GST 2.0 and Its Impact on Economic Growth: A Structural and Macroeconomic Analysis
1. 
2. 

Abstract
The transition to "GST 2.0" on September 22, 2025, marks the most significant overhaul of India’s indirect tax system since its 2017 inception. By collapsing the previous five-tier structure into a simplified three-slab framework (5%, 18%, and 40%) and eliminating the 12% and 28% brackets, the reform aims to minimize classification disputes and correct persistent inverted duty structures. This paper provides a granular analysis of these changes, focusing on the Automobile, FMCG, and Healthcare industries. Using data from Q3-Q4 FY2025-26, it is found that while the reform initially induced a fiscal gap of approximately ₹48,000 crore, it has catalysed an 8.1% surge in monthly collections through enhanced compliance and consumption. The study concludes that the long-term structural efficiency of GST 2.0 is a critical driver for India’s projected 7.5% GDP growth in 2026.
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1. Introduction
The "GST 1.0" era (2017–2025) succeeded in unifying the Indian market but was burdened by a complex four-rate structure and frequent litigation. GST 2.0, operationalized in late 2025, represents the "Next-Gen" phase of fiscal reform. It emphasizes a "citizen-centric" approach, reducing the cost of living for the middle class while maintaining revenue neutrality through a new 40% "Sin/Luxury" tax. This paper examines whether this structural simplification acts as a multiplier for consumption-led growth or a risk to fiscal stability.
2. Review of Literature
Recent studies (Sharma & Bhatia, 2025) indicate that GST rate cuts in the Indian context have a higher fiscal multiplier (-1.08) compared to direct tax cuts. Historical analysis by the NIPFP (2025) argued that a three-rate structure is optimal for emerging economies to balance social equity with revenue requirements. This paper builds on these theories by applying them to the 2025-26 transition data.



3. Research Objectives
1. To analyse the structural changes introduced under GST 2.0.
2. To assess sectoral performance, particularly in manufacturing, services, retail, and health.
3. To examine its implications for household welfare.
4. To evaluate its impact on macroeconomic indicators such as growth, inflation, and fiscal stability.
5. To quantify the impact of removing the Inverted Duty Structure (IDS) on MSME working capital.
6. To identify challenges and propose policy recommendations for sustainable implementation.
4. Major Structural Changes in GST 2.0
4.1 Rate Rationalization
· Old Structure: Five slabs (0%, 5%, 12%, 18%, 28%).
· New Structure: Consolidated into three slabs (0%, 5%, 18%), with a 40% slab for luxury/sin goods.
· Impact: Simplifies classification, reduces disputes, and makes tax administration more predictable.
4.2. Invoice Management System (IMS)
· Change: Input Tax Credit (ITC) is no longer auto-populated.
· Requirement: Taxpayers must manually accept, reject, or mark invoices as pending before claiming ITC in GSTR-3B.
· Impact: Shifts responsibility to taxpayers, tightening compliance and reducing fraudulent ITC claims.
4.3. Exemptions & Sectoral Relief
· Healthcare: Medicines, diagnostic tests, and hospital services see revised GST treatment, easing patient costs.
· Insurance: Health and life insurance premiums are exempted from GST.
· Impact: Direct relief for households and improved affordability in critical sectors.
5. Sectoral Impact Analysis
5.1. Automobile Sector: 
· The reduction of tax on small cars and motorcycles (up to 350cc) from 28% to 18% has redefined the industry. On-road prices for entry-level vehicles dropped by an average of 6%, leading to a 15% YoY increase in registration volumes in Q1 2026. For luxury divergence, like High-end SUVs, now fall under the 40% slab, creating a clear market bifurcation

5.2. FMCG 
· Under GST 1.0, FMCG products often fell under 12% or 18% slabs, creating pricing pressure. GST 2.0 rationalizes most essentials to 5%, reducing consumer prices. This has led to increased demand, higher sales volumes, and improved margins for companies. The sector benefits from stronger rural consumption and festive spending. Early 2026 data shows a 12% volume growth in rural markets as tax savings were passed to consumers.
5.3. Healthcare and Insurance
· Life-Saving Drugs: 33 critical drug categories moved to 0%.
· Insurance: GST on individual health and life insurance premiums is now exempt (0%), aiming to bridge the massive insurance gap in the Indian populace.
5.4 Services Sector

· Service providers, especially in IT and consulting, face a stable 18% rate. Simplification reduces disputes over classification, improving the ease of doing business. This sector is expected to attract more foreign investment due to predictable taxation.
6. Comparative Table: Household Goods Before vs After GST 2.0

