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Modi and the GST Revolution: Reshaping India’s
Economic Landscape

PREFACE

1. India’s Pre-GST Challenge — A Fragmented Economy

For decades, India’s economy operated like a patchwork quilt of regional markets, each governed by
its own complex web of indirect taxes. Goods travelling from Delhi to Chennai could pass through
multiple tax jurisdictions, encountering VAT, octroi, entry tax, and other levies at every state border.
Trucks often spent up to 60% of their journey idling at checkpoints, driving up logistics costs and
eroding business efficiency.

This fragmented taxation system discouraged investment and created uncertainty for businesses,
particularly small and medium enterprises (SMEs) that were overwhelmed by compliance burdens and
the cascading effect of taxes on taxes. Policymakers and economists knew that without a radical
overhaul, India’s dream of becoming a $5 trillion economy would remain out of reach.

2. Modi’s Economic Vision and the Political Push for GST

When Narendra Modi assumed office as Prime Minister in 2014, he inherited an economy with
immense potential but entrenched inefficiencies. His philosophy of “Minimum Government, Maximum
Governance” demanded transformative reforms, not incremental tweaks.

The Goods and Services Tax (GST) had been debated for nearly two decades, but political
disagreements—especially on revenue-sharing between the Centre and the States—kept it in limbo.
Modi elevated GST as a national priority, calling it “a collective revolution, not just a tax reform.”
Through persistent consensus-building and the creation of the GST Council, he set the stage for the
launch of India’s most ambitious fiscal reform since independence.

3. Why GST Is a Game-Changer

GST fundamentally changed how India’s economy functions. By subsuming more than a dozen indirect
taxes into a single unified framework, it created the foundation for “One Nation, One Tax, One
Market.” Businesses now operate under a common set of tax rules nationwide, reducing compliance
complexity and lowering costs for consumers.

The reform also curtailed tax cascading and improved supply-chain efficiency. A product manufactured
in Maharashtra could now be sold in Assam without multiple layers of taxation—an unprecedented
step toward economic unification.




4. A Work in Progress

As with any large-scale reform, GST’s early years were marked by technological glitches, complex
return-filing processes, and political controversy. Small businesses struggled with the sudden shift to
digital tax compliance. Critics pointed to multiple tax slabs and frequent rate changes as evidence of
excessive complexity.

Yet the Modi government responded with agility—streamlining return processes, rationalising tax
rates, and easing compliance for micro-enterprises. Today, GST collections consistently cross X1.5 lakh
crore per month, a testament to its success in broadening the tax base and boosting compliance.

5. Why This Book Matters

As an economist and policy observer, | (Dr. R. G. Anand) felt compelled to document the story of GST—
not just the policy details, but the political courage, institutional innovation, and technological
breakthroughs that made it possible. This book explores the challenges and triumphs behind the
reform, from the earliest debates under Prime Minister Atal Bihari Vajpayee to its eventual rollout
under Narendra Modi.

Through case studies, sectoral analyses, and stories from business owners, tax professionals, and
policymakers, we will examine how GST has reshaped India’s economic landscape and strengthened
its federal framework.
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Chapter 1: The Economic Backdrop Before GST

Section 1.1: Indian Tax Structure Before GST

Before the advent of the Goods and Services Tax (GST), India’s indirect taxation landscape was often
described as a labyrinth—complex, layered, and riddled with inefficiencies. It was a system that
evolved piecemeal over decades, with successive governments adding new taxes, levies, and cesses
in response to fiscal needs, without fundamentally rethinking the overall structure. By the early 2010s,
this accumulation of fragmented taxes had reached a tipping point. Businesses were suffocating under
the weight of compliance, consumers were burdened by high costs, and the government itself
struggled to enforce tax laws uniformly across the country.

At the heart of the problem lay the multiplicity of taxes. Every good or service produced in India was
subjected to a variety of indirect taxes, levied by both the central and state governments. The Centre
collected excise duty on goods manufactured within the country and service tax on a wide range of
services. In addition, states imposed value-added tax (VAT) on the sale of goods within their territories,
along with entry tax, octroi, and other local levies. These taxes were not harmonized. Each state had
its own VAT laws, rates, and procedures, which could differ substantially from those of its neighbours.
For instance, a manufacturer in Gujarat might pay a VAT rate of 12.5% on a particular product, while
the same product could attract a VAT rate of 14.5% in Karnataka. Such inconsistencies not only made
compliance difficult but also distorted competition between businesses operating in different states.

The cascading effect of these taxes—often described as the “tax on tax” problem—was another major
flaw of the pre-GST system. Under excise duty, the tax was levied on the manufacture of goods, but
businesses were not allowed to set off the excise duty they paid on raw materials against the duty on
the finished product. Similarly, VAT was levied on the sale price of goods, which already included the
excise duty paid at the manufacturing stage. This meant that every stage of the supply chain added
another layer of tax, inflating the final cost for the consumer. Consider the example of a refrigerator
manufacturer. When the company bought steel and plastic, it paid excise duty. After manufacturing
the refrigerator, it paid excise duty again on the finished product. When the product was sold to the
distributor, VAT was levied on a price that already included the excise duty. By the time the
refrigerator reached the customer, the cumulative tax burden could be as high as 30—-35% of the retail
price.

This cascading effect was not just a burden for consumers; it also made Indian goods less competitive
in global markets. A car manufactured in India, for instance, might carry a significantly higher
embedded tax cost than a car produced in a country with a simpler value-added tax system. Exporters
were theoretically eligible for tax refunds, but the process was so slow and cumbersome that many
simply factored the extra costs into their prices, making their products less attractive internationally.
The pre-GST tax regime thus undermined India’s manufacturing sector at a time when the government
was seeking to position the country as a global manufacturing hub.

Inter-state commerce faced additional hurdles in the form of entry taxes and border checkpoints.
Almost every state imposed some form of entry tax on goods coming from other states. These taxes
varied widely, and compliance often required businesses to maintain separate records for each state
they operated in. Trucks carrying goods were frequently stopped at state borders for tax verification,
resulting in long delays. Industry studies estimated that trucks in India spent as much as 20% of their
time idling at checkpoints. These delays not only increased transportation costs but also led to




wastage, particularly in perishable goods like fruits and vegetables. For businesses, especially those
operating on thin margins, such inefficiencies could be crippling.

The compliance burden was staggering, particularly for small and medium-sized enterprises (SMEs). A
business operating in multiple states had to register separately in each state and file a plethora of
returns for various taxes. For instance, a company providing services nationwide could be required to
file service tax returns with the Centre while simultaneously filing VAT returns with each state where
it operated. Each tax had its own set of forms, deadlines, and procedural requirements. Even minor
errors could result in penalties or lengthy disputes with tax authorities. For large corporations with
dedicated tax departments, this was a costly inconvenience; for SMEs, it was often a matter of survival.

The lack of coordination between the Centre and the States exacerbated these problems. The
constitutional division of powers meant that the Centre controlled taxes on the production of goods
and services (like excise and service tax), while the States controlled taxes on the sale of goods (like
VAT and entry tax). This division often led to disputes over jurisdiction and revenue sharing. A service
provided along with the sale of goods—for example, the installation of air conditioners—could be
taxed by the Centre as a service and by the State as a sale, resulting in double taxation. The Supreme
Court was frequently called upon to resolve such disputes, but its judgments often added to the
complexity by creating new distinctions and exceptions.

The opacity of the system also provided fertile ground for tax evasion. With so many taxes,
exemptions, and rates, it was easy for unscrupulous businesses to underreport sales or inflate input
costs. Cash transactions were common, and the informal economy flourished. According to some
estimates, nearly 40% of India’s economy operated outside the tax net before GST. This not only
reduced government revenue but also placed honest businesses at a disadvantage, as they had to
compete with those evading taxes.

Consumers, too, bore the brunt of the pre-GST regime. The cascading effect of taxes and the
inefficiencies in the supply chain meant that prices were higher than they needed to be. Moreover,
the tax system was largely hidden from consumers. While VAT was visible on invoices, excise duty and
other embedded taxes were not. This lack of transparency made it difficult for consumers to know
how much tax they were actually paying.

Internationally, India’s tax system was increasingly seen as a barrier to investment. Foreign companies
contemplating entry into the Indian market often balked at the complexity of the indirect tax regime.
The World Bank’s Ease of Doing Business rankings consistently highlighted India’s tax system as one
of the most challenging in the world. Investors worried not only about the high compliance costs but
also about the unpredictability of tax demands and litigation.

By the early 2000s, it was evident that the existing system was unsustainable. Economists and
policymakers began to argue for a comprehensive reform that would replace the myriad of indirect
taxes with a single, unified tax. The idea of a Goods and Services Tax was born out of this realization.
A value-added tax levied at each stage of the supply chain, with full credit for taxes paid on inputs,
would eliminate the cascading effect and create a common national market. Other countries, such as
Canada, Australia, and members of the European Union, had already adopted similar systems with
success. For India, however, implementing such a reform would require not only legislative change
but also a rethinking of the very relationship between the Centre and the States.

The political and administrative challenges were formidable. States were understandably reluctant to
give up their power to tax goods sold within their borders. They feared losing revenue and autonomy.
The Centre, on the other hand, was concerned about how to administer a tax system that spanned




the entire country. Technology could play a role, but India’s digital infrastructure was still developing,
and many small businesses lacked the capacity to adopt electronic filing systems.

It was against this backdrop of complexity, inefficiency, and political tension that the Modi
government inherited India’s tax system in 2014. The need for reform was urgent, but the path
forward was anything but straightforward. The next sections will explore how Narendra Modi’s
leadership, political negotiation, and a vision for a unified economy ultimately set the stage for the
GST revolution.

Section 1.2: State vs. Centre Tax Conflicts

If the pre-GST tax system was complicated for businesses and consumers, it was even more
contentious for the governments themselves. The Constitution of India divides taxation powers
between the Centre and the States, a division born out of the delicate federal balance envisioned by
the framers of the Constitution. This division, while well-intentioned, created structural fault lines in
the nation’s fiscal framework that would plague India’s indirect tax system for decades.

The Centre’s powers were focused on the production and manufacturing side of the economy. It levied
central excise duty on goods manufactured within India and a service tax on the provision of services.
The States, on the other hand, derived a significant portion of their revenue from the taxation of goods
at the point of sale. This took the form of Value-Added Tax (VAT), sales tax, entry tax, and octroi,
depending on the state and the specific nature of the goods. At first glance, this division appeared
neat and logical, but as the economy evolved, the boundaries between goods and services blurred,
and the resulting overlaps led to constant disputes between the Centre and the States.

One major area of friction was the dual taxation of composite transactions, where goods and services
were bundled together. Consider, for instance, the case of restaurant services. When a customer
ordered a meal at a restaurant, was it a service (for which the Centre could levy service tax) or a sale
of goods (for which the State could levy VAT)? The truth, of course, was that it was both. But because
the Constitution did not allow either level of government to tax both aspects simultaneously, each
tried to claim its share. Restaurants, caught in the middle, were often required to split the bill into a
“service component” and a “goods component,” each taxed separately. This led to confusion and
frequent litigation.

The telecommunications sector faced similar challenges. When a customer purchased a prepaid
mobile recharge, was the payment for goods (airtime vouchers) or for services (telecommunication)?
The Centre considered it a service and levied service tax, while States argued that the vouchers
represented goods subject to VAT. Companies operating in multiple states were often forced to pay
both taxes, leading to higher costs and protracted disputes.

These jurisdictional overlaps not only increased the cost of doing business but also strained the
relationship between the Centre and the States. Both levels of government were fiercely protective of
their revenue streams, and neither wanted to cede an inch of fiscal authority. States, in particular,
were wary of any central encroachment on their tax powers. Many relied heavily on sales tax and VAT
for their financial survival. In poorer states, VAT collections could account for as much as 60-70% of
total revenue. Any reform that threatened this lifeline was viewed with deep suspicion.

The Centre, meanwhile, faced its own revenue pressures. With rising public expenditure and the need
to fund large-scale development projects, the Union government was constantly seeking ways to




expand its tax base. It attempted to bring more goods and services under the ambit of central excise
and service tax, often provoking resistance from the States. One particularly contentious issue was the
taxation of petroleum products and alcohol, which were major revenue sources for state
governments. The Centre’s proposal to subsume these under a unified GST framework met with fierce
opposition, and even after GST was implemented, these items were kept outside its purview for fear
of disrupting state finances.

Another source of conflict was the lack of uniformity in tax laws across states. Each State had its own
VAT legislation, with different rates, exemptions, and procedures. For example, a product like
packaged biscuits could be taxed at 4% in one State and 12.5% in another. Businesses operating in
multiple states were forced to navigate a maze of differing rules, often maintaining separate
accounting books for each jurisdiction. This lack of harmonization created economic distortions.
Goods that should have flowed freely across state borders were often warehoused or routed
inefficiently to minimize tax liabilities. In some cases, businesses deliberately set up operations in
states with lower tax rates, not because it made economic sense but because it offered a fiscal
advantage.

The resulting economic inefficiencies were staggering. A study by the Planning Commission in the early
2010s estimated that the fragmented indirect tax system reduced India’s GDP growth by as much as
1.5 to 2 percentage points annually. Logistics costs were among the highest in the world, partly due
to tax-related bottlenecks. Inter-state trade, which should have been the lifeblood of a unified
economy, was hampered by a patchwork of state-level taxes and regulations. India was, in effect, a
collection of small, semi-autonomous markets rather than a single national marketplace.

The adversarial nature of Centre-State relations over tax revenues also made cooperative
policymaking difficult. States feared that any move towards a unified tax system would erode their
fiscal autonomy. Their reluctance was not entirely unfounded. Past experiences with centrally
sponsored schemes had left many states feeling that the Centre often dictated terms and appropriated
a disproportionate share of resources. In the case of GST, States worried that once they surrendered
their power to levy VAT and other taxes, they would be at the mercy of the Centre for compensation.

To address these concerns, the idea of a GST Council—a joint decision-making body comprising
representatives from both the Centre and the States—was proposed during the early discussions on
GST. But in the pre-GST era, such institutional mechanisms for resolving tax disputes did not exist.
Disagreements were often escalated to the judiciary or resolved through ad hoc negotiations, neither
of which provided lasting solutions. The Supreme Court, in fact, played a pivotal role in defining the
boundaries of tax jurisdiction, but its rulings often added new layers of complexity. For example, in
the landmark Bharat Sanchar Nigam Ltd. (BSNL) vs. Union of India (2006) case, the Court attempted
to clarify the distinction between goods and services in the context of telecom transactions. While the
judgment offered some guidance, it also created new grey areas that businesses and tax authorities
struggled to interpret.

The cumulative effect of these conflicts was a tax system that was not only inefficient but also
adversarial. Businesses were forced to devote enormous resources to tax planning and compliance,
rather than focusing on innovation and growth. Centre and State governments, instead of working
together to broaden the tax base, often engaged in turf wars that undermined the overall efficiency
of the system. The lack of trust between the two levels of government became a major obstacle to
reform.
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It is important to understand that the conflicts between the Centre and the States were not merely
technical disputes over jurisdiction; they reflected deeper questions about the nature of India’s
federalism. The framers of the Constitution had sought to strike a balance between a strong Centre
and autonomous States. But in practice, this balance was constantly tested by the realities of economic
development and political competition. States were understandably protective of their revenue
sources because they bore the responsibility of delivering essential public services like health,
education, and infrastructure. At the same time, the Centre had a national mandate to fund defence,
macroeconomic stability, and large-scale welfare schemes. These competing imperatives created an
environment where any change to the taxation system required delicate negotiation and compromise.

The GST reform, as we will see in later chapters, was as much about building trust between the Centre
and the States as it was about simplifying taxes. The pre-GST era had made it abundantly clear that
India’s fiscal federalism needed a new institutional framework—one that could reconcile the interests
of both levels of government while delivering a seamless economic experience for businesses and
consumers. The creation of the GST Council would eventually serve this purpose, but in the years
leading up to its formation, the conflicts between the Centre and the States often seemed
insurmountable.

The stage was thus set for a fundamental reimagining of India’s indirect tax system. The inefficiencies
of the existing regime, the constant jurisdictional disputes, and the economic distortions they created
made reform not just desirable but inevitable. Yet the question remained: could the Centre and the
States find a way to work together to achieve it?

Section 1.3: Impact on Businesses and Consumers

If the structural flaws and Centre-State conflicts in India’s pre-GST tax system made life difficult for
governments, they were far more punishing for the nation’s businesses and consumers. The multi-
layered taxation system, riddled with duplications and inconsistencies, created a hostile environment
for commerce. For many enterprises—particularly small and medium-sized ones—the complexity of
the system was not merely a regulatory challenge but a question of survival. Consumers, on their part,
bore the brunt of higher prices and a lack of transparency about how much tax they were truly paying.

To begin with, the compliance burden on businesses was monumental. Each type of tax—excise,
service tax, VAT, entry tax, octroi—had its own set of filing requirements, deadlines, and procedural
norms. A business operating across multiple states had to comply with the tax laws of each jurisdiction
separately. This often meant registering separately in each state, maintaining distinct accounting
books for each, and filing dozens of tax returns every year. Large corporations could afford entire
departments dedicated to tax compliance, but for small businesses, the administrative load was
overwhelming. Owners spent valuable time and resources navigating tax forms and meeting deadlines
rather than focusing on growth and innovation.

Moreover, the absence of harmonisation in tax rates from state to state created serious distortions
in business decision-making. A manufacturer producing consumer goods, for instance, could find that
his product attracted 4% VAT in one state and 12.5% in another. This disparity often influenced where
companies chose to set up factories or warehouses. Instead of locating facilities based on logistical
efficiency or proximity to markets, firms were forced to factor in tax rates, resulting in economically
irrational decisions. Some states actively exploited this dynamic by offering tax incentives to lure
investment, leading to what was effectively a “race to the bottom.” While such strategies occasionally
boosted local employment, they eroded the overall tax base and created unhealthy competition
among states.
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One visible consequence of this fragmented system was the proliferation of warehouse networks
designed purely for tax planning. Businesses with a national footprint often maintained small
warehouses in each state—not because it made operational sense but because it allowed them to
avoid inter-state taxes and delays at border checkpoints. These tax-driven supply chains were
inefficient and costly. They increased inventory holding costs, slowed down delivery times, and
created unnecessary duplication of infrastructure. For consumers, this meant that goods were more
expensive and harder to access, particularly in remote regions.

The burden of tax cascading made matters worse. Since businesses were often unable to claim credit
for taxes paid on inputs, the cost of production rose at every stage of the supply chain. A typical
product—say, a washing machine—would attract excise duty at the manufacturing stage, VAT when
sold to a distributor, and again VAT when sold to the end customer. The VAT at each stage was levied
on a price that already included the earlier excise duty, effectively taxing tax. By the time the washing
machine reached the consumer, the cumulative tax burden could exceed 30% of the final retail price.

Consumers felt this impact in their wallets. Everyday items such as soaps, packaged foods, or
medicines carried hidden tax components that were not always visible on invoices. While VAT was
itemised on bills, excise duty and other embedded taxes were not, leaving consumers largely in the
dark about how much tax they were paying. This lack of transparency eroded trust in the system.
People often suspected, sometimes rightly, that they were being overcharged or that businesses were
exploiting the opacity to inflate margins.

The situation was particularly dire for small and medium-sized enterprises (SMEs), which form the
backbone of India’s economy. SMEs often lacked the resources to hire dedicated tax professionals,
and many were unfamiliar with the complex procedural requirements of the various taxes. Failing to
file returns correctly or on time could result in hefty penalties. In a system where compliance was
difficult even for the most organised companies, smaller firms were at a constant disadvantage. This
contributed to a phenomenon where many SMEs chose to remain in the informal economy,
conducting business in cash and avoiding taxes altogether. While this allowed them to survive in the
short term, it limited their ability to scale up, access formal credit, or expand beyond their immediate
markets.

The informal economy, in turn, created a vicious cycle. With a large proportion of businesses operating
outside the tax net, the government was forced to keep tax rates high on the compliant sector to meet
revenue needs. High rates incentivised further evasion, deepening the problem. Honest businesses,
those that followed the law and paid their dues, were left struggling to compete with counterparts
who undercut prices by avoiding taxes.

For consumers, the inefficiencies of the system often translated into poor service and inflated costs.
Logistics delays caused by tax checkpoints meant that goods took longer to reach retail shelves,
particularly in rural areas. Perishable goods like fruits, vegetables, and dairy products were especially
vulnerable. Trucks carrying such items would often be held up at state borders for hours, if not days,
waiting for tax verification. By the time the products reached their destination, spoilage rates were
high, and retailers were forced to pass the resulting losses on to consumers through higher prices.

The litigation burden was another significant problem for businesses. The complex web of tax laws
and the frequent overlaps in jurisdiction between the Centre and the States meant that disputes were
inevitable. Cases would often drag on for years in the courts, tying up working capital and distracting
management from core business operations. Tax authorities, driven by revenue targets, were
sometimes overzealous in issuing demands, leading to further uncertainty. For multinational
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corporations, the unpredictability of India’s tax system was a major deterrent to investment. Many
global CEOs cited “tax terrorism”—a term used to describe aggressive and arbitrary tax demands—as
one of the biggest risks of doing business in India.

The impact of the system extended beyond the business community to India’s broader economic
competitiveness. International investors and trade partners viewed the country’s tax regime as
opaque and burdensome. The World Bank’s Ease of Doing Business index consistently ranked India
poorly in the category of paying taxes. Exporters, in particular, were at a disadvantage. While they
were theoretically eligible for refunds of the taxes paid on inputs, the process for claiming these
refunds was so cumbersome and time-consuming that many exporters simply absorbed the additional
costs, making their products less competitive in global markets.

This dysfunction also undermined India’s aspirations to become a global manufacturing hub. The
government’s own flagship initiative, “Make in India,” faced headwinds because manufacturers found
it difficult to operate efficiently in such a fractured tax environment. Even companies willing to invest
in India for its large market often limited their manufacturing operations and imported finished goods
instead.

By the time Narendra Modi’s government came to power in 2014, the business community was
clamouring for change. Industry bodies such as the Confederation of Indian Industry (Cll) and the
Federation of Indian Chambers of Commerce & Industry (FICCI) had long advocated for a unified tax
system that would replace the existing patchwork of levies. The demand was not just for lower tax
rates but for a simpler, more predictable system that would reduce compliance costs and eliminate
the distortions caused by tax cascading and inter-state barriers.

Consumers, too, stood to benefit from reform. A streamlined tax system promised to reduce prices by
eliminating the tax-on-tax effect and by allowing goods to move more freely across state borders. It
would also bring greater transparency, enabling consumers to see exactly how much tax they were

paying.

The pre-GST tax system was, in many ways, emblematic of the larger challenges facing India’s
economy at the time: inefficiency, opacity, and a lack of coordination between various arms of
government. Reform was not just desirable; it was essential. But the question remained: how could
such a reform be implemented in a country as large, diverse, and politically complex as India?

The answer lay in the idea of the Goods and Services Tax—a single, unified tax that would subsume
the myriad indirect taxes and create a common national market. Yet, as the next sections will reveal,
translating this idea into reality would require not only technical ingenuity but also unprecedented
political consensus-building.

Section 1.4: Challenges for MSMEs and Startups

Among all the stakeholders in India’s pre-GST tax regime, none were more affected than the Micro,
Small and Medium Enterprises (MSMEs) and the burgeoning startup ecosystem. These businesses
form the backbone of India’s economy, employing millions of people and contributing nearly 30% to
the country’s GDP. Yet, for decades, they operated in a regulatory environment that was far from
supportive. The labyrinthine indirect tax system was especially punishing for small enterprises that
lacked the resources to navigate its complexities.
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One of the most formidable challenges was the requirement for multiple state registrations. A
business operating in more than one state had to obtain separate VAT registrations in each
jurisdiction. Each registration came with its own set of rules, return filing schedules, and compliance
obligations. A medium-sized manufacturing company selling products nationwide could easily find
itself maintaining as many as 20-30 separate registrations, each with its own tax officer, forms, and
deadlines.

For MSMEs with limited staff and resources, this administrative burden was crippling. Owners often
spent more time grappling with paperwork than focusing on their core business operations. Missing a
single return filing deadline in one state could result in penalties or, worse, the cancellation of the
business’s tax registration. The constant fear of non-compliance created a culture of anxiety among
small entrepreneurs.

The problem was compounded by the inter-state barriers that plagued the movement of goods.
MSMEs, which frequently operated on tight schedules and narrow margins, were particularly
vulnerable to delays at state borders. Trucks carrying goods could be detained for hours, even days,
at checkposts while tax officers verified documents and assessed entry taxes. These delays increased
transportation costs and disrupted supply chains. For companies dealing in perishable goods or fast-
moving consumer products, the consequences could be devastating. Entire shipments could be
spoiled or rendered obsolete, leading to significant losses.

Another significant pain point for MSMEs was the cascading nature of taxes. Unlike larger companies,
which could sometimes absorb or pass on the additional costs, small enterprises were
disproportionately affected by the tax-on-tax structure. The inability to claim input tax credits on
various taxes paid during the production process meant that their final products often carried a heavy
embedded tax burden. This made them less competitive in the market, especially when competing
against larger, better-capitalized firms that could use scale to offset these inefficiencies.

Cash flow management was yet another area where MSMEs suffered. The refund mechanisms for
indirect taxes, particularly for exporters, were notoriously slow and bureaucratic. Many small
businesses found their working capital locked up in tax refunds that took months, or even years, to
process. For enterprises with limited financial reserves, this could create severe liquidity crises. They
were often forced to rely on expensive short-term borrowing just to stay afloat, further eroding their
profitability.

Startups, a newer segment of the economy, faced their own unique set of challenges. By the early
2010s, India was beginning to witness the rise of a vibrant startup ecosystem, driven by young
entrepreneurs and fueled by venture capital. However, the existing tax system was anything but
startup-friendly. Many startups operated digitally, providing services that transcended state borders.
But the tax laws had been designed for a brick-and-mortar economy and struggled to accommodate
the nuances of digital businesses.

For instance, an e-commerce platform that sold goods across multiple states could find itself liable for
VAT in every state where it had customers, even if it had no physical presence there. The logistical
nightmare of managing dozens of tax registrations and filings was enough to dissuade many startups
from expanding beyond their home state. Similarly, technology service providers faced confusion over
whether their offerings were classified as “services” subject to service tax or as “goods” subject to
VAT. In some cases, they were taxed as both, leading to double taxation.

The lack of clarity and consistency in tax laws also discouraged foreign investment in startups.
International investors were wary of the compliance risks and potential for retrospective tax demands.
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Several high-profile disputes between tax authorities and technology companies further tarnished
India’s reputation as a startup-friendly destination.

Adding to the misery was the human element of tax administration. MSMEs and startups often had
to deal directly with multiple layers of tax officials, each wielding considerable discretionary power. In
the absence of clear guidelines and automation, this created opportunities for harassment and
corruption. Businesses sometimes felt compelled to pay informal “fees” to expedite refunds or avoid
penalties, further increasing their costs and undermining their confidence in the system.

Many small businesses chose to operate in the informal economy as a way to escape these burdens.
They conducted transactions in cash, kept minimal records, and avoided registering under various tax
regimes. While this allowed them to survive, it also limited their growth potential. Without formal tax
records, these businesses found it difficult to access bank credit or attract investors. They remained
trapped in a cycle of subsistence, unable to scale up or integrate into the formal economy.

The combined effect of these challenges was to create a two-tier economy. Larger corporations with
the resources to navigate the tax system could thrive, while MSMEs and startups were left struggling
at the margins. This was not only unjust but also economically inefficient. Small enterprises are often
more agile and innovative than their larger counterparts, yet the tax system effectively penalized them
for being small.

By 2014, the frustration among MSMEs and startups had reached a boiling point. Industry associations,
chambers of commerce, and entrepreneurial networks were vocal in their demand for a simpler, fairer
tax regime. They wanted a system that would level the playing field, reduce compliance costs, and
free up their time and resources for productive activities.

The promise of a Goods and Services Tax offered a glimmer of hope. By unifying the country into a
single market and allowing seamless input tax credits, GST had the potential to alleviate many of the
pain points faced by small businesses. For the first time, there was a real possibility that MSMEs and
startups could operate on an equal footing with larger players, competing on the basis of quality and
efficiency rather than tax arbitrage.

But in the pre-GST era, this was still just a vision. MSMEs and startups continued to grapple with a tax
system that seemed almost designed to trip them up at every turn. Their challenges served as a
powerful reminder of why reform was necessary, and why it could not be delayed any longer.

Section 1.5: International Comparisons of Tax Regimes

The challenges India faced with its fragmented indirect tax system were not unique in the world, but
the scale and complexity of the problem certainly were. Many countries had already gone through the
painful process of tax reform, replacing multiple indirect taxes with unified value-added tax (VAT) or
goods and services tax (GST) regimes. By the time India seriously began contemplating GST, it was one
of the few major economies still operating under such a fractured system.

