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By order dated 26.9.2003, the referring Bench
of Hon' ble Ruma Pal, J. and P. Venkat arama Reddy,
J. doubted the correctness of the viewtaken in Ms
Bhagat r am Raj eevkunmar v. Conm ssi oner of
Sales Tax, MP. & others relied on in the
subsequent decision of this Court in the case of
State of Bihar & Ors. v. Bihar Chanber of
Conmerce & Ors. . Accordingly, all the matters
were ordered to be placed before the Hon' ble the
Chi ef Justice for appropriate directions and
accordingly, the matter has cone to the
Constitution Bench to decide with certitude the
paranmeters of the judicially evolved concept of
"conpensatory tax" vis-‘-vis Article 301. The
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referral order is in the case of Jindal Strips Ltd. &
Anr. (now known as Jindal Stainless Ltd.) v. State
of Haryana & Ors. under Article 145(3).

For this purpose, we are required to exam ne
the source from which the concept of conpensatory
tax is judicially derived, the nature and character of
conpensatory tax and its paraneters in the context
of Article 301.

In a batch of appeals, the constitutiona
validity of the Haryana Local Area Devel opnent Tax
Act, 2000 has been chall enged on two grounds : (1)
that, the Act is violative of Article 301 and is not
saved by Article 304; and (2) that, the Act in fact
seeks to levy sales tax oninter-State sales, which is
out si de the conpetence of the State Legislature.
However, the referral order is confined to the above-
nmentioned first question.

JindalStrips Ltd. is an industry
manuf acturing products withinthe State of
Haryana. The rawnmaterial is purchased from
outside the State. ~The finished products are sent to
ot her States on consignnent basis or stock transfer
basis. No sales tax is paid on the input of the raw
material. Simlarly, no sales tax is paid on the
export of finished products.

The i nmpugned Act cane -into force w.e.f. 5th
May, 2000 to provide for levy and collection of tax
on the entry of goods into the |ocal areas of the
State for consunption or use therein. The Act is
enacted to provide for levy and collection of tax on
the entry into a |local area of the State, of a notor
vehicle for use or sale, and of other goods for use or
consunption therein. The Act seeks to inmpose
entry tax on all goods brought into a "l ocal area"
The entire State is divided into |l ocal areas. The Act
covers not only vehicles bringing goods into the
State but al so vehicles carrying goods from one | oca
area to another. However, those who pay sales tax
to the State are exenpt from paynment of entry tax.
Utimately, the entry tax only falls on concerns, like
Jindal Strips, which, by virtue of the provisions of
the Central Sales Tax Act, 1956, pay sales tax on
purchase of raw material and sale of finished goods
to other States and do not pay sales tax to the State
of Haryana. This is the context in which the
chall enge to the Act under Article 301 has been
nmade. At this stage, we may point out that prior to
Sept enber 30, 2003, section 22 stated that the tax
col l ected under the Act shall be distributed by the
State CGovernnent ampongst the |ocal bodies to be
utilized for the devel opment of |ocal areas.
However, on 30th Septenber, 2003, section 22 was
amended clarifying that the tax |evied and coll ected
shall be utilized for facilitating free fl ow of trade and
conmmer ce

REASONS FOR THE REFERRAL ORDER

In Atiabari Tea Co. Ltd. etc. v. State of
Assam & Ors. , it was held that taxing |l aws are not
excluded fromthe operation of Article 301, which
nmeans that tax |aws can and do anount to
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restrictions on the freedons guaranteed to trade

under Part-Xl 11 of the Constitution. However, the
prohi bition of restrictions on free trade is not an
absolute one. Statutes restrictive of trade can avoid
invalidation if they conply with Article 304(a) or (b)

In Autonobile Transport (Rajasthan) Ltd. v.
State of Rajasthan , it was held that only such
taxes as directly and i mediately restrict trade
woul d fall within the purview of Article 301 and that
any restriction in the formof taxes inposed on the
carriage of goods or their novement by the State
Legi sl ature can only be done after satisfying the
requirenents of Article 304(b). The statute which
was chal l enged in Atiabari Tea Co.4 was the Assam
Taxation (on goods carried by Roads and Inland
Wat erways) Act, 1954. It was held that the Act had
put a direct restriction on the freedom of trade and
since the State Legislature had not conplied with
the provisions of Article 304(b), the Act was decl ared
voi d.

According to Ms Jindal Strips and sinilarly
situated ot her appellants, the inpugned Haryana
Local Area Devel opnent Tax Act, 2000 inmposes a
restriction on trade and is violative of Article 301,
particularly, when the provisions of Article 304(b)
have not been conplied with.

The judgment of this Court in Atiabari Tea

Co. 4 was delivered by a Constitution Bench of five
Judges. However, an exception to Article 301 and
its operation was judicially crafted i n-Autonobile
Transport6. |In that case, the challenge was to the
Raj ast han Mot or Vehi cl es Taxation Act, 1951. The
chal | enge under Article 301 was rejected by the
Constitution Bench of seven Judges of this Court by
hol ding vide para 19 that "the taxes are
conpensatory taxes which instead of hindering

trade, conmerce and intercourse facilitate them by
provi di ng roads and maintaining the roads". Vide
para 21 of the report, it was observed that "if a
statute fixes a charge for a conveni ence or service
provided by the State or an agency of the State, and
i nposes it upon those who choose to avai

t hensel ves of the service or conveni ence, the
freedom of trade and comerce may wel |l be

consi dered uninpaired.” Thus, the concept of
"conpensatory taxes" was propounded. Therefore,
taxes which would otherwise interfere with the
unfettered freedomunder Article 301 will be
protected fromthe vice of unconstitutionality if they
are conpensatory.

In Autonobile Transport6, it was said, vide

para 19, that "a working test for deciding whether a
tax is a conpensatory or not is to enquire whether
the trade is having the use of certain facilities for
the better conduct of its business and payi ng not
patently rmuch nore than what is required for
providing the facilities".

Right from 1962 up to 1995, this working test
was applied by this Court in relation to notor
vehi cl es taxes for deciding whet her the inmpugned
| evy was compensatory or not. The deci sions
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proceeded on the principle adunbrated in

Aut onobi | e Transport 6, whi ch was paraphrased

by Mat hew, J. speaking for a Bench of three Judges
in GK Krishnan & Os. v. State of T.N. & Os. ,
in which it was observed that "the very idea of a
conpensatory tax is service nore or |ess
commensurate with the tax levied". [See: para 29
page 386]

According to the referral order, after 1995,
some of the principles set out stood deviated from
when the principle of conpensatory tax was applied
to the entry tax in Bhagatram s casel, which was
deci ded by a Bench of three Judges.

I n Bhagatranis casel, the challenge was to
M P. Sthaniya Kshetra Me-Mal Ke Pravesh Par Kar
Adhi ni yamy, 1976. In that case, although it was
denonstrated by the State and not disputed by the
assessee that the | evy was conpensatory,
nevert heless, the Court went on to say, vide para 8,
that "the concept of conmpensatory nature of tax has
been wi dened and if there is substantial or even
some link between the tax and the facilities
extended to dealers directly or indirectly the |evy
cannot be inmpugned as invalid'. In this connection
reliance was placed on the judgnent of this Court in
the case of State of Karnataka & Anr. v. Ms
Hansa Corporation . At this stage, it may be
noted that although there was a challenge tothe
| evy of entry tax in the case of Hansa
Cor porati on8, the issue whether the tax was
conpensatory in nature was expressly left open
particul arly, because Article 304(b) stood conplied
with. |In fact, the inpugned Act was saved because
Article 304 was conplied with.. It was for that
reason alone that the Act coul d not be struck down
in Hansa Corporation’s case 8

The dictumin Bhagatranis casel was relied
on by a Bench of two Judges in the case of Bihar
Chanber of Commerce2, which reiterated the
position that "some connection" between the tax
and the trading facilities extended to dealers directly
or indirectly is sufficient to characterize it as
conpensatory tax. The Court went further to hold
that the State provides several facilities to the trade,
such as, laying and mai ntenance of roads,
wat erways, narkets etc. and on this premise, it was
held that the entry tax was conpensatory in nature.
The | earned Judges did not consider it necessary to
put the burden on the State to furnish the details of
facilities provided to the traders and the
expenditure incurred or incurrable thereafter.