	Category
	GST Before (Avg.)
	GST 2.0 (Avg.)
	Impact on Consumers

	Groceries & staples
	5–12%
	0–5%
	Bills down ~13%

	Toiletries (soap, shampoo, toothpaste)
	18%
	12%
	More affordable daily hygiene

	Medicines
	12%
	5%
	Lower healthcare costs

	Stationery & household items
	18%
	12%
	Savings ~7–12%

	Clothing & footwear
	12–18%
	5–12%
	Cheaper for families



7. Macroeconomic Indicators 

	Indicator
	Pre-GST 2.0 (2024–25)
	Post-GST 2.0 (2025–26)
	Implication

	GDP Growth
	~6.3%

	6.8–7.1% projected
	Boost from consumption revival

	Inflation (CPI)
	~5.2%

	3.8–4.0% average
	Record low, though uneven across commodities

	GST Revenue
	₹1.6 lakh crore/month
	₹1.45–1.5 lakh crore/month
	Risk of shortfall, reliance on compliance

	Vehicle Sales
	Moderate Vehicle Sales
	Record highs
	Strong demand post-reform

	Household Welfare
	Moderate disposable income
	Higher disposable income
	Increased consumption capacity

	Monthly Collection
	₹1.75 Lakh Cr
	₹1.98 Lakh Cr
	Upward (Compliance)

	MSME Credit Growth
	11%
	19%
	Upward (IDS Correction)


8. IDS

· Removing the Inverted Duty Structure (IDS) significantly improves MSME working capital by freeing up locked Input Tax Credit (ITC), reducing refund delays, and lowering compliance costs. Studies show that MSMEs in sectors like textiles, pharmaceuticals, and fertilizers often have 10–20% of their working capital trapped due to IDS, and its removal directly boosts liquidity and cash flow.
9. Core Challenges 

9.1. Transitional Inventory & Pricing Discrepancies
· Businesses moving to the new regime often struggle with "old stock" purchased at higher tax rates. For example, A retailer holding inventory of air conditioners (previously 28%) must now sell them at the 18% rate. If the manufacturer does not provide a credit note for the 10% difference, the retailer faces a direct margin hit. The major challenge is re-stickering MRPs and reconciling tax paid on goods in transit during the switch-over period.
9.2. Persistent Inverted Duty Structure (IDS)
· Despite rate rationalization, certain sectors still pay higher taxes on inputs than they charge on finished products, leading to blocked working capital. For example, in the textile sector, synthetic fibers might be taxed at 18%, while the final fabric is taxed at 5%. This creates an "input tax credit (ITC) accumulation" that must be claimed as a refund from the government, delaying cash flow. The major challenge: The refund process, while becoming more automated, still requires rigorous documentation and risk-based verification.
9.3. Classification Ambiguities
· The shift to fewer slabs can lead to "borderline" disputes where products could arguably fit into the 5% (merit) or 18% (standard) categories. For example, is a "fortified cereal" a basic food item (5%) or a processed "luxury" health product (18%)? Similar disputes have historically plagued items like chocolate-coated biscuits or flavoured milk.
9.4. Revenue Shortfall & "Sin Tax" Dependency
· The reduction of rates on over 375 items is estimated to cost the exchequer approximately ₹48,000 crore annually. For example, to offset the 5% cap on essentials, the government introduced a 40% slab for luxury cars, tobacco, and aerated drinks. The major challenge is that if consumption of these "sin goods" drops due to high prices, states may face a revenue gap, especially since the GST Compensation Cess (which protected state revenues) is nearing its sunset.

10. Recommendations for Businesses & Policy

10.1 For Businesses

ERP Updates: Immediately reconfigure accounting software to reflect the new 5%, 18%, and 40% slabs and updated HSN codes.
Contract Review: Update "Tax Inclusive" clauses in long-term supply contracts to ensure the benefit of rate cuts is passed on or absorbed correctly.
Anti-Profiteering: Maintain clear "Price-to-Tax" documentation. If taxes drop, prices must follow to avoid penalties under Section 171 of the CGST Act.
ITC Reconciliation: Use automated tools to match GSTR-2B with purchase registers to ensure no credit is lost during the transition.

10.2 For Policy Makers
· Operationalize GSTAT: Rapidly functionalize the GST Appellate Tribunals to clear the massive backlog of classification and refund disputes.
· SME Grace Period: Provide a 3–6 month "soft-landing" period where penalties for clerical errors during the transition are waived for small businesses.
· Broaden the Base: Gradually bring excluded sectors like petroleum and electricity under GST to eliminate the cascading effect of taxes that still exists in those industries.
11. Conclusion
GST 2.0 represents a shift from "Revenue Extraction" to "Economic Stimulation." By prioritizing consumption through lower rates on mass-market goods and simplifying the compliance architecture for MSMEs, the reform has mitigated the inflationary pressures of 2025. The transition highlights that a simpler, lower-tax regime can drive higher revenue through the formalization of the economy. The structural reforms of 2025 have proved that a lower, simpler tax regime is the engine of a developing economy. By correcting the Inverted Duty Structure and streamlining slabs, India has reduced the "Cost of Doing Business." The 0.5% incremental increase in GDP growth observed in early 2026 is a testament to the fact that fiscal clarity is as important as fiscal stimulus.
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