Looking abroad offered valuable lessons. Countries like Canada, Australia, and members of the
European Union had implemented similar reforms decades earlier, each adapting the basic concept
of a value-added tax to their unique political and economic contexts. While no two models were
identical, all shared the same fundamental objective: to create a seamless, transparent, and efficient
system that taxed value addition at every stage of the supply chain without imposing a tax on tax.
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Take the case of Canada, a country with a federal structure similar to India’s. Canada introduced its
Goods and Services Tax in 1991, replacing a hidden manufacturer’s sales tax. Like India, Canada faced
resistance from provinces worried about losing fiscal autonomy. The Canadian GST was initially set at
arate of 7% and was designed as a value-added tax that allowed input credits at each stage. To address
the concerns of the provinces, Canada created the Harmonized Sales Tax (HST) in certain jurisdictions,
which combined the federal GST with provincial sales taxes into a single levy. Provinces that chose not
to harmonize continued to levy their own sales taxes, resulting in a dual system. This flexibility allowed
the federal government to push through reform while respecting provincial autonomy, a lesson that
would later prove crucial in India’s approach to GST.

Australia’s experience was another instructive example. Australia introduced its GST in 2000 at a flat
rate of 10%, replacing a complex system of federal wholesale sales tax and various state taxes. The
Australian GST was notable for its simplicity and transparency. With a single rate and minimal
exemptions, it reduced compliance costs for businesses and was easy for consumers to understand.
To win over states, the Australian government promised to allocate all GST revenues to them, ensuring
that the reform would not diminish their fiscal resources. This arrangement strengthened the case for
cooperative federalism and gave states a strong incentive to support the new system.

The European Union (EU), though not a federal system, faced similar challenges in harmonizing tax
regimes across member states. The EU adopted a standard framework for VAT in the 1970s to facilitate
the free movement of goods and services within its single market. While each member state retained
the right to set its own VAT rates within certain limits, the EU ensured that goods could move across
borders without additional taxes. This harmonization was a cornerstone of the EU’s economic
integration, demonstrating how a unified tax system could break down barriers to trade and enhance
economic efficiency.

Even developing economies, often grappling with weak institutions and large informal sectors, had
successfully implemented GST or VAT systems. Malaysia, for instance, rolled out GST in 2015 with the
aim of broadening its tax base and reducing its dependence on oil revenues. The Malaysian GST had a
single rate of 6% and was praised for its comprehensive coverage and efficient input credit
mechanism. Although it faced initial political backlash, it demonstrated how a well-designed GST could
be implemented even in emerging markets.

When compared to these international models, India’s pre-GST system stood out for its inefficiency
and complexity. Countries with unified VAT or GST regimes enjoyed several advantages. First, the
elimination of cascading taxes reduced the cost of goods and services, making businesses more
competitive domestically and internationally. Second, the uniformity of tax laws across jurisdictions
simplified compliance for businesses operating in multiple states or regions. Third, the transparent
input tax credit mechanism incentivized businesses to operate formally and maintain proper records,
thereby reducing tax evasion.

India, by contrast, continued to operate as a patchwork of semi-autonomous tax jurisdictions. Goods
moving from one state to another were treated almost as if they were crossing international borders.
The resulting logistical inefficiencies were stark. In Australia or the EU, a truck could travel thousands
of kilometres without encountering a single tax checkpoint. In India, the same truck might spend hours
idling at state borders, its driver negotiating with officials or producing a stack of paperwork to prove
tax compliance.

The differences extended to tax administration as well. Countries like Canada and Australia had
invested heavily in building robust, technology-driven systems that made compliance easier and more
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predictable. Online registration, electronic return filing, and automated refund processing were
standard features. India’s tax administration, by contrast, remained largely manual and paper-based
in the pre-GST era. Businesses were often required to physically visit tax offices to file returns or
resolve disputes, creating opportunities for harassment and corruption.

Perhaps the most telling comparison was in tax-to-GDP ratios, a measure of how effectively a country
collects taxes relative to the size of its economy. Countries with efficient GST or VAT systems tended
to have higher tax-to-GDP ratios, enabling them to fund public services and infrastructure more
effectively. India’s tax-to-GDP ratio languished at around 16-17%, far lower than the average of 25—
30% seen in developed economies. This limited the government’s ability to invest in critical areas like
health, education, and infrastructure, perpetuating a cycle of underdevelopment.

These international comparisons underscored the urgency of reform. If countries with similar or even
greater challenges could implement GST successfully, there was no reason why India could not. At the
same time, they highlighted the importance of tailoring the reform to India’s unique circumstances.
India’s sheer size, diversity, and federal structure meant that a one-size-fits-all approach would not
work. The reform would need to balance the Centre’s desire for uniformity with the States’ demand
for autonomy. It would also need to accommodate the realities of India’s vast informal economy,
ensuring that small businesses could transition smoothly into the formal tax net.

The experiences of other countries offered both inspiration and cautionary tales. They demonstrated
that GST could deliver significant economic benefits, but they also showed that its implementation
was rarely smooth. Resistance from vested interests, initial teething troubles, and the challenge of
public communication were common themes. For India, these lessons would prove invaluable as it
embarked on its own journey towards GST.

By 2014, the case for reform was clear. India’s pre-GST tax system was a drag on economic growth, a
barrier to ease of doing business, and a source of friction between the Centre and the States. The
international evidence suggested that a unified GST could address many of these problems. But the
path to implementation would not be easy. It would require unprecedented political will, institutional
innovation, and a leap of faith by all stakeholders.

The stage was now set for the next chapter in India’s economic history—a chapter that would see the
vision of a “One Nation, One Tax, One Market” finally take shape.
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Chapter 2: The Vision of Narendra Modi for Economic
Transformation

Section 2.1: Modi’s Economic Philosophy and
Leadership Approach

When Narendra Modi was sworn in as the 14th Prime Minister of India on May 26, 2014, the country
was at an inflection point. The economy was grappling with sluggish growth, high inflation, and a
complicated regulatory environment that stifled entrepreneurship. Investor sentiment was fragile,
public trust in governance was waning, and India’s place in the global economic order seemed
uncertain. Modi entered office with a decisive mandate and a reputation as a reformer, and he was
determined to redefine India’s economic trajectory.

At the heart of Modi’s economic vision was a simple but profound philosophy: “Minimum
Government, Maximum Governance.” He believed that the Indian state had become too intrusive in
the lives of citizens and businesses, often acting as a roadblock rather than an enabler. The
labyrinthine bureaucracy, complex tax laws, and opaque regulatory structures had created a climate
of mistrust between the government and the governed. Modi sought to reverse this trend by reducing
unnecessary government interference while improving the efficiency, transparency, and
accountability of public institutions.

This philosophy was not merely a slogan. It shaped Modi’s approach to economic reform at every
level. He believed in the power of the market to drive growth and innovation but also recognised the
government’s role in providing the foundational infrastructure and policies necessary for a thriving
economy. Unlike some of his predecessors, who were content to tinker at the margins, Modi believed
in big-bang reforms—initiatives that could fundamentally alter the structure of the economy and set
it on a sustainable growth path.

Modi’s rise to national leadership was deeply influenced by his tenure as the Chief Minister of Gujarat
from 2001 to 2014. During those years, Gujarat had emerged as a model of economic dynamism, with
high industrial growth, robust infrastructure development, and investor-friendly policies. Modi’s
administration in Gujarat was known for its efficiency, its ability to cut through red tape, and its focus
on delivering results. These experiences shaped his conviction that good governance was the key to
unlocking India’s economic potential.

One of Modi’s first priorities as Prime Minister was to restore investor confidence, both domestic and
international. The global business community had grown wary of India’s regulatory unpredictability,
chronic infrastructure bottlenecks, and reputation for “tax terrorism” —the arbitrary and aggressive
pursuit of tax revenue by authorities. Modi recognised that without a stable and predictable business
environment, India would struggle to attract the capital needed for growth. He set about rebuilding
trust by promising a more transparent and business-friendly government.

This renewed confidence was to be built on structural reforms rather than short-term fixes. Modi
understood that the challenges facing India—poor infrastructure, a large informal economy,
widespread corruption, and a fragmented tax system—were systemic in nature. Tackling these issues
would require bold measures that could disrupt the status quo and face significant political resistance.
Modi was willing to take those risks, secure in the belief that long-term economic transformation was
worth the short-term pain.
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The Prime Minister also grasped the importance of technology as a transformative force. He saw
digitalisation as a way to improve efficiency, reduce corruption, and bring millions of citizens into the
formal economy. Initiatives like Digital India, Aadhaar-based identity verification, and the promotion
of cashless payments were not isolated programs but part of a larger strategy to modernise India’s
economic infrastructure. GST, when it would be implemented, would become a vital pillar of this
strategy, powered by a digital network capable of tracking transactions in real time.

Another cornerstone of Modi’s vision was the creation of a “New India” that was globally competitive
yet deeply rooted in self-reliance. He launched ambitious initiatives like Make in India, designed to
turn India into a global manufacturing hub, and Startup India, aimed at nurturing entrepreneurship.
These programs sought to generate employment for the country’s massive youth population while
reducing dependence on imports.

Central to all these efforts was the idea of cooperative federalism. Modi understood that in a country
as diverse as India, economic reform could not be imposed from the top down. States would need to
be active partners in the process, not passive recipients of central diktats. He frequently invoked the
concept of “Team India” to emphasise the collective responsibility of the Centre and the States in
driving development. This mindset would prove crucial when it came to implementing GST, a reform
that required states to surrender significant fiscal autonomy for the greater good.

What set Modi apart as a leader was his ability to communicate a sense of purpose and urgency. He
was a master of political messaging, capable of framing complex economic ideas in language that
resonated with ordinary citizens. When he spoke of “Ease of Doing Business,” it was not just about
corporate boardrooms but about the small shopkeeper, the farmer, and the entrepreneur struggling
to make ends meet. Modi was also willing to use his political capital to push through contentious
reforms, confident that the electorate would reward him for his vision rather than punish him for the
disruptions.

This was evident in the bold moves he made early in his tenure, such as the Jan Dhan Yojana, a
financial inclusion program that opened millions of bank accounts for the unbanked; the deregulation
of diesel prices, which had long been a politically sensitive issue; and the controversial but
consequential demonetisation exercise of 2016. Each of these initiatives demonstrated Modi’s
willingness to take risks in pursuit of long-term goals.

GST would become the most ambitious of these reforms. It was not a new idea—successive
governments had debated it for over a decade—but Modi was determined to succeed where others
had failed. He recognised that GST was not merely a tax reform; it was a nation-building exercise, one
that could transform India’s economic geography by creating a truly unified national market.
Implementing it would require an extraordinary degree of political consensus, technological
preparation, and public communication.

As Modi once put it, “We cannot let India’s economy be chained by outdated systems. We must
build a framework that is modern, transparent, and fair for all.” This conviction would drive his
government’s relentless pursuit of GST, despite the inevitable hurdles and controversies.
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Section 2.2: Linking GST to Modi’s Larger Vision — Make
in India, Digital India & Ease of Doing Business

Narendra Modi’s economic reforms were never conceived in isolation; they were always part of a
larger, interconnected vision for transforming India into a globally competitive, digitally empowered,
and entrepreneur-friendly nation. The Goods and Services Tax (GST) was the centrepiece of this
vision, a reform that would not only simplify the country’s complex tax system but also catalyse his
broader initiatives like Make in India, Digital India, and the drive to improve Ease of Doing Business.

The Make in India initiative, launched in September 2014, was one of Modi’s most ambitious
programs. It aimed to position India as a global manufacturing hub, capable of competing with China,
Vietnam, and other fast-growing economies. For decades, India’s manufacturing sector had been
constrained by poor infrastructure, high logistics costs, and an unfriendly regulatory environment. The
fragmented indirect tax system was among the biggest obstacles.

Before GST, moving goods from one state to another was like crossing multiple international borders.
Each state imposed its own taxes, leading to delays, higher costs, and inefficiencies in supply chains.
Manufacturers were often forced to maintain separate warehouses in each state purely for tax
reasons, even when it made little logistical or economic sense. This not only increased overheads but
also discouraged companies from scaling up operations.

GST promised to remove these barriers by creating a single national market. By eliminating entry
taxes, harmonising rates, and allowing seamless input tax credits across the country, GST would
drastically reduce logistics costs and improve supply chain efficiency. A refrigerator manufactured in
Pune could be shipped directly to a customer in Guwahati without being stopped at multiple state
borders. This would not only make manufacturing more competitive but also encourage companies to
expand their footprint beyond their home states.

The timing of GST’s rollout was crucial for Make in India. Without it, the initiative risked being
undermined by the very structural inefficiencies it sought to overcome. Modi understood this clearly.
He often linked GST directly to India’s aspirations of becoming a manufacturing powerhouse, calling it
a “game-changer” that would reduce the cost of production, make Indian goods more competitive
internationally, and attract foreign investment.

Parallel to Make in India, Modi was pushing the country towards a digital transformation through the
Digital India program. Launched in July 2015, Digital India aimed to bring government services online,
improve digital infrastructure, and increase internet connectivity across the country. GST was
designed to be a fully digital tax system, with electronic registration, online return filing, and
automated input tax credit reconciliation through the Goods and Services Tax Network (GSTN).

This integration with Digital India served multiple purposes. First, it reduced the scope for human
intervention in tax administration, thereby curbing corruption and discretionary harassment by tax
officials. Second, it made compliance easier and more accessible, especially for small businesses that
had previously struggled with the paperwork-heavy, state-specific tax regimes. Third, it created a
digital trail of transactions, which would help formalise the economy and expand the tax base.

GST also complemented Modi’s push for cashless transactions and financial inclusion, initiatives that
gained significant momentum after the demonetisation exercise of November 2016. By requiring
businesses to report transactions digitally and offering input tax credits only for documented
purchases, GST incentivised the use of banking channels over cash. This, in turn, aligned with Modi’s
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broader goal of building a transparent, accountable economy where tax evasion and black money
were harder to conceal.

Another critical dimension of Modi’s vision was improving India’s global ranking in the Ease of Doing
Business Index, compiled by the World Bank. When he took office in 2014, India ranked a dismal
142nd out of 189 countries. One of the biggest pain points identified by the index was the country’s
cumbersome tax regime. Businesses often cited tax compliance as a major barrier, particularly the
need to deal with multiple authorities across different states.

GST was expected to dramatically improve India’s standing in this area by providing a single tax, a
single authority, and a uniform set of rules. It would reduce the time and cost of starting and
operating a business, making India a more attractive destination for investment. Modi himself
frequently highlighted the connection between GST and the Ease of Doing Business, describing the tax
reform as a “passport for Indian entrepreneurs to compete globally on equal terms.”

The broader significance of GST lay in how it brought coherence to Modi’s economic agenda. Make
in India sought to boost manufacturing; Digital India aimed to modernise infrastructure and
governance; the financial inclusion drive sought to empower citizens; and the Ease of Doing Business
reforms were designed to create a welcoming environment for entrepreneurs. GST acted as the glue
that tied these initiatives together. By unifying the market, formalising the economy, and streamlining
compliance, it laid the foundation for the success of all other programs.

Modi was acutely aware of the symbolic power of GST as well. He often referred to it as a
manifestation of “One Nation, One Tax, One Market,” a phrase that captured his broader vision of
national unity and economic integration. In a country as diverse as India, where states often pursued
their own fiscal policies, GST was not just a tax reform but a nation-building exercise. It required states
to surrender some of their autonomy for the greater good, embodying Modi’s ideal of cooperative
federalism.

The success of GST would, therefore, be a measure of the success of Modi’s entire economic strategy.
If implemented effectively, it could transform India’s business environment, attract investment, and
accelerate growth. But if it faltered, it could undermine investor confidence and stall momentum on
other fronts. Modi was determined not to let that happen. He invested significant political capital in
pushing GST through Parliament, negotiating with states, and building the technological backbone
required for its implementation.

In Modi’s own words during a public address in 2016, “GST is not just a tax reform. It is a step towards
economic freedom for every Indian. It is a reform that will make the lives of our entrepreneurs
easier, our economy stronger, and our country more united.”

Section 2.3: Political and Economic Motivations Behind
GST

The implementation of the Goods and Services Tax (GST) was not merely a technocratic reform
designed to streamline India’s indirect tax structure. It was also deeply political, rooted in Narendra
Modi’s vision of nation-building and economic transformation. The decision to push forward with GST
despite the formidable challenges reflected both the economic imperatives of the time and the
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political calculus of a leader who understood that bold reforms could shape his legacy and India’s
future.

Economically, the case for GST was clear. India’s pre-GST tax regime was strangling growth,
discouraging investment, and fostering inefficiencies across the board. For decades, businesses had
pleaded with successive governments to rationalise the complex web of indirect taxes. They argued
that the existing system not only increased costs but also distorted decision-making. A factory’s
location, for instance, was often determined not by access to resources or proximity to markets but
by the vagaries of state tax incentives. This undermined productivity and competitiveness.

Modi and his economic advisers recognised that India could not aspire to become a $5 trillion
economy with a fragmented domestic market. The world’s most successful economies operated as
unified markets where goods and services could flow seamlessly across regional boundaries. In
contrast, India’s state borders functioned like internal tariff walls. Trucks were delayed for hours at
checkpoints, supply chains were disrupted, and businesses incurred unnecessary inventory costs.
Estimates suggested that these inefficiencies cost the economy 1.5-2 percentage points of GDP
annually.

Moreover, the cascading nature of indirect taxes inflated prices for consumers and eroded India’s
export competitiveness. When goods and services were taxed at multiple points in the supply chain
without a mechanism for input tax credit, the burden accumulated and was ultimately passed on to
the end consumer. Indian products were often more expensive in global markets, making it harder for
exporters to compete with rivals from countries that had already implemented VAT or GST systems.

GST offered a solution to all these problems. By eliminating the cascading effect, creating a single
national market, and allowing for full input tax credits, it promised to reduce costs, lower prices, and
boost competitiveness. It also held the potential to significantly broaden the tax base. India’s large
informal economy meant that a significant portion of economic activity went untaxed. By linking input
credits to tax compliance and digitising transactions, GST could incentivise businesses to enter the
formal economy, thereby increasing government revenue without raising rates.

But while the economic logic was compelling, the political motivations behind GST were equally
important. Modi understood that GST was not just about economics; it was about reshaping the
federal relationship between the Centre and the States. India’s diversity had often translated into
fiscal fragmentation, with each state pursuing its own policies in isolation. GST, by unifying the tax
system, would foster greater economic integration and a sense of shared national purpose.

This was particularly significant given Modi’s broader political philosophy. He had long championed
the idea of “One India”, not just as a political slogan but as a practical framework for development.
GST embodied this philosophy by creating a truly common market. Modi frequently described the
reform in almost symbolic terms, calling it a step towards national unity. He believed that economic
integration could strengthen political cohesion, making India more resilient in the face of global
challenges.

From a governance perspective, GST also aligned perfectly with Modi’s emphasis on cooperative
federalism. Unlike previous centralising reforms, GST required the active participation and consent of
the States. The creation of the GST Council, a body in which the Centre and the States would have
equal representation, was a deliberate attempt to build trust and ensure that all voices were heard.
Modi saw this as an opportunity to reset the often adversarial relationship between the Centre and
the States. By involving them as equal partners in the design and administration of GST, he hoped to
foster a new era of collaboration in India’s federal structure.
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Politically, GST offered Modi a chance to distinguish himself from previous governments. The reform
had been debated for more than a decade, with successive administrations failing to muster the
political will to implement it. Modi knew that if he could succeed where others had faltered, it would
cement his reputation as a transformative leader capable of delivering on promises. The stakes were
high, but so were the potential rewards.

There was also an electoral dimension. Modi and his strategists recognised that GST, despite its initial
disruptions, could vyield significant long-term political dividends. By simplifying the tax system,
reducing harassment by multiple authorities, and lowering prices through the elimination of tax
cascading, the reform had the potential to win the goodwill of both businesses and consumers.
Moreover, by formalising the economy and widening the tax base, it could generate additional
revenue for the government to fund welfare programs, infrastructure projects, and other initiatives
that resonated with voters.

However, Modi was also acutely aware of the risks. GST was a complex reform that would affect every
business and consumer in the country. Its implementation would inevitably cause disruptions, and any
missteps could provoke backlash. Small businesses, already wary of digital compliance requirements,
might resist the change. States could rebel if they felt their fiscal autonomy was being undermined.
The opposition, which had supported GST in principle, could seize on any difficulties to criticise the
government.

Yet Modi believed the risks were worth taking. His political instincts told him that the electorate would
reward courage and vision. He was willing to expend significant political capital to build consensus,
negotiate with states, and address the concerns of various stakeholders. His personal involvement in
the process sent a clear message: GST was a priority for the highest levels of government.

Modi’s political acumen was evident in the way he framed GST as a collective achievement rather
than a partisan victory. He often credited previous governments for conceptualising the reform,
emphasising that GST was the product of years of deliberation and consensus-building. This inclusive
narrative made it harder for opponents to oppose the reform outright. It also reassured states that
they were partners, not subjects, in the process.

The convergence of economic necessity and political strategy created a powerful momentum behind
GST. Modi understood that no single reform could solve all of India’s economic challenges, but he saw
GST as a foundational change that would unlock the potential of other initiatives. It would support
Make in India by lowering production costs, complement Digital India by pushing businesses towards
electronic compliance, and enhance the Ease of Doing Business by reducing red tape.

In Modi’s words, spoken during a GST Council meeting in 2016, “We have debated GST for years. It is
time we act. The country cannot wait any longer. This reform will benefit not one party or one state,
but the entire nation.”

Section 2.4: Parliamentary Debates and Consensus
Building

Implementing the Goods and Services Tax (GST) in India was not simply a matter of drafting legislation;
it was a herculean political exercise. The reform required building consensus among multiple
stakeholders—the Centre, the States, opposition parties, industry groups, and the public. Given
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India’s deeply entrenched political divides and the strong fiscal autonomy of states, the road to passing
GST through Parliament was paved with intense negotiations, strategic compromises, and an
unprecedented display of cooperative federalism.

At the heart of the challenge was the fact that GST would fundamentally alter the distribution of
taxation powers between the Centre and the States. States, which relied heavily on indirect taxes like
VAT, entry tax, and octroi for their revenue, were apprehensive about surrendering these powers to
a unified system. They feared not only an immediate loss of revenue but also a dilution of their fiscal
independence.

Narendra Modi and his finance minister, Arun Jaitley, understood these fears intimately. They knew
that GST could not be rammed through Parliament by a simple majority; it required broad support.
The reform needed a constitutional amendment, which meant it had to be approved by two-thirds of
both houses of Parliament and ratified by at least half of the state legislatures. This necessitated
patient persuasion and the ability to craft a consensus in a politically charged environment.

The parliamentary debates over GST reflected the magnitude of the reform. Opposition parties,
including the Congress—which had itself introduced the GST Bill during the United Progressive Alliance
(UPA) era—raised numerous concerns about the design and implementation of the tax. Some feared
that the proposed GST Council, which would decide tax rates and policies, would undermine the
autonomy of states. Others argued that small businesses would struggle to adapt to the digital
compliance requirements of the new system.

The Modi government responded to these concerns with a combination of diplomacy and flexibility.
Arun Jaitley, known for his legal acumen and ability to build bridges across party lines, became the
chief architect of consensus-building. He held countless meetings with state finance ministers,
opposition leaders, and industry representatives to address their apprehensions.

One of the key concessions made by the government was the promise of a compensation mechanism
for states. To allay fears of revenue loss, the Centre agreed to compensate states for any shortfall in
revenue during the first five years of GST implementation. This assurance was critical in winning the
support of states, particularly those ruled by opposition parties. The compensation would be funded
through a special compensation cess levied on certain luxury and sin goods, such as tobacco and high-
end automobiles.

The government also agreed to give states equal representation in the GST Council, the body
responsible for setting tax rates and making key policy decisions. Each state would have one vote, and
decisions would require a three-fourths majority. This arrangement ensured that the Centre could not
unilaterally impose its will and that states retained a meaningful voice in the functioning of GST. Modi
repeatedly emphasised the importance of this new federal institution, calling it an embodiment of his
vision of cooperative federalism.

Despite these efforts, the parliamentary debates were far from smooth. Opposition parties continued
to push for additional safeguards. One particularly contentious issue was the proposal for a dispute
resolution mechanism within the GST framework. Some parties argued that disputes between the
Centre and the States should be adjudicated by an independent body, rather than being left to the
GST Council. The government, wary of creating a parallel authority that could undermine the Council’s
authority, resisted this demand.

There were also heated debates over the number of tax slabs under GST. While economists and
industry groups favoured a single rate for simplicity, political realities made this difficult. Different
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goods and services carried varying social and economic sensitivities, and states insisted on retaining
some flexibility to tax essential items at lower rates and luxury items at higher rates. The result was a
multi-slab structure, with rates of 5%, 12%, 18%, and 28%, along with special rates for gold and
precious stones. Though imperfect, this compromise was necessary to secure broad support.

The government’s ability to navigate these debates was a testament to its political skill. Modi
personally engaged with chief ministers and party leaders, urging them to view GST as a nation-
building exercise rather than a partisan issue. He often reminded them that GST was not a creation of
his government alone but a reform that had been in the works for over a decade, with contributions
from multiple administrations.

This inclusive narrative proved effective. Gradually, the opposition softened its stance, recognising
that outright opposition to GST could be politically damaging. Public opinion was overwhelmingly in
favour of the reform, viewing it as a long-overdue step towards simplifying India’s tax system. By
aligning GST with a larger vision of national unity and economic progress, Modi was able to create a
sense of inevitability around the reform.

Finally, after years of deliberation and intense debate, the Constitution (One Hundred and First
Amendment) Act, 2016 was passed by both houses of Parliament in August 2016 with near-
unanimous support. The Rajya Sabha, where the government did not have a majority, passed the bill
unanimously—a rare moment of political harmony in India’s often fractious polity. State legislatures
followed suit, ratifying the amendment at a record pace.

The passage of the GST amendment was hailed as a historic moment. Modi himself described it as a
“victory for democracy and cooperative federalism.” In a speech following the vote, he said, “The
GST is a great example of how all parties and states came together to put the interests of the nation
above politics. This will be remembered as a shining example of Team India at work.”

But even as the constitutional hurdle was cleared, the work was far from over. The detailed rules, tax
rates, and IT infrastructure for GST still had to be finalised. The government now faced the enormous
task of preparing businesses, tax authorities, and citizens for the transition to a new system. It was a
race against time to meet the ambitious deadline of July 1, 2017, the date chosen for the rollout of
GST.

Section 2.5: The Midnight Launch at Parliament -
Symbolism and Strategy

On the night of June 30, 2017, the Central Hall of the Indian Parliament was steeped in a sense of
history. Under the ornate dome, glowing under its majestic chandeliers, sat Prime Minister Narendra
Modi, President Pranab Mukherjee, and a host of dignitaries, lawmakers, and business leaders. It was
close to midnight—a time chosen deliberately to evoke the memory of another midnight seventy years
earlier, when India had celebrated its independence. But this time, the occasion was not political
liberation; it was economic transformation.

At the stroke of midnight, Modi and Mukherjee pressed a button to symbolically launch the Goods
and Services Tax (GST), ushering in the most ambitious tax reform in independent India’s history. The
moment was carefully choreographed, rich with symbolism. Modi and his government wanted to
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communicate to the nation and the world that this was not just another policy announcement—it was
a turning point, a decisive step towards the vision of a unified India, economically and politically.

The choice of a midnight launch was no accident. Modi, a master of political messaging, understood
the power of historical parallels. By aligning the GST rollout with the memory of India’s tryst with
destiny in 1947, he sought to elevate the reform from a technocratic measure to a nation-building
milestone. In his speech that night, Modi declared, “Just as Sardar Patel integrated the country
politically, GST will integrate India economically. This is the dawn of a new era.”

The event itself was designed to reflect the spirit of cooperative federalism that had made GST
possible. Chief ministers and finance ministers from various states, regardless of their political
affiliation, were present. Leaders of opposition parties, too, were invited, although some chose to
boycott the event, criticising the government for what they saw as unnecessary pomp. Modi, however,
was clear that the occasion was larger than any one party or government. The midnight launch was
meant to celebrate a collective achievement, the culmination of years of deliberation and consensus-
building.

The atmosphere inside Parliament that night was electric. As Modi spoke, he emphasised the
transformative potential of GST. He described it as a “Good and Simple Tax”, a phrase that
encapsulated his promise that the reform would simplify the lives of taxpayers while benefiting the
economy as a whole. He spoke of how GST would reduce the cost of goods and services, eliminate tax
cascading, and create a level playing field for businesses across the country.

For President Pranab Mukherjee, who had played a pivotal role in shaping GST during his tenure as
Finance Minister in the UPA government, the event was particularly poignant. In his address,
Mukherjee noted that the passage and implementation of GST were the result of “collective wisdom”,
a rare instance of all political parties working together for a common goal. His presence lent the
occasion a sense of continuity, bridging the work of successive governments that had each contributed
to the reform in some way.