To sum up: the pre-1995 decisions held that
an exaction to reinburse/reconpense the State the
cost of an existing facility nmade available to the
traders or the cost of a specific facility planned to be
provided to the traders is conpensatory tax and
that it is inplicit in such a levy that it nust, nore
or less, be comensurate with the cost of the
service or facility. Those decisions enphasized that
the inposition of tax must be with the definite
pur pose of meeting the expenses on account of
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providing or adding to the trading facilities either
i mediately or in future provided the quantum of
tax is based on a reasonable relation to the actua
or projected expenditure on the cost of the service
or facility. However, the post-1995 decisions in
Bhagatranmi s casel and in the case of Bihar
Chanber of Commerce2, now say that even if the
purpose of inposition of the tax is not nerely to
confer a special advantage on the traders but to
benefit the public in general including the traders,
that levy can still be considered to be conpensatory.
According to this view, an indirect or incidenta
benefit to traders by reason of stepping up the
devel opnental activities in various |ocal areas of the
State can be brought w.thin the concept of
conpensatory tax, the nexus between the tax
known as conpensatory tax and the trading
facilities not being necessarily either direct or
speci fic.

According to the referral order, since the
concept of conpensatory tax has been-judicially
evol ved as an exception-to the provisions of Article
301 and as the paranmeters of this judicially evol ved
concept are blurred, particularly, by reason of the
deci sions in Bhagatrani's casel and Bi har
Chanber of Commerce2, the Court felt that the
interpretation of Article 301 vis-‘-vis conpensatory
tax should be authoritatively laid down with
certitude by the Constitution Bench under Article
145(3).
ARGUMENTS:

M. Shanti Bhushan, |earned senior counse
appearing on behal f of the Jindal Stainelss Ltd.
submitted that in Atiabari Tea Co.4 this court held
that even a tax |egislation would have to bear the
scrutiny of Part-XlI1 of the Constitution and such
| egislation could infringe Article 301 to 304 of the
Constitution; that the tax laws were within the
anbit of Part-Xl11 of the Constitution; that seven-
Judge Constitution Bench of this court-in
Aut omobil e Transport6 for the first time judicially
evol ved the principle of conpensatory taxes which
woul d be outside the purview of Part-XI1 and which
could not be said to inpede free flow of trade and
conmerce [mjority view]. Such compensatory
taxes were no hindrance to freedomof trade so |ong
as they remained reasonable. Such conpensatory
taxes, in essence and reality, facilitated trade and
conmerce and they were not restrictions, it was
hel d that the substance of the matter has to be
determ ned in each case. Learned counsel placed
reliance on the judgnent of Justice Das from pages
522 to 523, in this regard. Learned counse
submitted that the working test laid down in the
Aut onobi |l e Transport6 is good even today. Under
the test, although the precise anount collected may
not be actually used to provide any facility, the tax
col l ected should be by and | arge comensurate
with the cost of the facilities provided for the trade.
Learned counsel, therefore, submitted that the
working test laid down in Autonpbile Transport6
is the only test which would differentiate the tax
i mposed for augnenting general revenue fromthe
conpensatory tax. Learned counsel submtted that




http://JUDIS.NIC IN SUPREME COURT OF | NDI A

Page 6 of 25

there is a basic difference between the [aw infringing
freedom of trade and the | aw which inposes

regul ations which in effect facilitates or pronotes
trade. According to the |earned counsel, regul ations
provi de for necessary services to enable free
noverent of traffic and, therefore, they cannot be
described as restrictions inpeding the freedom

under Article 301; that in the case of regul ations the
tax inposed is incidental in order to conpensate for
the facilities provided. On the other hand, it was
urged, that, a tax lawis in essence an exercise to
augnment the general revenue of the State and not

for providing facilities and services for the trade. A
tax | aw which does not in return provide services
and facilities for the free novenment of trade, can
never be compensatory. Learned counsel further
submitted that in Bhagatram s casel vide para 8,

the Division Bench of this court held that \026 "the
concept of conpensatory nature of tax has been

wi dened andif there is substantial or even some

i nk between the tax and the facilities extended to
such dealers directly or indirectly the | evy cannot be
i mpugned as invalid". In that case the D vision
Bench of this court relied upon the judgment of this
court in the case of Hansa Corporation8. M.

Shanti Bhushan, |earned counsel for the assessees,
submitted that the judgnment of this court in-the
case of Bhagatranl was erroneous on two counts.
Firstly, the reliance on Hansa Corporation8 was
totally m spl aced because Hansa Corporation8-did

not deal with the issue of what is conpensatory tax.
In fact, that question was expressly not gone into.
Secondl y, | earned counsel submitted that to the

ext ent of Bhagatraml hol ding that the concept of
conpensatory tax has been w dened as stated

above, the said judgnent was contrary to the |aw

| ai d down by the seven-Judge Bench decision of this
court in the case of Autonobile Transport6 and,
therefore, needs to be overruled. M. Shant

Bhushan further contended that the Division Bench

of this court in the case of Bi har Chanber of

Commer ce2 has followed the judgnent of this court

in the case of Bhagatranl and has held that even
though the tax was for augnenting the genera

revenue of the State, judicial notice coul d be taken
of the fact that the State provides several facilities to
the trade including |aying and mai nt enance of

roads, waterways, markets etc. and on that basis it
was held that the State had established the

i mpugned tax to be conpensatory in nature. In
short, M. Shanti Bhushan’s subm ssion was that

the aforestated two judgnents in Bhagatraml and

i n Bi har Chanmber of Commerce2 were erroneous

to the extent indicated above; that they were
contrary to the judgnent of seven-Judge Bench of
this court in the case of Autonpbile Transport8.
Learned counsel urged that if the test, laid down in
the case of Bhagatranl and in the case of Bihar
Chanmber of Commerce2, was held to be applicable

then as a consequence there would be no difference
between a tax and a conpensatory tax. It was

urged that therefore this court should evol ve
paraneters of conpensatory tax for future

gui dance. Learned counsel subnmtted that to be
conpensatory, tax rmust be levied to augnent
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facilities for trade and that is how a tax was held
not to inpede but to facilitate trade (in Autonobile
Transport6). It was subnmitted that the essence of
conpensatory tax is that the services rendered or
facilities provided should be nore or |ess
commensurate with the tax levied and the tax

shoul d not be patently nore than what was

required to provide the trading facility. It was
submitted that the tax inposed for augnenting
general revenue of the State is not conpensatory;
that any tax | aw which is designed or which has the
effect of disrupting trade nmovenment in inter-State
trade and commerce between States is contrary to
the concept of freedom of trade enbodied in Article
301. It was submitted that the conpensatory
character of tax should be self-evident fromthe
taxing law itself and it cannot be judged fromthe
manner i n which the tax revenue is utilized in
course of 'tinme. It was urged that in the case of
anbi guity, the burden would fall on the State to
show that in essence the |l evy was inposed as a
reconpense for the facilities/services provided by
the State. It was urged that in the case of Sanjay
Tradi ng Conmpany v. Conmissioner of Sal es Tax

and others , the tax was held to be conpensatory
based on the figures furnished by the State and it
was found that the | evy was inposed to offset the

| oss caused by the abolition of octroi which
according to the | earned counsel is totally nissing
in the case of Haryana Local Area Devel opment Tax
Act, 2000.

