activities), we is the percentage of ecological water not used in the economy and returned
to nature), and, finally, Y3 represents the level of activity in sector 3 (production and distribution
of water). As Ye is endogenously determined by the model, Equation (7) assumes that there is no
limitation in the amount of water because inter-basin transfers and seawater desalination automatically
allow to cover any increase in the uses of water.

2.6. Database

Following the standard procedure in CGE modeling, all the model’s parameters are obtained
by applying the calibration procedure, which assumes that the initial situation of the economy is a
starting equilibrium (benchmark situation). In this situation, the prices and activity levels are equal to
one and consequently, the benchmark solution exactly reproduces the empirical information shown in
the social accounting matrix database used to calibrate the parameters of the model.

The empirical application is based on a 2001 social accounting matrix of the Catalan economy. We
use 2001 data because the regional water statistics available do not provide more recent data.

According to the agents and goods described in the model, the regional SAM shows 16
differentiated activities: one agricultural sector, one sector for the production and distribution of
water, nine industrial activities, and five service sectors. The SAM also distinguishes between ten
consumption goods, which are those used in the consumers’ optimization problem. Our database
also shows two factors of production (labor and capital), an account for the private income and
expenditures of households, and a capital account containing all the saving and investment in the
regional economy. The public agent’s accounts involve four different taxes (on domestic production, on
household income, on consumption, and on firms’ social security contributions) and an account for the
income flows and expenditures related to the public sector. Finally, the SAM includes a consolidated
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account for the foreign sector that simultaneously contains imports, exports, and foreign income
transactions in the regional economy.

To calibrate the parameters of the ecological sector, we use additional information on water
uses [24]. This information comprises the water resources in the natural regime, which are regulated
through dams, groundwater pumping, and water reuse. Our model, therefore, accounts for the water
that is used in the economy by sectors and households, and by residual; it also accounts for the
ecological water that it is not used by economic activities and is returned to ecosystems.

The first solution in the model consists of calculating the reference equilibrium (the benchmark
situation). We then use the model to analyze the effects of technological changes in agriculture on both
the economic indicators and the ecological variables (e.g. the ecological flow of water).

As the analytical framework is based on a computable general equilibrium model, it is important
to bear in mind some important features of the CGE in order to correctly understand the outcomes of
the model. First, one of the model’s equilibrium conditions is always redundant under CGE analysis,
according to Walras’s law [25]. Accordingly, we can take one price as being unitary in all of the
perturbations. We assume that this fixed unitary price (the numéraire) corresponds to the wage, which
will be always equal to one. The implication of this is that prices in all the new equilibriums are not
absolute prices, but relative prices with respect to the numéraire. Second, the level of activity of the
public agent is variable and the public deficit is fixed, whereas the foreign sector has a variable activity
level and a fixed deficit.

3. Simulation Analysis

The belief that water was abundant in Spain, but irregularly distributed, meant that redistributing
the water throughout the territory could easily solve water issues. However, this situation also led
the public administration to pay little attention to inefficient uses of water that was considered to be a
good in public ownership.

Nevertheless, the discourse in Spain has begun to change in recent years. Conflicts between
territories and between water users have intensified in a context in which water is an increasingly scarce
resource. There is, therefore, an increasing need to modernize irrigation and to foster technological
changes in order to achieve a more efficient use of water in agriculture. However, the important
questions are: (1) what will the environmental effects of this modernization process be; and (2) what
institutional arrangements can help to mitigate those potential adverse environmental effects?

3.1. Technological Change in Agriculture Without Water Markets

In recent years, Spanish governments have established a framework of incentives to promote
modernization in agriculture irrigation systems: the National Irrigation Plan [26], the A.G.U.A.
Programme [27], the Emergency Plan for the Modernization of Irrigation [28], and the National
Strategy for the Sustainable Modernization of Irrigation [29]. These supports for technological changes
in agriculture are justified by the relative inability of private enterprises to undertake modernization
processes, but these grants can also be understood as a compensation for the social benefit generated
from the water savings obtained by using more efficient technologies. They can, therefore, be
interpreted as compensation paid to farmers for creating positive externalities that contribute to
the preservation of the environment.

