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MY VIEW   |  BARE TALK

MY VIEW   |  THE IMPARTIAL SPECTATOR

A
s India’s government reneges on com-
pensating the states for GST short-
falls, there are murmurs of a sovereign

default, constitutional crisis and breakdown
of federalism. Unfortunately, the current sit-
uation includes elements of all three. 

Debt is used by governments to loosen
constraints and spend more than they raise
in revenue. Borrowing has immediate bene-
fits for political actors, while passing costs on
to future generations. Lenders find it diffi-
cult to enforce contracts with sovereign gov-
ernments and collect on their debt. But, a
host of global rating agencies, financial insti-
tutions and markets make it reputationally
very costly for a government to default on
debt commitments, by making it very diffi-
cult to borrow funds in the future.

In the current Indian scenario, defaulting
on a constitutional obligation to states is
technically not the same as defaulting on
sovereign debt borrowed from the market—
as many economists have pointed out. It
appears the Union government is avoiding a

2018. Indian statistical agencies had a 
role. The GDP estimation methodology 
showed higher growth than what actu-
ally obtained in 2016-17 and 2017-18. 
This played a role in dulling responses 
both from the Centre, in terms of struc-
tural reforms, and from the central bank 
by way of monetary policy. 

Global growth also fell, and so did 
India’s export growth. The slowdown 
was not unique to India. Brazil and 
Indonesia have suffered far worse 
export slowdowns than India has in the 
last few years. Both are large emerging 
economies. Further, if one went back 
and looked at growth across nine key 
emerging economies since the turn of 
the decade, real GDP growth has slowed 
sharply in all of them.  So, pinning the 
blame on the Union government for the 
economic growth slowdown and hence 
the decline in GST collections is quite 
a stretch.

The second question is whether the
Centre had a moral obligation to com-
pensate states from the Consolidated 
Fund of India. GST adoption has been a 
national effort for at least 15 years before 
it became a reality. India’s two major 
political formations, along with their 
coalition partners, had tried to advance 
the cause of GST when they were in 
office. All states eventually signed on 
because they believed that higher GST 
revenues would compensate for loss 
of revenue autonomy. It did work for 
several states, including for Tamil 
Nadu, which had opposed the idea; its 
GST collections rose faster than its pre-
GST sales tax revenues did. Therefore, it
is not correct that states acquiesced in 
the introduction of GST as an act of 
benevolence towards the Union gov-
ernment. A few facts would help take 
the partisan edge off the debate. 

The total shortfall in GST due to 
states (protected revenue at 14% com-
pounded annual growth minus esti-
mated actual revenue) is 3 trillion. Net 
of compensation through cess, the 
amount drops to 2.35 trillion. If states 
opted for the first option given by the 

Centre, they would get 2.62 trillion, 
including the compensation cess. That 
is 87% of the shortfall. This option will 
enable borrowing of approximately 1 
trillion. That is because states will be 
able to borrow the final instalment of 
0.5% (originally intended as a bonus for 
completing at least three of the four 
specified reforms set out in May) even 
without meeting the pre-conditions. 
Through option 2, they can cover the 
entire shortfall, but the terms are not 
great. Importantly, under both the 
options, whatever is not borrowed by 
states will still be paid to them even after 
2022, through an extension of the cess. 
The delayed payment may be a blessing 
in disguise for states to manage the tran-
sition to a post-compensation GST era. 
Finally, GST has actually delivered 14% 
revenue growth to all states for the 
period till the end of last financial year. 
So all dues have been settled for a total 
of 2 years and 9 months out of 5 years.

The growth malaise is global and the
pandemic has been an unfortunate and 
involuntary import. Facilitating bor-
rowing by the states without affecting 
their debt ratios and arranging to clear 
any arrear of compensation through 
future compensation cess collections 
are “good faith” efforts on the Union 
government’s part. The reliance on 
future compensation means that tax-
payers will have to bear the cost. This is 
inevitable and is happening in other 
countries too. Singapore, for example, is 
contemplating revenue measures to 
rebuild its depleted fiscal reserves. 

One point that the GST Council 
should discuss but hasn’t, is this: both 
the Union government and States sacri-
fice fiscal revenues and incur expendi-
ture for many considerations other 
than national interest alone. The GST 
compensation crisis is an opportunity 
to rescue the country’s long-term fiscal 
health from political arbitrage. 