M. A K Ganguli, |earned senior counse
appearing on behal f of one of the appellants,
submitted that the |egislative power of the State to
make any |aw under Article 246 read with the

entries in list Il, though plenary in nature, is
subject to two linitations:
(i) Fundanental Ri ghts
[Part 111 of the Constitution)
(ii) Trade, Commerce and | ntercourse

within the Territory of India
(Part X1l of the Constitution)

Therefore, the State cannot exercise its |egislative
power in a manner which woul d transgress the

above constitutional limtations. 1In this connection
| ear ned counsel placed reliance on the judgment in
Atiabari Tea Co.4. Learned counsel further urged
that keeping in mnd the inpact of globalization
since md-1990s the international trade barriers
stand renoved in view of multi-lateral trade
agreements between the conmittee of nations. He
submitted that the franers of the Constitution
engrafted Part-XlI1 in the Constitution with the

obj ect of securing economc unity of the country as
a whol e and, therefore, the State’'s power of

i mposi ng taxes and duties on goods, freedom of

whi ch throughout India is guaranteed by Article

301, would be subject to the said linitation.
Learned counsel urged that taxing statutes

i mposi ng duties on goods do attract Article 301;

that the intrinsic evidence furnished by the Articles
in Part-Xl Il shows that the taxing |laws are not
excluded fromthe operation of Article 301; which
nmeans that tax | aws do ampunt to restrictions,
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freedom fromwhich is guaranteed to trade under

Part-XlIl. It is, therefore, idle to contend as sought
to be argued on behalf of the State that a tax under
entry 52 list Il falls outside Article 301. Learned

counsel submitted further that in Atiabari Tea

Co.4 a workabl e test has been evol ved under which
restrictions which directly and i medi ately i npede
free flow of trade, would violate Article 301.
According to | earned counsel one needs to enquire
whet her the trade is provided with facilities for the
better conduct of their business. According to

| ear ned counsel once the said working test is
satisfied then the levy i's regulatory in nature
provided it is not disproportionate to the val ue of
the facility/service provided. Learned counsel urged
that a tax inmposed for raising general revenue of the
State is not a conpensatory levy. It was submitted
that for the purpose of securing freedom of

noverment by road, it was essential that no

pecuni ary burden is placed upon it which burden

goes beyond a proper reconpense to the State for

the actual use nmade of the facilities provided by the
State. Therefore, there has to be a direct relation
between the levy and the facility and the users nust
derive a special direct benefit of that facility. It
was submitted that Part-X |1 inposes constitutiona
[imtations on the |egislative powers of the State, the
onus would lie on the State to denpnstrate that the
provi sions of the inpugned enactment facilitate the
free flow of trade by providing a regul atory neasure.
Simlarly, in respect of taxing statutes, the burden
would Iie heavily on the State adm ni strationthat
the taxes proposed to be levied and col | ected under
the i npugned enactnent are for the use of trading
facilities and only then that such | evy would cone
within the purview of conpensatory tax as laid

down in the judgnent of this court in the case of

Aut onobi | e Transport6. According to the |earned
counsel mere declaration in law that the levy is
conpensatory in nature is not enough. \Wether a

tax is compensatory or not, cannot depend on the
preanbl e of the statute inposing it. A tax cannot

be said not to be conpensatory nerely because the
preci se or specific anmount collected is not actually
used to provide facilities. 1In this connection
reliance is placed on the judgment of this court in
the case of Sharma Transport v. Government of

Andhra Pradesh & Ors. . However, |earned

counsel submitted that the Act mnust spell out the
nature of the trading facilities intended to be
provided to the trading conmunity and al so the cost

of providing such facilities. Learned counse
submitted that the Act nust indicate a direct co-

rel ati on between the two.

At this stage, we may clarify that we are not
required to go into the question as to whether the

i mpugned tax based on ad val orem basi s cannot be
terned as a conmpensatory tax. As stated above, we
are confining this judgment only to the question as
to whether the observations of this court in the case
of Bhagatraml (supra) followed by the judgnent of
this court in the case of Bi har Chanber of

Commer ce2 needs to be overruled in the Iight of the

j udgrment of seven-Judge Constitution Bench in the
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case of Autonobile Transport6. In the present

matter, we are required to lay down the paraneters

of the concept of conpensatory tax vis-‘-vis Article
301. Al other questions will have to be gone into at
the rel evant stage before the division bench of this
court with regard to the constitutional validity of
2000 Act.

Learned counsel next subnmitted that the

guestion as to whether a levy is conpensatory or

not has to be decided with reference to the nature of
the levy itself. In this connection reliance was

pl aced on entry 57 List I'. It was urged that taxes
on notor vehicles are levied statewi se. Such |evies
are annual levies. Such levy, if clained to be
conpensatory, nmust bear a definite nexus with the
facilities which the State seeks to extend to the
tradi ng comunity using their transports on the
roads and bridges naintained by the State.

Simlarly, it was argued that |evy of entry tax under

entry 52 list Il indicates that the l'evy contenpl ated
is on the entry of goods into-a |ocal area for
consunption, use or sale therein. It was submtted

that the levy contenplated is on entry into a | oca

area and not when the goods cross the State

barrier. Therefore, if a levy of entry tax is clainmed to
be conpensatory in nature such | evy would have to

be, in the first instance, confined to a |local area and
secondly the trading facilities sought to be provided

al so should be confined to such local area. ~Further

the expenses for such facilities and the levy hy

whi ch such expenses are to be net nust bear a

reasonabl e and rational relationship

M. R F. Nariman, |earned senior counse
appearing for one of the appellants, submtted that
the ingredients of a conpensatory tax broadly fal
into two categories, nanely, positive ingredients
whi ch ought to be there to constitute a
conpensatory tax and negative ingredients which if
present, the tax in question cannot be called a
conpensatory tax. In this connection, |earned
counsel submitted that if the purpose of levy is to
rai se resources for above-stated facilities or if the
resources are raised as regulatory measures-to
facilitate trade then such an ingredient is a positive
ingredient. Simlarly, the quantum of such
conpensatory tax nust co-relate with the funds
required for such facilities/regul atory neasures.
According to | earned counsel these are two positive
ingredients. The negative ingredients, which if
present, would nake the tax |abelled as
conpensatory, attract the vice of interference with
freedomof trade, are two-fold - firstly, if the tax is
for general augnentation of revenue, and secondly,
the said conpensatory tax nust not be
di scrimnatory. According to | earned counsel, the
purported conpensatory tax nust al so not be for
trade facilities and purposes for which there is
already a | evy of other compensatory tax. Learned
counsel next urged that in the case of Bhagatraml
a three-Judge bench of this court noted that "the
levy was in fact denponstrated to be conmpensatory"
and, therefore, the latter observation by the court
saying that "the concept of conpensatory nature of
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tax has been wi dened and if there is sonme |ink
between the tax and the facility the | evy cannot be

i mpugned as invalid" is obiter dicta and such
observation is not supported by any of the

previously deci ded cases. It was urged that under
2000 Act the entry tax lacks the positive ingredients
enuner at ed above for a valid conpensatory tax. As
there is no facility even nentioned with relation to
entry of goods into |ocal area for use, consunption
or sale and, therefore, the link between |ocal area
and levy is absent and consequently coll ection of

| evy not by the | ocal authority but by the State on
entry of goods fromoutside State is
unconstitutional. Further, according to the |earned
counsel , negative ingredients indicated above al so
exi st in the inmpugned | evy-inasnuch as the
justification pleaded i s augnentati on of genera
revenue of State'in lieu of octroi in name of facilities
for which provisions are nade by way of ot her
conpensatory taxes such as motor vehicle tax,
property tax etc. Learned counsel submitted that
there is also an el enent of discrimnation between
goods entering |ocal areas fromoutside State and
goods entering local area fromwithin the State, i.e.
fromone local area toanother |ocal area. The latter
cl ass of goods are not subjected to |evy though al
the facilities, if at all provided, are there in course of
intra-State nmovenent and entry of goods in |oca
areas. Learned counsel, therefore, submtted that
this discrimnation per se nmlitates against the

i mpugned | evy being terned as conpensatory.

