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The following Order of the Court was delivered : Leave granted in specia
| eave petitions.

In this batch of appeals, the constitutional validity of the Haryana Loca
Area Devel opment Tax Act, 2000 has been chall enged primarily on two
grounds, first: that the Act is violative of Article 301 of the
Constitution and is not saved by Article 304 and second: that the Act in
fact seeks to levy sales tax on inter-state sales, which is outside the
conpetence of the State Legislature

After we had been addressed at |l ength on the first of these issues by both
sides, we were of the view, and the counsel for the appearing parties al so
submitted, that the question needed to be referred to a |arger Bench under
Article 145(3) of the Constitution. Argunents on the second issue were,
therefore, not concluded and will be necessary only if the first issue is
deci ded agai nst the appell ants.

The factual background in which the issues are raised is briefly stated.
The appellants are all industries or associations of industries

manuf acturing their products within the State of Haryana. The raw materia
for their respective products is purchased fromoutside the State. Mst of
the finished products are sent to other states on stock transfer or on
consi gnnent basis. It is the admtted position that sal es tax both on the
"inport of the raw material and on the 'export’ of finished products is not
payabl e nor paid by the appellants to the State of Haryana.

The Act cane into force w.e.f. 5th May 2000 "to provide for |evy and
collection of tax on the entry of goods into the local areas of the State
of Haryana for consunption for use therein and matters incidental thereto
and connected therewith". In 2001 the Preanbl e has been anmended. The obj ect
of the Act now reads "to provide for levy and collection of tax on the
entry into a local area of the State of Haryana, of -a notor vehicle for use
or sale, and of other goods for use or consunption, therein and natters

i ncidental thereto and connected therewith". We do not consider it
appropriate to discuss the various provisions of the Act which have been
anal yzed by the parties before us but only highlight the aspects of the Act
which, in our opinion, are relevant for the purpose of this reference under
Article 145(3).

The Act seeks to inpose entry tax on all goods brought into a "local area"
The phrase 'l ocal area’ has been defined in Section 2(14) of the Act as
nmeani ng

"an area within the limts of a Minicipal corporation established under the
Haryana Muni ci pal Corporation Act, 1994 (Haryana Act 16 of 1994), or a
muni ci pal ity established under the Haryana Minicipal Act, 1973 (Haryana Act
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24 of 1973), or a Town Board or a Cantonment Board established under the
Cantonment Act, 1924 (Central Act 2 of 1924), or a Zila Parishad

est abl i shed under the Haryana Panchayati Raj Act, 1994 (Haryana Act No. 11
of 1994), or any other local authority constituted or continued under any
law for the time being in force"

The entire State is divided into | ocal areas. The Act ostensibly covers not
only vehicles bringing goods into the state but also vehicles carrying
goods fromone |local area to another. However, those who pay sales tax to
the State are exenpted from paynment of the entry tax. Utinmately the entry
tax only falls on concerns |like the appellants which, by virtue of the
provisions of the Central Sales Tax Act, 1956, pay sales tax on the
purchase of raw material ‘and sale of finished goods to other States and do
not pay sales tax to the State of Haryana. Under section 22 of the Haryana
Act, "The tax collected under this Act shall be distributed by the State
Gover nnment anongst the local bodies to be utilised for the devel opnent of

| ocal areas". This, shortly put; is the context in which the challenge to
the Act under Article 301 has been made.

Article 301 of the Constitution which guarantees freedom of trade, comrerce
and intercourse says :

"Subj ect to the other provisions of this Part, trade, conmrerce and
i ntercourse throughout the territory of India shall be free"

In Atiabari Tea Co. Ltd v. State of Assam [1996] 1 SCR 809. it was held
that taxing |laws are not excluded fromthe operation of Article 301; which
nmeans that tax | aws can and do anmpunt to restrictions on the freedons
guaranteed to trade under Part XI'll 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 Atiabari Tea it is was hel'd that only such taxes as directly
and imedi ately restrict trade would fail within the purview of Article
301 and that, any restriction in the formof taxes inposed on the carriage
of goods or their nmovenent by the State Legislature can only be done after
satisfying the requirenents of Article 304(b). The Statute which was

chall enged in Atiabari Tea was the Assam Taxation (on goods carried by
Roads and Inland Waterways) 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), it was decl ared
void Simlarly, the Act which is inpugned before us inposes a restriction
on trade and would fall foul of Article 301, particularly when the

provi sions of Article 304(b) have not been adhered to:

However, an exception to Article 301 and its operation was judicially
crafted in Autonobile Transport (Rajasthan) Ltd. v. State of Rajasthan
[1962] 1 SCR 491. The challenge in that case was to the Rajasthan Motor
Vehi cl es Taxation Act, 1951. The chal |l enge under Article 301 was rejected
by the Constitution Bench by holding that "the taxes are conpensatory taxes
whi ch instead of hindering trade, comerce and intercourse facilitate them
by providing and maintaining the roads". The foll owi ng observation at

par agraph 21 of the report also merit attention :

"If a statute fixes a charge for a convenience or service provided by State
or an agency of the State and inposes it upon those who choose to avai
thensel ves of the service or convenience, the freedom of trade and commrerce
may well be considered uninpaired."”

Art 304(a) inpose on goods inported fromother States [or the Union
territories] any tax to which sinml|ar goods manufactured or produced in
that State are subject, so. however, as not to discrinnate between goods
so i nported and goods so manufactured or produced, and b) inpose such
reasonabl e restrictions on the freedom of trade, comrerce or intercourse
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with or within that State as may be required in the public interest

Thus the concept of "conpensatory taxes'" was propounded. Therefore taxes
whi ch woul d otherwi se interfere with the unfettered freedons under Article
301 will be protected fromthe vice of unconstitutionality if they are
conpensatory. The question therefore is. is the Act inmpugned in the present
case conpensatory?

In Autonobile Transport, it was said
Y a working test for deciding whether a tax is compensatory or not is
to enquire whether the trades people are having the use of certain
facilities for the better conduct of their business and pining no! patently
much nore than what is required for providing the facilites. "

(Enphasi s added)

Ri ght from 1962 upto 1995, this working test was applied by this Court only
inrelation to Mdtor Vehicles Taxes for deciding Wether it was
conpensatory or not. The decisions proceeded on the principle adunbrated m
Aut onobi I'e _Transport whi ch-Was paraphrased by Mathew, J speaking for a
Bench of three Judges in G K¢ Krishnan v. State of Tanmi|l Nadu, [1975] 1
SCC 375 that "the very idea of conpensatory tax is service nore or |ess
commensurate with the tax |l evied'. As the operation of notor vehicles has
direct relation to/'the use of roads/bridges, the statistics relating to
recei pts and expendi ture for constructing road and bridges for sone years
were considered in each case in order-to judge whether the tax was not
patently nmore than what was required to provide the facility, and

t her ef ore conpensatory. [ See : Shai k Madar Saheb & Ors. v. The State of
Adhra Pradesh. [1972] 4 SCC 635; Bolani Oes Ltd v. State of Oissa, [1974]
2 SCC 777; G K Krishnan v. State of Taml Nadu, [1975] 1,SCC 375; Ms.
International Tourist Corporation vy, Stale of Haryana, [1981] 2 SCC 318;
Mal wa Bus Service (P) Ltd. v. Stale of Punjab, [1983] 3 SCC 237; Ms.
Meenakshi v. State of Karnataka, AR (1983) SC 1283; B. A Jayaramyv.

Uni on of India [1984] 1 SCC - 168 and State of Mharashtra v. Mdhukar
Bal kri shna Badi ya, [1 988]4 SCC 290.

The only case cited at the bar dealing with tax other than notor vehicles
tax during the aforenentioned period is the case of Kamalit Singh v.
Muni ci pal Board, [1986] 4 SCC 174. In that case the toll tax'levied under
the U.P. Miunicipalities Act on vehicles and ot her conveyances entering the
Municipal limts was tested fromthe standpoint of Article 301. It was held
that the tax cannot be treated to be conpensatory tax for the reason that
the Munici pal Board provided no facilities whatever to the owners of
vehicles like State carriages maki ng use of national highway in gquestion

The foll owi ng propositions are deducible fromthese cases :

1) The essence of article 301 is a right of free novenent of trade w thout
any obstructions by way of barriers - inter-state or intra-state or

i mpedi ments operating as such barriers. Taxes which-have a direct inmpact on
the flow of trade and commerce constitute a violation of Article 301 unless
the legislation is brought within the scope of Article 304(b).

