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(II) REGULATORY AND COMPENSATORY MEASURES.

CONSTITUTIONAL PROVISIONS
ARTICLES (301-304) CONSTITUTION
S.297 GOVT OF INDIA ACT, 1935

S.92 COMMONWEALTH OF AUSTRALIA ACT, 1900

IMPORTANT CASE LAWS:

e Atiabari Tea Company Ltd. v State of Assam AIR 1961 SC 232.

e Automobile Transport Ltd v State of Rajasthan AIR 1962 SC 1406.

e M/s. Bhagatram Rajeev Kumar v. Commissioner of Sales Tax, M.P. and Ors. (1995
Supp [1] SCC 673

e State of Bihar and Ors. v. Bihar Chamber of Commerce and Ors. (1996) 9 SCC 136,

e Jindal Stainless Steel Ltd v State of Haryana (2006) 7 SCC 241.

e Jindal Stainless Steel Ltd v State of Haryana 2016 SCC Online SC 1260.

LECTURE OUTLINE

(A) BACKGROUND/POSITION IN OTHER COUNTRIES
S.297 GOVT OF INDIA ACT, 1935
S.92 COMMONWEALTH OF AUSTRALIA ACT, 1900
Art. 1 Section 8 of the CONSTITUTION OF USA

(B) CONTENT OF ARTICLE 301 & ITS EXCEPTIONS



DOCTRINE OF DIRECT AND IMMEDIATE EFFECT

e James v. Commonwealth of Australia (1936) A.C. 578.

e Commonwealth of Australia and others v. Bank of New South Wales and others
[1950] A.C. 235.

e Atiabari Tea Company Ltd. v State of Assam AIR 1961 SC 232.

DOCTRINE OF COMPENSATORY & REGULATORY MEASURES

e Automobile Transport Ltd v State of Rajasthan AIR 1962 SC 1406.

DOCTRINE OF ‘SOME CONNECTION’

e M/s. Bhagatram Rajeev Kumar v. Commissioner of Sales Tax, M.P. and Ors. (1995
Supp [1] SCC 673

e State of Bihar and Ors. v. Bihar Chamber of Commerce and Ors. (1996) 9 SCC 136,
e Jindal Stainless Steel Ltd v State of Haryana (2006) 7 SCC 241.

DEMISE OF DOCTRINE OF COMPENSATORY TAXES
e Jindal Stainless Steel Ltd v State of Haryana 2016 SCC Online SC 1260.

KEY TERMS:

TRADE: All activities in relation to buying and selling, or the interchange or
exchange of commodities and movement from place to place in
connection with such trading activities.

COMMERCE: The exchange of goods, productions, or property of any kind.

INTERCOURSE: Communication; literally, a running or passing between persons or
places in relation to commerce



I. BACKGROUND

Article 301 of the Constitution was incorporated on the lines of the Government of India Act of
1935. The Act of 1935 envisaged a federal constitution for the whole of India, including what
was then Indian India. Section 297 imposed certain restrictions on internal trade, which applied
only to Provincial Governments and Provincial Legislature with reference to entries in the
Provincial Legislative List relating to trade and commerce within the Province and to production,
supply and distribution commodities. In this context, it has to be remembered that before the
commencement of the Constitution about two-third of India was directly under British rule and
was called 'British India' and the remaining about one third was being directly ruled by the
Princes and was known as 'Native States'. There were a large number of them with varying
degrees of sovereignty vested in them. Those princely states had, broadly speaking, the trappings
of'a Sovereign State with power to impose taxes and to regulate the flow of trade, commerce and
intercourse. It is a known fact that many of them had erected trade barriers seriously impeding
the free flow of trade, commerce and intercourse, not only shutting out but also shutting in
commodities meant for mass consumption. Between the years, 1947 and 1950 almost all the
Indian States entered into managements with the Government of India and ultimately merged
their individualities into India as one political unit. However, even after the merger, the
Constitution had to take notice of the existence of trade barriers and therefore had to make
transitional provisions with the ultimate objective of abolishing them all. Most of those Native
States, big or small, had their own taxes, cases, tolls and others imposts and duties meant not
only for raising revenue, but also as trade barriers and tariff walls. It was in the background of
these factors and circumstances that the Constitution by Art. 301 provided for the abolition of all
those trade barriers and tariff walls. It was thought necessary to abolish all those trade barriers
and custom posts in the interest of national solidarity, economic and cultural unity as also of
freedom of trade, commerce intercourse. The basic principle underlying Art. 301 appear to have
been adopted from Constitution of the Australian Commonwealth. In the American Constitution,
by the 8th section, Art. 1, power to regulate commerce is granted; but the freedom of commerce
as guaranteed by the Constitution is not found enunciated in the Constitution of the United
States. Section 92 of the Constitution of the Commonwealth of Australia provides by the st
paragraph that "on the imposition of uniform duties of customs, trade, commerce and intercourse
among the States, whether by means of internal carriage or ocean navigation, shall be absolutely