S/ shri A.M Singhvi, |earned senior counsel
A T.M Sanpath, H K Puri and Ms. K'S. Mehlwa
al so made their respective subm ssions on behal f of
the assessees and substantially adopted the
subm ssi ons made by S/ Shri Shanti ‘Bhushan, R F.
Nari man and A K. Ganguli, |earned senior counsel

Shri P.P. Rao, |earned senior counse
appearing on behalf of the State of Haryana,
submitted that the inmpugned 2000 Act does not
suffer fromwant of |evy conpetence; that the State
| egi sl ature has the conpetence under entry 52 list 11
to enact the inpugned |aw, that the State
| egislature is conmpetent to | evy such tax because
the incidence of tax is on the entry of goods . into a
| ocal area for consunption, use or sale therein and,
therefore, it is not a tax on the inport of goods from
outside India, nor a tax on the manufacture of
goods, nor a tax on the export of the goods to pl aces
outside the State. Finally, it is not a sales tax.
Learned counsel further contended that under entry
52 list Il it is not obligatory for the State to enact a
law for the levy of entry tax on goods which are
brought for use, consunption or sale; it is within
the power of the State to make a law for levy of such
tax on goods brought for use, consunption or sale.
Learned counsel submitted that the |egislature has
sel ect ed goods brought for use or consunption in a
| ocal area for the purposes of the levy; that it is
within the power of the State to nake a | aw for |evy
of tax on goods for any of the three purposes or for
one of themor two of them Learned counse
submitted that Article 286 read with entry 41, entry
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83, entry 92A and entry 92B does not have any

bearing on the constitutional validity of the

i mpugned 2000 Act because the above entries dea

with different subjects; that the entry tax is not a
tax on sale of goods affected by branch transfer or
export out-of-State. Learned counsel urged that the
entry tax is conpensatory in character and,
therefore, the inpugned | evy which is conpensatory

in nature, as can be seen from section 22 of the
said Act, does not attract Article 301 and Article
304(a) of the Constitution. Learned counse
submitted that section 22 of the Act was anended

on Septenber 30, 2003 clarifying that the tax |evied
and col lected shall be utilized for facilitating free
fl ow of trade and commerce. Learned counsel
therefore, submitted that the levy is conpensatory

in nature. Learned counsel next contended that

the conpensatory | evy need not satisfy the rule of
quid pro quo strictly; that it is sufficient that there is
sone relation or nexus between facilities provided
and the tax inposed. Even'the concept of fee has
under gone significant change over the years as a
result of a catena of “decisions of this court and,
therefore, this reference under Article 145(3) of the
Constitution was uncalled for. As a matter of
prelimnary subm ssion, Shri P.P. Rao, learned

seni or counsel for the State, contended that in view
of the amendment nmade by Act 18 of 2003 addi ng

an expl anation to section 22 of the inmpugned 2000

Act clarifying that the tax collected shall be utilized
for devel opi ng and mai ntai ning i nfrastructure
facilities useful for free flow of trade, the question
involved in this matter has becone acadenic

Learned counsel submitted that in view of various
deci sions of the Constitution Bench the case should
have been first placed before a bench of three
Judges and not before a constitution bench straight
away. It is only when that bench refers it to five
Judges that the case shoul d have been placed

before a constitution bench because it has been a
settled law that a bench of two judges is bound by
the principles of law laid down by a bench of three

j udges which alone has the jurisdiction to interpret
the |l aw declared by a constitution bench. 1In this
connection reliance was placed on two judgnments of
this court, in the case of Pradip Chandra Parija &
Os. v. Pranod Chandra Patnaik & Ors. and in

the case of Central Board of Dawoodi Bohra

Conmunity & Anr. v. State of Maharashtra &

Anr. . On nerits learned counsel urged that the
Constitution contenplates | evy of taxes and | evy of
fees. He urged that in the case of fees, quid pro quo
is an essential element though not in taxes.

However, conpensatory taxes are an exception

they contain an el ement of quid pro quo but not to
the extent as in the case of "fees". Learned counse
pl aced reliance in this connection on the judgnent

of this court in the case of Ms Internationa

Touri st Corporation etc. etc. v. State of

Haryana and others etc. etc. . Learned counse
submitted that the extent of quid pro quo required
in a fee has undergone a sea-change and it would

be irrational to insist on such a test in the case of
conpensatory tax. Learned counsel next submitted
that the el ement of conpensation in compensatory
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taxes needs to be interpreted taking note of
constitutional devel opnents, the changed

perception of the entire relationship of fundanenta
rights and directive principles as well as the sea-
change in the concept of fee particularly with
reference to the elenment of quid pro quo. Learned
counsel submitted that the principles of |aw
declared in Bhagatranl are consistent with
contenporary thinking about the basic concepts of
tax, fee and conpensatory tax with due regard to

the devel opnents subsequent to Autonobile
Transport6.

Shri Rakesh Dwi vedi, |earned senior counse

appearing for the State of U P., subnitted that while
| ayi ng down paraneters of conpensatory tax for
purposes of Part-Xlll"it is necessary to note that
under the scheme of our Constitution, States have
certai n powers including the power to raise revenue
by taxation and further Article 301 has to be
applied forthe working of an orderly society.
Learned counsel subnitted that the States nust

have revenue to carry out their adninistration; that
there are several itens relating to the inposition of
taxes in list Il, therefore, according to |earned
counsel the Constitution framers intended that

under such itens the States are entitled to raise
revenue for their own purposes. Learned counse
submtted that any wi de view of the word "freedont
under Article 301 or even a restricted view of the
term "conpensatory tax" woul d put an end to the
State autonony and its plenary powers within the
fields allotted to them In this connection reliance
was placed on the judgnment of this court in the

case of Autonobile Transport6. |t was urged that
the State |egislature may inpose different kinds of
taxes and duties such as property tax, sales tax,
excise duty etc. and legislation in respect of any one
of these itens, may have an indirect effect on trade
and comerce. Learned counsel subnitted that if
every |law made by the State |egislature which has

an indirect effect on free flow of trade is required to
have prior sanction of the President then the
Constitution insofar as it gives plenary power to the
States and the State legislatures in the fields

all ocated to them woul d be rendered neani ngless

and, therefore, it cannot be laid down as a genera
proposition that the power to tax is outside the
purvi ew of constitutional limtation of Part-XIII
Learned counsel subnmitted that in any event

regul atory measures and conpensatory taxes are

not hit by Article 301. Learned counsel urged that
in every case the court will have to ascertain

whet her an i nmpugned law directly and i mredi ately
affects the novement of trade or whether it
indirectly or remptely affects such novenent.
Learned counsel subnitted that while Parlianent
cannot trench upon the exclusive domain preserved
for the State legislature under list Il, the centra
executive neverthel ess woul d oversee and sancti on
nost of the taxing measures under Article 304 and,
therefore, the wi der concept of conpensatory tax
shoul d be accepted. Learned counsel next

submitted that all taxing power is for raising
revenue. However, it cannot be argued that while

i mposi ng a conpensatory tax the States cannot
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rai se general revenue. Learned counsel submitted
that this court has drawn consistently a distinction
between a "tax" and a "fee", and the power of
taxation has al ways been understood as a power to
rai se revenue. It was urged that even in