For example, the National Strategy for the Sustainable Modernization of Irrigation [29] requires
that each project for improving the distribution infrastructure of irrigation must include, along with
the planned investment, an estimation of the amount of water that the project aims to save. It must
also propose training activities that will expand the knowledge and professional skills of farmers, the
diversification of activities and the implementation of environmentally-friendly production systems.
However, this political support for technological change is not free of controversy because these
subsidies are not always sufficient for farmers wishing to implement technological change: the
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uncertainty about the potential earnings of some innovations and the presence of high sunk costs often
lead to a delay in farmers’ investments in new technologies [30,31].

Our first simulation analyzes the impact of a 25% increase in the total factor productivity of
agriculture by, for instance, modernizing transportation systems and the distribution and application
of water. Following the idea that the government should subsidize the required investments to
overcome farmers’ reluctance to technological change [32], our simulations do not assume any increase
in the producers’ costs. In other words, technological changes are exogenously applied as a mere
modification in TFP, without changing any other variable in the model.

The main results of Simulation 1 are shown in Table 1. Our results show that an increase in TFP
reduces agricultural prices (´4.5%), although this is not translated into significant changes in the
quantity produced (2.5%). As noted by King's Law, a reduction in agricultural prices only leads to a
small variation in the quantity produced. As a result, the fact that agricultural prices plummet in this
simulation means that farmers could see a negative impact on their profits.

Table 1. Simulation 1: 25% increase in TPF of agriculture (without water market).

Sectors Changes in Prices (%) Changes in Production (%)

1. Agriculture ´4.55% 2.50%
2. Energy ´0.19% ´0.06%
3. Water distribution ´0.28% 0.00%
4. Chemistry ´0.19% ´0.16%
5. Metals and electric equipment ´0.17% 0.04%
6. Automobiles ´0.17% 0.02%
7. Food production ´1.18% 0.07%
8. Textiles ´0.27% 0.03%
9. Paper ´0.15% ´0.02%
10. Other industries ´0.19% 0.03%
11. Construction ´0.03% 0.14%
12. Commerce ´0.10% 0.22%
13. Transports and
communications ´0.03% ´0.02%

14. Finance 0.02% ´0.03%
15. Private services 0.00% 0.01%
16. Public services ´0.02% 0.11%

Water variables Changes in water variables (%)

Final water demand 0.32%
Intermediate water demand ´0.29%

Ecological water 0.00%

Gross domestic production Changes in GDP (%)

Real GDP 0.31%

At the regional level, technological change based on growth in TFP leads to a growth in real
GDP (0.31%). However, the controversy surrounding incentives to technological change in agriculture
is reinforced by doubts about the effect such a change would have on water consumption at the
aggregate level. The results suggest that it only leads to a reduction in the level of intermediate water
consumption of around 0.3%.

Since measures to improve water efficiency are not effective in reducing the economic pressure
exerted on water resources they, therefore, need to be accompanied by other policy measures. We
address this issue in the following simulations. Specifically, we analyze the impact of the EU Water
Framework Directive and the establishment of formal water markets.
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3.2. Technological Change in Agriculture and the EU Water Directive Framework

Water policy must provide suitable external incentives to farmers to use water more efficiently,
but water policy must also encourage water savings in agriculture. As the European Union Water
Framework Directive points out, water management should promote the sustainable exploitation of
water resources so as to meet present needs without endangering the supply for future generations.
To achieve this goal, the EU Water Framework Directive requires that water prices in the member
countries of the European Union reflect their cost. Although applying the principle of cost recovery to
water services can generate an additional cost that causes farmers to lose competitiveness, it can be
also a stimulus to start the process of technological change that the state subsidizes.