The launch was also a moment of reassurance for businesses and consumers. The Modi government
had made every effort to prepare the nation for the transition, but there was still apprehension about
how smoothly GST would function. Many feared that the shift to a digital tax platform would be
disruptive, especially for small businesses that were not accustomed to electronic compliance. The
midnight event served to bolster confidence, conveying that the government was fully committed to
ensuring the success of GST and would stand by stakeholders during the transition.

Behind the scenes, the logistics of implementing GST were staggering. The Goods and Services Tax
Network (GSTN), the IT backbone of the system, had to integrate data from millions of businesses,
process returns electronically, and manage input tax credits in real time. Tax officials at both the
Centre and the States underwent extensive training, and help centres were set up across the country
to assist businesses. The government launched massive public awareness campaigns, explaining how
GST would work and what taxpayers needed to do.

Modi understood that GST’s success would depend not just on policy design but also on public
perception. By making the launch a grand, almost ceremonial event, he ensured that GST would enter
the public consciousness as a transformative reform. It was a bold move; any early glitches in the
system would now be magnified by the high expectations the launch had created. But Modi was willing
to take that risk. He believed that if the government demonstrated confidence and a sense of purpose,
it would inspire the same confidence in the nation.
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The midnight launch also had a global dimension. International investors and observers were watching
closely to see if India could pull off such a complex reform. By framing the event as a historic milestone,
Modi signalled to the world that India was serious about economic modernisation. He wanted to
position the country as a credible, stable destination for investment—a market that was finally ready
to compete with the best.

As the clock struck twelve and the GST was officially launched, there was applause in the Central Hall,
but also a recognition that the journey was only beginning. The true test of GST would lie not in the
symbolism of its introduction but in its implementation. Modi himself acknowledged this in his speech,
saying, “We have crossed a great milestone today, but we must now walk together to make GST a
success. This will require patience, understanding, and cooperation from every citizen.”

The midnight launch of GST was, therefore, both an end and a beginning. It marked the culmination
of years of debate, negotiation, and preparation, but it also heralded the start of a new chapter in
India’s economic story. For Modi, it was the realisation of a vision he had articulated since the early
days of his tenure: a unified India, not just politically but economically, capable of harnessing its full
potential on the global stage.

Conclusion

With the launch of GST at Parliament’s Central Hall, Narendra Modi had achieved what many
considered impossible. He had built consensus among political rivals, reassured states about their
fiscal autonomy, and prepared the nation for the most far-reaching tax reform since independence.
GST was no longer just a concept debated in policy circles; it was a reality, one that would touch the
lives of every Indian.

But as the celebrations subsided, the enormity of the challenge ahead became clear. Implementing
GST on the ground would require overcoming technological glitches, addressing the concerns of small
businesses, and making continuous adjustments to ensure the system’s stability. The next chapter in
India’s GST journey would be one of execution and adaptation, as the country transitioned from the
promise of reform to the practicalities of making it work.
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Chapter 3: The Birth of GST — From Concept to Reality
Section 3.1: The Historical Evolution of GST in India

The Goods and Services Tax (GST), which came into effect on July 1, 2017, was often hailed as the most
significant tax reform in independent India. But its origins stretched back far beyond Narendra Modi’s
government. The idea of GST was not born overnight; it evolved over nearly two decades, shaped by
successive governments, countless committees, and a recognition that India’s fractured tax system
was holding back its economic potential. Understanding this history is crucial to appreciating the
magnitude of what was eventually achieved.

The seeds of GST were first sown in the late 1990s, during the tenure of Prime Minister Atal Bihari
Vajpayee. At the time, India’s economic reforms of 1991 had begun to bear fruit, and there was
growing awareness that the existing indirect tax structure—fragmented between the Centre and the
States—was a serious impediment to growth. Vajpayee, who was known for his long-term vision and
ability to build consensus, recognised that India needed a unified tax regime to compete globally.

In 2000, Vajpayee’s government set up a committee headed by the then West Bengal Finance Minister
Asim Dasgupta to design the framework for a new tax system. Dasgupta, a respected economist,
would later become one of the most influential figures in the GST journey. The committee began by
studying the experiences of other countries, analysing how they had transitioned to a value-added tax
(VAT) or GST model.

The early discussions were focused on rationalising the existing Value Added Tax (VAT) system, which
had been introduced by some states in 2005. VAT was an improvement over the older sales tax regime
because it allowed input tax credits, reducing the cascading effect. However, VAT remained confined
to intra-state transactions, while the Centre continued to levy excise duty and service tax. There was
no mechanism to provide seamless input tax credits across the entire supply chain.

By the mid-2000s, it was clear that VAT alone could not deliver the efficiency gains that India needed.
The idea of a comprehensive GST, which would subsume all indirect taxes levied by both the Centre
and the States, began to gain momentum. In 2006, then Finance Minister P. Chidambaram announced
in his Budget speech that India would move towards a national GST by April 1, 2010. This
announcement marked the formal adoption of GST as a policy goal, although the timeline would later
prove overly ambitious.

The task of designing GST was complex. It required agreement not only on the technical aspects—
such as rates, exemptions, and the mechanism for input tax credit—but also on the delicate question
of how revenue would be shared between the Centre and the States. States were particularly
concerned about losing their fiscal autonomy. Many of them derived a significant portion of their
revenue from taxes on goods sold within their borders, and they feared that a centralised GST would
reduce their control over these resources.

To address these concerns, the Empowered Committee of State Finance Ministers, chaired by Asim
Dasgupta, played a central role. The committee became the main forum for negotiating the design of
GST. Over the next several years, it held dozens of meetings, consulted with industry stakeholders,
and worked on draft proposals. One of the key principles that emerged from these discussions was
that GST in India would have to be a dual system, with the Centre and the States both levying the tax
concurrently. This was a significant departure from the GST models adopted by most other countries,
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which typically had a single national GST. But given India’s federal structure, a dual GST was the only
politically feasible option.

Despite these efforts, the UPA government struggled to finalise the details of GST. The proposed
Constitution (115th Amendment) Bill, introduced in 2011, sought to give both the Centre and the
States the power to levy GST and to create a GST Council to set rates and policies. However, the bill
faced stiff opposition from several states, which argued that it would erode their fiscal sovereignty.
Political disagreements, combined with a lack of readiness on the administrative and technological
fronts, meant that GST remained stuck in limbo.

When the UPA government left office in 2014, the GST project was at a crossroads. The basic
framework had been debated extensively, but the legislation had not been passed. Many wondered
whether the reform would ever see the light of day.

This was the context in which Narendra Modi assumed office as Prime Minister. Unlike his
predecessors, Modi had the advantage of a clear parliamentary majority, which gave his government
greater leverage in pushing through difficult reforms. Moreover, his experience as Chief Minister of
Gujarat had given him a deep understanding of states’ concerns. He knew that winning the trust of
the states was essential for GST’s success.

Modi moved quickly to revive the GST project. His government reintroduced the legislation as the
Constitution (122nd Amendment) Bill, 2014, making several key changes to address the objections
that had stalled the earlier version. One of the most important was the inclusion of a compensation
mechanism for states that lost revenue due to GST. This provision was critical in bringing reluctant
states on board.

Another major change was the formal establishment of the GST Council, a federal body comprising
representatives from the Centre and all the States. The Council was designed to ensure that decisions
on tax rates and policies would be made collectively, rather than imposed unilaterally by the Centre.
Each state would have one vote, and decisions would require a three-fourths majority, giving states
significant influence over the system.

The Modi government also invested heavily in building the technological backbone for GST: the Goods
and Services Tax Network (GSTN). This IT platform would be the nerve centre of the new tax system,
enabling businesses to register, file returns, and claim input tax credits online. By leveraging
technology, GSTN aimed to reduce human interface and curb corruption, while making compliance
easier for taxpayers.

By 2016, the political and administrative groundwork was finally in place. The passage of the
Constitution (One Hundred and First Amendment) Act, 2016 in Parliament marked the culmination
of nearly two decades of effort. For Modi, it was both a personal and political triumph. He had
succeeded where previous governments had faltered, demonstrating his ability to deliver on
ambitious reforms.

But as history would soon reveal, passing the legislation was only half the battle. Implementing GST in
a country as large and diverse as India would be a monumental challenge. The next sections will delve
into the architecture of the GST system, the compromises that shaped it, and the early hurdles that
tested its resilience.

29




Section 3.2: The Role of Arun Jaitley and the GST
Council

If Narendra Modi was the political force behind the Goods and Services Tax (GST), then Arun Jaitley
was its chief strategist and architect. As the Union Finance Minister, Jaitley played a pivotal role in
transforming the idea of GST into reality. He was tasked with navigating one of the most complex
negotiations in India’s federal history: convincing all the States—many ruled by opposition parties—
to surrender a significant part of their taxation powers for the sake of a unified national market.

Jaitley’s personal qualities made him uniquely suited to this task. A seasoned lawyer and
parliamentarian, he was widely respected across party lines for his intellect, diplomacy, and ability to
find common ground. Unlike some of his contemporaries, he rarely engaged in partisan rhetoric,
preferring instead to appeal to reason and pragmatism. These traits were invaluable as he led the
discussions on GST, which required the trust and cooperation of States that were often wary of the
Centre’s intentions.

Central to Jaitley’s approach was the establishment of the GST Council, a new federal institution
created under the Constitution (One Hundred and First Amendment) Act, 2016. The GST Council was
designed to embody the principle of cooperative federalism, ensuring that decisions about the tax
system would be made collectively by the Centre and the States. Each State, regardless of its size or
population, was given one vote, while the Centre’s vote carried a weight of one-third. For a decision
to be approved, it required a three-fourths majority, meaning that no single entity could dominate
the process.

This structure was a significant departure from the centralised models adopted by most other
countries. It reflected India’s unique federal character, where States jealously guard their fiscal
autonomy. By giving States a meaningful voice in the GST Council, the Modi government sought to
reassure them that they would not be sidelined. The Council became the nerve centre of GST,
responsible for setting tax rates, deciding exemptions, resolving disputes, and making any future
changes to the system.

Arun Jaitley chaired the GST Council, and under his leadership, it held dozens of meetings in the run-
up to the rollout. These meetings were often long and contentious, as States pressed for concessions
and raised concerns about how GST would impact their finances. Some States wanted higher
compensation for potential revenue losses, while others demanded greater flexibility in setting rates
for certain goods and services.

Jaitley’s skill lay in his ability to balance competing interests without allowing the process to stall. He
was willing to make strategic compromises where necessary but also firm in keeping the overall
objective of a unified tax intact. For instance, when some States expressed fears that GST would erode
their revenue base, Jaitley negotiated the now-famous five-year compensation guarantee, under
which the Centre agreed to fully compensate States for any shortfall in revenue during the first five
years of GST implementation. This was a major breakthrough, as it removed one of the biggest
obstacles to consensus.

Another contentious issue was the number of tax slabs. Economists and industry groups had lobbied
for a single rate or, at most, two rates for simplicity. But States, concerned about their ability to tax
luxury goods more heavily while keeping essentials affordable, pushed for a multi-tiered structure.
Jaitley ultimately brokered a compromise that resulted in four main tax slabs: 5%, 12%, 18%, and 28%,
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along with a special lower rate for gold and precious stones. While this structure added complexity, it
was a political necessity to bring States on board.

The Council’s deliberations were not limited to financial considerations; they also had to address
administrative and technical challenges. Many States lacked the technological infrastructure and
trained personnel needed to transition to a fully digital tax system. The GST Council worked closely
with the Goods and Services Tax Network (GSTN) to provide training, establish help desks, and ensure
that businesses could file returns and claim input tax credits online.

Jaitley also played a key role in managing the expectations of industry groups and the public. He held
numerous consultations with trade bodies, chambers of commerce, and tax professionals to explain
the benefits of GST and address their concerns. He reassured small businesses that the government
would simplify compliance requirements and provide handholding during the transition. The
introduction of a Composition Scheme for small taxpayers, which allowed them to pay a lower rate of
tax with minimal paperwork, was one such measure designed to ease the burden on the informal
sector.

The respect Jaitley commanded among his peers was evident in the relatively collegial atmosphere of
the GST Council meetings. Even States governed by opposition parties often praised his inclusive and
consultative approach. He avoided confrontation, instead framing GST as a shared national project
rather than a partisan initiative of the Modi government. This helped build a sense of ownership
among the States, many of which began to see GST not as something being imposed upon them but
as a reform in which they had a stake.

The decisions taken by the GST Council in the lead-up to July 2017 were monumental. They finalised
tax rates for thousands of goods and services, approved the rules for input tax credit, set up
mechanisms for anti-profiteering measures, and established protocols for filing returns. Each decision
required meticulous deliberation, as even small missteps could have far-reaching economic
consequences.

Arun Jaitley’s stewardship of the GST Council was widely recognised as one of the key reasons why
the reform succeeded in getting off the ground. His ability to balance the Centre’s interests with those
of the States, while also keeping industry and the public engaged, ensured that the rollout could
proceed with broad-based support.

Yet, even as the legislative and institutional frameworks were finalised, significant challenges
remained. The GST system was untested at a national scale, and many feared that businesses—
particularly small ones—would struggle to adapt. There were questions about whether the technology
platform (GSTN) could handle the sheer volume of transactions. Critics warned that the multi-slab
structure would create confusion, and some worried that the reform had been rushed.

But for Jaitley and Modi, there was no turning back. The deadline of July 1, 2017 loomed large, and
the government was determined to meet it. In the next section, we will explore how the final
preparations for GST were made, the compromises struck, and the dramatic lead-up to the midnight
launch at Parliament’s Central Hall.
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Section 3.3: Final Preparations and Compromises
Before the Launch

As the clock ticked down to July 1, 2017, the atmosphere in North Block—the headquarters of the
Union Ministry of Finance—was charged with urgency. The Goods and Services Tax (GST), after nearly
two decades of discussion, debate, and negotiation, was about to become a reality. But behind the
scenes, the final preparations were anything but straightforward.

The scale of the task before the Modi government was unprecedented. GST was not simply a new tax;
it was the creation of an entirely new system that would touch every business, consumer, and
government department in the country. Its success depended on millions of businesses adapting to a
new way of operating, thousands of tax officials learning a new set of rules, and a complex
technological infrastructure functioning flawlessly from day one.

1. Testing the Technology Backbone (GSTN)

One of the biggest challenges was ensuring that the Goods and Services Tax Network (GSTN)—the IT
backbone of GST—was ready to handle the enormous volume of data it would receive. GSTN was
tasked with managing everything: registration of taxpayers, filing of returns, processing of input tax
credits, and providing data to tax authorities at both the Centre and the States.

In the weeks leading up to the rollout, teams at GSTN worked around the clock to test the system
under simulated conditions. The stakes were high; if GSTN faltered, the entire system could collapse.
With more than 80 lakh businesses expected to migrate to GST on day one, the pressure on the
network was immense.

Technical glitches during trial runs raised alarm bells. Some businesses complained of difficulties in
uploading data, while others struggled to understand the new return filing formats. Critics began to
guestion whether the government was rushing the rollout. Economists and industry bodies urged the
government to delay implementation by a few months to allow for better preparedness.

But Modi and his finance minister, Arun Jaitley, were determined to stick to the July 1 deadline. They
believed that further delay would sap momentum and erode public confidence in the government’s
ability to deliver major reforms. Instead of postponing the rollout, they directed the GST Council to
focus on simplifying compliance in the initial months.

2. Easing the Compliance Burden

To address concerns from small businesses, the government decided to ease the compliance burden
during the transitional period. The Composition Scheme, already part of the GST framework, was
enhanced to allow small taxpayers with an annual turnover of up to X75 lakh to pay a lower tax rate
and file quarterly returns instead of monthly ones. This measure was particularly aimed at the Micro,
Small and Medium Enterprises (MSMEs), which had feared that GST’s digital compliance
requirements would be too onerous.

The GST Council also simplified return filing procedures for the first few months. Businesses would be
allowed to file summary returns using the GSTR-3B form, rather than the full set of detailed returns.
This temporary measure gave businesses and tax officials more time to familiarise themselves with
the system.

3. Rate Rationalisation and Political Bargaining
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As the launch date approached, the GST Council met repeatedly to finalise tax rates for thousands of
goods and services. These meetings were often marathon sessions, stretching late into the night.
States lobbied hard for lower rates on items that were politically sensitive, such as food grains and
essential commodities, while the Centre sought to maintain enough revenue to fund compensation
for states and ensure fiscal stability.

One of the most significant compromises was the decision to exempt food grains from GST entirely,
recognising their importance in household budgets and their political sensitivity. Similarly, items like
milk, fresh fruits and vegetables, and education and healthcare services were kept in the zero-tax
category or taxed at the lowest slab of 5%. Luxury items and “sin goods” like tobacco and high-end
cars were placed in the highest slab of 28%, along with an additional cess to fund compensation for
states.

This multi-slab structure drew criticism from economists, who argued that it undermined the
simplicity that GST was supposed to achieve. However, Jaitley defended the decision as a political
necessity. In a diverse country like India, he argued, it was unrealistic to expect a single rate. The multi-
tiered structure was the price of consensus, a temporary compromise that could be rationalised over
time.

4. Communication and Confidence Building

Another major focus of the final preparations was public communication. The government launched
a massive outreach campaign to educate businesses and consumers about GST. Advertisements ran
across television, radio, and newspapers, explaining how GST would work and highlighting its benefits.
Town hall meetings and workshops were organised in cities and towns across the country, often led
by tax officials trained to answer questions and clear misconceptions.

Modi himself took to public platforms to explain the reform. In speeches, he framed GST not just as a
tax change but as a nation-building exercise. He drew parallels with Sardar Vallabhbhai Patel’s political
unification of India, describing GST as a step towards economic unification. This narrative was crucial
in building public support and countering criticism that the government was imposing a burdensome
new tax.

The business community remained divided. Large corporations generally supported GST, recognising
its potential to reduce costs and streamline operations. But small traders and shopkeepers,
particularly in the informal sector, were apprehensive. Many feared that GST’s digital compliance
requirements would be beyond their capabilities. Opposition parties sought to capitalise on these
anxieties, warning of job losses and economic disruption.

5. The Countdown to Midnight

In the final days before the launch, the government’s preparations took on the intensity of a military
operation. State governments were mobilised to ensure that their tax departments were ready to
administer the new system. Help desks were set up to assist businesses with registration and filing.
GSTN continued to test and fine-tune its platform, addressing glitches as they arose.

Modi and Jaitley were keenly aware that any major failure in the early days could damage public
confidence in GST. They directed tax officials to adopt a “handholding” approach rather than rushing
to penalise businesses for minor errors during the transition. This softer stance was communicated
publicly to reassure small businesses that the government would support them through the change.
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By June 30, 2017, everything was in place for the historic midnight launch at Parliament’s Central Hall.
But even as Modi and his team prepared for the ceremony, they knew that the real test of GST would
begin the next morning, when businesses across the country would have to operate under the new
system for the first time.

The birth of GST was not the end of a journey but the beginning of a new one—one that would require
continuous adjustments, course corrections, and political will. The rollout would bring to the surface
both the strengths and the vulnerabilities of India’s new tax system.

Section 3.4: Initial Hiccups and Challenges of
Implementation

The first day of July 2017 marked a turning point in India’s economic history. With the stroke of
midnight in Parliament’s Central Hall, the Goods and Services Tax (GST) had officially come into force.
But as businesses across the country opened their doors that morning, they were stepping into
uncharted territory.

Implementing GST in a country as vast and diverse as India was always going to be a daunting task.
The reform had transformed the very foundation of India’s indirect tax system, touching every
producer, trader, and consumer. For all the meticulous preparations and training sessions, the reality
was that millions of businesses—especially smaller ones—were grappling with the magnitude of the
change.

1. Technology Glitches at GSTN

One of the most immediate and visible challenges was the performance of the Goods and Services
Tax Network (GSTN), the technology platform that formed the backbone of GST. The portal was tasked
with processing registrations, returns, and input tax credit claims from over 1 crore businesses. In the
early weeks, it was flooded with user traffic far greater than anticipated.

Businesses reported repeated technical glitches. Many were unable to log in, while others faced
problems uploading invoices or reconciling data. Deadlines loomed large, and the fear of penalties
compounded the frustration. Small business owners, many of whom were using a digital compliance
system for the first time, found themselves overwhelmed.

The government acknowledged these teething troubles and extended filing deadlines to give
businesses breathing space. Arun Jaitley repeatedly assured taxpayers that penalties would not be
imposed during the transition period for minor errors or delays. GSTN, meanwhile, worked frantically
to scale up server capacity, patch software bugs, and stabilise the system.

2. Compliance Burden and Small Business Anxiety

The compliance requirements of GST, though simpler in the long term compared to the pre-GST
regime, felt daunting in the initial months. Businesses were now required to file three returns each
month, along with an annual return—amounting to a total of 37 returns per year. Each return required
meticulous reporting of invoices, tax collected, and tax paid on inputs.

For large corporations with dedicated accounting teams, the process was manageable. But for small
businesses and traders, particularly those in semi-urban and rural areas, the system was a major
adjustment. Many had never used accounting software or filed tax returns online. The shift to digital
compliance exposed gaps in digital literacy and infrastructure.
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Trader associations and small business groups voiced their frustration, warning of potential job losses
and business closures if the system was not simplified. Protests erupted in parts of the country, with
traders accusing the government of imposing undue hardship on the informal sector. Opposition
parties seized on these anxieties, portraying GST as anti-business and poorly planned.

In response, the Modi government introduced the Composition Scheme with greater flexibility,
allowing small businesses with turnover up to X1.5 crore to pay a flat rate of tax with minimal
compliance. This measure significantly reduced the paperwork burden for millions of small taxpayers.

3. Confusion Over Tax Rates and Classifications

Another source of early disruption was the multi-slab tax structure. With four primary slabs—5%,
12%, 18%, and 28% —along with exemptions and special rates for certain goods, businesses struggled
to classify their products correctly.

Disputes quickly arose over whether particular items fell under the 12% or 18% slab, or whether they
qualified for exemption. For example, restaurants and packaged foods were often caught in
classification controversies, leading to uncertainty about the correct rate to charge. The GST Council
was inundated with requests from industry groups seeking clarifications or lower rates for specific
goods and services.

The government responded by holding frequent GST Council meetings, during which rates were
rationalised and clarifications issued. Over the first year, the Council made dozens of changes to
reduce complexity, lowering rates on many items and expanding the list of exempt goods. These
adjustments were necessary to restore business confidence but also contributed to the perception
that the system was still evolving.

4. Revenue Shortfalls and State Concerns

States had entered GST with assurances that they would be compensated for any shortfall in revenue
for five years. In the early months, however, GST collections fell short of projections, raising concerns
about the fiscal impact. States feared that prolonged revenue shortfalls could disrupt their budgets,
particularly for welfare schemes and infrastructure projects.

The Centre honoured its compensation commitments, but tensions simmered. Opposition-ruled
states accused the government of rolling out GST prematurely without sufficient preparedness,
leading to lower-than-expected collections. Jaitley and the GST Council emphasised that initial
fluctuations were to be expected in such a massive reform and that collections would stabilise as
businesses adjusted to the system.

5. Public Backlash and Political Risk

The early hiccups provided fertile ground for political opposition. Traders and small businesses, a core
constituency of the Bharatiya Janata Party (BJP), expressed discontent. Opposition parties accused the
government of “tax terrorism” and claimed that GST had worsened the economic slowdown that
followed the demonetisation exercise of 2016.

Modi, who had staked significant political capital on GST, personally stepped in to defend the reform.
He addressed public rallies to explain its long-term benefits and reassured businesses that the
government was listening to their concerns. In October 2017, the GST Council announced a series of
major relaxations, including lower rates for numerous goods, simplified compliance for small
taxpayers, and faster refund processes for exporters.
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These course corrections helped calm nerves and signalled that the government was willing to adapt.
Modi described GST as a “living system”, one that would evolve based on feedback and experience.

6. Learning and Adaptation

The initial months of GST were, in many ways, a massive live trial. Problems were inevitable in a reform
of this magnitude, but the government’s ability to respond quickly determined the system’s credibility.
Over time, the technology platform stabilised, compliance became more routine, and businesses
began to appreciate the efficiencies that GST could deliver.

The early turbulence also underscored the importance of the GST Council as a forum for cooperative
decision-making. Its ability to make frequent adjustments, often with unanimous agreement from
both the Centre and the States, was a testament to the strength of India’s federal democracy.

By the end of the first year, the initial sense of chaos had given way to a cautious optimism. GST
collections had begun to recover, the number of registered taxpayers had increased, and the system
was steadily gaining acceptance.

But the journey was far from over. As India settled into the new normal, attention turned to the long-
term economic impact of GST—how it would shape manufacturing, exports, logistics, and the
formalisation of the economy. Would it live up to the promise of being a “Good and Simple Tax,” or
would its complexities weigh down the benefits?

Chapter 4: The Architecture of GST
Section 4.1: Understanding the Dual GST Structure

When India adopted the Goods and Services Tax (GST) in July 2017, it joined a long list of countries
that had moved to a unified indirect tax system. But unlike most other nations, India’s GST was
designed to operate as a dual structure. This was not merely a technical choice—it was a reflection of
India’s unique federal framework, which grants both the Centre and the States significant fiscal
powers.

Under the Indian Constitution, taxation powers are divided between the Union government and the
State governments. The Centre traditionally levied taxes on the manufacture of goods (excise duty),
the provision of services (service tax), and customs duties on imports and exports. States, on the other
hand, taxed the sale of goods within their territories through value-added tax (VAT) or sales tax, as
well as levies like entry tax and octroi. This division of powers had been a source of friction for decades,
as we saw in earlier chapters.

When the idea of GST was first proposed, one of the thorniest questions was how to design a system
that unified the tax base without infringing on the fiscal autonomy of the States. Many State
governments were reluctant to surrender their power to tax goods and services sold within their
borders, fearing that it would leave them dependent on the Centre for revenue.

The solution was the dual GST model, a structure that allowed both levels of government to levy GST
concurrently. This meant that every supply of goods or services within India would attract two
components of tax:

1. Central GST (CGST) — levied by the Union government
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2. State GST (SGST) — levied by the State government (or Union Territory GST, UTGST, in Union
Territories)

For transactions that took place within a single state, both CGST and SGST would be applied, and the
revenue would be shared between the Centre and the State in whose territory the supply occurred.
For inter-state transactions, a third component called Integrated GST (IGST) would be levied by the
Centre, which would then distribute the proceeds between the origin and destination States.

This system was carefully designed to address the core concerns of both sides. The Centre retained its
ability to collect tax on all supplies, while States preserved their fiscal independence by directly levying
SGST. The IGST mechanism ensured that revenue from inter-state trade was shared equitably,
preventing any State from feeling short-changed.

The dual GST model was, in many ways, a political compromise, but it was also a sophisticated attempt
to balance efficiency with federalism. It ensured that India could have a unified tax base without
undermining the constitutional division of powers.

Input Tax Credit Across the Chain

One of the most important features of GST was the seamless flow of input tax credit (ITC) across the
entire supply chain. Under the previous tax regime, businesses often faced a cascading tax burden
because they could not set off taxes paid on inputs against those paid on outputs across different tax
categories. For instance, a manufacturer might pay excise duty on raw materials but could not claim
credit for that duty when paying VAT on the finished product.

GST eliminated this problem by allowing businesses to claim input tax credit for both CGST and
SGST/IGST paid at earlier stages. This meant that at every step in the value chain, tax was levied only
on the value added, not on the entire transaction value. The result was a more efficient system that
reduced costs for businesses and consumers alike.

The input tax credit mechanism also created a strong incentive for businesses to document their
transactions. Since a buyer could claim credit only if the supplier had paid GST and uploaded the
invoice on the GSTN portal, businesses were encouraged to deal with compliant suppliers. This helped
bring more enterprises into the formal economy, broadening the tax base over time.

Place of Supply Rules

Another crucial aspect of the GST architecture was the set of place of supply rules, which determined
whether a transaction would be classified as intra-state (attracting CGST + SGST) or inter-state
(attracting IGST). These rules were particularly important in the case of services, where the location
of the supplier and recipient might be in different states.

For example, if a software company in Bengaluru provided services to a client in Mumbai, the place of
supply rules would determine whether IGST or CGST + SGST applied. These rules were designed to
ensure that tax revenue accrued to the jurisdiction where the goods or services were consumed—the
destination-based principle of GST.

Revenue Sharing and the Compensation Mechanism

Despite the dual GST structure, States were still concerned about potential revenue losses. Many
feared that the transition to GST would disrupt their cash flows, particularly in the early years when
businesses were adjusting to the new system.
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To address these fears, the Centre agreed to a five-year compensation mechanism. Under this
arrangement, the Union government guaranteed that each State’s revenue from GST would grow by
at least 14% per year from its base year (2015-16). If a State’s actual collections fell short of this
benchmark, the Centre would make up the difference from a GST Compensation Fund.