Incidentally whether the pandemic is
an act of God or a laboratory is yet to be 
established. 
These are the author’s personal views.

T
he issue of compensation to be
paid to states for shortfalls in the
collection of Goods and Services

Tax (GST) is great material for discus-
sion in classrooms. One can debate it 
until the cows come home without 
reaching any conclusion. Point-scoring 
is not problem-solving.

The two options presented by the 
Union government to the states are now 
in the public domain, and I do not have 
to restate them. Readers are better off 
consulting the official version. At the 
heart of the dispute between some 
states and the Union government is the 
extent of the shortfall arising out of GST 
implementation. The Union govern-
ment estimates that figure at 97,000 
crore. States contend that the shortfall 
is due not just to GST implementation, 
nor mainly to the pandemic, but due to 
an economic slowdown for which they 
hold the Centre responsible. Without 
such a growth slowdown, there may not 
have been a shortfall in the GST collec-
tions of states—to be met with cess reve-
nues. Economic growth slowed sharply 
in 2019-20. Nominal gross domestic 
product (GDP) growth dropped to 7.2% 
in the year ending 31 March 2020, and 
real GDP to 4.2%, from 11.0% and 6.1% 
respectively in 2018-19. The problem is 
one of assigning responsibility for it. 

Monetary policy played a role. It is 
both possible and reasonable to take the 
view that it was too tight in 2017 and 

There are no bad guys in India’s 
muddle over GST compensation 
The GST shortfall of states can’t be blamed on the Centre, whose offer of credit was made in good faith 

V. ANANTHA NAGESWARAN
is a member of the Economic Advisory 

Council to the Prime Minister.

D
ata from India’s statistics minis-
try has put a figure on the gloom
that has pervaded our economy
since the covid pandemic struck.
By its estimate, gross domestic
product (GDP) in the three

months ended 30 June, or the first quarter of 
2020-21, shrank 23.9% from the quarterly fig-
ure a year earlier. This marks the country’s first 
economic contraction since 1979-80. This is 
also the first official assessment of the damage 
inflicted by covid-19. After economic activity 
was largely brought to a standstill by an all-In-
dia lockdown imposed in late March, a drastic 
fall in our output of goods and services was a 
given. What we did not know was the extent of 
it. As it turns out, the figure reported is slightly 
worse than the 20% decline that most econo-
mists had predicted. Worryingly, however, 
this might be an underestimation. Since no 
direct data on the performance of the informal 
sector is readily available, our GDP calcula-
tions use formal sector numbers as a proxy for 
the former. Under usual circumstances, that 
may be fine. But in this instance, informal units 
were found by some independent surveys to 
have been hit harder by the crisis. Once better 
data comes in, the first quarter’s GDP may yet 
need to be revised downwards.

It is clear that the entire economy is in pain.
Value addition in manufacturing fell 39%, 
while construction and trade as well as hotel 
services lost about half the figure notched up 
last year. Other sectors also showed significant 
contraction. The little support the economy 
got was from farm production, which grew 
3.4%. Overall, the picture seems one of deep 
despair, and it would be foolhardy to bet on a 
recovery anytime soon. Though our nation-
wide lockdown has been largely lifted, com-

merce remains constrained. Localized restric-
tions have prevented supply lines from being 
fully restored, even as a jumble of curbs in vari-
ous places made all-India operations hard to 
run. It is true that factory shutters have been 
lifted, construction sites no longer look deso-
late, and offices are reopening. But pre-covid 
levels of resource availability—both human 
and material—will take time for businesses to 
attain. This is obvious on health concerns 
alone. India’s count of corona infections still 
seems on a relentless upward path, signifying 
the failure of our flurry of measures to contain 
the pandemic. The less apparent problem, 
though, is a second-order impact of the covid 
crisis. The commercial crunch has translated 
into job losses, reduced salaries and income 
anxieties of a kind unfelt in recent times. 
Demand has slumped, worsening business 
conditions further, and causing even more 
uncertainty. Some analysts have even warned 
of hysteresis setting in as a major risk. 

