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A complete transition guide for tax professionals, corporate finance teams, and
business executives. After nine years, the GST Compensation Cess officially
expires — and the window to prepare is closing fast.
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What Was the Compensation Cess — and Why Did It
Exist?

The GST Compensation Cess was introduced on July 1, 2017 alongside the
landmark Goods and Services Tax regime. Its original purpose was
straightforward: to reimburse states for revenue losses during the first five
years of GST implementation, when collections were expected to fall short of
the guaranteed 14% annual growth baseline.

The cess was levied on a targeted set of goods — luxury cars and SUVs,
tobacco products, coal, aerated beverages, and pan masala — chosen as
demerit or high-value consumption goods. When the original June 30,
2022 expiry arrived, a massive COVID-era debt obligation of Rs 2.69 lakh
crore forced an extension. That extension now expires on March 31, 2026 —
and this time, it is final.




TIMELINE

Nine Years in Review: The Compensation Cess Journey

July 1, 2017

Compensation Cess introduced with GST launch to protect
state revenues

Sept 22,2025

GST Reform 2.0: 55th & 56th GST Council merged cess into
consolidated GST rates for most goods

March 31, 2026

Compensation Cess officially expires. All ERP and billing
systems must reflect new rates

1

June 30, 2022

Original five-year state protection period ended; cess
extended to repay COVID borrowings

Feb 1,2026

Tobacco and pan masala framework completely overhauled;
MRP-based valuation effective

April 1,2026

Peak GST rate ceiling rises from 40% to 60% for specified
demerit goods

The transition has been phased deliberately — with most goods already absorbed into consolidated rates since September 2025, and tobacco

and pan masala following in February 2026.



‘ PRODUCT IMPACT ’

How Tax Structures Change: Product-by-Product
Breakdown

Product Category Old Structure New Structure (Post April 1, 2026)
Luxury Cars & SUVs 28% GST + 20-22% Cess Consolidated GST (revenue neutral)
Mid-size Cars (1200-1500cc) 28% GST + 17% Cess Consolidated GST

Aerated Drinks 28% GST + 12% Cess Consolidated GST

Coal, Lignite & Peat 5% GST + Rs 400/tonne Cess Single consolidated rate

Cigarettes 28% GST + Variable Cess 28% GST + Central Excise Duty + NCCD
Pan Masala 28% GST + Variable Cess 28% GST + HSNS Cess

[ Revenue Neutrality Commitment: All structural changes have been designed to maintain the same overall tax incidence. The total
burden on each product category remains unchanged — only the mechanism of collection is being restructured.



‘ SPECIAL FOCUS ’

Tobacco & Pan Masala: A Complete Overhaul Effective

February 1,2026

What Changed

The 56th GST Council approved a comprehensive restructuring of
tobacco taxation. The Compensation Cess on tobacco and pan

masala was fully withdrawn and replaced by two new instruments:

e Central Excise Duty + NCCD for cigarettes, chewing tobacco,
gutkha, and jarda

e HSNS Cess for pan masala products

MRP-Based Valuation: The Critical Shift

The most significant operational change is the new MRP-based
valuation methodology. GST is now calculated at 40% of the
Maximum Retail Price printed on packaging — replacing the earlier
transaction value approach.

This change directly targets undervaluation and tax evasion in
tobacco supply chains, where declared transaction values were
frequently suppressed to reduce tax liability.

(J Action Required Immediately: Tobacco and pan masala businesses must have already implemented MRP-based valuation by February
1, 2026. If not yet done, this is an urgent compliance priority that requires immediate attention before the March 31 deadline.



[ POLICY UPDATE ]

Peak GST Rate Ceiling: Rising from 40% to 60%

What This Actually Means

The Group of Ministers has agreed to raise the maximum permissible GST rate
from 40% to 60%, effective April 1, 2026. This is a widely misunderstood change —
it does not mean goods will be taxed at 60%.

The four-slab structure of 5%, 12%, 18%, and 28% continues entirely unchanged
for all mainstream goods. The higher ceiling applies only to specific demerit goods
where the combined incidence of GST plus cess already exceeded 40% — bringing
the legal framework in line with practical reality.