This fund was financed by a special compensation cess levied on certain luxury and sin goods, such as
tobacco, aerated drinks, and high-end automobiles. The compensation mechanism was instrumental
in winning the support of reluctant States, as it provided a financial safety net during the transition
period.

Why the Dual GST Structure Was Unique

India’s GST system is often described as one of the most complex in the world, largely because of its
dual structure and multiple tax slabs. But this complexity was the price of accommodating India’s
federal diversity.

Unlike countries with a strong centralised government, India could not simply impose a single national
GST. Doing so would have required States to relinquish their constitutional power to tax goods and
services within their borders, which was politically untenable. The dual GST model struck a delicate
balance, enabling the creation of a common market while respecting the autonomy of States.

It also reflected Modi’s larger vision of cooperative federalism. By institutionalising the role of the
States through the GST Council and giving them direct access to SGST revenue, the system ensured
that States were not passive participants but active stakeholders in GST’s success.

Section 4.2: GST Rates and Slabs — Balancing Simplicity
with Revenue Needs

One of the most contentious aspects of the Goods and Services Tax (GST) in India was the design of
its rate structure. From the outset, the government faced a delicate balancing act: it needed a system
that was simple and easy to comply with, but also one that would protect revenue for the Centre
and States, while addressing the diverse socio-economic realities of the country.

In most countries with GST or VAT, a single tax rate—or at most two—ensures simplicity. India,
however, could not afford such uniformity, at least not in the initial years. The country’s vast
disparities in income levels, consumption patterns, and political sensitivities made it impossible to tax
all goods and services at the same rate. Taxing essential commodities like food at the same rate as
luxury cars would have been politically untenable and regressive for the poor.

The Multi-Slab Structure
The result was the adoption of a multi-slab structure, with four main tax slabs:

1. 5% — Applied to essential goods and services, such as basic food items, footwear, and certain
household necessities.

2. 12%-— A lower-middle slab covering items of mass consumption that were slightly above basic
essentials.

3. 18%— Considered the “standard rate,” this slab included the majority of goods and services in
the economy.
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4. 28% — Reserved for luxury goods and so-called “sin goods,” such as high-end automobiles, air-
conditioners, and premium consumer durables.

In addition, a special compensation cess was levied on a select list of luxury and sin goods, such as
tobacco, coal, and aerated beverages. The revenue from this cess was used to fund the compensation
mechanism for States facing revenue shortfalls during the first five years of GST implementation.

Certain items, including unprocessed food grains, fresh vegetables, healthcare, and education
services, were kept in the zero-rated (exempt) category to protect the poor and maintain
affordability. On the other end of the spectrum, goods like gold and precious metals attracted a special
lower rate (3%) to avoid distorting these high-value but low-margin markets.

The Trade-off Between Simplicity and Revenue

The multi-slab system was a compromise born out of necessity. Economists and industry groups
argued that it undermined the simplicity that GST was supposed to achieve. Businesses now had to
classify their products into the correct tax slab, a process that sometimes led to disputes and litigation.

For instance, was chocolate-coated biscuit a biscuit (12% tax) or a confectionery item (18% tax)? Was
a premium restaurant meal taxed at the same rate as a regular dining service? These kinds of
classification dilemmas frequently reached the GST Council and the judiciary, creating uncertainty for
businesses.

Yet, the government defended the slab structure as pro-poor and politically necessary. India’s vast
consumption base meant that a single or even two rates could not have been equitable. Taxing
essentials at a low rate and luxuries at a high rate was seen as a way to balance revenue needs with
social justice.

Arun Jaitley, the then Finance Minister, repeatedly emphasised that the multiple slabs were a
temporary measure. Over time, he said, as revenue stabilised and the system matured, the rates could
be rationalised into fewer slabs. This gradualist approach was designed to win over reluctant States
and consumers during the critical transition period.

Revenue Neutral Rate and Its Challenges

The GST Council faced the difficult task of ensuring that the new tax system would be revenue
neutral—that is, it would generate roughly the same amount of revenue as the multiple indirect taxes
it replaced. If the overall tax incidence was too low, States would face large revenue shortfalls; if it
was too high, consumers and businesses would suffer.

The Revenue Neutral Rate (RNR) was estimated at around 15-16% by various expert committees. But
implementing a single rate at this level was politically infeasible, as it would have made essential goods
costlier and reduced the affordability of items consumed by the poor.

The multi-slab structure allowed the government to approximate the RNR while protecting vulnerable
sections of society. Items of mass consumption were taxed at 5% or 12%, while luxury items bore the
higher burden of 28%. However, this approach introduced complexity and compliance challenges,
particularly for businesses dealing with a wide range of products.

Frequent Rate Rationalisations

Another challenge was the frequent changes to tax rates in the early months of GST. As feedback
from businesses and consumers poured in, the GST Council made dozens of rate cuts and adjustments
to correct anomalies and reduce the burden on certain sectors.
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For example, in November 2017, the Council slashed rates on over 200 items, moving many from the
28% slab to the 18% slab. These changes were welcomed by consumers and businesses but also
created a sense of instability. Businesses struggled to keep up with the changing rates, and the
constant adjustments complicated inventory management and pricing decisions.

Critics argued that such frequent changes eroded the predictability of the tax system, while supporters
pointed out that they demonstrated the flexibility and responsiveness of the GST Council. The Council
was, after all, a new institution navigating a historic reform, and it was natural for adjustments to be
made as experience accumulated.

The Long-Term Vision

Despite the initial complexities, the government maintained that the goal was to eventually simplify
the rate structure. By consolidating the slabs into two or three rates, the system could become easier
for businesses to navigate and less prone to classification disputes.

Narendra Modi himself highlighted this vision in his public addresses, reassuring citizens that GST was
a “living system” that would evolve over time. The phased approach, he argued, was necessary to
ensure that no section of society was disproportionately burdened and that States were financially
secure during the transition.

The rate structure was thus a reflection of India’s federal politics and economic realities. It was not
ideal from a theoretical standpoint, but it was the only way to build consensus among diverse
stakeholders in a country of India’s size and complexity.

Section 4.3: GST Exemptions and the Composition
Scheme for Small Businesses

A critical element of India’s Goods and Services Tax (GST) architecture was its treatment of small
businesses and certain sensitive sectors of the economy. One of the loudest concerns during the
design and implementation of GST was that its compliance-heavy, digital-first approach might place
an undue burden on micro, small, and medium enterprises (MSMEs)—the very backbone of India’s
economy.

These businesses, many of which operated informally, were accustomed to minimal paperwork and
cash-based transactions. Forcing them into a fully digital tax regime overnight risked severe disruption.
To ease this transition, the GST Council built a set of exemptions and special provisions into the
system.

1. Exemptions for Micro Enterprises

To protect the smallest businesses from the compliance burden of GST, the government created a
threshold exemption limit. Businesses with an annual aggregate turnover below a specified limit were
exempt from registering under GST and therefore not required to collect or pay the tax.

When GST was rolled out in July 2017, the threshold was set at X20 lakh for most States and X10 lakh
for Special Category States (such as those in the North-East). This meant that small traders, service
providers, and micro-enterprises with turnovers below this limit could continue to operate outside
the GST net.
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The rationale behind the exemption was twofold. First, it reduced the administrative burden on very
small businesses that lacked the resources for digital compliance. Second, it allowed the government
to focus its enforcement efforts on larger taxpayers who contributed the bulk of GST revenue.

However, the exemption also came with a trade-off: businesses operating below the threshold could
not avail themselves of input tax credits (ITC), making them less competitive when dealing with GST-
registered buyers. Many small businesses voluntarily registered under GST despite being exempt
because their customers—larger businesses—preferred dealing with suppliers who could issue GST-
compliant invoices.

2. The Composition Scheme

For slightly larger small businesses, the government introduced a Composition Scheme, a simplified
alternative to the standard GST framework. Under this scheme, eligible taxpayers could pay tax at a
fixed percentage of their turnover without worrying about detailed record-keeping or filing multiple
returns.

Initially, the Composition Scheme was available to businesses with annual turnover up to X75 lakh
(later increased to X1.5 crore). Tax rates under the scheme were kept deliberately low:

e 1% for traders and manufacturers
e 5% for restaurants not serving alcohol

Participants in the scheme were required to file only quarterly returns, a significant reduction from
the 37 returns per year required under the regular GST system. This was a major relief for small
businesses struggling with compliance.

However, there were some limitations. Composition taxpayers could not issue GST invoices or collect
tax from customers, nor could they claim input tax credit on their purchases. This effectively made
them less competitive when selling to GST-registered businesses, which could not claim credits for the
tax embedded in the price of goods purchased from Composition Scheme participants.

The Composition Scheme was thus best suited for small, business-to-consumer (B2C) enterprises like
local retailers, small restaurants, and neighbourhood service providers. It allowed them to comply
with GST without disrupting their operations or incurring high compliance costs.

3. Special Treatment for Certain Sectors

In addition to small businesses, the GST framework provided special provisions for sensitive sectors
such as agriculture, handicrafts, and small-scale manufacturing. For example, supplies by unregistered
farmers were generally exempt from GST, recognising the sector’s low margins and vulnerability.

Handicraft artisans, who often operated individually or in small cooperatives, were also given relief
through a higher exemption threshold and simplified compliance requirements. These measures were
important for protecting rural livelihoods and traditional industries during the transition to GST.

Similarly, certain goods and services of critical social importance—such as healthcare, education, and
unprocessed food grains—were zero-rated or exempt from GST altogether. These exemptions
ensured that the tax did not disproportionately impact the poor or essential public services.

4. Balancing Inclusion and Compliance
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The design of exemptions and the Composition Scheme highlighted the inherent tension in GST: how
to bring as many businesses as possible into the formal economy while also avoiding a compliance
burden that might crush small enterprises.

Too many exemptions risked fragmenting the tax base and undermining the seamless flow of input
tax credit—the core principle of GST. Yet, forcing every micro-enterprise to register and file returns
could have driven many out of business, particularly in rural and semi-urban areas where digital
literacy was low.

The government chose a gradualist approach. The exemption threshold and Composition Scheme
allowed small businesses to adapt at their own pace, while the lure of input tax credit encouraged
voluntary registration over time. This strategy was also politically astute, as it mitigated opposition
from small traders—a critical constituency.

5. Continuing Adjustments

As with other aspects of GST, the exemption and Composition provisions evolved based on feedback.
In 2019, for example, the exemption threshold was doubled to X40 lakh for goods suppliers (%20 lakh
for service providers) to further ease compliance. Similarly, the turnover limit for the Composition
Scheme was raised to X1.5 crore, expanding its reach.

These adjustments reflected the government’s recognition that GST was a “living tax”, one that would
need constant fine-tuning. They also demonstrated the importance of the GST Council as a mechanism
for incorporating the concerns of States and small businesses into policy decisions.

Section 4.4: The GSTN — Technology Backbone of GST

The Goods and Services Tax (GST) was unprecedented not only because it unified India’s indirect tax
system but also because it was entirely technology-driven from the ground up. This digital-first
approach was essential for a tax system that sought to handle millions of businesses, billions of
transactions, and multiple levels of government simultaneously. At the heart of this massive digital
infrastructure was the Goods and Services Tax Network (GSTN).

1. What is the GSTN?

The GSTN was conceived as a non-profit, public-private partnership (PPP) that would build and
operate the IT backbone for GST. Its primary function was to provide a common portal for taxpayers,
the Centre, and State governments, ensuring that all GST-related activities—from registration and
return filing to payment and input tax credit reconciliation—could be conducted seamlessly online.

When GST was implemented in July 2017, India had over 1 crore (10 million) businesses eligible for
registration. Managing this enormous volume of users and transactions required a system that was
highly scalable, secure, and reliable. The GSTN was designed with these demands in mind.

The ownership of GSTN was structured to balance control between the government and private sector
expertise. The Union and State governments collectively held 49% of its equity, while the remaining
51% was held by private financial institutions. This structure was meant to bring in cutting-edge
technology capabilities while ensuring government oversight.

2. Functions of the GSTN

The GSTN portal was the central nervous system of GST. Its key functions included:
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e Taxpayer Registration: Businesses could register online for GST, eliminating the need for
physical visits to tax offices.

e ReturnFiling: All GST returns (GSTR-1, GSTR-2, GSTR-3B, etc.) were filed electronically through
the portal.

¢ Invoice Matching: The portal matched invoices uploaded by suppliers and buyers to verify
transactions and ensure the proper flow of input tax credit (ITC).

e Payment Processing: Taxpayers could pay GST online through authorised banks integrated
with the GSTN system.

e Data Sharing: The GSTN provided real-time data to both the Centre and States, enabling them
to monitor compliance and detect tax evasion.

This digital approach was a radical departure from the pre-GST era, when most tax processes were
manual and paper-intensive. By leveraging technology, the government aimed to reduce corruption,
improve efficiency, and bring more businesses into the formal economy.

3. Early Challenges and Glitches

Despite its critical role, the GSTN faced significant challenges during the initial rollout. The system
struggled to cope with the sheer volume of transactions, leading to frequent server crashes and slow
response times.

Small businesses, many of whom were new to digital platforms, were particularly frustrated.
Uploading invoices, reconciling data, and meeting deadlines was a daunting task, especially when the
portal was unstable. These glitches quickly became a political flashpoint, with critics accusing the
government of rushing GST before the infrastructure was ready.

Arun Jaitley and the GST Council responded by extending deadlines for return filing and simplifying
procedures temporarily. The summary return form GSTR-3B was introduced to allow businesses to
report consolidated data until the full-fledged invoice-matching system stabilised.

The GSTN team, led by CEO Prakash Kumar, worked around the clock to enhance server capacity, fix
software bugs, and improve user experience. Over time, the system became more robust, but the
early glitches underscored the challenge of deploying a fully digital tax system in a country as large
and diverse as India.

4. Security and Data Analytics

Given the sensitivity of the data flowing through the GSTN, cybersecurity was a top priority. The
system stored billions of invoices, financial records, and taxpayer details, making it a potential target
for hackers. To protect this data, the GSTN implemented advanced encryption protocols and
partnered with leading technology firms for regular security audits.

The data generated by GSTN was also a powerful tool for data analytics. By analysing patterns in
invoices and transactions, tax authorities could identify anomalies that indicated possible tax evasion.
This capability was particularly important for detecting fake invoices, a common method of fraud in
the pre-GST era.

The GSTN thus became a cornerstone of India’s push towards a data-driven tax administration, where
decisions could be based on real-time insights rather than manual audits and guesswork.

43




5. Integration with Other Digital Initiatives

The GSTN was not a standalone system; it was integrated with several other digital initiatives under
Modi’s broader Digital India vision.

e It was linked to the Income Tax Department’s PAN database, ensuring that businesses
registered for GST could be tracked across direct and indirect taxes.

e It integrated with the Aadhaar database to verify the identities of individual taxpayers and
curb fraud.

e It was connected to banks and payment gateways to facilitate seamless electronic payments.

This level of integration was unprecedented and demonstrated the government’s ambition to use
technology to formalise the economy and increase transparency.

6. Evolving Capabilities

As GST matured, the GSTN portal continued to evolve. The return filing process was streamlined to
reduce the number of forms and improve user experience. The e-way bill system, which allowed
businesses to generate electronic permits for transporting goods, was also integrated into the GSTN,
reducing the need for physical checkpoints and paperwork.

In 2018, the government announced that the Centre and States would take full ownership of GSTN,
converting it into a government-owned entity. This move was intended to strengthen accountability
and ensure that the IT backbone of the tax system remained under public control.

By 2019-2020, the GSTN had largely stabilised and was widely acknowledged as a world-class tax
technology platform. The lessons learned from the early glitches helped make the system more
resilient and responsive.

Section 4.5: The Role of the GST Council — Cooperative
Federalism in Action

One of the most innovative and defining features of India’s Goods and Services Tax (GST) was the
creation of the GST Council, a federal body that brought together the Union and State governments
to make key decisions on the functioning of the tax system. In a country as vast and politically diverse
as India, no tax reform of this magnitude could have succeeded without a mechanism for consensus-
building. The GST Council became that mechanism, and it quickly emerged as a powerful example of
cooperative federalism in action.

1. Structure and Composition of the GST Council

The GST Council was formally established under Article 279A of the Constitution, as amended by the
Constitution (One Hundred and First Amendment) Act, 2016. Its composition reflected the need for
balance between the Centre and the States:

e Chairperson: The Union Finance Minister (Arun Jaitley at the time of rollout).

e Members: The Union Minister of State for Finance (Revenue) and the Finance Ministers (or
equivalent) of all States and Union Territories with legislatures.
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Each State, regardless of its size or population, had one vote, while the Centre’s vote carried a weight
of one-third. For any decision to pass, it required a three-fourths majority, meaning that the Centre
could not impose its will unilaterally, nor could a group of States dominate the process.

This structure ensured that the GST Council functioned as a true federal body, where both levels of
government had to work together to arrive at decisions.

2. Powers and Responsibilities
The GST Council was entrusted with a wide range of responsibilities critical to the functioning of GST:
e Deciding tax rates and slabs for goods and services.
e Determining which goods and services would be exempt from GST.
e Setting threshold limits for registration and eligibility for the Composition Scheme.
e Making recommendations on model GST laws, rules, and procedures.
e Resolving disputes between the Centre and States or between different States.
¢ Recommending special provisions for Union Territories and Special Category States.

Essentially, the Council became the nerve centre of GST policymaking, empowered to take decisions
that directly impacted businesses, consumers, and the fiscal health of the Centre and States.

3. Building Consensus — The Early Days

The GST Council held its first meeting in September 2016, months before the tax’s formal launch. From
the outset, its functioning was characterised by intense deliberation and negotiation.

Arun Jaitley, as Chairperson, adopted a conciliatory and consultative approach, recognising that the
Council’s legitimacy depended on building consensus. The early meetings focused on key issues such
as:

e The revenue-sharing formula for inter-state trade (IGST).
e The design of the compensation mechanism for States facing revenue shortfalls.
e The number of tax slabs and the rates applicable to different categories of goods and services.

These were highly contentious topics. States were wary of losing fiscal autonomy, while the Centre
needed to ensure that GST did not compromise its own revenue position. Jaitley’s ability to mediate
and craft compromises was critical to moving the process forward.

For example, the decision to guarantee States 14% annual revenue growth for the first five years of
GST was a major concession by the Centre. It reassured States that they would not suffer financially
because of the reform, even if collections initially fell short.

4. Frequent Meetings and Dynamic Policymaking

The GST Council was not a static body; it met frequently, often every month, to address the evolving
needs of the tax system. In the first year alone, the Council held 26 meetings, making dozens of
adjustments to tax rates, compliance requirements, and administrative procedures.

This flexibility was vital in the early days of GST, when businesses and tax authorities were still
adjusting to the new system. Rate rationalisations became a recurring theme, as the Council
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responded to feedback from industry and consumers. Items that had initially been placed in the 28%
slab were gradually shifted to the 18% slab or lower to reduce the burden on businesses and boost
consumption.

The Council also simplified compliance for small taxpayers by increasing the turnover threshold for
the Composition Scheme and reducing the number of returns required. Exporters, who faced liquidity
issues because of delayed refunds, benefited from faster refund mechanisms introduced by the
Council.

5. Cooperative Federalism in Action

Perhaps the most striking feature of the GST Council was the spirit of cooperation that underpinned
its functioning. Decisions were almost always taken by consensus, even though the Constitution
allowed for voting if consensus could not be reached. This was no small feat in a country where
political rivalries between the Centre and States often ran deep.

Chief Ministers and Finance Ministers from opposition-ruled States were given a genuine voice in the
Council, which enhanced its credibility. Even when disagreements arose, the Council was seen as a
forum where States could air their grievances and negotiate solutions rather than resorting to
confrontation.

This collaborative approach was crucial for the stability of GST. It reassured States that they were
equal partners in the reform and that their concerns would be addressed. It also lent political
legitimacy to the difficult decisions that the Council had to make, such as imposing a compensation
cess or increasing compliance requirements for certain sectors.

6. Challenges Faced by the Council

The Council’s consensus-based approach, while laudable, also had its limitations. Reaching agreement
among 30+ members inevitably required compromises, which sometimes diluted the simplicity and
efficiency of GST.

For instance, the decision to adopt a multi-slab rate structure was a direct consequence of States’
insistence on retaining flexibility to tax luxury goods more heavily than essentials. Similarly, frequent
rate changes, though popular with businesses and consumers, created uncertainty and complicated
compliance.

Disputes occasionally flared up, particularly over revenue shortfalls. When GST collections dipped
below expectations, some States accused the Centre of reneging on its compensation commitments.
These tensions tested the resilience of the Council, especially during periods of economic slowdown.

7. A Federal Institution for the Future

Despite these challenges, the GST Council is widely regarded as one of the most successful
experiments in federal governance in India. It has demonstrated that complex economic reforms can
be implemented in a spirit of partnership rather than coercion.

Narendra Modi often highlighted the Council as an example of his broader vision of Team India, where
the Centre and States work together for the nation’s development. In many ways, the Council’s
functioning has helped strengthen India’s federal structure by institutionalising dialogue and
cooperation.
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As GST evolves, the Council’s role will remain central. Whether it is simplifying the rate structure,
expanding the tax base, or addressing the revenue concerns of States, the Council will continue to
shape the trajectory of India’s most ambitious tax reform.

Section 4.6: Balancing Federal Autonomy and National
Unity

One of the greatest achievements of India’s Goods and Services Tax (GST) reform was its ability to
balance the need for a unified national tax regime with the constitutional autonomy of States. This
delicate equilibrium was not only essential for the successful rollout of GST but also for preserving the
spirit of India’s federal democracy.

1. The Federal Challenge

India’s Constitution divides taxation powers between the Centre and the States, ensuring that each
level of government has the resources to fulfil its responsibilities. Before GST, this division was rigid:
the Centre taxed manufacturing, imports, and services, while the States taxed sales of goods within
their territories.

This arrangement, while respecting autonomy, created a fragmented tax system with multiple levies,
cascading taxes, and barriers to trade across State borders. Replacing it with a unified GST required
States to relinquish some of their fiscal powers, a step they had historically resisted.

Many States feared that GST would leave them financially dependent on the Centre. The political
diversity of India—where the ruling party at the Centre often faced opposition governments in
States—added another layer of complexity. If States felt marginalised, GST could have become a
source of deep political conflict.

2. Institutional Safeguards

To address these concerns, the GST framework incorporated several institutional safeguards that
preserved State autonomy while creating a unified system:

e Dual GST Model: As explained earlier, GST was designed as a dual tax—Central GST (CGST)
and State GST (SGST)—for intra-state supplies, and Integrated GST (IGST) for inter-state
supplies. This ensured that States retained direct control over SGST collections.

e GST Council: The creation of the GST Council under Article 279A was the most significant
safeguard. By giving each State one vote and requiring a three-fourths majority for decisions,
the Council institutionalised consensus-based policymaking. States knew they had an equal
seat at the table, regardless of their size or political affiliation.

o Compensation Mechanism: The Centre guaranteed States a 14% annual growth in GST
revenue for the first five years and created a Compensation Fund to make up any shortfall.
This provision was crucial in allaying fears of fiscal instability.

These features reassured States that they would not be mere spectators in the new tax regime. They
would continue to exercise meaningful fiscal powers, albeit in a harmonised framework.

3. Cooperative Federalism in Practice
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The first few years of GST demonstrated that the system could function as a model of cooperative
federalism. The GST Council became a platform where the Centre and States worked together to solve
problems and refine the system.

Even when disagreements arose—such as over tax rate reductions, revenue sharing, or compliance
requirements—they were resolved through dialogue rather than confrontation. The Council’s ability
to make almost all its decisions by consensus, rather than voting, underscored the strength of this
approach.

For instance, when GST collections dipped during the economic slowdown of 2019-2020, States
expressed concern about compensation payments. While tensions did arise, the Council facilitated
ongoing discussions and adjustments to address States’ fiscal needs.

4. Unity Without Centralisation

One of the remarkable aspects of GST’s architecture was that it achieved national economic unity
without centralising power. Businesses could now operate across India as if it were a single market,
without worrying about differing State taxes or border checkpoints. At the same time, States
maintained their right to directly collect SGST and influence policy decisions through the GST Council.

This balance was particularly important in a country as politically pluralistic as India. If GST had been
perceived as a power grab by the Centre, it might have provoked widespread resistance and weakened
the legitimacy of the reform.

5. Remaining Tensions

Despite its strengths, the GST system has faced ongoing tensions between the Centre and States,
especially when revenue collections fall short. States occasionally accuse the Centre of delaying
compensation payments or using the GST Council to push its own agenda.

For example, during the COVID-19 pandemic, when tax revenues collapsed, a heated debate erupted
over how the shortfall in compensation payments should be met. Some States argued that the Centre
should borrow to cover the gap, while the Centre suggested that States should raise their own loans.
The issue underscored the fragile nature of the fiscal bargain underlying GST.

6. A Template for Future Reforms

Despite these challenges, the GST model has been widely hailed as a template for future federal
reforms. It shows that India can implement ambitious national policies while respecting State
autonomy, provided there is a robust institutional framework for dialogue and consensus-building.

The success of the GST Council has inspired discussions about creating similar bodies in other policy
domains, such as health and education, where Centre-State cooperation is crucial.

Narendra Modi himself often pointed to GST as a symbol of national integration, drawing parallels
with Sardar Vallabhbhai Patel’s role in unifying India after independence. As he famously said, “GST is
not just a tax reform, it is a nation-building measure.”
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Section 4.7: Challenges and Critiques of the GST
Architecture

While India’s Goods and Services Tax (GST) has been hailed as a landmark reform that unified the
country’s indirect tax system, its architecture has not been without criticism. The very features that
made GST politically feasible—its dual structure, multi-slab rate design, and consensus-driven
governance—also introduced complexities and inefficiencies that continue to challenge businesses
and governments alike.

1. Complexity of the Multi-Slab Structure

One of the most common criticisms of GST is its multi-slab rate structure. With four primary tax slabs
(5%, 12%, 18%, and 28%) and special rates for certain items (like gold at 3%), businesses have often
struggled with classification disputes.

For example:
e s achocolate-coated biscuit taxed as a biscuit (12%) or as confectionery (18%)?

e Should air conditioners and refrigerators be taxed at 28% as luxury items, even though they
are necessities in many parts of the country?

These disputes have led to uncertainty, frequent clarifications, and sometimes litigation. Economists
argue that a simpler system with one or two tax rates would reduce compliance costs and eliminate
classification headaches.

The frequent rate changes by the GST Council—often in response to industry lobbying or political
pressure—have compounded the problem. Businesses have had to constantly update their billing
software and pricing strategies, leading to operational disruptions.

2. Compliance Burden on Small Businesses

Although GST was intended to simplify India’s tax regime, many small businesses have found the
compliance burden daunting, especially in the early years. Filing multiple returns, uploading invoices
to the GSTN portal, and maintaining detailed digital records was a major shift for enterprises
accustomed to informal cash-based operations.

The introduction of the Composition Scheme and higher registration thresholds eased the burden to
some extent, but critics argue that the system still favours larger, more formal businesses. Smaller
traders and manufacturers often struggle with the complexity, pushing some to operate outside the
tax net.

3. Technology Glitches and Dependence on GSTN

The digital backbone of GST—the Goods and Services Tax Network (GSTN)—has faced its share of
criticism. Although the system has stabilised since its rocky start, early technical glitches created
significant hardships for taxpayers.

Even today, outages or slow processing on the GSTN portal can delay compliance. Moreover, the
dependence on a single technology platform makes the system vulnerable to cyberattacks and
systemic failures.

4. Revenue Shortfalls and Compensation Issues
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Another major challenge has been revenue shortfalls. GST collections have often fallen below
expectations, especially during economic slowdowns. This has strained the Centre-State fiscal
relationship, as the compensation mechanism promised to States (14% annual revenue growth)
became harder to sustain.

The COVID-19 pandemic exacerbated these tensions. With revenues collapsing, the Centre struggled
to honour its compensation commitments, leading to acrimonious debates with States over who
should bear the burden of borrowing. These disputes highlighted the fragility of the fiscal bargain
underpinning GST.

5. Limited Tax Base

Despite bringing millions of businesses into the tax net, GST has not dramatically expanded India’s tax
base. Large parts of the economy, particularly the informal sector and agriculture, remain outside the
system. This has limited the government’s ability to raise revenue without increasing rates on the
existing base.

Tax evasion through fake invoices and underreporting of sales remains a persistent problem, though
the GSTN’s data analytics capabilities have improved enforcement.

6. Impact on Certain Sectors

Some sectors, particularly MSMEs, exporters, and services, have borne a disproportionate share of
the transition costs. Exporters faced delays in refunds, which affected their working capital. Service
providers operating across multiple States had to deal with complex registration requirements, as they
were required to register in every State where they operated.