The last quarter’s wipeout could be followed
by a few more bleak quarters. Indian policy-
makers must frame their response accord-
ingly. Also bear in mind that India’s economy 
was on a downtrend well before the pandemic 
struck. Investments had dried up and demand 
had weakened. A recovery plan, therefore, 
must also aim to fix pre-covid drags on growth. 
Incremental change will not do. We need a 
broad set of structural reforms that address 
long-term challenges. For an instant uptick, 
however, the country needs the demand boost 
of a sizeable fiscal stimulus. Money needs to be 
pushed around. The Centre could begin by 
ensuring that people at large have more of it to 
spend. True, this would be a costly affair. But it 
has to be weighed against the cost of letting 
things slide further.

Last quarter’s washout 
must spur policy action

It’s official now. India’s economy has contracted for the first time in four decades—by nearly 

24% in the last quarter, compared to 2019-20. We can’t afford to dither over our policy response
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Bihar chief minister
Nitish Kumar has

shown great resolve in
handling the police
abduction crisis. One of the
four policemen kidnapped
in the state’s Lakhisarai
district on Sunday was
murdered by Maoists on
Thursday (see Page 5).

Kumar said while he was
open to any talks with the
Maoists, he condemned
their violent means to
achieve political goals. He
has, so far, not agreed to
their main demand: the
release of eight of their
fellow terrorists. He may
be forced to give in at
some point, especially if
Maoists continue to kill
their captives one by one.
The pressure from the
families of the policemen
and live coverage has the
potential to bend any
elected government.

His predicament is
understandable. Elections
are close at hand, the
ability of his police to
confront terrorists limited.
The Union government
should extend all help,
material, men and
intelligence to the state
government in this
difficult time.
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T
he Union government will
release an extra 2.5 million
tonnes (mt) of wheat and

rice into the Public Distribution
System (PDS) over the next six
months as an interim measure to
ensure food security, agriculture
minister Sharad Pawar said on
Thursday.

The additional foodgrain will
be released into the system at the
price fixed for people below the
poverty line (BPL), Pawar said at
the end of a meeting of empow-
ered groups of ministers (eGoM),
which examines different di-
mensions of the proposed Na-
tional Food Security Act.

The current BPL price of
wheat is ` 4.15 per kg and that of
rice is ` 5.65 per kg.

As on 1 July, the Centre
stocked 25.95 mt of foodgrain
above the buffer stock and re-
serve norms. According to data

presented in Parliament, it costs
the Union government about
` 27 crore a day to carry this sur-
plus stock. The release of some
of the stock into the distribution
system would partially offset the
carrying cost of surplus
foodgrain.

Simultaneously, the govern-
ment is working on a way to in-
crease the number of families
categorized asBPL, Pawar said.

The government’s current es-
timate is that there are 65.2 mil-
lion BPL families in India; a
number based on a population
projection of March 2000. Most
states have claimed the current
BPL number is higher.

Pawar had reportedly suggest-
ed that the ministry could re-
lease excess foodgrain in the go-
downs to the states on the basis
of the Suresh Tendulkar commit-
tee’s estimate of BPL fami-
lies—81 million—instead of the
current cardholders of 65.2 mil-
lion. The number will be around
77.1 million, said an official, who
did not want to be named.

However, a quick solution
seems unlikely as the issue has
got caught in political wrangling
within the United Progressive Al-
liance (UPA).

While the Congress leadership
is keen to showcase the food se-
curity issue as its own achieve-
ment, Pawar isbelieved to beup-
set as he feels his efforts to find a
solution to the crisis have been
undermined by the ruling party,
politicians said.

Thursday’s eGoM was also
supposed to discuss the 31 Au-
gust Supreme Court order that
the government distribute
foodgrain for free instead of let-
ting them rot. The next hearing is
scheduled for 6 September. Pa-
war declined to take questions
on the court’s observations and
the government’s likely re-
sponse.

Minister of state for agricul-
ture K.V. Thomas had said that
the government needs to work
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demandfor i-bankers
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Agrowing number of public
offers and disinvestment

mandates by the government
is driving demand for invest-
ment bankers with expertise in
the equity capital market
(ECM).