However, this proposal leads to resistance in the agricultural sector. In fact, the water price for
agriculture has been kept low by governments. For example, the average price paid for water in
Catalonia is 1.7€/m3. Nevertheless, if the EU Water Framework Directive’s principle of cost recovery
for water services was strictly applied, the price of water would increase to 3.30 €/m3 [33]. The
reason for this is that farmers would bear most of the cost of a significant increase in water price and,
as the logic of collective action suggests, small distributional coalitions like farmers would have an
incentive to form lobbies and influence policies in their favor and could, thus, hurt economic growth.
Governments have, therefore, usually avoided applying the principle of cost recovery to water services
in agriculture. This hidden subsidy has traditionally been justified by the need for food security and
the need to establish equality between farmers with an unequal ability to pay.

In any case, we use our CGE model to simulate technological changes in agriculture in conjunction
with a rise in water prices. In specific terms, we apply a 25% tax on the water price to the previous
simulation of agricultural technological change. The results of Simulation 2 are shown in Table 2. As
in the previous case, the agricultural price decrease (´4.6%) is greater than the increase in the quantity
produced (3.2%). Furthermore, real GDP growth is also similar (0.3%). However, unlike the previous
simulation, the increase in water price leads to a significant decrease in the level of intermediate water
consumption (´8.3%) which is completely offset by an increase in final water demand (11%).
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Table 2. Simulation 2: 25% increase in TPF of agriculture and 25% tax on water price (without
water market).

Sectors Changes in Prices (%) Changes in Production (%)

1. Agriculture ´4.61% 3.22%
2. Energy ´0.44% 0.09%
3. Water distribution ´9.96% 0.00%
4. Chemistry ´0.24% 0.77%
5. Metals and electric equipment ´0.22% 0.71%
6. Automobiles ´0.21% 1.02%
7. Food production ´1.23% 0.88%
8. Textiles ´0.32% 1.03%
9. Paper ´0.20% 0.93%
10. Other industries ´0.24% 0.79%
11. Construction ´0.07% 0.06%
12. Commerce ´0.14% 0.58%
13. Transports and
communications ´0.09% 0.55%

14. Finance 0.00% 0.27%
15. Private services ´0.04% 0.13%
16. Public services ´0.07% ´0.04%

Water variables Changes in water variables (%)

Final water demand 11.09%
Intermediate water demand ´8.38%

Ecological water 0.00%

Gross domestic production Changes in GDP (%)

Real GDP 0.32%

3.3. Technological Change in Agriculture and Water Markets

The water market is an institutional arrangement to allocate water among competing users that
could enhance the economic efficiency of water uses. The pros and cons of water markets have been
discussed widely in the literature [34–37]. Under certain circumstances, water markets could make it
easier for farmers to internalize the opportunity cost of using an increasingly scarce resource and this
could, therefore, encourage farmers to save water. To that end, the Spanish Water Act was reformed in
1999 by introducing the possibility of transferring water-use rights and, thus, enabling the creation
of formal water markets. Additionally, the Spanish Water Act also introduced significant restrictions,
such as who can participate in those formal water markets, which use is given to water, how long
water rights may be transferred, how much water can be sold, etc. Therefore, the effect of water market
in terms of improving allocative efficiency has been very limited.

Simulation 3 again shows the results of a 25% increase in the total factor productivity of agriculture,
but now we allow water transactions between intersectoral users, as occurs in formal water markets. As
shown in Table 3, allowing users to exchange water does not substantially affect the results compared
to Simulation 1, in which water markets were not considered; the decline in agricultural prices (´4.5%)
are greater than changes in the quantity produced (2.5%). However, the results between simulation 1
and 3 differ slightly at an aggregated level: although both lead to an increase in real GDP (0.3%), the
existence of water markets lead to a greater reduction in the level of intermediate water consumption
(´0.6%). These results could indicate that the impact of water markets is reduced. Indeed, as discussed
below, what is questionable is the impact of subsidies for technological change.
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Table 3. Simulation 3: 25% increase in TPF of agriculture (with water market).