7. The Road Ahead — Reforming GST

The Modi government and the GST Council acknowledge that GST is a work in progress. Several
reforms are on the agenda to address the system’s shortcomings:

e Rationalising the rate structure into fewer slabs to simplify compliance and reduce
classification disputes.

e Expanding the tax base by bringing petroleum, electricity, and real estate under GST, which
would enhance the seamless flow of input tax credit and reduce cascading taxes.

e Strengthening the GSTN with more robust infrastructure, artificial intelligence (Al)-driven
analytics, and improved user experience.

e Simplifying return filing by reducing the number of forms and making compliance easier for
small businesses.

Many experts believe that GST’s success will ultimately depend on how quickly and decisively these
reforms are implemented.

8. A Balanced Perspective

Despite its challenges, GST has achieved its core objective: creating a unified national market.
Businesses can now move goods and services across State borders without facing multiple levies and
checkpoints. The tax has improved transparency, increased formalisation of the economy, and laid the
foundation for a more modern tax administration.
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Critics often forget the scale of the task: implementing a nationwide tax reform in a country of 1.4
billion people, 28 States, and 8 Union Territories was bound to involve setbacks. The fact that GST has
endured, and that the GST Council continues to function as a forum for dialogue and consensus, is
itself a significant achievement.

As Narendra Modi once said, “GST is a journey, not a destination. We must walk together to perfect
it.” The coming years will determine whether India can move towards a simpler, more robust GST
system that truly realises its potential as a “Good and Simple Tax.”
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Chapter 5: The Implementation Journey — Challenges
and Adaptations

Section 5.1: The First 100 Days — A Nation in Transition

The midnight of July 1, 2017, marked a historic milestone for India. The Goods and Services Tax (GST)
had been launched with much fanfare at Parliament’s Central Hall, signalling the country’s
determination to modernise its economy. But as the ceremonial applause faded and businesses across
the country opened their doors the next morning, reality set in. The rollout of GST was nothing short
of a national transition—one that touched every corner of India’s economy, from small corner shops
in rural towns to multinational corporations operating across State borders.

1. A Massive Shift in Taxation

For decades, Indian businesses had operated under a patchwork of indirect taxes—VAT, excise duty,
service tax, octroi, entry tax, and more. Each State had its own rules and rates, making inter-state
trade complicated and costly. GST promised to change all of that by creating a single tax system, but
the scale of the shift was enormous.

More than 1 crore businesses were required to migrate to the GST regime. Many had to register anew,
learn the new rules, and reconfigure their accounting systems to comply with digital filing
requirements. For the first time, even small traders who had previously operated largely outside the
formal system were being pulled into a nationwide tax net.

2. Technology-First Compliance

The government had made it clear that GST would be a fully digital tax system. All registrations, return
filings, and payments had to be done through the Goods and Services Tax Network (GSTN) portal.
While this approach promised greater efficiency and transparency, it also created a steep learning
curve for businesses—especially those with little experience in using technology for compliance.

The first 100 days were marked by a wave of confusion and anxiety. Many small businesses,
particularly in rural and semi-urban areas, lacked the digital infrastructure or know-how to file returns
online. Cybercafés became makeshift GST centres, where traders and shopkeepers queued to get their
returns filed by someone with internet access.

To ease the burden, the government extended filing deadlines multiple times and introduced the
summary return form (GSTR-3B), which allowed businesses to report consolidated data instead of
detailed invoice-wise information. This temporary measure was critical in keeping the system from
collapsing under the weight of compliance requirements.

3. GSTN Glitches and Business Disruption

The GSTN portal, the backbone of the system, struggled to handle the massive surge in traffic.
Taxpayers reported frequent server crashes, slow processing speeds, and difficulties uploading
invoices. Many feared penalties for missing deadlines, adding to the stress of the transition.

These glitches were particularly hard on small and medium-sized enterprises (SMEs), which lacked
the resources to hire accountants or purchase expensive software. The government responded by
directing GSTN to expand server capacity and simplify its interface. Over time, the system stabilised,
but the early hiccups left a lasting impression on many businesses.
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4. Sectoral Challenges
Different sectors experienced the rollout in different ways:

¢ Manufacturers: While large manufacturers welcomed the end of multiple levies at
checkpoints, they had to revamp their supply chains and invoicing systems.

e Service Providers: Service companies operating across multiple States faced a complex
registration process, as they had to register in every State where they provided services. This
increased administrative costs.

e Exporters: Exporters faced liquidity crunches due to delays in refunds of input tax credits,
which were crucial for maintaining cash flow.

These disruptions led to protests from certain industry groups, which argued that GST was hurting
business rather than helping it.

5. Protests and Political Opposition

Traders and small business associations—traditionally a key support base for the Bharatiya Janata
Party (BJP)—voiced their frustration publicly. Rallies and protests were held in several States,
demanding simplification of compliance requirements and lower tax rates.

Opposition parties seized the opportunity to criticise the Modi government, accusing it of rushing the
reform without adequate preparation. They pointed to the combined impact of GST and the
demonetisation exercise of 2016, arguing that the government’s policies had slowed the economy
and hurt small businesses.

6. Government’s Adaptive Response

Narendra Modi and Arun Jaitley recognised that flexibility was the key to surviving the initial
turbulence. The GST Council, meeting frequently, announced a series of adaptations in the first 100
days:

¢ Rate reductions: The Council moved many goods from the 28% slab to the 18% slab to ease
the burden on consumers and businesses.

o Simplified returns: Filing requirements were temporarily relaxed, and small taxpayers were
allowed to file quarterly returns instead of monthly ones.

e Faster refunds for exporters: Measures were taken to expedite refunds to exporters facing
cash flow problems.

These course corrections were crucial in calming nerves and signalling that the government was
listening to feedback.

7. Public Outreach and Confidence Building

The government also launched a major public outreach campaign to explain the benefits of GST. Modi,
in his speeches, framed GST as a nation-building exercise, urging citizens to view short-term pain as
an investment in long-term gain.

Workshops and training sessions were organised for businesses and tax officials across the country.
Help desks were set up in small towns and cities to assist taxpayers with registration and filing.

8. The Spirit of Resilience
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Despite the disruptions, most businesses recognised the inevitability of GST and began to adapt.
Accountancy firms, software providers, and trade associations played a crucial role in helping
businesses transition. By the end of the first 100 days, the worst of the confusion had begun to subside,
though challenges remained.

The initial implementation phase revealed both the strengths and vulnerabilities of India’s GST
architecture. It showed the power of technology-driven compliance and the ability of the GST Council
to respond quickly, but it also highlighted the need for simplification, better infrastructure, and
continuous stakeholder engagement.

Section 5.2: Course Corrections by the GST Council -
Learning on the Go

The first 100 days of GST had revealed both the potential and the pain points of India’s most ambitious
tax reform. Businesses were struggling with compliance, the GST Network (GSTN) had faced repeated
glitches, and public sentiment was turning wary. The government knew that rapid course correction
was essential—not only to smoothen operations but also to restore confidence in the reform.

At the centre of these adjustments was the GST Council, which quickly established itself as a dynamic
institution capable of responding to ground realities. In the months following the rollout, the Council
held frequent meetings, each of which produced significant policy changes to address stakeholder
concerns.

1. Simplifying Compliance

One of the first priorities was to reduce the compliance burden, especially for small businesses. The
Council recognised that filing multiple returns each month was impractical for micro, small, and
medium enterprises (MSMEs), which lacked the resources for dedicated accounting systems.

e The GSTR-3B form, a simplified monthly return summarising outward and inward supplies,
was made the primary return for an extended period, replacing the complex multi-step return
process originally envisaged.

e Small taxpayers were allowed to file quarterly returns instead of monthly ones, significantly
easing the administrative load.

e The Composition Scheme, which allowed small businesses to pay tax at a fixed percentage of
turnover with minimal paperwork, was expanded by raising the turnover eligibility limit from
75 lakh to X1.5 crore.

These measures gave MSMEs breathing room and reduced the risk of widespread non-compliance.
2. Rationalising Tax Rates

The multi-slab rate structure had been one of the most criticised aspects of GST, particularly the 28%
slab that covered a large number of consumer goods. The Council responded by rationalising rates to
bring more items into lower slabs:

e In its November 2017 meeting, the Council cut rates on over 200 items, moving many
products from the 28% slab to the 18% or 12% slab.
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e Essential items of daily use, such as detergents, shampoos, and household appliances, became
significantly cheaper as a result of these changes.

e Over time, the 28% slab was restricted primarily to luxury goods and “sin goods” like tobacco
and high-end automobiles.

These rate cuts had a dual purpose: they reduced inflationary pressures and signalled to consumers
and businesses that the government was responsive to their concerns.

3. Addressing Exporters’ Liquidity Crunch

Exporters had faced severe liquidity problems because of delays in input tax credit refunds. Since
exports were zero-rated under GST, businesses depended on timely refunds to maintain cash flow.

The Council moved quickly to resolve this:

e A manual refund system was introduced as a temporary measure while the digital refund
process was streamlined.

e Special export-oriented schemes, such as the Export Oriented Units (EOU) and Advance
Authorisation Scheme, were given transitional relief.

These steps helped stabilise the export sector, which was critical for maintaining India’s trade balance.
4. Clarifications and Guidance

The early months of GST were marked by widespread confusion about classification of goods, eligibility
for input tax credit, and procedural issues. To address this, the Council and the Central Board of
Indirect Taxes and Customs (CBIC) issued a steady stream of circulars and FAQs.

Workshops and outreach programmes were held in every State to train tax officials and help
businesses understand the evolving rules. The government also launched a 24/7 helpline to assist
taxpayers.

5. Strengthening the GSTN

The GST Network, which had been plagued by server crashes and slow performance, was given priority
attention. The government:

e Increased server capacity to handle the volume of returns and invoice uploads.
e Improved the user interface of the GSTN portal to make it more intuitive.

e Enhanced data security and reliability, recognising the critical role of technology in the
system’s credibility.

By early 2018, the GSTN had stabilised considerably, though challenges remained for smaller taxpayers
with limited internet access.

6. Preserving the Spirit of Consensus

Importantly, all these decisions were taken unanimously by the GST Council, which functioned as a
forum for consensus rather than confrontation. This cooperative spirit lent legitimacy to the changes
and prevented States from feeling that their autonomy was being undermined.
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Even opposition-ruled States participated constructively, recognising that GST’s success was in
everyone’s interest. This bipartisanship was remarkable in India’s often polarised political
environment and became a cornerstone of GST’s gradual stabilisation.

7. Political Messaging and Public Confidence

Narendra Modi and Arun Jaitley made it a point to communicate the rationale behind every major
decision. They emphasised that GST was a “living tax” designed to evolve based on feedback and
experience. Modi, in his speeches, urged citizens to view the reform as a collective project that would
strengthen India’s economy in the long run.

The government’s willingness to adapt, rather than rigidly sticking to the original design, helped
rebuild public trust. Businesses began to see that their concerns were being heard and addressed,
which was crucial for improving compliance.

8. A Turning Point

By the end of the first year, the combination of rate rationalisation, compliance simplification, and
technical improvements had begun to bear fruit. GST collections stabilised, protests subsided, and
the narrative around the reform shifted from frustration to cautious optimism.

However, challenges remained. The system was still seen as complex, particularly for small businesses,
and the multiple tax slabs continued to create confusion. Revenue shortfalls raised questions about
the sustainability of the compensation mechanism for States.

The GST Council knew that the journey was far from over. But the ability to adapt and correct course
during the first year had ensured that GST survived its most turbulent phase.

Section 5.3: MSMEs and Small Traders — Struggles and
Adaptations

India’s micro, small, and medium enterprises (MSMEs) are the backbone of the economy, accounting
for nearly 30% of GDP, almost 50% of exports, and providing employment to over 11 crore (110
million) people. Any reform that disrupted this sector risked having a cascading impact on growth,
jobs, and livelihoods. When the Goods and Services Tax (GST) was launched, MSMEs and small traders
found themselves at the centre of a seismic change in how business was conducted.

1. The Compliance Shock

For decades, many small businesses had operated in the informal economy, with limited exposure to
structured bookkeeping or formal taxation. The introduction of GST required them to:

e Register on the GSTN portal (if turnover crossed the threshold).
e File periodic returns digitally (monthly for most businesses).
e Maintain detailed invoice records for input tax credit claims.

This was a significant departure from the relatively lenient and offline compliance regime they were
used to. Many traders lacked digital literacy or access to stable internet connections, particularly in
smaller towns and rural areas.
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The requirement of filing 37 returns a year (three monthly returns and one annual return) was
overwhelming for small traders, who now had to hire accountants or purchase software for
compliance. Those with turnover just above the exemption limit felt particularly burdened, as the cost
of compliance often outweighed the benefits.

2. Impact on Cash Flows

MSMEs also struggled with cash flow disruptions, especially in the early months. GST required
businesses to pay tax on sales even if they had not yet received payment from customers, putting
pressure on working capital.

Export-oriented MSMEs faced an even more acute problem: delays in refunds of input tax credit. Since
exports were zero-rated, these firms depended on timely refunds to maintain liquidity. Delays of
weeks or even months created severe financial stress for many exporters, some of whom were forced
to scale back operations or take costly loans.

3. Fear of Losing Customers

A more subtle challenge was the fear of losing customers—especially larger businesses—because of
GST’s input tax credit (ITC) mechanism. Under GST, buyers could claim ITC only if the supplier was
GST-compliant and uploaded invoices to the GSTN portal.

This created a strong incentive for larger, formal-sector companies to prefer dealing with compliant
suppliers. MSMEs that remained unregistered (because they were below the exemption threshold)
risked losing business from these larger buyers. Many small firms felt pressured to register under GST
even if they did not legally have to, leading to additional compliance obligations.

4. Government’s Special Provisions

Recognising these challenges, the government introduced a range of special provisions for MSMEs
and small traders:

¢ Exemption Threshold: Businesses with turnover below %20 lakh (X10 lakh for Special Category
States) were exempt from GST registration. In 2019, this threshold was doubled to %40 lakh
for suppliers of goods, easing the burden for many micro enterprises.

e Composition Scheme: As discussed earlier, the Composition Scheme allowed eligible
businesses (turnover up to X1.5 crore) to pay a flat tax rate on turnover and file quarterly
returns instead of monthly ones.

o Simplified Returns: The Council announced plans for a new, single-page return for small
taxpayers to reduce complexity.

e Faster Refunds: Measures were taken to expedite refunds for exporters, including temporary
manual processing while the GSTN system was upgraded.

These interventions were aimed at reducing compliance costs and providing a soft landing for MSMEs
as they transitioned to the new system.

5. Adaptations by MSMEs

Over time, many MSMEs began to adapt to the GST regime, often with the help of professional
accountants, trade associations, and technology solutions.
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o Digital Tools: Affordable GST compliance software and mobile apps emerged, allowing small
businesses to generate invoices, file returns, and reconcile accounts more easily.

e Trade Bodies: Industry associations organised workshops and helplines to guide their
members through GST procedures.

e Professionalisation: Many MSMEs invested in upgrading their accounting practices, which
improved financial discipline and opened up access to formal credit.

This gradual formalisation was one of the unintended but positive consequences of GST. By bringing
more small businesses into the tax net, it improved transparency and created new opportunities for
growth.

6. Lingering Frustrations

Despite these adaptations, many MSMEs continued to feel that GST favoured larger, more organised
players. The costs of compliance, delays in refunds, and the complexity of the multi-slab rate structure
remained significant pain points.

Small traders also argued that frequent changes in rates and procedures created uncertainty, making
it difficult to plan operations. This sense of instability, combined with the lingering effects of
demonetisation, fuelled resentment in some quarters against the government’s economic policies.

7. Political Sensitivity

The MSME and small trader community is a politically influential constituency, particularly for the
Bharatiya Janata Party (BJP). Recognising this, Narendra Modi made it a point to engage directly with
these groups, often framing GST as a pro-small-business reform in the long run.

The government’s willingness to expand the exemption threshold and Composition Scheme was partly
driven by political considerations, as it sought to protect this base while pushing forward with
economic formalisation.

8. A Gradual Transformation

By the end of the second year of GST, there were clear signs that MSMEs were adjusting to the new
normal. Many had realised that being part of the formal tax system could help them access bank
credit, attract larger customers, and compete more effectively.

While challenges persisted, the initial shock of compliance had subsided, and the sector was beginning
to see the benefits of a unified national market.

Section 5.4: Sectoral Impacts — Winners and Losers

The Goods and Services Tax (GST) was not a sector-specific reform; it fundamentally altered the tax
structure for the entire Indian economy. But the impact was not uniform. Different industries
experienced the rollout in distinct ways, with some benefiting immediately from the creation of a
unified market while others faced significant disruption.

Understanding these sectoral impacts is crucial to grasping how GST reshaped India’s economic
landscape in its early years.
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1. Manufacturing — Mixed Outcomes

The manufacturing sector was among the biggest potential beneficiaries of GST. Under the pre-GST
regime, manufacturers faced a web of cascading taxes—excise duties, value-added tax (VAT), entry
tax, and octroi—that increased costs and distorted supply chains.

Positive impacts:

¢ Elimination of Checkpoints: One of the most visible benefits was the abolition of State border
checkpoints. This reduced truck turnaround time by 20-30%, improving supply chain
efficiency and lowering logistics costs.

e Input Tax Credit (ITC): Manufacturers could now claim ITC across the entire supply chain,
reducing the cascading tax burden and improving margins.

e Unified Market: Large manufacturers could reorganise their distribution networks without
worrying about differing State tax rates, enabling economies of scale.

Challenges:

e Compliance Costs: Small and medium-sized manufacturers, particularly in the informal sector,
struggled with the compliance-heavy nature of GST.

¢ Working Capital Stress: The requirement to pay tax on sales before receiving payment created
liquidity issues, especially for firms supplying to government departments or large buyers.

¢ Frequent Rate Changes: Manufacturers dealing with a wide variety of products had to
constantly update their systems to reflect changing tax rates, adding complexity.

Overall, while GST promised long-term benefits for manufacturing, the initial years were marked by a
challenging adjustment period, especially for smaller players.

2. Services — Fragmentation Despite Unification

Service providers were unexpectedly disadvantaged by GST in its early years. Under the previous
service tax regime, they were required to register only once, at the national level. GST changed this
by requiring State-wise registration, effectively fragmenting their compliance obligations.

Key issues for the services sector:

e Multiple Registrations: Companies operating in multiple States had to maintain separate
registrations, accounts, and returns for each State, increasing administrative costs.

e Complex ITC Rules: Input tax credits were harder to manage when services were provided
across States, especially for industries like banking, insurance, IT, and telecom.

e Classification Disputes: Certain services faced ambiguity in classification and tax rates, leading
to uncertainty.

Sectors like IT and software were particularly vocal about the increased compliance burden. While the
government simplified procedures over time, many service providers felt that GST had added
complexity rather than reducing it.

59




3. Exports — Zero Rating but Cash Flow Issues

Exports were zero-rated under GST, meaning that exporters could claim refunds for input taxes paid.
In theory, this was a major advantage, as it made Indian exports more competitive in global markets.

However, in practice, exporters struggled with delays in refunds, which tied up working capital and
created liquidity crises. Many small exporters, particularly in sectors like textiles and handicrafts, were
hit hard.

To address this, the government introduced manual refund processes and later automated solutions
through the GSTN. Over time, refund timelines improved, but the initial disruption left exporters wary.

4. Agriculture and Agro-Based Industries

Agriculture, which accounts for nearly 18% of India’s GDP, was largely outside the GST net, as
unprocessed food grains and fresh produce were exempt. However, GST still had indirect effects:

e Reduced Logistics Costs: The elimination of checkpoints benefited the movement of
perishable goods across State borders, reducing spoilage and costs.

e Input Costs: Fertilisers, pesticides, and farm equipment attracted GST, sometimes at higher
rates than before. This led to concerns among farmers about rising input costs.

Agro-based industries such as food processing gained from the availability of ITC and a more
streamlined supply chain, but the benefits took time to materialise.

5. E-Commerce — A Formalisation Push

E-commerce companies like Amazon, Flipkart, and others were heavily impacted by GST, which
imposed stricter rules on online marketplaces.

e Tax Collection at Source (TCS): Marketplaces were required to deduct TCS on behalf of sellers,
adding compliance complexity.

¢ Uniformity: On the positive side, GST eliminated the patchwork of State-level entry taxes that
had previously hampered e-commerce logistics.

e Formalisation: Small sellers on e-commerce platforms were pushed to register under GST,
accelerating formalisation of the sector.

While larger e-commerce companies adapted quickly, small online sellers faced challenges with
compliance and cash flow.

6. Real Estate and Construction

The real estate sector saw mixed impacts. While GST subsumed multiple taxes (like VAT, service tax,
and entry tax), the overall tax incidence for buyers did not reduce as much as expected.

e Under-Construction Properties: These attracted GST at 12% (later reduced to 5%), which
developers often passed on to buyers.

¢ Input Tax Credit Benefits: Builders could claim ITC on materials and services, but the benefits
were not always fully transferred to homebuyers.

The sector continued to demand greater clarity and inclusion of land and completed properties under
GST to reduce litigation and cascading taxes.
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7. Winners and Losers

e Winners: Large manufacturers, organised retail, logistics companies, and sectors that could
take full advantage of ITC and supply chain efficiencies.

e Losers: Service providers with pan-India operations, MSMEs in the informal sector, exporters
facing refund delays, and industries dealing with frequent rate changes and classification
disputes.

The picture, however, was far from static. As the GST Council made adjustments—rationalising rates,
simplifying compliance, and improving refund processes—many sectors that had struggled initially
began to stabilise.

Section 5.5: Public Perception and Political
Ramifications

The rollout of the Goods and Services Tax (GST) was not just an economic reform; it was a political
gamble. Narendra Modi’s government had invested enormous political capital in the reform,
presenting it as a symbol of decisive leadership and national integration. But the initial turbulence
during implementation meant that public opinion was deeply divided, and the political consequences
were significant.

1. Early Discontent Among Businesses and Traders

In the months following the GST launch, small traders, shopkeepers, and MSMEs were among the
loudest voices of discontent. These groups, traditionally the core support base of the Bharatiya Janata
Party (BJP), felt that the new tax had disrupted their operations:

e Frequent technical glitches on the GSTN portal,

e Complex compliance requirements (multiple returns, invoice matching),
e Cash flow issues from delayed refunds,

e And fear of losing customers to larger, more compliant businesses.

Many believed that GST favoured the organised sector at the expense of small enterprises. Protests
erupted in several States, particularly in Gujarat and Rajasthan, where the BJP’s small-business base
was strong.

2. Opposition Parties Capitalise on Discontent

The opposition, particularly the Congress party, seized the opportunity to portray GST as poorly
planned and insensitive to the needs of small businesses. They referred to it derisively as the "Gabbar
Singh Tax," a term popularised by Congress leader Rahul Gandhi, implying that it was as feared as a
bandit robbing people.

Public meetings and campaigns highlighted stories of traders and small manufacturers who had
suffered losses because of GST’s teething troubles. This narrative resonated, especially in areas where
the informal economy was dominant.
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The combination of GST’s disruption and the lingering effects of demonetisation (2016) provided the
opposition with a potent talking point: that the Modi government’s economic policies were hurting
the common man.

3. Government’s Efforts to Rebuild Trust
Recognising the political fallout, the Modi government moved quickly to adapt and communicate.

e Rate Rationalisations: The GST Council reduced rates on a wide range of goods, particularly
those in the 28% slab, which were seen as excessive.

e Simplified Compliance: Small businesses were allowed to file quarterly returns, and the
exemption threshold was increased to X40 lakh.

e Public Messaging: Modi personally reached out to traders and MSMEs through speeches and
public meetings, framing GST as a nation-building exercise that would benefit everyone in the
long run.

Arun Jaitley, as Finance Minister, became the face of these adaptations, emphasising that GST was a
"living tax" that would evolve with feedback.

4. The Gujarat Elections — A Crucial Test

The Gujarat Assembly elections in December 2017 became a litmus test for GST’s political
ramifications. Gujarat, Modi’s home State, was heavily dependent on small businesses and traders,
many of whom were angry about GST's initial implementation.

The BJP faced an unexpectedly strong challenge from the Congress, which campaigned aggressively
on GST-related grievances. Although the BJP ultimately won the election, its margin of victory was
narrower than in previous years, sending a clear message that GST’s political cost was real.

The Gujarat results prompted the government to accelerate reforms, leading to major rate cuts and
compliance simplifications announced in late 2017 and early 2018.

5. Long-Term Political Impact

Over time, as the system stabilised and the benefits of a unified market became more visible, public
anger subsided. Businesses adjusted to the new compliance environment, and the GST Council’s
responsiveness helped build trust.

In the 2019 general elections, GST was no longer the hot-button issue it had been in 2017. Modi’s BJP
won a landslide victory, demonstrating that the initial turbulence had not inflicted lasting political
damage.

The episode underscored a key lesson in Indian politics: while economic reforms can cause short-term
pain and backlash, their political impact depends on how quickly governments can adapt and
communicate. Modi’s government managed to weather the storm by listening to feedback and
making tangible course corrections.

6. A Dual Narrative
Even today, public perception of GST remains mixed.

e Supporters point to the creation of a single national market, reduced logistics costs, improved
transparency, and the formalisation of the economy.
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e Critics argue that the system is still too complex, particularly for small businesses, and that
frequent rate changes undermine stability.

But there is broad consensus that GST is here to stay. The initial resistance has given way to a
recognition that the system can be improved rather than abandoned.

7. Lessons for Future Reforms
The political experience of GST offers important lessons for future reforms:
1. Phased Implementation: Gradual rollouts can help reduce disruption and build capacity.

2. Stakeholder Engagement: Continuous dialogue with affected groups is essential to avoid
alienation.

3. Adaptive Governance: Institutions like the GST Council must remain flexible and responsive.

4. Effective Communication: Governments must explain reforms in simple terms and highlight
tangible benefits to citizens.

Narendra Modi has often described GST as more than just a tax reform; it is a unifying project that
requires collective effort. The political journey of GST demonstrated that such ambitious reforms must
balance decisive leadership with inclusive governance.

Conclusion

The implementation of GST was a journey of learning and adaptation. From the chaos of the first 100
days to the stabilisation achieved through the GST Council’s course corrections, the experience
highlighted the complexity of reforming India’s federal tax system.

While the process was politically and economically challenging, the willingness of the government to
listen, adjust, and build consensus ensured that GST survived its most turbulent phase.
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Chapter 6: GST and the Indian Economy — Macro and
Micro Impact

Section 6.1: GST and Economic Growth — Assessing the
Big Picture

When the Goods and Services Tax (GST) was launched in July 2017, it was billed as a game-changer for
the Indian economy. By unifying the country’s indirect tax system and creating a single national
market, GST was expected to spur growth, boost efficiency, and increase revenue. But has it lived up
to those expectations?

The answer is complex. GST has undoubtedly transformed the way India’s economy functions, but its
impact on growth has been shaped by a mix of short-term disruptions and long-term structural
changes.

1. The Short-Term Slowdown

In the immediate aftermath of GST’s rollout, India experienced a notable economic slowdown. GDP
growth, which had been averaging over 7% before GST, fell to 5.7% in the quarter ending September
2017, its lowest in three years.

There were several reasons for this:

¢ Inventory Destocking: Businesses, unsure about the new tax system, ran down inventories
before GST came into effect, disrupting production cycles.

e Compliance Shock: Small and medium enterprises (SMEs) struggled with the complexity of
GST’s compliance requirements, affecting output.

e Cash Flow Disruptions: Delays in refunds and the requirement to pay tax on sales (even before
receiving payment) strained working capital, especially for exporters and SMEs.

This slowdown was compounded by the lingering effects of demonetisation (2016), which had already
weakened consumption and the informal economy.

2. Stabilisation and Recovery

As the system stabilised through 2018-2019, economic activity began to recover. Rate
rationalisations, compliance simplifications, and improvements in the Goods and Services Tax Network
(GSTN) restored business confidence.

e Formalisation: More businesses entered the tax net, increasing transparency and improving
the ease of doing business for companies operating across multiple States.

e Supply Chain Efficiency: The removal of inter-State checkpoints reduced transport times by
20-30%, benefiting sectors like manufacturing, logistics, and retail.

e Input Tax Credit (ITC): Businesses began to see the benefits of ITC in lowering costs and
reducing the cascading effect of taxes.

By late 2018, GST was no longer viewed as a disruption but as part of the new normal. GDP growth
rebounded, though it was influenced by other global and domestic factors as well.
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3. Revenue Collections — A Mixed Record

One of GST’s primary objectives was to broaden the tax base and increase revenue. The results have
been mixed:

e Initial Shortfalls: GST collections consistently fell short of targets in the first year, reflecting
both compliance challenges and the impact of rate cuts.

e Gradual Improvement: As the system matured, collections improved, crossing the X1 lakh
crore mark per month by 2019. This was seen as a key indicator of the system’s stabilisation.

e Pandemic Disruption: The COVID-19 pandemic in 2020 caused a sharp drop in collections,
highlighting the vulnerability of GST revenue to economic shocks.