In the past week alone, at
least four global investment
banks and one domestic i-
bank have appointed chief ex-
ecutives to head their ECM
business as they expect the In-
dian capital markets to per-
form better than many others.

Japan’s Nomura Holdings
Inc., Australia’s Macquarie
Group Ltd and UK’s Standard
Chartered Plc have appointed
ECM heads for India as domes-
tic firms look to raise funds
through initial public offerings
(IPOs), follow-on public offers
(FPOs) and rights issues.

“We expect a 20% rise in the
number of i-bank hires this
year,” said E. Balaji, president
for staffing, selection and
training at executive search
firm Ma Foi Management Con-
sultants Ltd, a unit of of Dutch
human resources firm Rands-
tad Holding NV.

On Monday, for example,
Macquarie Capital hired San-

jay Agarwal to head its ECM di-
vision from Edelweiss Capital
Ltd, while Nomura drew away
Indraneil Borkakoty, former
ECM head of Kotak Mahindra
Capital Co. Ltd.

Standard Chartered has ap-
pointed a head for its ECM
business, said Prahlad Shanti-
gram, global head (mergers
and acquisitions), at the bank,
but declined to name the
banker’s identity. Barclays
Capital is also said to be scout-
ing for one.

Standard Chartered, which
acquired UTI Securities in
2008, has hired Ratnesh Kumar
from Anand Rathi Securities to
head its equities division.

Mumbai-based Ambit Hold-
ings Pvt. Ltd is also close to fi-
nalizing an ECM head. “We are
interested in setting up the dis-
tribution as we are looking at
the larger ECM pool,” chief ex-
ecutive Ashok Wadhwa said.

Religare Capital Markets
Ltd, the investment banking
and institutional securities
arm of financial services group
Religare Enterprises Ltd, has
appointed Nalin Nayyar to
head its i-banking division.
Nayyar was formerly head of i-
banking at Citigroup Global
Markets.
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NUMBER OF PEOPLE
According t o the go vernment, ther e are 65.2 million 
families belo w the po verty line, but the T endulk ar 
commit tee puts this figur e at 81 million. 

ROTTING FOODGRAIN
Government statistics put the s tock in godo wns as 
of 1 June a t 60.42 million t onnes, and jus t 11,708 

tonnes is es timated t o be r otten as of 1 July , 
the government says. In the 10 y ears till 

2009-10, the t otal amoun t of s tock tha t 
has r otted is put a t 736,000 t onnes.

Note: Current stock figur es ar e based on go vt 

data; r otting s tock numbers ar e based on a 

reply in P arliamen t.

Newdrugholds
promisein
malariabattle
BY JACOB P. K OSHY
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NEW DELHI

An international team of sci-
entists has reported a new

class of drug candidates which, if
successful in clinical trials, could
potentially replace the current
range of anti-malarial drugs and
offset worries over increasing re-
ports of resistance to artemisi-
nin, the main ingredient in the
fight against the disease.

Preliminary clinical trials are
expected to begin later this year,
researchers from the Singapore-
based Novartis Institute for
Tropical Diseases, who were
among the key researchers, said
in a press statement.

In a report to be published in
Friday’s edition of the journal
Science , the researchers say the
drug was promising because
NITD609, as the compound is
now called, killed two species of
parasites—plasmodium falci-
parum and plasmodium
vivax—in their initial stages of
development. The chemical was
also effective against drug-
resistant strains, safe for a large
number of human cells, and
could be administered as a sin-
gle dose.

“We’re very excited by the new
compound,” Elizabeth Winzeler,
a Scripps Research associate
professor and member of the Ge-
nomics Institute of the Novartis
Research Foundation, said. “It
has a lot of encouraging features
as adrug candidate, including an
attractive safety profile and po-
tential treatment in a single oral
dose.”

Medicinal chemists say
NITD609, one of a new class of
chemicals called spiroindolones,
could be formulated as a tablet
and made in large quantities.

“From the beginning,
NITD609 stood out because it
looked different, in terms of its
structure and chemistry, from all
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Tr ick le-dow n theor ies 
do not  address the 

legi t im ate aspirat ions 
of  the poor. We m ust  l i f t  
those at  the bottom  so 
that  pover ty is erased 
from  the dict ionary 

of  m odern  India.