Aut omobi | e Transport6, while discussing the

concept of conpensatory tax, this court never

i ntended to lay down that such conpensatory taxes
are not revenue neasures but are fees. Any such

vi ew woul d be contrary to the schene of

di stribution of powers and also the structure of the
seventh schedul e and, therefore, a tax which is
levied to facilitate trade and comrerce woul d

remai n conpensatory even if sonme extra revenue is
generated. Learned counsel next subnmitted that

even with respect to fee for licence and fee for
service this court has adopted a broad test of co-
rel ati on between noney rai sed and expenditure
incurred; /in this connection reliance, was placed on
the judgnent of this court in the case of Ram
Chandra Kailash Kumar & Co. & Ors. v. State

of UP. & Anr. . In the above case it was held that
t he amount of fee realized nust be earnmarked for
rendering services to the licensees in the notified
mar ket and a substantial portion of it nust be

shown to be spent for the requisite purpose. That
the services rendered to the |licensees nust be in
relation to the transacti on of purchase or sale of the
goods; that while rendering services in the market
area for the purposes of facilitating the transactions
of produce and sale, it is not necessary to confer the
whol e of the benefit on the |icensee but sone
speci al benefit nust be conferred on the |licensee
whi ch nmust have a direct, close and reasonabl e co-
rel ati on between the transaction and the |icensee.
That the spending of the amount of market fees for
augnenting agriculture produce, for augnenting

the facility of transport in villages with a view that
such services in the long run would increase the

vol ume of transactions in the market, was not

perm ssible on the ground that such a benefit was

an indirect and renpote benefit to the traders; that
the elenment of quid pro quo may not be possi bl e but
even broadly and reasonably, it nust be established
by the authorities who charge the fees that-the
amount was bei ng spent for rendering services to
traders on whomthe burden falls. Learned counse
submitted that the tests laid down with regard to
quid pro quo under principles 2, 3 and 5 in the case
of Ram Chandra Kail ash Kumar 14 have no

application to the conpensatory tax because the
concept of compensatory tax is only to judge the
effect on trade, commerce and intercourse and,
therefore, according to | earned counsel the test of
direct and close relation/link between the |levy and
the service rendered, cannot be applied to the
concept of conpensatory tax. Learned counse
submitted that the only test which is applicable to
the concept of compensatory tax is \026 whether "trade
and comerce"” is benefitted generally by such | evy;
that, it should be sufficient if the facilities provided
inthe local area ultimately lead to better trading
and comerce and even indirect benefit to traders

in future on the ground that such services would

i ncrease the volune of trade in the nmarket, can
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constitute an inportant el enment of conmpensatory

tax. Learned counsel next urged that the

paraneters for adjudging a tax as conpensatory or
regul atory woul d depend upon the nature of tax or

in other words, the particular entry in list Il with
respect to which the tax is inposed. 1In this
connection, it was urged that the scope of entry 52,
entry 56, entry 57 and entry 59 in list |l cannot be
identical and, therefore, the paraneters for those
entries cannot be identical, they have to be
different. That, the very nature of tax indicates the
nature of facility with which the tax has a |ink
Wiile entries 56, 57 and 59 indicate a nexus with
road, waterways, bridges etc. entry tax under entry
52 does not have such limted range of facility. It
has a nexus with local area which is equivalent to

| ocal authority as held in the case of D anpond

Sugar MTls Ltd. & another v. The State of U P.

& Anr. . /According to |l earned counsel entry tax,
therefore, is for the purposes of enabling the |oca
bodi es to di scharge their several functions. Learned
counsel next urged that thereis one nore aspect of
entry tax, it has a co-relation to bring in goods for
consunption, use or salein a local area. The
consunption, use or sale not only require roads but

al so a proper hygiene, lighting, drinking water,
health, sanitation etc.; that, it is not possible to
have trade without such facilities, therefore, the
conpensatory character of the entry tax has to be

adj udged with reference to the revenue collected

and with reference to the various functions of the

| ocal body. Learned counsel contended that a tax

can al so be collected by the State and then assi gned
to the local body; that such collection avoids
duplication of levy. Learned counsel contended that
uneven econom ¢ devel opnent of various States in

I ndi a hanpers and hinders free flow of trade
throughout India and, therefore, it is in the interest
of trade and conmerce that backward areas shoul d

be devel oped and, therefore, merely because the

St at es assi gned proportionately nore noney to
backward | ocal areas should not be objected to, so

| ong as good and substantial portion assigned to

the specified | ocal area fromwhich tax is collected.
Learned counsel, therefore, contended in concl usion
that a broad co-relation of the levy with the facility
was enough. Learned counsel contended that in

the case of Bolani Ores Ltd. etc. v. State of

Orissa etc. , the Taxation Act envi saged

i mposition of tax on notor vehicles actually using
the roads saying that if the facility is not used then
no tax can be collected and if collected it will not be
conpensatory. Learned counsel contended,

however, that the judgnment of this court in Bolan
Oresl6 was in the context of entry 52 list Il which
restricts the inposition of tax by actual use of roads
by vehicles. A tax upon vehicles need not be
contingent upon actual user. In this connection
reliance was placed on entry 57. Therefore, it was
submitted that a conpensatory character of tax

woul d not be |ost nerely because sone vehicl es pay
tax even though they nay not use the roads.

Learned counsel urged that under entry 57 list Il

once the vehicle is suitable for use on road, the tax
can be inmposed. Learned counsel, therefore,
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submitted that if a statute fixes a charge for
conveni ence or service provided by the State and

i mposes the tax upon those who avail thensel ves of
such service or conveni ence the freedom of trade

and commerce will not be inmpeded. As long as the
deal er/trader has a choice to use the goods brought
into the local area the | evy on such entry is
conpensatory. Learned counsel subnmitted that
Article 304(a) coupled with the test of

reasonabl eness as applied to fiscal neasures shows
that a tax which is non-discrimnatory woul d be
presuned to be conpensatory if it has some

relation to the facilities provided. Simlarly, on the
converse side a tax which is discrimnatory would

be hit by Article 301. ~Shri Dwivedi lastly subnitted
that in the case of Bihar Chanber of Conmmerce2

two principles were propounded.- It was reiterated
that there should be sonme connection between a tax
and the facilities. To that extent |earned counse
submitted that there is no discord with the

judgrment of this court in the case of Autonpbile
Transport6. The second principle propounded was

that it would be permissible to consider in the
context of entry tax that the whole of the State is
divided into | ocal 'areas and, therefore, the court
held that it would be permssible to consider

various facilities provided by the State in all the

| ocal areas. Learned counsel submitted that this
second principl e/ proposition shoul d be foll owed by

a caveat or a rider to the effect that the traders who
pay the tax in a |local area should be shown to have
been provided with substantial facilities as a class.
Learned counsel subnmitted that subject to above
caveat/rider there was no need to overrule the
judgrments of this court in the case of Bhagatranil
and in the case of Bihar Chanber of Conmmrerce2

Shri Dinesh Dwi vedi, |earned senior counse
appearing for the State of Uttar Pradesh and Shri” B
Sen, | earned senior counsel appearing for the State
of Raj asthan substantially adopted the subm ssions
made by S/ Shri P.P. Rao and Rakesh Dwi vedi
| ear ned seni or counsel

ANALYSI S OF THE RELEVANT PROVI SI ONS OF
PART-XI I 1 :

The rel evant provisions are as foll ows:

"301. Freedom of trade, commerce

and intercourse. \026 Subject to the other
provisions of this Part, trade, conmmrerce
and intercourse throughout the territory
of India shall be free.

302. Power of Parlianent to inmpose
restrictions on trade, comerce and

i ntercourse. \026 Parliament may by | aw

i mpose such restrictions on the freedom
of trade, conmerce or intercourse

bet ween one State and another or within
any part of the territory of India as nmay
be required in the public interest.