SECTORS Changes in Prices (%) Changes in Production (%)

1. Agriculture ´4.55% 2.50%
2. Energy ´0.19% ´0.07%
3. Water distribution 0.01% ´0.30%
4. Chemistry ´0.18% ´0.16%
5. Metals and electric equipment ´0.17% 0.04%
6. Automobiles ´0.17% 0.02%
7. Food production ´1.18% 0.07%
8. Textiles ´0.27% 0.03%
9. Paper ´0.15% ´0.02%
10. Other industries ´0.19% 0.03%
11. Construction ´0.03% 0.14%
12. Commerce ´0.10% 0.22%
13. Transports and
communications ´0.03% ´0.02%

14. Finance 0.02% ´0.03%
15. Private services 0.00% 0.01%
16. Public services ´0.02% 0.11%

Water variables Changes in water variables (%)

Final water demand 0.03%
Intermediate water demand ´0.59%

Ecological water 0.11%

Gross domestic production Changes in GDP (%)

Real GDP 0.30%

3.4. Designing a Win-Win Water Strategy

The challenge of water policy is to design a win-win strategy that encourages water efficiency and
savings. In other words, water policy must generate better outcomes in terms of economic efficiency
and environmental sustainability at the aggregated level, whilst also ensuring that this does not lead
to increased political and social costs.

As we have seen before, applying the principle of cost recovery of water services may not be
enough to improve economic efficiency or environment sustainability. Furthermore, farmers are the
biggest consumers of water, so they will probably be reluctant to accept an increase in the price of water.
The problem of political feasibility, therefore, continues to present itself, and raises the question of how
to overcome farmers’ reluctance and how to simultaneously improve environmental sustainability.
This issue is not trivial.

However, this result may be offset. In Simulation 4, where we analyze a situation in which there
is a 25% tax on the water price with the sale of water between users and uses (i.e., water markets),
the results differ. Table 4 shows these new results: both the price and quantity of the agricultural
sector remains almost unchanged, and the real GDP decreases slightly (´0.03%). However, the results
show a major impact at an aggregated level: a reduction in the level of intermediate and final water
consumption (´24% and ´21%, respectively). The main result is, therefore, an increase in water
resources for maintenance of the environmental flow (around 8%).
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Table 4. Simulation 4: 25% tax on water price (with water market).

Sectors Changes in Prices (%) Changes in Production (%)

1. Agriculture 0.11% ´0.07%
2. Energy 0.56% ´0.45%
3. Water distribution 27.89% ´23.43%
4. Chemistry 0.11% ´0.06%
5. Metals and electric equipment 0.07% ´0.01%
6. Automobiles 0.07% ´0.02%
7. Food production 0.08% ´0.05%
8. Textiles 0.09% ´0.04%
9. Paper 0.07% ´0.03%
10. Other industries 0.09% ´0.02%
11. Construction 0.06% 0.13%
12. Commerce 0.07% ´0.05%
13. Transports and
communications 0.09% ´0.07%

14. Finance 0.02% ´0.04%
15. Private services 0.05% 0.00%
16. Public services 0.09% 0.36%

Water variables Changes in water variables (%)

Final water demand ´21.87%
Intermediate water demand ´24.63%

Ecological water 7.80%

Gross domestic production Changes in GDP (%)

Real GDP ´0.03%

The rising price of water may help to transmit signals that water is a scarce commodity. However,
if buying or selling water is impossible, the incentives to internalize the opportunity cost of water use
are smaller. This is why the establishment of water markets is crucial. As long as water use rights
cannot be exchanged, water consumption will focus mainly on agriculture and, specifically, on farms
that have historically had a larger water supply regardless of their efficiency. Without water markets,
the rising price of water implies a double jeopardy for farmers: a drop in the prices of agricultural
products and in the marginal value of the allocated water. This situation can be offset by the creation
of water markets, allowing farmers to obtain an income from the sale of water.