2) The tax levied upon the entry of goods into a |local area for the

pur pose of use, consunption or sale therein has a direct effect on the
novenent of goods and therefore it can be saved only if the levy is in the
nature of conpensatory tax for the use of trading facilities or it comes
under the protective unbrella of Article 304.

3) So long as a tax remmins conpensatory or regulatory, it cannot operate
as a hindrance to trade. Regul atory neasures or conpensatory taxes inposed
to provide facilities and services to traders do not affect the freedom
contenplated by Article 301 and such neasure/taxes need not conply with the
requi rements of Article 304.
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4) Tax inposed for augnenting general revenues of the State such as Sal es

Tax, is not conpensatory. However, Mtor Vehicles Tax is a typical instance
of compensatory tax because, in substance, it is a tax inposed for the use

of roads in the State and the tax enables the State to provide and naintain
roads.

5) It is of the essence of conpensatory tax that the service rendered or
facility provided shoul d be nore or |ess comensurate with the tax |evied.

6) A tax does not cease to be conpensatory in nature nmerely because the
preci se or specific ambunt collected is not actually used in providing the
facilities. However, the existence of a specific, identifiable object

behi nd the | evy and a nexus between the subject and the object of the |evy
is necessary to uphold a regulatory and conpensatory tax.

7) The expenditure for providing the facilities my be nmet from other
sour ces.

8) The actual user of the facility pay the tradesnmen who are subject to the
tax is immterial

Apart fromthese principles, the appellants have urged additional grounds
for holding that the inmpugned Act is not compensatory. It has been
submitted that (1) A taxation neasure which seeks to inpose tax only on a
section or a class of traders and excl ude substantial section of the
traders cannot be called conpensatory tax. Uniformity in the incidence of
taxation so as to bring all the traders who use the facility wi thin the net
of taxation is an essential attribute of conpensatory tax, (2) Tax inposed
on ad val orem basi s can never be conpensatory tax, and (3) if an anenity or
service is already taxed under other |laws, the tax in question cannot be
regarded as conpensatory.

Anot her question of inportance which needs an answer to decide the
controversy in the case on hand is whether the conpensatory nature of tax
shoul d be self-evident fromthe taxing lawitself or could it be judged
fromthe manner in which the tax revenue is utilized in course of tine?

In 1995, sone of the principles set out supra appear to have been devi ated
fromwhen the principle of conpensatory tax was applied to entry tax in
Bhagat Ram v. Comm ssioner of Sales Tax, [1995] 1 SCC 673 which was deci ded
by a Bench of three Judges.

I n Bhagat Ram v. Conmi ssioner of Sales Tax (supra), the subject matter of
chal |l enge was the M P. Sthaniya Kshetra Me Mal Ke Pravesh Par Kar

Adhi niyam (1976). In that case, although it was denonstrated by the
appel | ant - State and not disputed by the respondents that the |levy was
conpensatory neverthel ess the court went on to say :

"The submi ssion of Shri Ashok Sen, |earned senior counsel that conpensation
is that which facilitates the trade only does not appear to be sound. The
concept of compensatory nature of tax has been wi dened and if there is
substantial or even sone |ink between the tax and the facilities extended
to such dealers directly or indirectly the | evy cannot be inpugned as
invalid. The stand of the State that the revenue earned is bei ng nade over
to the local bodies to conpensate themfor the | oss caused, nmakes the

i mpost conpensatory in nature, as augnentation of their finance would
enabl e themto provide nunicipal services nore efficiently, which would
hel p or ease free flow of trade and comerce, because of which the inpost
has to be regarded as conmpensatory in nature, in view of what has been
stated in the aforesaid decisions, nore particularly in Hansa Corpn. Case."

The reference to State of Karnataka v. Hansa Corporation, [1980] 1 SCC 697
by the Court was inapposite. In Hansa's case although the challenge was to
the levy of entry tax, the issue whether the tax was conpensatory in nature
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was expressly left open. This is what the Court had said

"The State did not attenpt in the Hi gh Court to sustain the validity of the
i mpugned tax | aw on the submission that it was conpensatory in character.
No attenpt was made to establish that the dealers in schedul ed goods in a

| ocal area would be availing of municipal services and nunicipal services
can be efficiently rendered if the nunicipality charged with a duty to
render services has enough and adequate funds and that the inpugned tax was
a neasure for conpensating the municipalities for the | oss of revenue or
for augnenting its finances. As such a stand was not taken, it is not
necessary for us to exam ne whether the tax is conpensatory in character "
In fact the inpugned Act was saved because Article 304 had been conplied
with. It was for that reason al one that the Act could not be struck down on
the ground that it was violative of Article 301. W find nothing in Hansa
Corpn. 's case which seens to support the proposition enunciated in the
passage quoted above.

