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Introduction 
The Indian tobacco industry faces a regime shift as the
Government of India transitions from the Goods and Services
Tax (GST) Compensation Cess to a permanent, specific excise
duty structure. This move, effective February 1, 2026,
represents more than a fiscal adjustment; it is a strategic
manoeuvre balancing revenue stability, public health
mandates, and anti-evasion enforcement.
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This article explores the nuances of this policy overhaul,
analysing the numerical data, the economic implications for
major players like ITC and Godfrey Phillips, and the broader
socio-economic impact. 



The Structural Shift: From Compensation
to Permanence 

For years, the "Sin Tax" on tobacco included a GST Compensation Cess
—a levy designed to compensate states for revenue losses during the
initial years of GST implementation. With this cess expiring, the Centre
has introduced a two-pronged replacement mechanism via the Central
Excise (Amendment) Bill, 2025 and the Finance Bill, 2025: 
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1. Basic Excise Duty: A specific tax levied on tobacco products.

2. Health and National Security Cess: A new levy specifically targeting
pan masala and similar items.

Why the Change? 

The transition is termed "Revenue Neutral," meaning the government
aims to collect the same amount of money as before, just under a
different header. However, by moving to specific excise duties (fixed
amount per stick) rather than purely ad-valorem (percentage of value),
the government ensures revenue stability. Even if companies lower
base prices to compete, the tax revenue per stick remains constant.
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The New Tax Architecture: A Numerical
Breakdown

The new regime creates a bifurcated system based on product type
and physical dimensions.

A. The GST Tier System 

Cigarettes, Pan Masala, Tobacco Products: 40% GST (The highest
slab).

Beedis: 18% GST.

(Insight: The lower tax on Beedis highlights a political and socio-
economic dilemma. Beedis are consumed largely by lower-income
demographics and the industry employs millions of unorganized
workers.)

B. The Specific Excise Duty (The "Per Stick" Cost) 

The government has moved to a granular, length-based taxation
model. This prevents manufacturers from tweaking stick lengths
slightly to jump into lower tax brackets.
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Cigarette
Category Specifications Duty Rate (Per

Stick

Estimated Duty
Per Pack (Pack of
20 Cigarettes) 

Short (non-Filter) < 65 mm ₹ 2.05 ₹ 41.00

Short (Filter) < 65 mm ₹ 2.10 ₹ 42.00

Medium 65 mm – 70 mm ₹ 3.60 – ₹ 4.00 ₹ 72.00 – ₹ 80.00

Premium / Long > 75 mm Up to ₹ 5.40 Up to ₹ 108.00 

Other/Non-
Standard Unusual designs ₹ 8.50 ₹ 170.00

Note: The "Other" category tax of ₹8,500 per 1,000 sticks (₹8.5 per stick) is a prohibitive tax
designed to discourage experimental marketing or niche luxury cigarettes that might try to
bypass standard classification. 
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The "Packing Machine Rules, 2026":
Combatting the Grey Market 
One of the most significant yet overlooked aspects of this notification
is the enforcement of the Packing Machine Rules, 2026 for pan masala
and gutkha. 

The Problem: Tax Evasion 

The unorganized tobacco sector is notorious for under-reporting
production. A factory might produce 1 million pouches but report only
200,000 to save on taxes. 

The Solution: Capacity-Based Taxation 

The new rules imply a shift toward deemed production. Taxes will be
calculated based on the capacity of the machines installed in the
factory, not just the declared output.

Impact: If a machine can produce 1,000 packets a minute, the
manufacturer is taxed on that potential

Result: This incentivizes organized players (who already report
correctly) but crushes illegal operators who rely on tax arbitrage to
sell cheap products. 



The WHO Benchmark vs. Indian Reality

The Affordability Index: While taxes are high, rising per capita
income in India means cigarettes remain relatively affordable. To
reduce consumption significantly, tax hikes must outpace inflation
and income growth. 
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The notification states that despite the hike, the total tax burden on
cigarettes in India is approximately 53% of the retail price. 

The Gap: India is still approx. 22 percentage points behind the
global recommendation.

The WHO Recommendation 

The World Health Organization (WHO) recommends a tax burden of at
least 75% of the retail price to effectively discourage consumption.
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Market Analysis: The Investor's Dilemma 

The stock market reaction was swift and brutal on January 1, 2025.

The Crash 

Godfrey Phillips India: -17% (Massive erosion of value).

ITC Ltd: -10% (Significant for a large-cap stock).

Deep Dive: Why ITC Suffered

ITC is a conglomerate, but its "Cash Cow" remains the cigarette
division.

Revenue Dependency: As of the Sept 2025 quarter, close to 45%
of ITC's topline revenue came from cigarettes. However, cigarettes
often contribute upwards of 60-62% of the company’s profits.

Volume Concerns: In the tobacco industry, Volume is key. When
taxes rise, companies pass the cost to consumers.

Price Elasticity: Tobacco is price inelastic (addicts buy it even if
expensive), but only up to a point. A sharp price hike usually leads
to a short-term volume dip of 3-5%.

Down-trading: Consumers may not quit; instead, they switch from
"Premium" (Long) cigarettes to "Medium" or "Short" ones, or
worse, to illegal contraband or beedis



The Threat of Illicit Trade

A critical counter-argument to high taxation is the growth of the illicit
cigarette market. 

Current Status: India is already the 4th largest illegal cigarette
market in the world.
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The Incentive: Smuggled cigarettes (often from neighbouring
countries or international brands without local tax stamps) do not
pay the 53% tax. 

The Risk: If the price gap between legal (tax-paid) cigarettes and
illegal ones widens too much, the government loses revenue, and
public health suffers (as illegal cigarettes have no quality control or
pictorial warnings). Analysts at Jefferies have rightly flagged this as
a resurfacing risk. 



7. Conclusion: The Road Ahead 

The government's move effectively simplifies the tax code, removing
the "temporary" nature of the compensation cess and replacing it with
a hard-coded excise regime.
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Key Takeaways for Stakeholders:

1.For the Government: A secure revenue stream that is less
dependent on GST council fluctuations.

2.For Health: A step forward, but still below WHO standards. The
exclusion of Beedis from the high-tax bracket dilutes the overall
health impact.

3.For Companies: A painful short-term adjustment period involving
price hikes and potential volume contraction. However, the
crackdown on the unorganized sector via Packing Machine Rules
could increase market share for big players like ITC in the long run. 

4.For Investors: The "Wait and Watch" approach is prudent. The key
metric to track in the coming quarters is Volume Stability—if
volumes stabilize despite price hikes, the stocks will recover.

This policy is a classic example of the government walking a tightrope:
extracting maximum revenue from a "sin good" without breaking the
industry entirely or fuelling a black-market parallel economy.
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