While revenue growth has been slower than initially projected, GST has broadened the tax base,
bringing millions of previously informal businesses into the system. This has long-term benefits for
fiscal stability.

4. Impact on Inflation

Another concern at the time of GST’s launch was its potential impact on inflation. Economists feared
that the multi-slab structure and higher rates on certain goods could push up prices.

In practice, the impact on inflation has been muted. Rate rationalisations lowered taxes on many
consumer goods, offsetting upward pressure. The removal of cascading taxes also helped contain price
increases.

However, classification disputes and frequent rate changes created short-term volatility in prices of
certain goods and services.

5. Formalisation of the Economy
One of GST’s most significant long-term impacts has been the formalisation of India’s economy.

e The input tax credit mechanism incentivised businesses to deal with compliant suppliers,
encouraging informal players to register under GST.

e The requirement for digital invoices and returns improved the traceability of transactions.

e The integration of GST with Aadhaar, PAN, and e-way bills strengthened enforcement and
reduced tax evasion.

This formalisation has widened the tax net and improved access to credit for small businesses, which
can now present verified financial records to banks and investors.

6. Sectoral Effects on Growth
GST’s impact on different sectors has varied:

e Manufacturing: Benefited from improved logistics and ITC but faced initial compliance
hurdles.

e Services: Faced increased complexity due to State-wise registration requirements, though
rationalisations have eased the burden over time.

e Exports: Gained from zero-rating but were hurt by refund delays in the early years.
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e E-commerce: Experienced greater formalisation and uniformity but also higher compliance
obligations.

These sectoral dynamics contributed to the uneven pace of recovery after the initial slowdown.
7. Global Comparisons

India’s experience mirrors that of other countries that implemented GST or VAT. Most witnessed a
short-term dip in growth followed by recovery as the system stabilised. The difference in India’s case
was the sheer scale and complexity of its economy, as well as the simultaneous impact of
demonetisation.

8. The Big Picture

From a macroeconomic perspective, GST’s first few years have been a story of short-term pain and
long-term gain. While it disrupted businesses initially and contributed to a temporary slowdown, it
has laid the foundation for a more efficient and transparent economy.

The challenge now is to build on these gains by simplifying the system further, expanding the tax base,
and making compliance easier for small businesses.

Section 6.2: GST and the Formalisation of India’s
Economy

One of the most profound and far-reaching consequences of the Goods and Services Tax (GST) has
been its impact on the formalisation of India’s economy. For decades, a significant portion of India’s
economic activity had taken place in the informal or unorganised sector, characterised by small, cash-
based businesses that often operated outside the tax net.

GST, by design, created strong incentives for businesses to enter the formal economy, reshaping the
structure of Indian commerce and industry.

1. Understanding the Informal Economy

Before GST, India’s informal economy was estimated to account for nearly 45% of GDP and employ
over 80% of the workforce. While the informal sector played a critical role in job creation and
resilience, it also posed challenges:

e Low tax compliance: Informal businesses typically did not pay indirect taxes beyond sales tax
at the point of retail.

e Limited access to credit: Without proper accounts or formal registration, small businesses
struggled to obtain bank loans.

e Inefficient supply chains: Cash transactions and the absence of standardised documentation
made the sector less productive and scalable.

This informality perpetuated a cycle of low productivity, poor working conditions, and limited
economic mobility.

2. How GST Encouraged Formalisation

GST changed this dynamic through a series of structural incentives:
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¢ Input Tax Credit (ITC) Mechanism: To claim ITC, businesses had to ensure their suppliers were
GST-compliant and had uploaded invoices to the GSTN portal. This created a cascading
pressure for everyone in the supply chain to register under GST.

e Digital Compliance: GST required electronic invoices, digital returns, and online payments,
making it harder for businesses to operate in cash-only mode.

e E-Way Bills: The introduction of e-way bills for goods movement above a certain value further
increased transparency and accountability in supply chains.

e Market Access: Larger businesses preferred dealing with registered suppliers to protect their
ITC claims, encouraging smaller suppliers to formalise.

Together, these mechanisms nudged businesses toward the formal economy—not through coercion,
but by making informality economically disadvantageous.

3. Evidence of Formalisation
The scale of formalisation post-GST has been remarkable:

e Taxpayer Base Expansion: The number of indirect tax registrants increased from around 65
lakh (6.5 million) under the pre-GST system to over 1.4 crore (14 million) by 2022.

¢ Rise in Digital Invoicing: GSTN data shows a sharp increase in the number of digital invoices
filed, reflecting the shift from cash to traceable transactions.

e Improved Access to Credit: With formal accounts and GST-compliant invoices, small
businesses gained credibility with banks, enabling them to secure loans more easily.

This formalisation has widened India’s tax base and improved revenue collections, even though it
initially imposed adjustment costs on small businesses.

4. Labour Market Implications

The push toward formalisation has also impacted labour markets. Businesses that entered the tax net
were more likely to comply with labour laws and provide social security benefits.

e EPFO Enrolments: Data from the Employees’ Provident Fund Organisation (EPFO) shows a
surge in new enrolments post-GST, indicating that more workers were being brought under
formal contracts.

e Better Job Security: While the informal sector remains large, the gradual shift toward
formalisation improves job quality and income stability for workers.

However, the transition has not been painless. Some small firms, unable to cope with compliance
costs, downsized or shut down, leading to short-term job losses.

5. Impact on the Informal Sector
While formalisation brings long-term benefits, it also disrupts the informal sector:

e Compliance Costs: Small businesses had to invest in accountants, software, and training to
meet GST requirements.

o Competitive Pressure: Larger, GST-compliant firms gained market share as buyers preferred
to work with businesses that could issue GST invoices.

67




e Exit of Marginal Players: Firms that could not adapt either downsized or exited the market,
affecting employment in the short run.

The government sought to ease this pain through measures like the Composition Scheme and higher
exemption thresholds, but the informal sector still bore a disproportionate share of the adjustment
cost.

6. Long-Term Structural Change

Despite these challenges, GST has laid the foundation for a more productive and scalable economy:
e Businesses now have better access to formal credit, enabling them to invest and grow.
e Transparent supply chains reduce the scope for tax evasion and corruption.
¢ The government can design better-targeted welfare schemes using formalised economic data.

Economists agree that formalisation will lead to higher productivity and sustainable growth in the long
run, even if the transition is disruptive in the short term.

7. Formalisation Beyond GST
GST was not the only driver of formalisation; it coincided with other government initiatives such as:
e Demonetisation (2016): Reduced cash usage and increased digital transactions.
e Digital India: Promoted digital payments and online platforms.
e Labour Code Reforms: Simplified compliance for formal employers.
Together, these policies have accelerated the shift toward a more formal, tax-compliant economy.
8. Challenges Ahead
While the direction of change is clear, challenges remain:

e Balancing Compliance and Ease of Doing Business: Overly complex procedures could
discourage small businesses from formalising.

e Supporting Informal Workers: As the informal sector contracts, workers need reskilling and
social protection.

e Ensuring Revenue Stability: Formalisation must translate into sustainable revenue growth for
the government.

The success of GST in formalising the economy will depend on how effectively these challenges are
addressed.

Conclusion

GST has been a catalyst for formalisation in India, reshaping the way businesses operate and interact
with the tax system. While the process has been disruptive, it represents a structural transformation
that will strengthen India’s economy in the long run.
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Section 6.3: Revenue Collections, Fiscal Federalism,
and State Finances

One of the core objectives of the Goods and Services Tax (GST) was to streamline revenue collection
for both the Centre and the States while broadening the tax base. The reform was designed to reduce
tax evasion, improve compliance, and ultimately strengthen India’s fiscal position. But how well has
GST achieved this objective?

The answer lies in analysing the trends in revenue collections, the impact on fiscal federalism, and
the sustainability of the compensation mechanism promised to the States.

1. Revenue Collections — An Evolving Story
In the initial years of GST, revenue collections fell short of expectations.

e First-Year Shortfalls: Monthly GST collections in 2017-18 averaged around 90,000 crore,
well below the ambitious targets set by the government. The reasons included compliance
challenges, frequent rate cuts, and the need for businesses to adjust to the new system.

e Gradual Improvement: As the system stabilised and the tax base expanded, collections began
to improve. By late 2018, monthly revenues started crossing the X1 lakh crore mark, a
psychological milestone for the reform’s credibility.

e Pandemic Shock: The COVID-19 pandemic in 2020 disrupted the economy and caused a sharp
decline in collections. However, by late 2021, revenues rebounded strongly, reflecting the
system’s growing maturity.

The long-term trend shows that GST has broadly maintained revenue buoyancy, though it has not yet
delivered the dramatic increases originally anticipated.

2. Broadening the Tax Base
One undeniable success of GST has been its ability to broaden the tax base:

e The number of registered taxpayers doubled from 65 lakh under the pre-GST regime to over
1.4 crore by 2022.

e The digital nature of GST reduced the scope for evasion, as invoices and transactions became
easier to track.

e The input tax credit (ITC) mechanism created a strong incentive for businesses to deal with
compliant suppliers, pulling more entities into the formal economy.

This expansion of the tax base has long-term implications for fiscal stability, even if the short-term
revenue gains were modest.

3. The Compensation Mechanism — A Federal Bargain
To win the support of the States for GST, the Centre promised a compensation mechanism:

e States were guaranteed a 14% annual growth in their GST revenue for the first five years of
implementation (July 2017—-June 2022).
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e If a State’s actual collections fell short of this benchmark, the Centre would make up the
difference from the GST Compensation Fund.

The Fund was financed by a special compensation cess on luxury and “sin” goods like tobacco, coal,
and high-end automobiles.

4. Rising Compensation Burden

In the first two years, the compensation mechanism worked smoothly. But as GST collections lagged
behind projections, the compensation burden ballooned.

e Many States became heavily dependent on compensation payments, especially those with
lower industrial bases and weaker tax capacity.

e The economic slowdown in 2019 and the pandemic in 2020 made matters worse, as GST
revenues plummeted.

The Centre struggled to meet its obligations, leading to tensions with the States. In 2020, a major
dispute erupted when the Centre suggested that States should borrow from the market to cover the
shortfall, citing constraints on its own borrowing capacity.

This disagreement highlighted the fragility of the fiscal bargain underpinning GST and tested the spirit
of cooperative federalism.

5. Fiscal Federalism and State Autonomy
GST fundamentally changed the nature of fiscal federalism in India:

e States gave up their power to levy many indirect taxes in exchange for a share of GST revenues
and the compensation mechanism.

e  While the dual GST model (with SGST and CGST) preserved some autonomy, States no longer
had complete discretion over indirect tax rates.

¢ The GST Council became the key forum for negotiating fiscal policy, reinforcing a collaborative
model of federalism.

While this arrangement improved tax harmonisation and reduced economic fragmentation, some
States expressed concern about their reduced fiscal independence. The disputes over compensation
during the pandemic amplified these concerns.

6. Lessons and Future Directions
The experience of GST has yielded several lessons for revenue collection and fiscal federalism:

1. Realistic Revenue Projections: Initial targets for GST revenue growth were overly optimistic.
Future projections must account for the time needed for behavioural change and system
maturity.

2. Strengthening Enforcement: Enhanced use of data analytics and artificial intelligence can help
reduce evasion and boost collections.

3. Revisiting Compensation Mechanisms: Any future compensation system must be designed to
be fiscally sustainable and fair to both the Centre and the States.
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4. Balancing Autonomy with Unity: States need assurance that their fiscal autonomy will not be
unduly constrained, even as India seeks to maintain a unified national market.

7. The Road Ahead

As GST enters its next phase, the challenge is to ensure that revenue collections remain robust without
placing excessive compliance burdens on taxpayers.

Bringing petroleum, electricity, and real estate into the GST net could further broaden the base and
improve the seamless flow of input tax credits. Similarly, rate rationalisation—reducing the number
of slabs—would simplify compliance and improve revenue efficiency.

Strengthening trust between the Centre and the States is equally important. A stable and predictable
fiscal relationship is essential for sustaining cooperative federalism.

Conclusion

GST has reshaped India’s fiscal landscape, creating a more transparent and integrated tax system.
While the journey has been challenging, the long-term benefits of a broad tax base and improved
compliance are becoming increasingly evident.

Section 6.4: Sectoral Transformations and Economic
Efficiency

The Goods and Services Tax (GST) did more than reform India’s indirect tax system; it fundamentally
altered how industries and sectors functioned. By removing internal trade barriers, rationalising taxes,
and enabling a seamless input tax credit (ITC) chain, GST drove structural changes that improved
economic efficiency, though the impact varied across sectors.

1. Manufacturing — Reconfigured Supply Chains
The manufacturing sector was one of the biggest beneficiaries of GST’s unified market:

e Reduced Logistics Costs: The abolition of border checkpoints eliminated delays at State
borders, reducing truck turnaround times by up to 30%. This improved inventory management
and lowered transportation costs.

¢ Warehousing Optimisation: Before GST, companies maintained small warehouses in every
State to avoid the cascading effect of inter-State taxes. With GST, businesses began
consolidating into larger, centralised warehouses, improving economies of scale.

e Input Tax Credit (ITC): Manufacturers could claim ITC for all inputs used in production,
reducing the tax burden and boosting margins.

Example: FMCG giants like Hindustan Unilever and ITC restructured their distribution networks,
closing redundant warehouses and optimising logistics. This made their supply chains leaner and more
cost-efficient.

However, small manufacturers faced challenges adjusting to the compliance-heavy environment,
which initially slowed production in the MSME segment.

2. Services — Adapting to a Fragmented Compliance Structure

The services sector, which contributed over 55% of India’s GDP, experienced a mixed impact:
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¢ Increased Complexity: Service providers had to register in each State where they operated,
increasing compliance costs. IT companies, for instance, had to manage dozens of State-wise
registrations and returns.

e Clarity in Taxation: GST removed ambiguities that had existed between goods and services
taxation, reducing litigation.

e ITC Benefits: Firms could claim input credits on goods and services used in their operations,
which was previously restricted.

While the compliance burden was higher, service firms with strong accounting systems adapted faster,
and many benefited from the greater clarity in tax rules.

3. Agriculture and Agro-Based Industries

Though primary agriculture remained largely outside GST, the reform indirectly improved agricultural
supply chains:

e Faster Movement of Perishables: The removal of inter-State barriers reduced spoilage and
wastage for perishable goods.

e Input Costs: Fertilisers and farm equipment attracted GST, and while ITC was available for
agro-industries, farmers faced some cost pressures.

e Agro-Based Industries: Food processing and cold chain logistics companies benefited from ITC
and streamlined interstate trade, which increased profitability.

Example: Dairy cooperatives like Amul could now move products across States without delays at
border checkpoints, ensuring fresher deliveries and lower costs.

4. Exports — Improved Competitiveness but Refund Issues

Exporters gained in the long run because GST zero-rated exports and allowed ITC refunds. This made
Indian goods more competitive globally by ensuring that taxes did not inflate export prices.

However, in the initial years:

e Delays in refund processing created liquidity challenges, particularly for small exporters in
sectors like textiles and handicrafts.

e The government later streamlined the process through automated refund systems, improving
cash flow for exporters.

Result: Export competitiveness improved, but procedural inefficiencies remained a pain point for
many MSME exporters.

5. E-Commerce and Logistics — Formalisation and Integration
The e-commerce and logistics sectors were transformed by GST:

e Uniform Taxation: The removal of State-level entry taxes and octroi eliminated barriers to
inter-State delivery, reducing costs and improving delivery timelines.

e Tax Collection at Source (TCS): Online marketplaces were required to deduct TCS on behalf of
sellers, bringing more sellers into the formal tax net.
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e Logistics Consolidation: Logistics companies could operate larger, more integrated hubs
instead of fragmented State-specific warehouses.

This boosted efficiency in the fast-growing e-commerce industry, though small online sellers initially
struggled with the compliance burden.

6. Real Estate and Construction — Partial Benefits
The real estate sector saw partial benefits:

e GST subsumed several indirect taxes, simplifying the tax structure for under-construction
properties.

e Developers could claim ITC on construction inputs, potentially reducing costs.

e However, completed properties remained outside GST, and the benefit of ITC was not always
passed on to homebuyers, leading to disputes.

Real estate companies have since advocated for the inclusion of land and completed properties in
GST to reduce cascading taxes and litigation.

7. MSMEs — Competitive Pressures and Opportunities
Micro, small, and medium enterprises (MSMEs) faced the biggest adjustment costs:
e Many were forced to register under GST to retain customers who wanted compliant suppliers.

e The compliance burden, combined with cash flow issues from delayed refunds, led to financial
stress for some MSMEs.

e Over time, formalisation allowed MSMEs to access credit more easily, and those who adapted
gained competitiveness.

Dual Impact: While some MSMEs thrived under the new system, others downsized or exited, leading
to job losses in the short term.

8. Gains in Economic Efficiency
Overall, GST improved economic efficiency by:
e Removing internal trade barriers and reducing logistics costs.
e Encouraging businesses to adopt technology and modern accounting systems.
e Creating a more transparent business environment, which improved investor confidence.

However, frequent rate changes and classification disputes undermined predictability and created
friction for businesses.

9. Long-Term Structural Shifts

Over time, GST is driving long-term structural shifts:
e Consolidation of supply chains and warehousing networks.
e Greater competitiveness for formal-sector businesses.

e Enhanced export competitiveness due to zero-rating and lower compliance costs.
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e A gradual shift of economic activity from the informal to the formal sector.

These changes will likely improve productivity and growth potential, though the benefits will be fully
realised only as GST stabilises further and becomes simpler.

Conclusion

GST has been a catalyst for sectoral transformations and economic efficiency, though the process has
been uneven. Large, formal-sector businesses and industries with integrated supply chains have
gained the most, while MSMEs and informal-sector players have borne a disproportionate share of
adjustment costs.

The key challenge now is to simplify GST further, ensuring that smaller businesses can compete on a
level playing field while retaining the benefits of a unified national market.

Section 6.5: Employment, Entrepreneurship, and Long-
Term Growth Prospects

The Goods and Services Tax (GST) has had wide-ranging implications not only for businesses and
government finances but also for employment, entrepreneurship, and India’s long-term growth
trajectory. While the immediate effects were mixed, the structural shifts unleashed by GST hold the
potential to reshape India’s economic landscape for decades to come.

1. Employment - Disruptions and Formalisation

The initial rollout of GST coincided with a period of labour market disruption, especially in the informal
sector.

e Job Losses in Informal Sector: Many micro, small, and medium enterprises (MSMEs)
downsized or shut down during the early months of GST, unable to cope with compliance
costs and cash flow disruptions. This led to job losses, particularly in labour-intensive
industries like textiles, handicrafts, and small-scale manufacturing.

e Formalisation of Employment: Over time, businesses that entered the formal GST net were
more likely to place workers on formal contracts and enrol them in social security schemes
like the Employees’ Provident Fund Organisation (EPFO).

Evidence:
e EPFO enrolments surged post-GST, indicating that more workers were being formalised.

e However, the pace of formal job creation was not enough to fully offset job losses in the
informal sector, especially during the transition phase.

The shift towards formalisation is positive for workers’ long-term security, but it requires policies to
support reskilling and job creation in growing sectors.

2. Entrepreneurship — New Challenges and Opportunities
GST has been a double-edged sword for entrepreneurs and startups.

Challenges:
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Compliance Burden: New businesses, especially those operating in multiple States, faced high
compliance costs due to State-wise registration and frequent return filing.

Cash Flow Strain: Startups and small enterprises often struggled with the requirement to pay
tax on sales before receiving payment, as well as delays in input tax credit (ITC) refunds.

Opportunities:

Unified Market: GST created a level playing field for businesses to sell across India without
facing a patchwork of State-level taxes. This made it easier for startups to scale quickly.

Digital Transformation: The requirement for digital invoicing and returns encouraged startups
to adopt modern accounting systems, improving operational efficiency.

Access to Credit: Formal registration under GST improved creditworthiness, enabling startups
to access bank loans and investor funding more easily.

In the long term, GST is expected to benefit entrepreneurs by reducing logistical barriers and fostering

a more transparent business environment.

3. Impact on the Startup Ecosystem

India’s booming startup ecosystem, particularly in sectors like e-commerce, logistics, and fintech, has
experienced both disruption and acceleration:

E-Commerce Startups: Benefited from a unified market and simplified inter-State logistics but
had to deal with the Tax Collection at Source (TCS) requirement, which complicated cash flow.

SaaS and IT Startups: Faced challenges with State-wise registration for services delivered
online but enjoyed greater clarity in the taxation of digital services.

Fintech Startups: Found new opportunities in providing GST-compliance tools, accounting
solutions, and lending platforms for MSMEs navigating the new tax regime.

Overall, while compliance burdens remain, GST has created a more level playing field for startups to
operate nationwide.

4. Long-Term Growth Prospects

From a macroeconomic perspective, GST is expected to boost India’s growth potential by:

Reducing Supply Chain Inefficiencies: Streamlined logistics and warehousing networks
improve productivity across sectors.

Increasing Investment: A predictable and transparent tax regime attracts domestic and
foreign investment.

Encouraging Formalisation: A broader tax base and improved compliance enhance fiscal
stability, enabling the government to invest more in infrastructure and human capital.

Improving Competitiveness: Zero-rated exports and ITC reduce the cost of production,
making Indian goods more competitive in global markets.

Several economic studies, including those by the World Bank and NITI Aayog, estimate that GST could
add 1-2 percentage points to India’s GDP growth in the long run, provided the system is continuously
improved.
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5. The Road Ahead — Maximising GST’s Potential
To realise GST’s full potential for employment and growth, several reforms are necessary:

e Simplification: Reduce the number of tax slabs and streamline compliance, especially for
MSMEs.

¢ Inclusion of Petroleum and Real Estate: Bringing these sectors into GST would broaden the
base and improve ITC chains.

e Support for Informal Sector Workers: Policies for reskilling and social security are needed to
mitigate the impact of formalisation on vulnerable workers.

e Predictability: Fewer rate changes and clearer classification rules would improve business
confidence and planning.
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Chapter 7: Global Comparisons and Lessons

Section 7.1: Understanding Global GST and VAT
Models

India’s Goods and Services Tax (GST) was designed as a unique hybrid, reflecting the complexity of the
country’s federal structure and its economic diversity. But GST is not an Indian invention; it draws
inspiration from Value Added Tax (VAT) and GST models used worldwide.

Studying global models is important because it provides perspective on:
1. How other countries structured their GST or VAT systems to balance efficiency and equity.

2. What lessons India can draw to make its system simpler, more effective, and more business-
friendly.

1. What Are GST and VAT?

GST and VAT are essentially consumption-based taxes levied on the value added at each stage of the
supply chain. Businesses collect the tax and can offset the tax paid on inputs against the tax they owe
on outputs. This prevents cascading taxation (tax on tax), which was a major problem in India’s pre-
GST regime.

The difference between the two is largely semantic:

e Many countries call it VAT (Value Added Tax), such as in the European Union, Canada, and
New Zealand.

e Others, like Australia, Singapore, and India, call it GST.
The design, however, varies significantly from country to country.
2. The Australian Model - Simplicity and Efficiency
Australia introduced GST in 2000 as a replacement for its wholesale sales tax. Key features include:

e Single Rate: A flat 10% GST is applied to most goods and services, with limited exemptions
(e.g., basic food, healthcare, education).

e Centralised Administration: GST is administered by the federal government, and revenue is
distributed to the States.

e Strong ITC Mechanism: The input tax credit system is simple and seamless, encouraging
compliance.

Lessons for India:
e The single-rate structure makes compliance easier and reduces classification disputes.
e Centralised administration eliminates complexities arising from multiple tax authorities.

However, Australia’s homogenous federal structure is much simpler than India’s, making it easier to
implement a single-rate GST.
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3. The Canadian Model — A Closer Parallel to India

Canada’s Goods and Services Tax (introduced in 1991) offers a closer comparison because Canada,
like India, is a federal country where provinces have significant taxation powers.

e Dual GST: Canada has both a federal GST (5%) and a provincial sales tax (PST), though some
provinces have harmonised the two into a single Harmonised Sales Tax (HST).

e Variability Across Provinces: Provinces like Alberta charge no PST, while others like Quebec
administer their own VAT-like system.

e Shared Revenues: Provinces retain flexibility, but the harmonisation agreements ensure some
level of uniformity.

Lessons for India:

e Harmonisation takes time. Canada took decades to bring most provinces on board with the
HST.

e Flexibility for States/provinces can help build political consensus but may create complexity.
4. The European Union (EU) Model — Coordinated but Diverse
The EU operates a VAT system with a common legal framework but considerable national discretion:

e Minimum Standard Rate: The EU requires member countries to maintain a standard VAT rate
of at least 15%, but actual rates vary (e.g., Germany 19%, Hungary 27%).

e Multiple Rates: Many countries have multiple rates (standard, reduced for essentials, and
zero-rated for exports).

e Border-Free Trade: VAT facilitates free trade across EU countries because input credits ensure
that tax is levied only in the country of consumption.

Lessons for India:
e Coordination with flexibility is possible, but it increases administrative complexity.

e The EU’s success in enabling border-free trade is a model India has partially replicated through
the elimination of internal checkpoints.

5. The Singapore and New Zealand Models — Minimalism Works

Singapore (GST since 1994) and New Zealand (GST since 1986) operate some of the simplest and most
efficient GST systems in the world:

¢ Single Rate: Singapore has a flat GST rate (currently 8%, moving to 9%), and New Zealand has
a 15% rate.

¢ Few Exemptions: Almost all goods and services are taxed, including food and financial services
in New Zealand.

o Digital Administration: Strong use of technology makes compliance seamless.
Lessons for India:

e Minimal exemptions and a single rate make administration straightforward.
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e Technology is critical for maintaining high compliance at low administrative cost.
However, these countries are small and centralised, unlike India’s vast and diverse economy.
6. Where India’s GST Stands
India’s GST shares elements with several global models:

e Like Canada, it operates a dual GST (Central GST and State GST) to respect federalism.

e Like the EU, it has multiple rates and exemptions, reflecting diverse political and economic
priorities.

e Unlike Australia, Singapore, or New Zealand, India’s GST has more complexity, driven by
multiple slabs, exemptions, and the need for State-level autonomy.

7. Key Lessons from Global Experience
1. Simplicity is Powerful: Fewer rates and exemptions improve compliance and reduce disputes.

2. Harmonisation Takes Time: Countries like Canada and the EU needed years to achieve
consensus; India’s progress in unifying its market in one stroke was exceptional but politically
challenging.

3. Technology is the Backbone: Successful GST/VAT systems invest heavily in robust IT
infrastructure.

4. Clear Communication: Governments must clearly explain the purpose and benefits of GST to
businesses and consumers to build trust.

Section 7.2: Comparing India’s GST with Global
Counterparts — Strengths and Weaknesses

India’s Goods and Services Tax (GST) is one of the most ambitious tax reforms in the world because of
the scale and complexity of the country’s economy and governance structure. Comparing it to global
counterparts reveals both its strengths and areas where improvements are still needed.

1. The Strengths of India’s GST
a. Unifying a Vast and Diverse Market

India’s GST eliminated multiple indirect taxes—central excise, service tax, VAT, octroi, entry tax, and
more—creating a single national market.

e Few other countries have implemented a reform of this scale in a single stroke.

e The elimination of inter-State checkpoints and harmonised rates reduced internal trade
barriers, akin to the EU’s border-free market.

b. Cooperative Federalism through the GST Council
The GST Council is a globally unique body that balances the interests of the Centre and the States.

e Decisions are made by consensus, which strengthens political legitimacy.
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e Comparable systems like Canada’s took decades to align provinces; India achieved this
consensus relatively quickly.

c. Technology-Driven Administration
The GST Network (GSTN) created a digital platform for registration, return filing, and payment.

e Few countries, especially of India’s size, have built such an integrated online compliance
system from day one.

e Digital invoicing and e-way bills increased transparency and reduced opportunities for tax
evasion.

d. Formalisation of the Economy
India’s GST pushed millions of small businesses into the formal sector.

e The input tax credit (ITC) mechanism incentivised businesses to work with compliant
suppliers.

e This broadening of the tax base is a structural positive that countries like Singapore and New
Zealand have also achieved through minimalist, transparent GST systems.