The dicta in Bhagat Ranis case (supra) was relied on by a Bench of two
Judges in the case of State of Bihar v. Bi har Chanber of Conmerce, [1966] 9
SCC 136 which reiterated the position that "sone-connection" between the
tax and the trading facilities is sufficient to characterize it as
conpensatory tax. The Court went further and took judicial notice of the
fact that the State provides several facilities to the trade such as |aying
and mai ntenance of /'roads, waterways, nmarkets etc.. and on this prem se,
held that the entry tax was conpensatory in nature. The |earned Judges did
not consider it necessary to insist on the State conming forward with the
details of facilities provided to the traders and the expenditure incurred
or incurrable thereafter. Even though the Act was upheld on an independent
ground i.e. conpliance with Article 304(b), neverthel ess the
characterization of the Act inpugned in that case as conpensatory and the
reasoni ng adopted for that concl usion cannot be brushed aside as nere
obiter dicta.

It is contended by the appel llants, w th considerable force, that if the
concept of compensatory tax has to be understood in the manner in which it
has been viewed by the Court in the decisions of Bhagat Ram and Bi har
Chanber of Commerce, there will be no practical distinction between a tax
rai sed for general revenue purposes and a conpensatory tax nmeant for the
speci fic purpose of providing facilities or services to the persons
subjected to the tax. All State revenues are presumably expended or at

| east are expendible only for the welfare of the nation or the State as a
whole. This may result in a general economc upliftnment and the betternent
of all facets of life including ultimately and in an indirect sense the
tradi ng comunity. The approach in the two deci sions noted does away with
the difference between taxes in general and conmpensatory taxes. If that is
the law then any tax could pass the test of conpensatory tax judged from
the standard applied. Then no tax can inpinge on the freedom ordai ned by
Article 301, a result which, it is pointed out, would go counter to the
Court’s decision in Atiabari Tea and the long |ine of authorities referred
to earlier starting with the Autonpbile Transport case.

In the present case, Section 22 which we have quoted earlier, 'says that the
tax shall be given to |l ocal bodies for utilization for the devel opnent of

| ocal areas. There is nothing in Section 22 to indicate that the

"devel opnent of | ocal area" neans devel opnent of roads or other trading
facilities. It is argued by the appellants that the tax levied on the
appel l ants could in fact be used purely for '"non trading facilities’ such
as setting up schools, hospitals, housing etc. No attenpt has been nade by
the respondents in any of the special appeals to produce figures to show a
nexus between the |l evy collected and any service or facility rendered or to
be rendered. But the High Court rejected the challenge to the Haryana Act
on the basis of the aforesaid observation in Bi har Chanber of Commerce

To sumup : the pre-1995 decisions held that an exaction to rei nmburse/
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reconpense the State the cost of an existing facility nade avail able 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
must, nore or |ess, be commensurate with the cost of the service or
facility. The deci sions enmphasi sed that the inposition of tax nmust be with
the definite purpose of neeting the expenses on account of providing or
adding to the trading facilities either inmmediately or in future provided
the quantum of tax sought to be generated is based on a reasonable relation
to the actual or projected expenditure on the cost of the service or
facility.

The deci sions in Bhagat Ram and Bi har Chamber of Commrerce now say that even
if the purpose of inposition of the tax is not nerely to confer a specia
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 incidental benefit to traders by reason of
stepping up the devel opmental activities in various |ocal areas of the
State can be legitimtely brought within the concept of conpensatory tax,
the nexus between the tax known as conpensatory tax and trading facilities
not being necessarily either direct or specific.

Si nce the concept of conpensatory tax has been judicially evolved as an
exception to the provisions of Article 301 and as the paraneters of this
judicial concept are blurred particularly by reason of the decisions in
Bhagat Ram (supra) and Bi har Chanber of Conmerce (supra). We are of the
view that the interpretation of Article 301 vis-a-vis conpensatory tax
shoul d be authoritatively laid down with certitude by the Constitution
Bench under Article 145(3).

In the circunstances let all these matters be placed before the Hon ble
Chi ef Justice for appropriate directions.