303. Restrictions on the |legislative
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powers of the Union and of the States
with regard to trade and comrerce. \026

(1) Notwithstanding

anything in article 302, neither
Parliament nor the Legislature
of a State shall have power to
nmake any |aw giving, or

aut hori zing the giving of, any
preference to one State over
anot her, or naking, or

aut hori zi ng the maki ng of, any
di scrimnation between one
State and another, by virtue of
any entry relating to trade and
conmerce in any of the Lists in
the Seventh Schedule.

(2) Nothing in clause (1)

shal | prevent Parlianment from
maki ng any | aw gi vi ng, or

aut hori zing the giving of, any
preference or making, or

aut hori zi ng the maki'ng of, any
discrimnation if it is declared
by such law that it i's necessary
to do so for the purpose of
dealing with a situation arising
fromscarcity of goods in any
part of the territory of India:

304. Restrictions on trade,

conmer ce and i ntercourse anong

States. \026 Notw thstandi ng anything in
article 301 or article 303, the Legislature
of a State may by | aw

(a) i mpose on goods i nported
fromother States or the
Union territories any tax
to which simlar goods
manuf act ured or

produced in that State are
subj ect, so, however, as
not to discrinmnate

bet ween goods so

i nported and goods so
manuf act ured or

produced; and

(b) i mpose such reasonabl e
restrictions on the

freedom of trade,

commerce or intercourse

with or within that State

as may be required in the
public interest:

Provided that no Bill or anmendnent

for the purposes of clause (b) shall be
i ntroduced or noved in the Legislature
of a State without the previous sanction
of the President."
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| NTRODUCTI ON

Section 8 of Article 1 of the U S Constitution
contains what is called "Comerce O ause", which
regul ates trade and commerce. Keeping in nmind the
dual form of government in USA and the concept of
"Police Power" vis-‘-vis the "Taxing Power", the U S
Supreme Court has held that the commerce power
enbodi ed in the comrerce clause inplies the power
to regulate; that is the power to prescribe the rule
by which comrerce is to be governed (See:
Constitutional Law by Stone). Section 8 of Article 1
is an authorization in favour of the Congress to
enact |laws for the protection and encouragenent of
conmer ce anong the States. By its own force, it
creates an area of trade free frominterference by
the States. Therefore, the comrerce clause is per
se a limtation upon the power of the States and is
not dependent upon the | aw being enacted. It
prohibits the States fromenacting a 'l aw which
i npedes free flow of trade between the States.

On the other hand, section 92 of the
Australian Constitution provides for freedom of
trade and commerce. /It does not seek to regulate as
in case of comerce clause. However, it has been
hel d i n nunerous decisions of the Privy Council and
the Australian H gh Courts that section 92 |eaves
open the regul ati on of trade and comerce at al
events until the regul ation is enacted provided it
does not inpede the true freedomof inter-State
comerce. This reasoning is based on'the principle
that all trade and conmerce nust be conducted
subject to law. Thus, we have the difference
bet ween taxing and regulatory laws. = This is how
the concept of "regulatory charges" cane about.

Article 301 is inspired by section 92 of the
Australian Constitution when it refers to freedom of
trade and commerce, however, Article 301 is subject
to limtations and conditions in Articles 302, 303
and 304 which are borrowed fromthe conmerce
clause under Article 1 of the US Constitution
Therefore, Part-Xl1l is an anmal gam of the United
States and Australian Constitutions which brings
out the difference between regulatory and taxing
powers. This is how the concept of Paynent for
Revenue and concept of Paynent for Regul ation
arose. This is how the regul atory power stood
excluded fromthe taxi ng power and on that
reasoni ng in Autonobile Transport6 case, this
Court took the view that conpensatory taxes
constitute an exception to Article 301. It is a
judicially evolved concept. However, the basis of
that concept was not discussed by this Court in
that case which we have done in this case. Suffice
it to state at this stage that the basis of specia
assessnments, betterment charges, fees, regulatory
charges is "reconpense/rei nburserment” of the cost
or expenses incurred or incurrable for providing
services/facilities based on the principle of
equi val ence unli ke taxes whose basis is the concept
of "burden" based on the principle of ability to pay.
At this stage, we may clarify that in the above case
of Aut onpbile Transport6, this Court has equated
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regul atory charges with conpensatory taxes and
since it is the view expressed by a Bench of seven
Judges, we have to proceed on that basis. The fall-
out is that conpensatory tax becones a sub-class of
f ees.

SCOPE OF ARTI CLES 301, 302 AND 304:

Article 301 states that subject to the other

provisions of Part-XI1l, trade, comrerce and
i ntercourse throughout India shall be free. It is not
freedomfromall |aws but freedom from such | aws

whi ch restrict or affect ‘activities of trade and
conmer ce anongst the States. Although Article

301 is positively worded, in effect, it is negative as
freedom correspondi ngly creates general linmitation
on all legislative power to ensure that trade,
comerce and intercourse throughout India shal

be free. 'Article 301, therefore, refers to freedom
fromlaws which go beyond regul ati ons whi ch

burdens, restricts or prevents the trade novenent
between States and also within the State. Since
"freedont correspondingly inmposes "limtation", we
have the doctrine of "direct and i nmedi ate effect” of
the operation of the inpugned | aw on the freedom of
trade and comerce in Article 301 as enunciated in
Atiabari Tea Co.4 .

Article 301 is, therefore, not only an

aut hori zation to enact laws for the protection and
encour agenent of trade and comerce anpngst the
States but by its own force creates an area of trade
free frominterference by the State and, therefore,
Article 301 per se constitutes lLimtation on the

power of the State. Article 301 is, however,
subj ect to the other provisions of Articles 302, 303
and 304. It states that subject to other provisions
of Part-XIll, trade, conmerce and intercourse

t hroughout India shall be free.

Article 301 is binding upon the Union
Legi slature and the State Legislatures, but
Parlianment can get rid of the limtation inposed by
Article 301 by enacting a | aw under Article 302.
Simlarly, a |law nade by the State Legislature in
conpliance with the conditions inmposed by Article
304 shall not be hit by Article 301. Article 301 thus
provides for freedomof inter-State as well as intra-
State trade and commerce subject to other
provisions of Part-XI1l and correspondingly it
i nposes a general limtation on the |egislative
powers which imtation is relaxed under the
foll owi ng circumstances:
a) Limtation is relaxed in favour of the
Parliament under Article 302, in
whi ch case Parlianment can inpose
restrictions in public interest.
Al though the fetter is limted
enabling the Parlianment to inpose
by law restrictions on the freedom of
trade in public interest under Article
302, nonetheless, it is clarified in
clause (1) of Article 303 that
not wi t hst andi ng anyt hi ng cont ai ned
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in Article 302, the Parlianment is not
aut hori zed even in public interest,

in the making of any law, to give
preference to one State over

anot her. However, the said
clarification is subject to one
exception and that too only in

favour of the Parliament, where

di scrimnation or preference is

adnmi ssible to the Parlianment in
maki ng of laws in case of scarcity.
This is provided in clause (2) of
Article 303.