Two Proposed New Cesses

e Health Cess on tobacco and pan masala — to fund public health programmes
e Clean Energy Cess on coal, petroleum coke, and lignite — to fund environmental

initiatives

Both cesses require a Constitutional amendment and are subject to Parliamentary
approval.




‘ STAKEHOLDER GUIDANCE ’

Impact by Stakeholder: What You Need to Do

CA Professionals

Review all clients in auto, tobacco,
beverages, and coal sectors

Update GST return filing templates —
remove separate cess column

Ensure ERP and accounting software
reflects consolidated rates

Implement MRP-based valuation for
tobacco clients immediately

Founders & Startups

Aerated drinks businesses: update
pricing models and ERP configurations

No more separate cess returns —
compliance is simplified

Remove parallel cess ledger from GST
portal

Communicate invoice format changes
to customers and channel partners

MSMEs Using Coal

Steel, cement, and brick
manufacturers: verify supplier
invoicing reflects new consolidated
rate

Align Input Tax Credit claims with new
rate structure

Total ITC available remains unchanged
— only format changes

Audit existing purchase orders and
amend if rates are incorrect



ACTION PLAN

Your 7-Day Compliance Checklist Before April 1, 2026

Update ERP & Billing Software

Remove cess column from all invoice templates. Deadline: March 31, 2026. Test with a sample invoice before go-live.

Reconcile Cess Credit Balance

2 Complete reconciliation of all pending cess credits before the April 20, 2026 GSTR-3B filing deadline to ensure accurate ITC
claims.

File All Pending Cess Returns

Ensure every outstanding cess return is filed by March 31, 2026. No extensions are expected. Delays could trigger penalties.

Verify Supplier Invoicing

4 Confirm that all suppliers have updated their invoices to reflect the consolidated GST rate. Incorrect invoices will affect ITC
eligibility.

Tobacco MRP Valuation Check

S For tobacco businesses: confirm that MRP-based valuation is fully implemented across all product lines (effective since February
1, 2026).

Communicate Format Changes

Notify customers, dealers, and distributors of updated invoice formats in writing. Maintain documentation for audit trail purposes.

Monitor GST Council Announcements

[ Track official notifications for the peak rate amendment and Health/Clean Energy Cess proposals. Constitutional amendment
timeline will determine next steps.



Key Dates at a Glance

March 31, 2026

Compensation Cess officially expires. All ERP systems updated.

All pending cess returns filed. Last day to act on compliance gaps.

April 20, 2026

First GSTR-3B under new regime. Reconcile all cess credits.
Ensure ITC claims align with consolidated rate structure. This is a
high-risk filing.

April 1,2026

New regime begins. Peak GST rate ceiling raised to 60%.
Consolidated rates apply across all affected product categories.

April 2026

GST Council meeting expected. Finalization of peak rate
amendment and Health/Clean Energy Cess proposals. Monitor
Parliamentary session for Constitutional amendment timeline.

[ Do not wait. Businesses that delay ERP updates, supplier verification, or credit reconciliation risk filing errors, ITC mismatches, and

potential penalty exposure in the April 20 return cycle.



Navigate the GST Transition with Confidence

The end of the Compensation Cess is the most significant structural change to the GST architecture since its launch in 2017. With consolidated
rates, new valuation methodologies, and proposed new cesses all arriving simultaneously, the compliance burden is real — but manageable

with the right guidance.
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@ Book a 30-Minute Expert Call

Speak directly with a GST specialist at
A S Banka Advisors Private Limited to
review your specific sector exposure

and compliance readiness.

Sector-Specific Compliance
Review

Get a tailored review of your ERP
settings, return templates, and ITC
positions across automobile, tobacco,
beverages, and coal categories.

Book Your Free 30-Minute Call [ Learn More — A S Banka Advisors
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Stay Ahead of Future Changes

With Health Cess and Clean Energy
Cess proposals pending
Constitutional approval, ongoing
advisory ensures you are always
prepared for what comes next.


https://calendly.com/asbanka-info/30min
https://calendly.com/asbanka-info/30min

