
Price Compensation system for cultivators 

Background 

For several decades, India has had the system of Minimum Support Price (MSP) for various crops. As the 

name indicates, this is meant to provide a “support price” to the farmers so that it protects them to 

certain extent against the fall of market prices and they get a “remunerative and stable price 

environment”. In fact, the charter of the Commission of Agricultural Costs and Prices (CACP) states up 

front, “Assurance of a remunerative and stable price environment is considered very important for 

increasing agricultural production and productivity since the market place for agricultural produce tends 

to be inherently unstable, which often inflict undue losses on the growers, even when they adopt the 

best available technology package and produce efficiently.  Towards this end, minimum support prices 

(MSP) for major agricultural products are fixed by the government, each year, after taking into account 

the recommendations of the Commission for Agricultural Costs and Prices (CACP).”1
 

However, this system has not provided remunerative prices to the farmers, especially over the past two 

decades as their input costs and living costs have surged. There are some key reasons for this. 

(1) The MSP is not fixed solely on the basis of the input costs of the farmers and the need for 

commensurate returns. Rather, it is based on 12 different parameters which include “effect on 

industrial cost structure, effect on cost of living, effect on general price level, effect on issue prices 

and implications on subsidy” and so on.2 Many of these parameters dictate that the agricultural 

prices be kept low; in other words, the CACP balances several criteria some of which are opposed to 

the producers’ interests – seriously compromising the objective of remunerative prices for farmers.  

(2) The mechanism for computing the Cost of Cultivation (C2) doesn’t reflect some of the true costs. 

Most of the centres meant for determining local cost of cultivation are non-functional.  

(3) The rising living costs in the villages have made it difficult for farmers to make ends meet. But, the 

determination of MSP is such that in many instances it doesn’t even meet the cost of cultivation C2. 

This leaves no margin for the farmers to meet their rising living costs, particularly in the context of 

the increasing dependence on private sector for basic services such as education and health. The 

National Farmers’ Commission and the recent Working Group on Agricultural Production have all 

recommended that the MSP should be fixed at C2 + 50%(C2), and this has been a longstanding 

demand of farmers around the country. However, the government has not accepted this demand. 

(4) Part of the government’s rationale is that raising the MSPs would increase the market prices, having 

adverse effect on consumers and industry, on competitiveness in the international market, etc.  

(5) The realization of even the inadequate MSP by the farmer is dependent on efficient procurement 

and timely market intervention by the government. There is no procurement or market intervention 

for most of the 25 crops for which MSP is declared; and even when it exists, inefficiencies have 

prevented the farmers from receiving even the MSP, especially at crunch time after harvest. 

                                                           
1  Website of CACP, Homepage: http://dacnet.nic.in/cacp/ 
2  Website of CACP, “Determination of MSP”: http://dacnet.nic.in/cacp/det.html 



Proposal for Price Compensation system for cultivators 

The gist of the proposal is that a crop-wise Minimum Fair Price (MFP) and when the average Farm 

Harvest Price (FHP) is below this MFP, the shortfall is paid out by the government to the cultivator. In 

essence, this gets around the problems with direct market intervention and its effect on market prices – 

as described in the previous section – and still makes sure that the cultivators get fair returns. 

This provision is proposed only for food crops which are included in the MSP regime. C2'+50% is 

proposed as the basis (C2' is C2 with some improvements). This system can be implemented with the 

district or taluk as the unit. The payment is calculated based on district-level or taluk-level averages of 

the FHP and yield per acre, and not based on the figures for each individual cultivator. Note that this 

system should apply to the actual cultivators, including tenants and sharecroppers. 

Rationale 

• One key reason for agrarian distress is the adverse farmer economics of rising costs and low prices. 

• Farmers as our annadatas, providing food security for the entire nation, and are entitled to a 

Minimum Fair Price as return for their efforts. 

• If the government and society want to keep food prices low, the burden should not be borne by the 

farmer. Note that this system is not proposed as a replacement for the procurement and public 

distribution systems; we believe they should continue to be improved and diversified to include 

more crops but we realize that those systems cannot fully ensure remunerative prices to the 

farmers since their priorities are different. 

• The formula of C2+50%(C2) has been a long-standing demand of farmer organizations, and the 

recommendation of the National Farmers’ Commission and the recent Working Group on 

Agricultural Production. One key reason that the government has not accepted this demand is its 

effect of increasing market prices. The Price Compensation mechanism operationalizes this demand 

without increasing the market prices directly. The government’s procurement price can be fixed 

independently based on the MSP system. 

• This system will directly enhance agricultural incomes, and also incentivize production and 

productivity because the payment is tied to actual local production levels. 

Operational Details 

• For each cultivator, record the crops sown and respective areas, at the start of the season. These 

can be cross-checked during the season to ensure that the crops are actually being cultivated. There 

are already mechanisms at village-level to record this information, which might need improvement. 

• Take weighted average Farm Harvest Prices (FHP). These are already available for each market yard 

in every district across the country.  

• For each crop, if FHP < MFP, calculate Unit Price Compensation per quintal, PC = (MFP – FHP) for 

each district/taluk. 