PRANAB MUKHERJEE (1935-20 20 )

is a senior research fellow with 

the Mercatus Center at George 

Mason University, US

The Modi government could now face a
full-blown constitutional and federal crisis,
with states tempted to break their commit-
ments and let GST and non-GST tax rates
proliferate. It could mean more border con-
trols and bigger enforcement problems,
which could drive India toward economic
balkanization and an even worse slump. Or
the Centre must tighten its belt, curtail its
own spending and borrowing, and keep its
commitment to the states. 

It could be done by sending a costly signal.
The revenue shortfall from GST is about 3
trillion. According to the 2020 Budget,
expenditure estimates for all centrally-spon-
sored schemes put together is nearly 3.4
trillion (likely to be revised). The path out of
this mess, if we wish to avoid both fiscal prof-
ligacy and a constitutional crisis, is for the
Centre to cough up the compensation. One
way forward is to cut down a bulk of those
centrally-sponsored schemes, the Union
government to borrow the rest, and give the
money to the states to spend as they see fit.
If the states find a central scheme valuable,
they could choose to spend on it themselves.

Funding the states will keep the Centre’s
constitutional commitment and also give
states more autonomy, which they desper-
ately need to deal with covid. 

structure means that historically, the Centre
has set the economic reforms and growth
agenda. If India’s economic growth has fal-
tered, it is time to place the blame also on the
Union government—not just the present
government, but on the accumulated sins of
many past governments. So, it is the Centre

that must bear the brunt of
the latest economic crisis.

Reneging on the deal is
worse than having no GST
in the first place. It will
push India into a new stage
of federalism, where states
have little reason to coop-
erate unless the Union is
ruled by the same party.
Now each state may have
an excuse to levy its own
additional taxes or break
away from GST entirely,
becoming protectionist for
short-term political gains.

Or, under the rescue plan hatched by the
Centre and the Reserve Bank of India, states
will have to borrow funds at costly rates that
they have little hope of paying back. The big
reform needed was GST simplification, not
more uncertainty by defaulting on states and
jeopardizing the federal indirect tax system.

between covid containment and revenue-
raising economic activity. Even if New Delhi
argues that the pandemic is an “Act of God”
(it is not), the decision to lock down the
country for months on end was an Act of the
Union Government.

The constitutional trade-off with GST was
that states would lose some
more of their fiscal/federal
autonomy in an already
centripetal fiscal structure.
But in return, states would
gain the benefits of a larger
market, the key to long-run
prosperity. In that sense,
GST is a trade treaty as
much as a tax pact. The
benefits of a larger free-
trade zone with no differ-
ential tariffs and check-
points was clear for all to
see. And since these bene-
fits would take some time
to materialize, a compensation structure was
created to ensure that short-term costs don’t
hamper long-run benefits. 

But this fiscal design also made the Centre
more responsible for pushing India onto a
higher economic growth trajectory to com-
pensate revenues. India’s centripetal fiscal

scenario where it must borrow and struggle
in the future if the post-pandemic economic
slump continues. Instead, the Centre would
rather states had debt on their books, hoping
richer states do better, and there are few to
no state debt defaults to deal with in the
future. This is short-sighted; eventually, the
Centre will have to bail states out. 

The Centre’s latest move should be treated
as worse than a sovereign default—as a con-
stitutional default. Just as the Constitution is
placed above any ordinary statute, a constitu-
tional contract trumps an ordinary contract.
It binds all governments for generations.
Defaulting on the GST contract is one step
worse. The Narendra Modi government did
not inherit a constitutional GST arrangement
from its framers. This tax regime, the revenue
compensation arrangement between the
Union and the states, and the related consti-
tutional contract are entirely its design. 

The point of the compensation commit-
ment was to cover states’ shortfall even if the
economic climate was bad. So, reneging at a
time the economy is doing badly renders it
moot. Further, the Centre’s distinction of
revenue shortfalls because of GST imple-
mentation versus covid is irrelevant; it was
the Centre that locked down all states, pre-
venting them from evaluating the trade-off

The GST pact must hold for  this tax reform to work out
SHRUTI RAJAGOPALAN

The Centre 

could create 

a constitutional 

crisis and imperil 

the GST system 

if it reneges on 

compensation 
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