4. Conclusions

In this paper, we have analyzed some challenges facing the agricultural sector, such as the process
of technological change and the implementation of the EU Water Framework Directive. Furthermore,
we consider how the institutional framework, such as the existence of formal water markets, modifies
the effects of these measures. Our analysis involves a computable general equilibrium model that
reflects all the connections and interactions between the economic agents. A unique feature of our
model is that it shows the effects on the environmental flow of water, and provides information about
the ecological consequences of each measure in terms of water resources. We, therefore, consider both
economic variables and water uses.

The first result we obtain is that any technological change reduces farmers’ expected revenue,
which helps to explain their reluctance to undertake technological changes. The same results are
obtained when we apply the principle of cost recovery in water services for agriculture. As suggested
by the literature on public policy making, if a new policy is to be socially accepted, it not only needs to
be economically rational, but also politically sensitive to social an environmental conditions during
its implementation. However, in our simulations there is a divergence between farmers' preferences
and the optimal social choice. In other words, there is a trade-off between economic efficiency and
political viability.
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The second conclusion we draw is that the debate about formal water markets not only matters
in terms of efficiency, but also in terms of environmental sustainability. Our analysis shows that
technological change or higher water prices are not sufficient conditions to ensure water savings.
Our results suggest the need to clearly differentiate two types of measures and strategies that, as
stated by Jevons’ Paradox, are not always consistent: increasing technical efficiency and reducing
water withdrawals.

The third conclusion is that environmental improvement depends on the institutional framework.
Water markets enhance the political feasibility and environmental impact of the EU Water
Framework Directive. Water markets provide an indication of the opportunity cost of water. Water
markets should, therefore, be judged not only in terms of economic efficiency but also based on
environmental sustainability.

Finally, there appears to be a trade-off between economic efficiency, environmental sustainability,
and political viability in agricultural policies. In other words, a policy that leads to greater economic
efficiency does not necessarily lead to environmental improvement, and nor is it the most likely to be
accepted by farmers. In this context, the choice of an economic second-best improves the environmental
impact and also creates greater consensus regarding its application. This conclusion leads us to the
following future line of research: the challenge for water policy is to design other win-win strategies
that encourage savings and efficient use of water and which, at the same time, have reduced political
and social costs when they are implemented. Put another way, there needs to be a policy that generates
a certain degree of consensus among those who believe that water should be treated as a commodity,
and those who view water as a social asset that should be allocated outside the market. The European
Union faces a new challenge in this respect: while the reform of the Common Agricultural Policy
(CAP) and the implementation of the Water Framework Directive aim for greater economic efficiency
accompanied by environmental improvement, these policies may also lead to a reduction in farmers’
incomes. Our objective will be to evaluate the joint impact of the rise in the price of water proposed
by the European Union Water Framework Directive and the reduction in agricultural prices resulting
from the reform of the CAP. On the basis of this analysis, we aim to determine what kind of water
policy would help turn this threat into a win-win situation.

We must bear in mind that, given that our CGE model is static, we can only observe the final
impacts on endogenous variables without being able to reflect the temporal adaptation of those
variables. Although this limitation makes it difficult to have a complete perspective of the effects of a
win-win water strategy, our analysis helps to clarify its final economic and ecological consequences.

Another feature of the model that should be borne into account is that it implicitly assumes that
any rise in water demand is automatically covered by the corresponding water supply. A future
research, beyond the scope of this paper, will focus on the introduction of mechanisms able to reflect
possible technological restrictions (e.g., the existing infrastructures and storage capacities) and risks of
failures (e.g., floods and droughts) in water provision.
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