2. The Weaknesses and Challenges
a. Complexity of Multi-Slab Rate Structure

Unlike Australia, New Zealand, or Singapore, which have a single GST rate, India’s GST has four major
slabs (5%, 12%, 18%, 28%) plus special rates.

e This leads to classification disputes and frequent rate changes.

e Businesses face difficulties in categorising products correctly, leading to litigation and
uncertainty.

b. Compliance Burden for Small Businesses

While the GSTN is digital and centralised, the number of returns and the need for State-wise
registrations (for service providers) increases complexity.

e By contrast, systems like Australia’s or Canada’s are far simpler, requiring fewer filings and
more centralised procedures.

e MSMIEs, in particular, face higher costs to stay compliant.
c. Delayed Refunds and Cash Flow Issues

India’s exporters and MSMEs frequently face delays in input tax credit refunds, which strains working
capital.

e Incountries like Singapore and New Zealand, refunds are processed much faster, often within
a few days.

d. Revenue Uncertainty and Compensation Disputes

The revenue-sharing arrangement between the Centre and the States has been contentious.
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e The guaranteed 14% annual revenue growth promised to States created fiscal stress when
GST collections fell short.

e Other countries with federal GST systems, like Canada, designed their revenue-sharing
formulas to be more sustainable from the start.

3. Efficiency and Revenue Performance Compared Globally

e Revenue-to-GDP Ratio: India’s GST collections (about 6—7% of GDP) are lower than those of
countries with mature GST/VAT systems.

o For example: New Zealand collects around 10-11% of GDP from GST alone due to its
single rate and broad base.

e Tax Buoyancy: India’s GST has improved tax buoyancy by broadening the base, but frequent
exemptions and rate cuts undermine efficiency.

4. Political Economy Challenges

e India’s GST rollout was accompanied by political pressures to reduce rates and grant
exemptions, which diluted the system’s revenue potential.

e Other countries, like Australia, faced similar pressures but implemented fewer exemptions at
launch, which simplified administration.

5. Key Takeaways from the Comparison

1. Simplicity Drives Success: Countries with simpler GST structures—fewer rates, fewer
exemptions—collect more revenue and impose less burden on taxpayers.

2. Digital Strength Is a Major Advantage: India’s GSTN is world-class in scale and reach, but its
early glitches highlighted the need for robust infrastructure.

3. Cooperative Federalism Works but Needs Predictability: The GST Council is a model
institution, but disputes over revenue compensation show the need for a more predictable
fiscal framework.

6. How India Can Move Closer to Global Best Practices

e Rationalise Rates: Move toward two rates (standard and reduced) over time to simplify
compliance.

e Reduce Exemptions: Minimise exemptions to broaden the base and improve revenue
efficiency.

e Centralise More Processes: Consider centralising compliance and audits for certain
categories, as in Australia, to reduce State-level complexity.

e Speed Up Refunds: Adopt automated refund systems akin to Singapore and New Zealand.
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Section 7.3: Lessons from Global Experience for India’s
GST Reform Roadmap

As India’s Goods and Services Tax (GST) matures, the experience of other countries that have
implemented GST or VAT systems provides a valuable blueprint. While India’s GST was a bold leap in
unifying a complex federal tax landscape, it is clear that the system must evolve further to fully realise
its potential.

Drawing on lessons from Australia, Canada, New Zealand, Singapore, and the European Union (EU),
India can chart a reform roadmap that strengthens compliance, improves revenue, and simplifies the
taxpayer experience.

1. Simplification of Rate Structure

Global Lesson:
Countries like New Zealand, Singapore, and Australia demonstrate that a single or dual-rate GST with
minimal exemptions improves compliance and reduces disputes.

India’s Challenge:

e India’s multi-slab system (5%, 12%, 18%, 28%) creates classification disputes, complicates
invoicing, and undermines predictability.

e Frequent rate changes confuse businesses and consumers alike.
Reform Roadmap:
e Gradually move toward two principal rates:
o A standard rate (e.g., 16—18%) for most goods and services.
o Areduced rate (e.g., 5-6%) for essentials.
e Limit the 28% rate to luxury and sin goods.
e Reduce exemptions and zero-rated items to broaden the tax base.
2. Expand the Tax Base

Global Lesson:
Countries with broad GST coverage (e.g., New Zealand taxes almost everything, including food and
financial services) collect higher revenues as a share of GDP.

India’s Challenge:
e Petroleum products, electricity, and real estate are currently outside the GST net.

e Exemptions for many services and sectors erode the tax base and distort input tax credit
chains.

Reform Roadmap:

e Bring petroleum, natural gas, and electricity under GST to eliminate cascading taxes.

82




e Include land and completed real estate to reduce litigation and enable full ITC benefit.
e Reduce sectoral exemptions and unify the base to enhance revenue buoyancy.
3. Improve Refund Mechanisms

Global Lesson:
In Singapore and New Zealand, GST refunds are processed within days through automated systems,
ensuring businesses maintain healthy cash flow.

India’s Challenge:

e Delayed input tax credit (ITC) refunds hurt exporters and MSMEs.

e Refunds are often subject to procedural delays, manual checks, and administrative backlogs.
Reform Roadmap:

e Automate refunds completely using real-time data from the GSTN to minimise human
intervention.

e Implement a time-bound guarantee (e.g., refunds within 7 days) to build trust among
businesses.

4. Reduce Compliance Burden for Small Businesses

Global Lesson:
Australia, Canada, and the EU allow small businesses to comply through simplified quarterly filings
and centralised registration.

India’s Challenge:

¢ Small businesses face complex filing requirements, and service providers must register in each
State separately.

e MSMEs spend a significant portion of revenue on accountants and software just to stay
compliant.

Reform Roadmap:

o Simplify GST returns further, especially for small businesses, with a single quarterly filing
option.

e Explore centralised registration for service providers operating across multiple States.
e Expand the Composition Scheme with appropriate safeguards to cover more MSMEs.
5. Strengthen Technology and Data Analytics

Global Lesson:
Countries with robust GST/VAT systems rely heavily on real-time data analytics to detect evasion
and improve efficiency.

India’s Challenge:
e  While the GST Network (GSTN) is a strong backbone, early glitches revealed vulnerabilities.

e Manual checks still play a role in enforcement, leading to delays and corruption risks.
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Reform Roadmap:
e Invest further in Al-driven analytics for invoice matching and anomaly detection.

o Integrate GSTN data with income tax and customs databases for a 360-degree view of
taxpayers.

e Continue to improve user experience and ensure the system can handle growing transaction
volumes.

6. Enhance Fiscal Federalism

Global Lesson:
In Canada and the EU, fiscal arrangements are transparent and sustainable, reducing disputes
between federal and provincial governments.

India’s Challenge:
e Compensation disputes have strained Centre-State relations, especially after the pandemic.
e States are wary of losing fiscal autonomy.

Reform Roadmap:

e Redesign the revenue-sharing formula to be predictable and sustainable, beyond the initial
compensation period.

e Give States greater flexibility in certain areas (e.g., setting reduced rates) while maintaining
core harmonisation.

e Ensure the GST Council remains a forum for true consensus-building.
7. Communicate Clearly with Stakeholders

Global Lesson:
Countries that implemented GST successfully invested in clear, consistent communication with
businesses and consumers.

India’s Challenge:

e Frequent changes in rates and rules often leave businesses confused.

e Misinformation erodes public trust in the system.
Reform Roadmap:

e Develop a centralised communication strategy to educate taxpayers about changes.

e Publish long-term reform milestones to give businesses predictability.

e Engage with trade bodies and MSME associations before implementing major changes.
Conclusion

India’s GST has achieved the remarkable feat of unifying one of the world’s largest and most complex
markets. But to match the simplicity and efficiency of global GST/VAT systems, the focus must shift
from launching the system to refining it.
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The lessons are clear:
e Simplify rates and reduce exemptions.
e Broaden the base by including excluded sectors.
e Reduce compliance costs for small businesses.
e Build trust with faster refunds, better communication, and predictable policies.

If India can follow this roadmap, GST could become a true “Good and Simple Tax” —a model for other
emerging economies to emulate.

Section 7.4: India’s GST as a Model for Emerging
Economies

While India’s Goods and Services Tax (GST) has its share of complexities and challenges, it is also a
case study in ambition and execution for other emerging economies seeking to reform their tax
systems. Few countries have attempted to unify such a large and diverse market under a single indirect
tax regime. India’s experience, therefore, offers valuable lessons not only for its own policymakers but
also for the global South.

1. The Scale and Complexity of the Reform

India’s GST unified:
e 28 States and 8 Union Territories, each with distinct tax structures and political dynamics.
¢ Dozens of indirect taxes, including central excise, service tax, VAT, octroi, and entry tax.

¢ A market of 1.4 billion people, encompassing both advanced industrial clusters and deeply
rural economies.

This scale makes India’s GST reform comparable only to large federations like the European Union’s
VAT system or Canada’s dual GST structure. For emerging economies, the key lesson is that ambitious
structural reforms are possible even in politically complex environments if they are backed by strong
institutional mechanisms.

2. Institutional Innovation — The GST Council

The creation of the GST Council is one of India’s most significant institutional contributions to tax
reform.

e The Council ensures Centre-State parity, with equal voting rights for all States and the Union
government, fostering cooperative federalism.

e Most decisions are taken by consensus, which lends legitimacy and prevents the perception
of central overreach.

e Frequent meetings allow for real-time adjustments to the system, which is vital for a reform
of this scale.
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Emerging economies with federal or decentralised structures can learn from India’s success in building
an institutional mechanism that balances national unity and regional autonomy.

3. Leveraging Technology

India’s Goods and Services Tax Network (GSTN) is one of the most sophisticated tax technology
platforms in the world:

e Fully digital registration, return filing, and payment processes.
e Real-time invoice matching to reduce fraud and enhance transparency.
e Integration with e-way bills and input tax credit systems.

For emerging economies with rapidly digitising economies, India’s experience shows that technology
can leapfrog traditional barriers in tax administration. GSTN also provides a foundation for integrating
with income tax, customs, and other databases to create a 360-degree view of the taxpayer.

4. Formalisation of the Economy
India’s GST has accelerated the formalisation of businesses by:
e Incentivising compliance through the input tax credit mechanism.
e Encouraging MSMEs to register to retain large customers.
e Making transactions traceable through digital invoicing and e-way bills.

Other emerging economies struggling with large informal sectors can study how GST’s structural
incentives can gradually pull businesses into the formal tax net without heavy-handed enforcement.

5. Flexibility and Adaptation
A defining feature of India’s GST journey has been its ability to adapt.

e Frequent rate rationalisations and procedural simplifications responded to the needs of
MSMEs, exporters, and consumers.

e Temporary measures like the simplified GSTR-3B return helped stabilise the system in the
early stages.

This adaptive approach is critical for emerging economies, which often face capacity constraints and
diverse economic conditions. Reforms must be designed as evolving systems, not rigid frameworks.

6. Challenges as Cautionary Lessons
India’s GST also offers cautionary lessons:

e Complex rate structure: Multiple slabs and exemptions create compliance burdens and
classification disputes.

¢ Revenue-sharing tensions: Disputes over compensation payments show the importance of
designing sustainable fiscal arrangements.

e Compliance costs for MSMEs: Emerging economies must strike a balance between
broadening the tax base and ensuring that small businesses are not overwhelmed.
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7. Why India’s GST Is a Global Reference Point
Despite its challenges, India’s GST demonstrates that:

e Large-scale unification is possible: Even highly decentralised systems can create a harmonised
tax framework.

e Institutional trust is key: The GST Council’s role in building consensus can be replicated
elsewhere.

e Technology enables scale: Robust IT systems can handle millions of taxpayers and billions of
transactions.

For countries in Africa, Southeast Asia, and Latin America contemplating GST or VAT reforms, India’s
experience provides both a roadmap and a realistic picture of the difficulties involved.

8. India as a Thought Leader

India’s tax officials and policy experts are increasingly sharing their GST expertise at international
forums, including the OECD, IMF, and World Bank. Several developing countries are seeking technical
advice on:

e Building GST/VAT technology platforms.
e Designing cooperative federal bodies.
e Managing the political economy of reform.

This positions India as a thought leader in tax reform among emerging economies, giving it a voice in
shaping global norms on consumption-based taxation.

Conclusion of Chapter 7

India’s GST is both a work in progress and a global benchmark. While it has areas that need
simplification and strengthening, the fact that such a large and diverse country could implement a
unified indirect tax regime in one stroke is a remarkable achievement.

For emerging economies, the key lessons are clear:
e Build strong institutional mechanisms like the GST Council.
e Use technology to overcome administrative constraints.
o Keep the system flexible in the early years.

e Aim for simplicity and sustainability in the long term.
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Chapter 8: Political Economy of GST

Section 8.1: Cooperative Federalism and the GST
Council

The Goods and Services Tax (GST) is not just a tax reform—it is also one of the most significant political
experiments in India’s history. Implemented in a country where States fiercely guard their fiscal
autonomy, GST required an unprecedented degree of Centre-State cooperation.

At the heart of this experiment lies the GST Council, a unique institution that embodies India’s
commitment to cooperative federalism. Understanding the political economy of GST begins with
examining how this Council works, how it resolved conflicts, and how it has shaped the balance of
power between the Union and the States.

1. The Creation of the GST Council

The GST Council was created under Article 279A of the Constitution through the 101st Constitutional
Amendment in 2016. Its composition reflects the spirit of federal balance:

e The Union Finance Minister serves as the Chairperson.
e All State Finance Ministers (or equivalents) are members.
e The Union Minister of State for Finance is a permanent invitee.
Voting Structure:
e The Centre has one-third of the votes, and the States collectively have two-thirds.

e Decisions require a three-fourths majority, effectively ensuring that neither the Centre nor
the States can impose unilateral decisions.

This design institutionalised shared decision-making and gave the States an equal seat at the table.
2. Building Consensus in a Politically Diverse Country

India’s GST Council had the daunting task of building consensus among governments led by different
political parties, each with varying economic priorities. Remarkably, the Council made almost all its
decisions by consensus in its initial years.

Key Examples of Consensus-Building:
e Agreement on the dual GST structure (CGST and SGST).

e Deciding on the multiple tax slabs to accommodate States’ concerns about protecting
revenue.

e Regular rationalisation of rates based on feedback from all members.

The Council’s ability to negotiate compromises was essential in keeping States on board during the
turbulent early years of GST implementation.
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3. The Centre-State Fiscal Bargain

GST required States to surrender significant indirect taxation powers. To secure their cooperation, the
Centre agreed to:

¢ A revenue compensation guarantee: 14% annual growth in GST revenue for five years (July
2017-June 2022).

e Creation of the Compensation Cess Fund to make up for any shortfall.

This bargain was a cornerstone of the political economy of GST. States that were net exporters or had
large manufacturing bases (like Maharashtra, Tamil Nadu, and Gujarat) feared revenue loss as the
destination-based nature of GST shifted taxation rights to consuming States. The compensation
mechanism reassured them.

4. Political Challenges and Disagreements

While the GST Council functioned smoothly in its early years, tensions emerged during times of fiscal
stress:

e Rate Reductions vs. Revenue Needs: The Centre pushed for rate cuts to stimulate the
economy, but States worried about shrinking revenues.

e Compensation Disputes: During the COVID-19 pandemic, when GST collections collapsed, the
Centre struggled to pay compensation on time. It suggested that States borrow to meet the
shortfall, triggering protests.

These disputes revealed the fragility of the fiscal compact underlying GST. States argued that the
Centre’s stance undermined the principle of cooperative federalism.

5. The Council as a Political Arena
The GST Council has evolved into a political arena where broader Centre-State relations play out.
e Opposition-ruled States often use the Council to push back against perceived centralisation.

e The BJP-led Centre uses its one-third vote share strategically but prefers consensus to avoid
accusations of authoritarianism.

Despite differences, the Council remains a model of collaborative governance. Its continued
functioning is crucial for the legitimacy and stability of GST.

6. Strengths and Weaknesses of the GST Council Model
Strengths:
e Institutionalised dialogue between the Centre and the States.
e Prevents unilateralism by any one level of government.
e Builds political legitimacy for difficult decisions.
Weaknesses:
e Consensus-based decision-making can be slow, leading to delays in reforms.

e Fiscal crises (like the pandemic) expose the limits of the compensation mechanism and the
lack of a permanent dispute resolution mechanism.
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7. Lessons for India’s Federalism

The GST Council demonstrates that even in a politically polarised environment, shared institutions
can sustain reforms if they give all stakeholders a genuine voice. It also shows that fiscal federalism is
not static; it requires constant negotiation and trust-building.

Conclusion

The GST Council is one of the most important political innovations in India since independence. It has
enabled a transformative economic reform while preserving the delicate balance of India’s federal
structure.

Section 8.2: Centre-State Relations Post-GST — Power
Shifts and Political Narratives

The implementation of the Goods and Services Tax (GST) was not just an economic reform but also a
redistribution of fiscal powers between the Centre and the States. By subsuming most indirect taxes
into a unified framework, GST altered the balance of financial autonomy, compelling States to rely
more on a shared pool of revenues. This shift has had significant implications for Centre-State
relations and the political narratives surrounding federalism in India.

1. The Erosion of States’ Independent Tax Powers

Before GST, States enjoyed substantial autonomy over indirect taxation. They could levy and adjust
Value Added Tax (VAT), entry tax, luxury tax, and several other levies without central oversight. GST
replaced these with a common system, limiting States' ability to:

e Unilaterally set tax rates on goods and services.

e Introduce new indirect taxes (except on products like alcohol and petroleum, which remain
outside GST).

e Use indirect taxation as a policy tool for State-specific needs.

This loss of discretion has been a point of contention, particularly for opposition-ruled States. They
argue that GST has made them financially dependent on the Centre, undermining the principle of fiscal
federalism.

2. The Dependence on Compensation Payments

The compensation mechanism, guaranteeing States 14% annual growth in GST revenues for the first
five years, was meant to offset this loss of autonomy. However:

e Shortfalls in compensation payments during the economic slowdown (2019) and the
pandemic (2020) created serious trust deficits.

e The Centre’s suggestion that States should borrow from the market to bridge the gap during
the pandemic was perceived as shifting the burden.

These episodes have fuelled the narrative that GST has increased States’ vulnerability to central
decisions and market fluctuations.
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3. Political Narratives Around Fiscal Federalism
Different political parties have framed GST in line with their broader ideological positions:

e The BJP-led Centre: Frames GST as a symbol of national integration and cooperative
federalism, arguing that it has created a unified market benefiting all States.

e Opposition Parties and Some State Governments: Present GST as a tool of centralisation that
has weakened State autonomy. They point to compensation delays and rate changes driven
by the Centre as evidence.

This narrative divide often surfaces in GST Council meetings, where political differences sometimes
overshadow purely economic considerations.

4. Centre-State Power Dynamics in the GST Era
GST has redefined the political economy of fiscal power:

e The Centre now wields greater influence because it controls the Compensation Cess Fund and
has a key role in GST Council decisions.

e States have less independent revenue-raising ability, making them more reliant on central
transfers.

¢ However, the Council’s voting structure prevents the Centre from imposing unilateral
decisions, maintaining a degree of balance.

This delicate equilibrium requires constant negotiation and goodwill. Any breakdown in trust risks
destabilising the system.

5. The Role of the GST Council in Mitigating Tensions

The GST Council has generally managed to contain disputes by functioning as a neutral platform for
consensus-building. But its effectiveness is tested during fiscal stress:

¢ Rate Reductions: States sometimes resist rate cuts proposed by the Centre, fearing revenue
losses.

¢ Compensation Disputes: States have called for greater transparency in the Compensation
Cess Fund and a permanent mechanism to deal with revenue shocks.

Strengthening the Council’s institutional capacity is critical to ensuring that Centre-State tensions do
not derail GST’s long-term objectives.

6. Broader Implications for India’s Federalism

The GST era has underscored a fundamental tension in India’s federalism: the need for national
economic integration versus the need for State-level fiscal flexibility.

e For pro-GST advocates, the reform has reduced economic fragmentation and enhanced
efficiency.

e C(Critics argue that it has centralised power, leaving States with fewer tools to respond to local
economic challenges.

This debate is likely to shape Indian politics for years to come, particularly as the initial compensation
period has ended.
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7. Looking Ahead
To sustain GST’s legitimacy, India must:

1. Redesign fiscal arrangements to give States predictable revenue flows beyond the
compensation period.

2. Empower the GST Council to function as a stronger dispute resolution forum.

3. Reconsider exclusions like petroleum and real estate, which could expand the tax base and
reduce States’ fiscal stress.

Only by addressing these concerns can India preserve the delicate balance between national unity and
State autonomy.

Conclusion

GST has fundamentally altered the landscape of fiscal federalism in India. While it has brought about
greater economic integration, it has also sparked debates over centralisation and State autonomy.

Section 8.3: Public Perception and Political Narratives
Around GST

The Goods and Services Tax (GST) was launched with grand promises of creating a unified national
market and simplifying India’s complex tax system. However, public perception of GST has evolved
significantly since its rollout. For many citizens and businesses, especially small traders and
entrepreneurs, GST became a political symbol, and narratives around it have shaped electoral politics
as much as its economic outcomes.

1. The Early Perception — Confusion and Resistance

In the months following the GST rollout, public sentiment was marked by confusion, anxiety, and in
some cases, anger:

e Small Traders and MSMEs: Many felt overwhelmed by the compliance burden. Filing multiple
returns, navigating the GSTN portal, and understanding new tax slabs proved daunting.

e (Citizens: The multi-slab system and frequent rate changes led to uncertainty about product
prices, fuelling scepticism.

e Exporters and Service Providers: Delays in input tax credit (ITC) refunds and the complexity
of State-wise registrations created operational bottlenecks.

This perception was exacerbated by the lingering impact of demonetisation (2016), which had already
disrupted the informal economy. Together, these reforms were viewed by many as government
policies that disproportionately hurt the small-business community.

2. Opposition’s Narrative — "Gabbar Singh Tax"

The opposition, particularly the Congress party, capitalised on public discontent by framing GST as the
"Gabbar Singh Tax," a term popularised by Rahul Gandhi in 2017.

e The analogy to the notorious dacoit from Bollywood symbolised the view that GST was
extortionary and excessively complex.
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e Opposition parties amplified stories of small businesses struggling to comply with the new
system, framing it as anti-trader and anti-poor.

This narrative resonated with segments of the electorate that were experiencing economic stress,
particularly in semi-urban and rural areas.

3. BJP's Narrative — "One Nation, One Tax"

The Bharatiya Janata Party (BJP), led by Prime Minister Narendra Modi, framed GST as a nation-
building reform:

e The slogan "One Nation, One Tax" highlighted GST as a symbol of economic unity.

e The government emphasised benefits such as reduced logistics costs, removal of internal
trade barriers, and long-term formalisation of the economy.

e Modi frequently called GST a "Good and Simple Tax" in public speeches, attempting to
counter the narrative of complexity.

Over time, the BJP adjusted its messaging to acknowledge initial challenges while stressing the
system’s adaptability through frequent GST Council reforms.

4. Media Coverage and Public Discourse

Media coverage of GST was initially critical, focusing on:
e Technical glitches in the GSTN portal.
e Protests by small traders and textile merchants.

e Confusion over classification disputes (e.g., whether a product should be taxed at 12% or
18%).

However, as the government simplified procedures and rationalised rates, media narratives became
more balanced, highlighting the broader vision behind the reform.

5. Electoral Implications
The political narratives around GST influenced electoral outcomes, especially in the early years:

e Gujarat Assembly Elections (2017): The BJP faced significant anger from its traditional small-
business base. Opposition parties used GST grievances as a major campaign issue, reducing
the BJP’s margin of victory.

e Other State Elections (2018): GST and demonetisation were often cited as reasons for
dissatisfaction among traders and small entrepreneurs, hurting the BJP in States like Rajasthan
and Madhya Pradesh.

By the 2019 General Elections, however, GST had stabilised. Rate cuts, procedural simplifications, and
improved compliance mechanisms helped the BJP regain public trust. GST was no longer a central
electoral issue, and the BJP won a resounding mandate.

6. Shifting Public Sentiment
As the system matured, public perception began to change:

e Businesses adjusted to digital compliance and ITC mechanisms.
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e Frequent rate rationalisations reduced prices for several goods, benefiting consumers.
e The elimination of inter-State checkpoints and improved logistics became more visible.

While some MSMEs still perceive GST as complex, the reform has gained broader acceptance as an
inevitable part of India’s economic modernisation.

7. Lessons from the Narrative Battle

1. Public Communication Matters: The government underestimated the importance of
explaining GST in simple terms, leaving room for negative narratives.

2. Adaptability Builds Legitimacy: The GST Council’s willingness to rationalise rates and simplify
compliance helped shift public perception.

3. Electoral Cycles Influence Policy: Many rate cuts and procedural reforms were timed ahead
of key elections, reflecting the interplay between political imperatives and economic
governance.

Conclusion

The public perception of GST has evolved from initial resistance to a grudging acceptance and, in some
quarters, appreciation. Political narratives—both positive and negative—have shaped how citizens
view the reform, making communication and adaptability central to GST’s political economy.

Section 8.4: GST and Electoral Politics — A Case Study of
Gujarat and Beyond

The rollout of the Goods and Services Tax (GST) was not just an economic event; it became a central
theme in India’s electoral politics, especially in the first two years after its implementation. The
Gujarat Assembly elections in 2017 marked a turning point in how GST was perceived politically,
shaping strategies for both the ruling BJP and the opposition.

1. Gujarat: The Epicentre of Political Fallout

Gujarat, Prime Minister Narendra Modi’s home state and a traditional BJP stronghold, was the first
major electoral test after the GST rollout. The state had a large population of traders, small
manufacturers, and MSMEs—groups that bore the brunt of GST’s initial disruptions.

Key voter grievances:

e Compliance Burden: Small traders felt overwhelmed by digital filing requirements and
multiple return deadlines.

e Liquidity Issues: Exporters and textile merchants complained about delays in input tax credit
(ITC) refunds, which strained working capital.

e Fear of Losing Customers: MSMEs operating outside GST’s ambit worried that larger
businesses would stop dealing with them to protect ITC claims.

Protests: Textile traders in Surat staged prolonged strikes, while other business communities
expressed open resentment.

94




Political Impact:

e The Congress party, led by Rahul Gandhi, capitalised on this anger by branding GST as the
"Gabbar Singh Tax," resonating strongly with small businesses.

e The BJP faced a much tougher battle than anticipated, barely retaining Gujarat with a reduced
margin compared to previous elections.

The Gujarat election was a wake-up call for the BJP. It highlighted the need for course corrections in
GST policy and communication.

2. Policy Adjustments Post-Gujarat
The narrow escape in Gujarat triggered a series of major reforms in GST:
e Rate Rationalisations: Many goods were moved from the 28% tax slab to 18% or lower.

e Simplified Compliance: Small taxpayers were allowed quarterly filing, and the Composition
Scheme was expanded.

e Faster Refunds: Measures were introduced to speed up ITC refunds, especially for exporters.

These adjustments were both economic and political, aimed at assuaging business communities and
preventing further electoral backlash.

3. Other State Elections (2018)

In Rajasthan, Madhya Pradesh, and Chhattisgarh, GST remained a sore point among traders and
MSMEs.

e Opposition parties highlighted GST alongside demonetisation as examples of the BJP

government’s “anti-trader” policies.

e The BJP lost power in all three states in 2018, suggesting that economic grievances had
translated into political discontent.

However, analysts note that GST was one of several factors, including agrarian distress and local anti-
incumbency, that shaped these outcomes.

4. The 2019 General Elections

By the time of the 2019 Lok Sabha elections, the BJP had made significant course corrections in GST,
and the system had begun to stabilise.

Shift in Narrative:

e The BJP emphasised that GST was now a "Good and Simple Tax," highlighting rate cuts and
simplified procedures.

¢ Small businesses had adjusted to digital compliance, aided by accountants, software solutions,
and trade associations.

e Consumers benefited from lower prices on essential goods due to rate reductions.

As a result, GST was no longer a dominant electoral issue. The BJP won a resounding national mandate,
suggesting that the early backlash had dissipated.
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5. Lessons from the Gujarat Case Study

1. Economic Reforms Have Political Costs: Disruptive reforms can alienate key constituencies,
even in strongholds.

2. Communication Is Critical: The government’s initial failure to explain GST’s benefits allowed
the opposition to define the narrative.

3. Policy Flexibility Builds Trust: The willingness to cut rates and ease compliance after Gujarat
helped the BJP recover politically.

4. Electoral Timelines Influence Policy: Many GST Council decisions in late 2017 and 2018 were
timed with upcoming state elections.

6. Long-Term Political Impact

While GST caused short-term political pain for the BJP, it also reinforced the perception of Modi as a
decisive reformer willing to take risks. Opposition parties, meanwhile, faced a dilemma: they criticised
GST’s implementation but could not credibly oppose the concept of GST itself, which had bipartisan
roots.

As GST stabilised, its salience as an electoral issue declined. It became part of the accepted economic
framework, much like other structural reforms.

Conclusion

The Gujarat elections of 2017 were a pivotal moment in the political economy of GST, forcing the
government to recalibrate policy and communication. Over time, as the system matured, GST’s
political toxicity faded, but the lessons remain clear: major economic reforms must be accompanied
by clear messaging, stakeholder engagement, and policy adaptability.