• Take Production and Yield numbers at district or Taluk level. District level numbers already exist. 



• For each cultivator, determine (PC x Cultivated Area x Average Yield), which should be given as cash 

payment to the cultivator, where PC is the Unit Price Compensation per qtl. for that district/taluk. 

• It is important that this system should benefit the real cultivators including tenant farmers and 

sharecroppers rather than non-cultivating land-owners. There should be system in place to identify 

and record tenants and sharecroppers. For example, the AP government is introducing a Bill to 

provide Loan Eligibility Card to tenants and sharecroppers so that they can access loans, crop 

insurance, crop compensation and so on. For the same purposes, it is imperative for governments to 

introduce such mechanisms in other states also. The same mechanism can be used to record the 

cultivator data for the Price Compensation system. 

• The payments of crop compensation should be made directly to the farmers, through a local 

delivery mechanism such as post office, bank account deposit, panchayat or self-help groups. Timely 

payment should be made for each season. 

Sample Farmer Economics 

To understand how the current farmer economics and how it will change if the Price Compensation 

system is implemented, we have taken the case of 4 major crops from Andhra Pradesh – paddy, jowar, 

groundnut and red gram (tur dal) – for the year 2006-07. Table 1 shows the farmer economics as it 

stands, and Table 2 shows the farmer economics if the Price Compensation is provided, assuming that 

the farmer realizes C2+50%(C2) as the effective price. 

Table 1: Farmer Economics for selected crops from A.P. in 2006-07 

 A2+FL 

in AP  

C2 in 

AP 

National 

MSP 

AP Ave 

Mkt 

Price 

(MP) 

Avg 

Yield, 

qtls. 

C2  per 

ha, 

based on 

avg. 

yield 

Avg 

Inc1* 

per ha = 

(MP - 

C2) x 

Yield 

Avg 

Inc1 per 

family 

** 

Avg 

Inc2* 

per ha = 

(MP - 

A2+FL) 

x Yield 

Avg 

Inc2 per 

family 

** 

Jowar 607 965 540 761 9.72 9370 -1984 -3968 1492 2984 

Paddy 397 615 580 682 26.3 16181 1770 1770 7506 7506 

Groundnut 1377 1881 1520 1853 3.01 5662 -83 -167 1434 2868 

Red Gram 1000 1609 1410 1783 4.0 6436 698 1396 3134 6268 

 

Note: All costs and prices per quintal unless otherwise mentioned 

*  Ave Inc1 assumes cost of cultivation as C2, and Ave Inc2 assumes cost of cultivation as A2+FL  

    A2+FL includes paid out costs and family labour; C2 is A2+FL plus imputed rent of own or leased land 

**Per family acreage assumed 1ha for wetland crops, 2ha for dry crops 

 

Observations:  

 Note that the national MSP is lower than the C2 of AP in all the crops! This demonstrates how the 

pricing system is stacked against the cultivator.  

 Average incomes are calculated assumed that the cultivator realizes the average market price (MP). 



 Average Income1 assumes that the cost of cultivation is C2. Jowar and groundnut result in net loss 

to the cultivator while paddy and red gram result in net income per hectare of just Rs.1770 and 

Rs.698 respectively. 

 Average Income2 assumes that the cost of cultivation is A2+FL, i.e., not taking into consideration the 

imputed rent on land. Note that the net incomes are still very low, and the maximum that an above-

average farming family (2.5 acres of wet land or 5 acres of dry land) makes is only Rs.7506. 

 

Table 2: Farmer Economics with Price Compensation system 

 A2+FL 

in AP  

C2 in 

AP 

National 

MSP 

AP Ave 

Mkt 

Price 

(MP) 

Avg 

Yield, 

qtls. 

Min. Fair 

Price 

(MFP) 

=C2+50% 

Avg 

Inc1* 

per ha = 

(MFP - 

C2) x 

Yield 

Avg 

Inc1 per 

family 

** 

Avg 

Inc2* 

per ha = 

(MFP - 

A2+FL) 

x Yield 

Avg 

Inc2 per 

family 

** 

Jowar 607 965 540 761 9.72 1448 4685 9370 8161 16323 

Paddy 397 615 580 682 26.3 923 8090 8090 13826 13826 

Groundnut 1377 1881 1520 1853 3.01 2822 2831 5662 4348 8696 

Red Gram 1000 1609 1410 1783 4.0 2414 3218 6436 5654 11308 

 

Note: All costs and prices per quintal unless otherwise mentioned 

*  Ave Inc1 assumes cost of cultivation as C2, and Ave Inc2 assumes A2+FL 

    A2+FL includes paid out costs and family labour; C2 is A2+FL plus imputed rent of own or leased land 

**Per family acreage assumed 1ha for wetland crops, 2ha for dry crops 

 

Observations:  

 There is significant improvement in the income levels for all crops. Groundnut is relatively low, 

because of the poor average yield during that year. 

 A 2-hectare jowar farmer makes marginally more than a 1-hectare paddy farmer; in fact the 

variation in family incomes for the different crops has decreased compared to Table 1. This is of 

course dependent on a number of factors. 

 

 

************* 




