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Topic: Functions and responsibilities of the Union and the States, issues and challenges 
pertaining to the federal structure 
 

Goods and Services Tax (GST) 
 
Introduction 

• 1 July 2022, marks five years since India’s introduction of the goods and services tax (GST). 

• After five years, the GST has shown impressive staying power and resilience, right through the 
pandemic years.  

• Apart from revenue performance, there is gradual evolution into widespread acceptance of GST. 
 
Adverse impact of GST on centre-state relation 

• State’s dwindling resources:  
o The GST regime, and increase in state shares for the Centrally Sponsored Schemes (CSSs) had 

placed state finances in a precarious position. 
o For majority of States the share of State GST collection [with GST compensation receipts] in 

Gross State Domestic Product [GSDP] do not show much increase during 2017-21 as 
compared to the share of revenue that is subsumed into the GST in GSDP during 2015-17. 

• Increasing dependency on Centre:  
o The dependency of states on the Centre for revenues has increased, with the share of the 

revenue from own sources declining from 55% in 2014-15 to 50.5% in 2020-21. 
o Barring a few exceptions, such as petroleum products, property tax, and alcohol excise, 

indirect taxes have been subsumed under the GST regime, eroding the ability of states to 
raise their own revenues. 

• Shortfall in devolution:  
o Significant divergence in past periods between the amount of GST compensation owed and 

the actual payments made, including for states such as Uttar Pradesh, Bihar and Jharkhand 
that need greater fiscal support. 
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GST strengthening cooperative federalism 

• GST has strengthened the Indian federation by enabling seamless input tax credit even when supply 
chains cross state borders.  

• GST compensation issue has been resolved to the satisfaction of states by the Centre taking on 
special borrowing to fund the compensation due. 

• The government has extended the time for levy of GST compensation cess by nearly 4 years till 
March 31, 2026. 

• Majority decisions at the GST Council have been based on consensus. 

• Since 10th FC, state’s share has been continuously increasing till 14th FC by devolving 42%. With 
more tax revenue accrual, the devolution will also subsequently increase. 

 
Concerns / Challenges 

• The present structure is far too complicated with four main rates (5%, 12%, 18% and 28%). 

• Special rates on precious and semi-precious stones and metals and cess on ‘demerit’ and luxury 
items at rates varying from 15% to 96% of the tax rate have complicated the tax enormously.  

• Multiple rates complicate the tax system, cause administrative and compliance problems, create 
inverted duty structure and lead to classification disputes.  

• GST is the most important source of revenue to States and any revenue uncertainty from that source 
will have a severe adverse effect on public service delivery. 

• It has been pointed out by many including the Fifteenth Finance Commission that the compensation 
scheme of applying 14% growth on the base year revenue provided for the first five years was far 
too generous.  

 
Way Forward 

• A Reformed Approach toward States: The Centre could strive to be more conciliatory towards 
States’ concerns and fiscal dilemmas. 

• The GST Council should also meet more often to nurture the critical fiscal federalism dialogue in the 
right direction and minimize trust deficits. 

• There are many pending reforms that require the Centre to work more cohesively with States to take 
India’s economy forward and lift those left behind – land, labor markets as well as the agrarian 
sector. 

• Cooperation between the Centre and states is required at both vertical (between Centre and states) 
and horizontal (among states) levels and on various fronts like welfare measures, administrative 
reforms, strategic decisions, etc. 

• The structure of GST requires significant reforms. Notably, almost 50% of the consumption items 
included in the consumer price index are in the exemption list. 

• Reforms in GST Council: The Council should transcend political rivalries of the day. 

• The States should have the right to dissent in the Council and their voice should not be drowned in 
the pursuit of unanimity in decision-making. 
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