b) As regards the State Legislatures,
apart fromthe limtation inposed by
Article 301, clause (1) of Article 303
i mposes additional “1imtation,

nanely, that it must not give
preference or nake discrimnation

bet ween one State or another in
exercise of its powers relating to
trade and commerce under Entry 26

of List-11 or List-I1l. However, this
[imtation on the State Legislatures
islifted in tw cases, nanely, it my
i npose on goods i nmported from

sister State(s) or Union Territories
any tax to which sinilar goods
manufactured in its own State are

subj ected but not so as to

di scrim nate between the inported
goods and the goods nanufactured
inthe State [See Clause (a) of Article
304]. In other words, clause (a) of
Article 304 authorizes a State
Legi sl ature to i npose a non-

di scrimnatory tax on goods

i mported fromsister State(s), even
though it interferes with the freedom
of trade and conmerce guarant eed

by Article 301. Secondly, the ban
under Article 303(1) shall stand
lifted even if discrimnatory
restrictions are inposed by the State
Legi sl ature provided they fulfill the
foll owi ng three conditions, namely,
that such restrictions shall be in
public interest; they shall be
reasonabl e; and lastly, they shall be
subj ect to the procurenent of prior
sanction of the President before

i ntroduction of the bill

Broadl y, the above analysis of the schene of

Articles 301 to 304 shows that Article 304 relates to
the State Legislature while Article 302 relates to the
Parliament in the matter of lifting of limtation,

whi ch, as stated above, flows fromthe freedom of
trade and commerce guaranteed under Article 301.
Article 304 al so confers upon the State Legislature
power to lift the limtations inposed on it by Article
301 and clause (1) of Article 303. This aspect is

i mportant because the doctrine of "direct and

i medi ate effect” which is nmentioned in Atiabar

Tea Co.4 emerges fromthe concept of "limtation"
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enbodied in Article 301. It is this doctrine of direct
and i nmmedi ate effect which constitutes the basis of

the working test propounded vide para 19 in

Aut onobi | e Transport6. Therefore, whenever the

law i s inpugned as violative of Article 301, the
Courts will have to exami ne the effect of the
operation of the inpugned |aw on the inter-State

and the intra-State novenent of goods, which

noverment constitutes an integral part of trade.

We have exani ned and anal yzed the rel evant
provisions of Part-XI1l and particularly Article 301
as we are required to |ay down the paraneters of
conpensatory tax vis-‘-vis Article 301, as indicated
vi de para 27 of the referral order

GENERI C CONCEPT OF COVPENSATORY TAX:

| NTRODUCTI ON

The concept of conpensatory tax is not there

in the Constitution but is judicially evolved in
Aut onobi I'e Transport6 as a part of regulatory
charge. Consequently, we have to go into concepts
and doctrines of taxing powers vis-‘-vis regulatory
powers, particularly when the concept of
conpensatory tax was judicially crafted as an
exception to Article 301 in Autonobile Transport6.

DI FFERENCE BETWEEN EXERCI SE OF TAXI-NG
AND REGULATORY POVWER

In the generic sense, tax, toll, subsidies etc.

are mani festations of the exercise of the taxing
power. The primary purpose of a taxing statute is
the collection of revenue. On the other hand,
regul ati on extends to adm nistrative acts which
produces regul ative effects on trade and comerce.
The difficulty arises because taxation is also used as
a neasure of regulation. There is a working test to
deci de whether the law inpugned is the result of the
exerci se of regulatory power or whether it is the
product of the exercise of the taxing power. |If the
i mpugned | aw seeks to control the conditions under

whi ch an activity like trade is to take place then
such law is regulatory. Paynment for regulation is
different from paynment for revenue. |If the

i mpugned taxi ng or non-taxing | aw chooses an
activity, say, novenent of trade and commrerce as

the criterion of its operation and if the effect of the
operation of such a lawis to inpede the activity,
then the lawis a restriction under Article 301.
However, if the | aw enacted is to enforce discipline
or conduct under which the trade has to perform or

if the paynent is for regulation of conditions or

i ncidents of trade or manufacture then the levy is
regulatory. This is the way of reconciling the
concept of compensatory tax with the schene of
Articles 301, 302 and 304. For exanple, for
installation of pipeline carrying gas from CGujarat to
Raj ast han, which passes through MP., a fee

charged to provide security to the pipeline will cone
in the category of manifestation of regulatory power.
However, a tax |levied on sale or purchase of gas
which flows fromthat very pipe is a nmanifestation of
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exerci se of the taxing power. This exanple indicates
the difference between taxing and regul atory powers

[ See: Essays in Taxation by Seligman].

Dl FFERENCE BETWEEN "A TAX", "A FEE' AND

" A COVPENSATCORY TAX":

PARAMETERS OF COVPENSATORY TAX: -

As stated above, in order to lay down the
paranmeters of a conpensatory tax, we must know
the concept of taxing power.

Tax is levied as ‘a part of common burden. The
basis of a tax is the ability or the capacity of the
taxpayer to pay. The principle behind the Ievy of a
tax is the principle of ability or capacity. |In the case
of a tax, there isno identification of a specific
benefit and even'if such identification is there, it is

not capable of direct neasurenment.. In the case of a
tax, a particular advantage, if it exists at all, is
incidental to the States’ action. It is assessed on

certain elenments of business, such as, manufacture,
purchase, sale, consunption, use, capital etc. but

its paynment is not a condition precedent. It is not a
termor condition of a'licence. A fee is generally a
termof a licence. A tax is a paynent where the

speci al benefit, if any, is converted into common
bur den.

On the other hand, a feeis based onthe
"principle of equivalence". This principle is the
converse of the "principle of ability" to pay. In the
case of a fee or conpensatory tax, the "principle of
equi val ence" applies. The basis of a fee or a
conpensatory tax is the same. - The main basis of a
fee or a conpensatory tax is the quantifiable and
nmeasur abl e benefit. |In the case of a tax, even if
there is any benefit, the same is incidental to the
governnent action and even if such benefit results
fromthe governnment action, the same is not
measur abl e. Under the principle of equival ence, as
applicable to a fee or a conpensatory tax, there is
an indication of a quantifiable data, nanely, a
benefit which is measurable.

A tax can be progressive. However, a fee or a
conpensatory tax has to be broadly proportiona
and not progressive. In the principle of equival ence,
which is the foundation of a conpensatory tax as
well as a fee, the value of the quantifiable benefit is
represented by the costs incurred in procuring the
facility/services which costs in turn become the
basi s of rei mbursenent/reconpense for the
provider of the services/facilities. Compensatory
tax is based on the principle of "pay for the val ue".

It is a sub-class of "a fee". Fromthe point of view of
the CGovernment, a conpensatory tax is a charge for
offering trading facilities. It adds to the val ue of

trade and commerce which does not happen in the
case of a tax as such. A tax nmay be progressive or
proportional to incone, property, expenditure or
any other test of ability or capacity (principle of
ability). Taxes nmay be progressive rather than
proportional. Conpensatory taxes, |like fees, are

al ways proportional to benefits. They are based on
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the principle of equival ence. However, a
conpensatory tax is levied on an individual as a
menber of a class, whereas a fee is levied on an

i ndi vidual as such. If one keeps in mnd the
"principle of ability" vis-‘-vis the "principle of
equi val ence", then the difference between a tax on
one hand and a fee or a conpensatory tax on the

ot her hand can be easily spelt out. Ability or
capacity to pay is nmeasurable by property or renta
val ue. Local rates are often charged according to
ability to pay. Reinbursement or reconpense are

the cl osest equival ence to the cost incurred by the
provi der of the services/facilities. The theory of
conpensatory tax is that it rests upon the principle
that if the governnent by sone positive action
confers upon individual (s), a particular neasurabl e
advantage, it is only fair to the community at |arge
that the beneficiary shall pay for it. The basic

di fference between a tax on one hand and a

fee/ conpensatory tax on the other hand is that the
forner is based on the concept of burden whereas
conpensatory tax/fee is based on the concept of
reconpense/rei mbursenent. For a tax to be
conpensatory, there nust be sone |ink between the
guantum of tax and/the facility/services. Every
benefit is neasured in ternms of cost which has to be
rei mbursed by conpensatory tax or in the form of
conpensatory tax. 'In other words, compensatory

tax is a reconpense/rei mbursenent.

In the context of Article 301, therefore,
conpensatory tax is a conpul sory contribution
| evied broadly in proportion to the special benefits
derived to defray the costs of regulation or to neet
the outlay incurred for sonme special advantage to
trade, comrerce and intercourse. |t may
incidentally bring in net-revenue to the governnment
but that circunstance is not an essential ingredient
of conpensatory tax.