Section 8.5: Lessons on Political Economy from the GST Experience

The implementation of the Goods and Services Tax (GST) is as much a story of political negotiation
and adaptation as it is of economic reform. India’s experience with GST offers a set of valuable lessons
on how major structural reforms can be managed in a complex democracy with competing interests
and a diverse federal structure.

1. Cooperative Federalism Is Crucial

GST demonstrates the importance of building institutional mechanisms that balance national goals
with regional autonomy.

e The GST Council has been the cornerstone of the reform’s political legitimacy. By giving States
an equal voice, it ensured that the shift of fiscal powers was not seen as central overreach.

e Decisions based on consensus helped sustain the reform even in times of political polarisation.

e However, the Council’s limitations during revenue shortfalls (such as during the pandemic)
underscore the need for a permanent dispute resolution mechanism.

Lesson: Any major reform that redistributes power must be accompanied by a trusted platform for
negotiation and compromise.
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2. Communication Shapes Public Perception
GST’s initial public backlash was partly the result of poor communication.

e The government’s messaging focused heavily on the technical aspects of the reform, leaving
space for opposition narratives like the “Gabbar Singh Tax” to dominate.

e Complex rate structures and frequent changes created confusion among citizens and small
businesses.

Lesson: Reforms must be explained in simple, relatable terms, highlighting their benefits to ordinary
people and addressing fears proactively.

3. Timing and Sequencing Matter

GST’s rollout followed the disruptive shock of demonetisation, which had already strained the informal
economy. This compounded the perception of economic instability.

o Implementing multiple disruptive reforms back-to-back can overwhelm businesses and
citizens.

e A phased or pilot-based approach, as seen in some other countries, might have softened the
transition.

Lesson: Governments should carefully consider the political and economic timing of major reforms
to avoid reform fatigue.

4. Adaptability Builds Legitimacy
The willingness to make course corrections was critical in stabilising GST:

e Rate rationalisations and compliance simplifications after the Gujarat elections in 2017 helped
rebuild trust among businesses.

e Export refund mechanisms were streamlined in response to liquidity concerns.
e The Composition Scheme was expanded to ease burdens on MSMEs.

Lesson: Flexibility in the early years is vital. Governments should treat reforms as living systems that
evolve with feedback, rather than rigid frameworks.

5. Political Costs Are Inevitable, but Manageable

The BJP faced electoral setbacks in Gujarat and several State elections in 2017-2018 due in part to
GST’s disruption. However, by 2019, the political toxicity had faded.

e Stakeholder grievances must be addressed swiftly to prevent discontent from hardening into
lasting opposition.

e Over time, as reforms mature and benefits become visible, political costs diminish.

Lesson: Governments must have the political will to absorb short-term costs for long-term gains, but
must also move quickly to mitigate negative impacts.

6. Fiscal Arrangements Must Be Sustainable

The compensation mechanism promising States 14% annual revenue growth created unsustainable
fiscal pressure when collections fell short.
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e Disputes over compensation payments during the pandemic strained Centre-State relations.
o A more realistic revenue-sharing framework is needed to prevent future crises.

Lesson: Fiscal federal arrangements must be designed for resilience, especially in times of economic
stress.

7. Broader Lessons for Future Reforms
The GST experience offers a template for other large-scale reforms:
e Build broad political consensus before implementation.

o Engage with stakeholders, including small businesses and trade associations, from the
planning stage.

¢ Invest in robust technology and infrastructure to handle large-scale transitions.
¢ Maintain flexibility and communicate changes transparently.
Conclusion of Chapter 8

The political economy of GST is a study in balancing ambition with pragmatism. It shows that structural
reforms in a diverse democracy like India require inclusive institutions, adaptive policymaking, and
continuous dialogue.

While GST faced turbulence in its early years, the ability of the Centre, States, and the GST Council to
negotiate differences and adjust policies ensured its survival and gradual acceptance.

As India undertakes future reforms—in areas like labour, agriculture, or energy—the lessons from GST
will remain highly relevant.
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Chapter 9: GST and India’s Economic Future

Section 9.1: GST as a Pillar for India’s S5 Trillion
Economy Goal

India has set itself an ambitious target of becoming a $5 trillion economy, a vision that requires
sustained high growth, increased formalisation, and a globally competitive business environment. The
Goods and Services Tax (GST), as India’s most transformative tax reform, will be one of the key pillars
supporting this economic journey.

GST has already altered the structure of India’s economy by creating a unified national market and
incentivising businesses to formalise. However, for GST to fully realise its potential and contribute
effectively to India’s future economic growth, it must evolve further.

1. GST’s Role in Enhancing Economic Growth
GST contributes to economic growth by:

¢ Reducing inefficiencies: Removal of inter-State barriers and cascading taxes has improved
logistics, supply chain integration, and competitiveness.

e Encouraging investment: A predictable, harmonised tax system attracts both domestic and
foreign investment.

e Expanding the tax base: By bringing more businesses into the formal sector, GST increases
revenue without raising tax rates, creating fiscal space for public investment.

Studies by the World Bank and NITI Aayog estimate that a fully mature GST could add 1-2 percentage
points to GDP growth, provided the system is continuously simplified and rationalised.

2. The Need for Rate Rationalisation

India’s current GST structure, with multiple slabs (5%, 12%, 18%, 28%) and numerous exemptions,
creates complexity that undermines efficiency.

e Economic Impact: Classification disputes and frequent rate changes create uncertainty for
businesses.

e Global Comparison: Countries like New Zealand and Singapore operate with a single or dual-
rate GST, making compliance straightforward.

Future Roadmap:
e Move towards two principal rates:
o A standard rate (around 16—18%) for most goods and services.
o Areduced rate (around 5-6%) for essentials.
e Restrict the 28% rate to sin goods and luxury items.

e Gradually reduce exemptions to broaden the base and increase revenue buoyancy.
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3. Bringing Key Sectors into the GST Net

Petroleum products, electricity, and real estate are currently excluded from GST. This limits the flow
of input tax credits and creates inefficiencies.

e Petroleum and Electricity: Including these sectors will remove cascading taxes and reduce
costs for industries reliant on energy and transportation.

e Real Estate: Including land and completed properties will streamline property taxation,
reduce black money in real estate transactions, and create a cleaner value chain.

Bringing these sectors under GST will expand the base, increase revenue, and make the system more
seamless.

4. Strengthening Technology and Data Integration

GST is already built on a strong technology backbone through the GST Network (GSTN). To maximise
its potential:

e Leverage Artificial Intelligence: Use advanced data analytics for real-time fraud detection and
compliance monitoring.

e Integrate Databases: Link GSTN with income tax, customs, and corporate registries for a
holistic view of taxpayers.

e Improve User Experience: Simplify the GSTN portal and ensure it can handle growing
transaction volumes without glitches.

Such improvements will not only strengthen compliance but also build trust among businesses.
5. Supporting MSMEs and Small Traders

Micro, small, and medium enterprises (MSMEs) remain critical to India’s economic future, and their
experience with GST will shape its legitimacy.

o Simplified Returns: Introduce single quarterly returns for small taxpayers.

e Expand Composition Scheme: Cover more small businesses with a simplified tax rate and
minimal compliance requirements.

e Faster Refunds: Ensure time-bound refunds to ease cash flow constraints.

Supporting MSMEs will ensure that formalisation is inclusive and does not disproportionately burden
small businesses.

6. Fiscal Federalism and Revenue Sustainability

The end of the initial five-year compensation period in June 2022 has brought the issue of Centre-
State revenue sharing back into focus.

e A sustainable revenue-sharing formula is essential to maintain States’ trust and prevent
political disputes.

e The GST Council must be strengthened as a dispute resolution forum to ensure cooperative
federalism continues.

100




Sustainable fiscal arrangements will allow GST to function as a stable revenue source for both the
Centre and the States.

7. GST’s Role in Global Competitiveness

India’s aspirations to become a global manufacturing hub under the "Make in India" initiative and a
leader in services exports depend on a tax regime that:

e Reduces cost of production: A seamless GST reduces tax-induced distortions.
e Facilitates exports: Zero-rated exports and faster ITC refunds will enhance competitiveness.
e Encourages investment: A predictable and simple tax system attracts global capital.

A stronger GST framework can help India climb global ease-of-doing-business rankings and position
itself as a reliable destination for global supply chains.

Conclusion

GST is central to India’s vision of becoming a $5 trillion economy. By simplifying rates, expanding the
tax base, supporting MSMEs, and strengthening cooperative federalism, GST can become a true
growth multiplier.

Section 9.2: Roadmap for the Next Decade — From
Stabilisation to Transformation

The Goods and Services Tax (GST) has completed its initial phase of stabilisation. While the early years
were marked by disruptions and adaptations, the next decade must focus on transforming GST into a
world-class tax system that supports India’s aspirations for high growth, global competitiveness, and
fiscal sustainability.

This transformation requires a comprehensive roadmap with clear milestones and a balance between
simplicity, inclusivity, and revenue generation.

1. Simplify the Rate Structure
The complexity of multiple tax slabs remains one of GST’s biggest challenges.
Action Steps:

¢ Phase 1 (Next 2-3 years): Reduce the number of slabs from the current four (5%, 12%, 18%,
28%) to three slabs:

o Essentials: 5%
o Standard rate: 16-18%
o Sinand luxury goods: 28%

¢ Phase 2 (Next 5-7 years): Transition to a two-rate system (reduced and standard rate) by
merging the 12% and 18% slabs.

Expected Outcome:

e Simplification will reduce classification disputes and compliance costs.
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e Predictability will improve business planning and consumer confidence.
2. Expand the Tax Base
A broader tax base ensures revenue sustainability without raising rates.
Action Steps:

e Bring petroleum, natural gas, and electricity into GST to eliminate cascading taxes and
broaden ITC availability.

e Include land and completed real estate to improve transparency and curb black money in
property transactions.

e Gradually reduce exemptions and zero-rated items, except for a limited set of essentials.
Expected Outcome:

e A wider base will improve tax buoyancy and allow for lower standard rates in the long run.
3. Build a Seamless Input Tax Credit (ITC) Chain

The input tax credit mechanism is the backbone of GST, but frequent mismatches and delays reduce
its efficiency.

Action Steps:
e Ensure real-time invoice matching with automated notifications for discrepancies.
e Simplify ITC eligibility rules to reduce disputes.
e Guarantee time-bound refunds (within 7-10 days) for exporters and MSMEs.
Expected Outcome:
e Strengthened ITC will improve business liquidity and reduce tax evasion.
4. MSME and Small Trader Support
The next decade of GST must be inclusive, ensuring small businesses are not left behind.
Action Steps:

e Expand the Composition Scheme to cover businesses with turnover up to X2 crore (with lower
compliance and a flat tax rate).

e Introduce single quarterly returns for all small taxpayers.
e Provide government-subsidised access to accounting software integrated with the GSTN.
Expected Outcome:

e MSMEs will experience reduced compliance burdens and better integration into the formal
economy.

5. Strengthen Technology and Data Analytics
GST is already digital-first, but the next phase must harness technology more effectively.

Action Steps:
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e Use Al-driven analytics for fraud detection and predictive compliance monitoring.

e Integrate GSTN with income tax, customs, and corporate registries for a 360-degree view of
taxpayers.

e Upgrade infrastructure to handle higher transaction volumes and ensure zero downtime.
Expected Outcome:

e Enhanced compliance, reduced tax evasion, and faster administrative processes.
6. Reform the GST Council and Fiscal Federalism

The end of the initial compensation period in 2022 has highlighted the need for a stronger fiscal
framework.

Action Steps:
e Establish a permanent dispute resolution mechanism under the GST Council.
e Develop a new revenue-sharing formula that balances State autonomy with national needs.
e Create an independent GST Advisory Body to recommend evidence-based policy changes.
Expected Outcome:
e Reduced political friction and improved Centre-State trust.
7. Foster Public Trust Through Communication
GST reforms must be accompanied by transparent and consistent communication.
Action Steps:

e Publish a long-term GST roadmap with milestones so businesses and citizens know what to
expect.

e Engage proactively with industry associations, MSME networks, and trade bodies to gather
feedback.

e Simplify messaging to highlight consumer benefits (e.g., reduced prices from lower logistics
costs).

Expected Outcome:

e Greater public acceptance and reduced resistance to necessary reforms.
8. Global Alignment and Best Practices
India’s GST must eventually align with global best practices:

e Move toward a single standard rate with minimal exemptions, as in New Zealand and
Singapore.

e Adopt fully automated refund systems and real-time compliance monitoring.

e Enhance cross-border tax cooperation to manage digital services and e-commerce taxation
effectively.

103




Conclusion

The next decade represents an opportunity to transform GST from a system focused on stabilisation
to one focused on growth and global competitiveness.

A GST that is simple, inclusive, and technology-driven will:
e Strengthen India’s formal economy.
e Boost investor confidence.
e Provide predictable revenues for the Centre and States.

If implemented with vision and political consensus, this roadmap can make GST the central driver of
India’s $5 trillion economy goal.

Section 9.3: The Vision of a “Good and Simple Tax” -
Aligning GST with India’s Economic Aspirations

When Prime Minister Narendra Modi described GST as a “Good and Simple Tax” at its launch in July
2017, it encapsulated the ultimate aspiration for the reform: a tax system that is fair, predictable, and
easy to comply with, while fostering economic growth and competitiveness. As GST enters its next
phase, achieving this vision is more critical than ever to align the tax system with India’s long-term
economic aspirations.

1. The Essence of a “Good and Simple Tax”
A good and simple tax must achieve three objectives:

1. Simplicity: Taxpayers should be able to understand and comply with the system without
disproportionate effort.

2. Fairness: The system should be equitable, ensuring a balanced tax burden and minimal
regressivity.

3. Economic Neutrality: Taxes should not distort business decisions or create inefficiencies in
resource allocation.

India’s GST has made progress on these fronts but still faces challenges in complexity, compliance
burdens, and predictability.

2. Key Dimensions of Alighment
a. Simplifying Compliance

e Unified Return Filing: Introduce a single, consolidated return for all taxpayers, replacing
multiple forms and deadlines.

e Automated Processes: Automate ITC reconciliation, invoice matching, and refunds to reduce
human intervention.

o Simplified Language: Rewrite rules and notifications in plain language to improve accessibility
for small businesses.
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b. Reducing Rate Complexity
e Move toward a two-rate structure with minimal exemptions, reducing classification disputes.
e Ensure that rate changes are infrequent and predictable, with advance notice to businesses.
c. Strengthening ITC Flow

e Ensure seamless availability of input tax credits at every stage of the supply chain, eliminating
blockages and delays.

e Regular audits and Al-based monitoring can reduce fraudulent claims without creating fear
among genuine taxpayers.

d. Expanding the Tax Net

e Bring petroleum, electricity, and real estate under GST to complete the ITC chain and enhance
efficiency.

e Widen the base of services covered to keep pace with the changing digital economy.
3. Fostering a Culture of Voluntary Compliance

A truly “Good and Simple Tax” is one that encourages taxpayers to comply voluntarily because it is
easier to do so.

e Reward Compliance: Offer benefits such as faster refunds or lower audit frequency for
consistently compliant taxpayers.

e Educate Businesses: Establish GST facilitation centres, especially for MSMEs, to help with
training and onboarding.

e Use Data Proactively: Leverage analytics to identify and support at-risk businesses before they
fall behind on compliance.

4. Aligning GST with India’s Growth Aspirations
For GST to support India’s ambition of becoming a global economic powerhouse, it must:

e Support Manufacturing and Exports: Ensure zero-rated exports and seamless ITC to keep
Indian goods competitive globally.

e Encourage Entrepreneurship: Reduce compliance burdens so startups and MSMEs can focus
on growth.

e Provide Fiscal Stability: Deliver predictable revenue for the Centre and States to fund
infrastructure and social development.

5. Building Political Consensus for the Future

The GST Council will remain central to GST’s evolution. To maintain its legitimacy:
e Strengthen it as a neutral, evidence-based decision-making forum.
¢ Institutionalise long-term planning with clear milestones and targets.

e Encourage States to view GST not as a loss of autonomy but as a shared engine of growth.
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6. Learning from Global Best Practices

Countries with the most effective GST/VAT systems—New Zealand, Singapore, Australia—share
common traits:

e Broad base and minimal exemptions.
e Transparent, predictable administration.
e Strong use of technology for compliance and refunds.

India can adopt these practices while adapting them to its unique federal and economic context.
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Chapter 10: Legacy and the Road Ahead

Section 10.1: Narendra Modi’s GST Legacy — A Defining
Economic Reform

The Goods and Services Tax (GST) will undoubtedly be remembered as one of the defining legacies of
Prime Minister Narendra Modi’s tenure. While the reform had been in discussion for over a decade,
it was Modi’s leadership that brought it to fruition in 2017, making it the single largest overhaul of
India’s tax system since Independence.

This chapter examines the long-term significance of GST, its place in Modi’s political and economic
legacy, and the path forward to ensure that it continues to serve as a cornerstone of India’s growth
trajectory.

1. The Political Vision Behind GST
Narendra Modi championed GST not merely as a tax reform but as a nation-building exercise.

e The slogan “One Nation, One Tax” captured the essence of economic unification, eliminating
internal trade barriers and creating a single national market.

e Modiframed GST as a symbol of cooperative federalism, showcasing how the Centre and the
States could work together through the GST Council.

e His government’s ability to forge consensus among States, despite political differences, was
seen as a major political achievement.

This framing allowed GST to be positioned as more than just a fiscal measure—it became a statement
about India’s unity and economic modernisation.

2. Delivering a Reform That Had Stalled for Years

The idea of GST had been discussed since the mid-2000s but had repeatedly stalled due to differences
between the Centre and the States.

e Modi’s government managed to break the deadlock by offering States the compensation
mechanism, promising 14% annual revenue growth for five years.

e The creation of the GST Council, with its unique voting structure, provided a forum for States
to feel empowered in decision-making.

e By using both political negotiation and institutional innovation, Modi’s government succeeded
where previous administrations had struggled.

3. Weathering Early Challenges
The rollout of GST was not without turbulence.

e Small businesses, exporters, and traders initially struggled with compliance, and glitches in
the GST Network (GSTN) created frustration.

e Opposition parties capitalised on public discontent by branding GST as the "Gabbar Singh
Tax."
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e The Gujarat elections of 2017 served as a wake-up call, prompting the government to make
rapid course corrections, including rate rationalisations and compliance simplifications.

Modi’s willingness to adapt was critical in ensuring that GST stabilised and gained public acceptance
over time.

4. Long-Term Structural Impact
GST has had profound structural effects on India’s economy:

¢ Formalisation: Millions of small businesses were brought into the tax net, broadening the tax
base.

e Efficiency: Logistics costs declined, supply chains became more integrated, and the cascading
effect of taxes was eliminated.

¢ Revenue Growth: While initial collections were below expectations, GST revenue has become
more stable and buoyant over time.

These changes will continue to shape India’s economic landscape for decades to come.
5. Modi’s Broader Economic Legacy

GST is often mentioned alongside other major reforms during Modi’s tenure, such as demonetisation,
the Insolvency and Bankruptcy Code (IBC), and the push for Digital India.

e Together, these reforms have sought to formalise the economy, improve transparency, and
create an enabling environment for business.

e GST, however, stands out because of its scale, its federal nature, and its enduring impact on
India’s fiscal and political structures.

6. Balancing Political Capital and Economic Ambition

Modi’s government took a calculated risk by launching GST despite the potential for short-term
disruption.

e The reform initially carried political costs, particularly among small businesses and traders, a
core support base for the BJP.

e By 2019, however, GST had stabilised, and the BIJP’s resounding electoral victory
demonstrated that the early turbulence had not inflicted lasting damage.

This experience highlights an important lesson: major reforms require political will and the ability to
manage transitional challenges with adaptability and clear communication.

7. International Recognition

India’s GST reform has been closely watched by policymakers around the world, particularly in
emerging economies.

e The scale and complexity of unifying a federal system like India’s is unmatched.

e International institutions like the World Bank, IMF, and OECD have lauded India’s GST as a
model for other countries seeking to modernise their tax systems.

This has enhanced India’s reputation as a country capable of implementing bold structural reforms.
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Section 10.2: The Road Ahead - Ensuring GST’s
Enduring Success

As India looks toward the next decade of economic growth, ensuring the long-term success of the
Goods and Services Tax (GST) will be one of the most critical policy priorities. While GST has already
transformed India’s tax landscape, the system must evolve further to become simpler, more
predictable, and more growth-oriented.

The road ahead is about moving from stabilisation to transformation—ensuring that GST not only
raises revenue efficiently but also serves as a catalyst for investment, job creation, and India’s global
competitiveness.

1. Rate Rationalisation: Simplifying the Tax Structure

Why it matters:
India’s multi-slab GST structure (5%, 12%, 18%, 28%) creates complexity, increases disputes, and
undermines the perception of fairness.

The Way Forward:

e Phase 1 (Short Term): Merge the 12% and 18% slabs into a single standard rate of around 16—
17%.

e Phase 2 (Medium Term): Move toward a two-rate structure:
o Reduced rate for essentials (around 5%).
o Standard rate for all other goods and services.
e Retain the 28% rate only for luxury and sin goods.
Outcome:
e Simpler compliance for businesses.
e Fewer classification disputes and better predictability for consumers.
2. Expanding the Tax Base

Why it matters:
Bringing more sectors and products under GST will broaden the base, reduce cascading taxes, and
increase revenue buoyancy.

The Way Forward:

e Include petroleum, natural gas, and electricity in the GST net to eliminate inefficiencies and
input tax credit (ITC) blockages.

e Bring real estate and land transactions under GST to improve transparency and curb black
money.

e Review exemptions and zero-rated items periodically to ensure they are justified.
Outcome:
e A broader base allows for lower standard rates without compromising revenue.
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3. Strengthening the GST Council and Centre-State Relations

Why it matters:
The GST Council is the cornerstone of cooperative federalism in India. However, disputes over revenue
compensation and rate decisions have strained relations.

The Way Forward:
e Establish a permanent dispute resolution mechanism under the GST Council.

e Develop a sustainable revenue-sharing formula that balances the fiscal needs of the Centre
and the States beyond the initial compensation period.

e Institutionalise data transparency on collections and the Compensation Cess Fund to build
trust.

Outcome:

e Stronger Centre-State relations will ensure the political stability necessary for long-term GST
success.

4. Enhancing Technology and Compliance

Why it matters:
GST’s technology backbone (GSTN) is its biggest strength, but glitches and delays in the early years
hurt taxpayer confidence.

The Way Forward:
e Upgrade GSTN to handle higher transaction volumes with zero downtime.
e Use Al-driven analytics to detect tax evasion proactively.

e Fully automate input tax credit refunds and invoice matching to reduce human intervention
and corruption risks.

Outcome:
e Higher compliance, faster refunds, and a smoother experience for businesses.
5. Supporting MSMEs and Small Businesses

Why it matters:
MSMEs form the backbone of India’s economy, and their GST experience will shape the reform’s
legitimacy.

The Way Forward:

e Expand the Composition Scheme to cover more small businesses and reduce compliance
obligations.

e Provide quarterly return filing and simplified forms for businesses below a turnover
threshold.

e Create GST facilitation centres to assist small taxpayers with compliance, training, and
technology adoption.
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Outcome:
e Reduced compliance burden will help MSMEs thrive in the formal economy.
6. Fostering a Culture of Voluntary Compliance

Why it matters:
A tax system is sustainable only when compliance is driven by trust, not fear.

The Way Forward:
e Reward consistently compliant taxpayers with priority refunds and reduced audit frequency.
e Run awareness campaigns to educate businesses and consumers about the benefits of GST.
e Simplify laws and reduce frequent changes to build predictability.

Outcome:
e Higher voluntary compliance, reduced litigation, and improved taxpayer morale.

7. Aligning GST with India’s Global Competitiveness

Why it matters:
India’s goal of becoming a global manufacturing and services hub depends on a tax regime that is
competitive internationally.

The Way Forward:

e Ensure zero-rated exports with time-bound refunds to keep Indian goods globally
competitive.

o Simplify procedures for e-commerce and digital services, aligning with global best practices.

e Study mature GST/VAT systems in countries like New Zealand and Singapore to adopt proven
reforms.

Outcome:

e A stronger business environment that attracts investment and strengthens India’s position in
global value chains.

8. Institutionalising Long-Term Planning

Why it matters:
Frequent, ad hoc changes to GST rates and rules create uncertainty for businesses.

The Way Forward:
e Publish a 10-year GST roadmap with clear milestones.

e Create an independent GST Reform Advisory Committee with representation from industry,
States, and academia.

e Build a mechanism for regular impact assessments to guide future changes.
Outcome:

e Greater predictability and confidence for businesses, investors, and State governments.
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Section 10.3: Looking Beyond — GST’s Role in Shaping
India’s Future Economy

The Goods and Services Tax (GST) has already reshaped India’s economic and political landscape. But
its true potential lies in how it can influence India’s trajectory over the next several decades. As the
country strives to become a global economic powerhouse, GST will be central to building a tax system
that fosters growth, supports innovation, and strengthens India’s integration with the global economy.

1. GST as a Foundation for India’s Formal Economy

GST has accelerated the formalisation of India’s economy by incentivising businesses to register and
comply. Over time, a larger formal economy will:

e Increase tax revenues, creating fiscal space for public investment in infrastructure, health,
and education.

e Enhance access to credit for small businesses, as formal records improve their eligibility for
loans.

e Improve labour standards, as formal businesses are more likely to follow employment laws
and provide social security.

By strengthening formalisation, GST lays the foundation for inclusive and sustainable growth.
2. Driving Global Competitiveness
A seamless GST system enhances India’s competitiveness by:

e Reducing production costs: The elimination of cascading taxes and a fully functioning input
tax credit (ITC) chain lower the cost of goods and services.

e Facilitating exports: Zero-rated exports, combined with quick refund mechanisms, make
Indian products more price-competitive globally.

e Improving logistics: Unified taxation reduces transportation delays and enables efficient
supply chain management.

As India seeks to position itself as a global manufacturing hub and expand its services exports, a robust
GST system will be a key enabler.

3. Supporting India’s Digital and Innovation Economy
The future of India’s economy will be increasingly digital, and GST must adapt to this transformation:

o Simplified taxation of digital services and e-commerce platforms will encourage
entrepreneurship.

e Better integration with fintech solutions can improve compliance and create a seamless
experience for small businesses.

e Leveraging data from GSTN can help the government design evidence-based policies to
support emerging sectors.

By aligning with the needs of the digital economy, GST can fuel innovation and job creation.
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4. Ensuring Fiscal Stability for States and the Centre

GST’s success depends on maintaining a healthy balance of fiscal power between the Centre and the
States:

e A sustainable revenue-sharing formula will ensure that both levels of government can fund
critical services without friction.

e Expanding the GST base and reducing exemptions will improve tax buoyancy, reducing
reliance on ad hoc compensation arrangements.

e The GST Council must continue to function as a neutral and effective forum for cooperative
federalism.

Fiscal stability will, in turn, enhance India’s ability to invest in long-term growth drivers.
5. Enhancing Public Trust in the Tax System
For GST to thrive, it must foster a culture of voluntary compliance:

e Simplified procedures, predictable rates, and transparent administration will encourage
businesses to comply willingly.

e Rewarding good compliance behaviour can further build trust.

e Public communication should focus on how GST revenues are used to fund public goods,
reinforcing the connection between taxes and development.

When taxpayers believe that the system is fair and their contributions are used wisely, compliance
naturally improves.

6. Global Leadership Through GST

India’s GST is already viewed as a model for emerging economies. By refining the system further, India
can:

e Share its experience with other countries seeking to implement broad-based consumption
taxes.

e Play a greater role in shaping international tax cooperation, particularly in areas like digital
services taxation.

e Strengthen its reputation as a country capable of executing complex, consensus-driven
reforms.

This will enhance India’s global standing and influence in shaping the future of international taxation.
7. Looking Ahead — The Vision
The ultimate goal is for GST to become a Good and Simple Tax, living up to its founding vision:

e Ataxsystem that is easy to understand and comply with.

e Asystem thatis equitable and growth-friendly, supporting both large businesses and MSMEs.

e A system that provides stable revenue to governments while reducing economic distortions.
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By 2035, a fully mature GST could be one of the single largest contributors to India’s economic
transformation, helping the country achieve:

e A5 trillion economy and beyond, with higher per capita income.
e Greater ease of doing business, attracting global investment.

e Stronger social and physical infrastructure, funded by buoyant tax revenues.

Conclusion of Chapter 10

GST is not merely a tax reform—it is a structural transformation that touches every part of India’s
economy and polity. Narendra Modi’s leadership in implementing GST will be remembered as a
defining moment in India’s post-liberalisation economic history.

The next decade will determine whether GST can truly deliver on its promise. If the roadmap of
simplification, broadening, and strengthening cooperative federalism is pursued with vision and
political consensus, GST will stand as one of India’s greatest enablers of prosperity and unity.
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