Si nce conmpensatory tax is a judicially evolved
concept, understandi ng of the concept, as discussed
above, indicates its paraneters.

To sumup, the basis of every levy is the

controlling factor. |In the case of "a tax", the levy is
a part of conmon burden based on the principle of
ability or capacity to pay. In the case of "a fee", the

basis is the special benefit to the payer (individua
as such) based on the principle of equival ence.

When the tax is inposed as a part of regulation or
as a part of regulatory measure, its basis shifts from
the concept of "burden" to the concept of

nmeasur abl e/ quantifiabl e benefit and then it

becomes "a conpensatory tax" and its paynent is

then not for revenue but as rei nbursenent/
reconpense to the service/facility provider. It is
then a tax on reconpense. Conpensatory tax is by
nature hybrid but it is nmore closer to fees than to
tax as both fees and conpensatory taxes are based

on the principle of equival ence and on the basis of
rei mbursenment/reconpense. |f the inpugned | aw
chooses an activity |like trade and commerce as the
criterion of its operation and if the effect of the
operation of the enactnent is to inpede trade and




http://JUDIS.NIC IN SUPREME COURT OF | NDI A

Page 23 of 25

comrerce then Article 301 is viol ated
BURDEN ON THE STATE:

Appl yi ng the above tests/paraneters,
whenever a law is inpugned as violative of Article
301 of the Constitution, the Court has to see
whet her the inpugned enactnent facially or
patently indicates quantifiable data on the basis of
whi ch the conpensatory tax is sought to be |evied.
The Act must facially indicate the benefit which is
quantifiable or measurable. It nust broadly
i ndicate proportionality to the quantifiable benefit.
If the provisions are anbi guous or even if the Act
does not indicate facially the quantifiable benefit,
the burden will be onthe State as a service/facility
provider to show by placing the naterial before the
Court, that the paynent of conpensatory tax is a
rei mbur sement /reconpense for the quantifiable/
neasur abl'e benefit provided or to be provided to its
payer(s). - As soon as it is shown that the Act
i nvades freedomof trade it is necessary to enquire
whet her the State has proved that the restrictions
i nposed by it by way of taxation are reasonable and
in public interest /within the meaning of Article
304(b) [See: para 35 of the decision inthe case of
Khyerbari Tea Co. Ltd. & Anr. v. State of Assam
& Ors., reported in AIR 1964 SC 925].

SCOPE COF ARTI CLES 301, 302 & 304 VIS-@VIS
COVPENSATORY TAX:

As stated above, taxing | aws are not excluded
fromthe operation of Article 301, which neans that
tax | aws can and do anount to restrictions on the

freedom guaranteed to trade under Part-XI1 of the
Constitution. This principle is well settled in the
case of Atiabari Tea Co.4 . It is equally inportant

to note that in Atiabari Tea Co.4, the Suprene

Court propounded the doctrine of "direct and

i medi ate effect”. Therefore, whenever a lawis
chal | enged on the ground of violation of Article 301,
the Court has not only to exam ne the pith and
substance of the levy but in addition thereto, the
Court has to see the effect and the operation of the
i mpugned |l aw on inter-State trade and comerce as
well as intra-State trade and comrerce.

When any | egislation, whether it would be a
taxation law or a non-taxation law, is challenged
before the court as violating Article 301, the first
guestion to be asked is: what is the scope of the
operation of the |aw? Wether it has chosen an
activity like nmovenent of trade, comerce and
i ntercourse throughout India, as the criterion of its
operation? |If yes, the next question is: what is the
ef fect of operation of the law on the freedom
guaranteed under Article 301? If the effect is to
facilitate free fl ow of trade and commerce then it is
regulation and if it is to inpede or burden the

activity, then the lawis a restraint. After finding

the law to be a restraint/restriction one has to see
whet her the inpugned |aw is enacted by the
Parliament or the State Legislature. Cause (b) of
Article 304 confers a power upon the State
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Legislature simlar to that conferred upon
Parliament by Article 302 subject to the follow ng
di fferences: _

(a) Wil e the power of Parlianent
under Article 302 is subject to the

prohi bition of preference and

di scrimnation decreed by Article

303(1) unless Parlianent nakes the

decl arati on under Article 303(2),

the State power contained in Article
304(b) is made expressly free from

the prohibition contained in Article
303(1) because the openi ng words

of Article 304 contains a non-

obstante cl ause both to Article 301

and Article 303.

(b) VWil e the Parlianent’s power to
i npose restrictions under Article

302 is not subject to the

requi renent of reasonabl eness, the
power of the State to inpose
restrictions under Article 304 is

subj ect to the condition-that they

are reasonabl e.

(c) An additional requisite for the
exerci se of the power under Article
304(b) by the State Legislature is
that previous Presidential sanction
is required for such | egislation

VWHY WAS THE MATTER PLACED BEFORE A
BENCH CF FI VE JUDGES:

The concept of conpensatory - taxes was
propounded in the case of Autonpbile Transport6
i n which conpensatory taxes were equated with

regul atory taxes. |In that case, a working test for
deci di ng whether a tax is conpensatory or not was
laid down. In that judgment, it was observed that

one has to enquire whether the trade as a class is
havi ng the use of certain facilities for the better
conduct of the trade/business. This working test
remai ns unaltered even today.

As stated above, in the post 1995 era, the said
wor ki ng test propounded in the Autonobile
Transport6 stood disrupted when in Bhagatrams
casel, a Bench of three Judges enunciated the test
of "some connection" saying that even if there is
sone |ink between the tax and the facilities
extended to the trade directly or indirectly, the |levy
cannot be inmpugned as invalid. |In our view, this
test of "some connection" enunciated in
Bhagatram s casel is not only contrary to the
wor ki ng test propounded in Autonobile
Transport’s case6 but it obliterates the very basis
of compensatory tax. W nay reiterate that when a
tax is inposed in the regulation or as a part of
regul atory nmeasure the controlling factor of the |evy
shifts from burden to rei nbursenent/reconpense.
The working test propounded by a Bench of seven
Judges in the case of Autonobile Transport6 and
the test of "some connection" enunciated by a
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Bench of three Judges in Bhagatram s casel

cannot stand together. Therefore, in our view, the
test of "some connection" as propounded in
Bhagatrami s casel is not applicable to the concept
of compensatory tax and accordingly to that extent,
the judgnents of this Court in Bhagatram

Raj eevkumar v. Comm ssioner of Sal es Tax,

MP.1 and State of Bihar v. Bihar Chanber of
Commerce2 stand overrul ed.

Bef ore concl udi ng, we may point out that
parties before us have taken nore or |ess extrene
positions and, therefore, we have not exam ned the
argunents in seriatim

CONCLUSI ON
I n our opinion, the doubt expressed by the
referring Bench about the correctness of the
deci sion i'n Bhagatranis case 1 followed by the
j udgrment inthe case of Bi har Chanber of
Commerce 2 was wel | -founded.

We reiterate that the doctrine of "direct and
i medi ate effect” of the- inpugned | aw on trade and
conmer ce under Article 301 as propounded in
Atiabari Tea Co. Ltd.  v. State of Assamd and the
wor ki ng test enunciated in Autonobil e Transport
(Rajasthan) Ltd. v. State of Rajasthan6 for
deci di ng whether a tax is conmpensatory or not vide
para 19 of the report, will continue to apply and the
test of "sone connection" indicated in para 8 of the
j udgrment in Bhagatram Raj eevkumar v.
Comm ssioner of Sales Tax, MP.1 and followed in
the case of State of Bi har v. Bi har Chanber of
Conmerce2, is, in our opinion, not good | aw.
Accordingly, the constitutional validity of various
| ocal enactnments which are the subject nmatters of
pendi ng appeal s, special |eave petitions and wit
petitions will now be listed for being disposed of in
the light of this judgment.