free". That guarantee of freedom of trade, commerce and intercourse though not as extensive as



the guarantee enshrined in the Constitution, is of the same pattern. But the Constitution has made
a significant departure from the Australian Constitution. Whereas by s. 92 of the Australian
Constitution, freedom of trade, commerce and intercourse is guaranteed among the States, i.e., at
inter-State level, the Constitution has made trade, commerce and intercourse free throughout the
territory of India. The freedom guaranteed by the Constitution is more pervasive: it is freedom of

trade, commerce and intercourse intra-State as well as inter-State.
II. CONTENT OF ARTICLE 301 & ITS EXCEPTIONS

Article 301 enacts a general rule that trade, commerce and intercourse throughout the territory of
India shall be free. Article 301 of the Constitution embodies and enshrines a principle of
paramount importance that the economic unity of the country will provide the main sustaining
force of the stability and progress of the political and cultural unity of the country. The freedom
declared by Article 301 may be defined as a right to free movement of persons or things, tangible
or intangible, commercial or non-commercial, unobstructed by barriers, interstate or intrastate or
any other impediments operating as such barriers. The object of this article, or any similar
provisions in any federal constitution, is to breakdown the border barriers between the
constituent states to make the entire territory of the country as one unit with a view to
encouraging trade commerce and intercourse in the country. In drafting the relevant Articles of
Part XIII there, makers of the Constitution were fully conscious that economic unity was
essential for the stability and progress of the federal policy, which has been adopted by the
constitution for the governance of the country. Political freedom, which had been won, and
political unity which had been accomplished by the Constitution, had to be sustained and
strengthened by the bond of economic unity. It was realised that in course of time different
political parties believing in different economic theories or ideologies may come in power in the
several constituent units of the Union, and that may conceivably give rise to local and regional

pulls and pressures in economic matters.

The freedom of trade and commerce in Article 301 is subject to the provisions in Article 302 to
3017 which provide: Firstly, Parliament is empowered to impose such restrictions on the
freedom of trade, commerce or intercourse between one state and another or within any part of
the territory of India, as may be necessary in the public interest. However, the power is subject to
the limitation that the Parliament shall not make any law with respect to trade and commerce,

which gives preference to one state over another, or discriminates between one state and another.



There is one exception where the discrimination among the states is permissible; it is in the case
of famine or scarcity of goods in any part of India. Secondly, a state may by law impose on
goods imported from other states any tax to which similar goods manufactured in that state are
subject. Thirdly, a state may be law impose reasonable restrictions on the freedom of trade,
commerce and intercourse within or within state in the public interest. However, this power is
subject to restrictions first, state legislature cannot make any law that discriminates between the
states. Second, a bill imposing restrictions on trade and commerce shall not be introduced in the
state legislature without the previous sanction of the President. Fourthly, the freedom is subject

to the nationalisation laws referred to Article 19(6) (ii').

Article 301, read in its proper context and subject to the limitation prescribed by other relevant
articles in Part, XIII imposes a constitutional limitation on the legislative as well as executive
powers of the Union and the States. Any legislative or executive acts that falls within its reach
must be justified under one or the other provisions mentioned above. Article 301 of the
constitution applies to both inter-state and intra-state trade, commerce and intercourse since this

Article uses the expression ‘throughout’ the country in contradistinction to the term ‘within’.

III. DOCTRINE OF DIRECT & IMMEDIATE EFFECT

In Atiabari Tea Co. Ltd. v State of Assam, the Supreme Court dealt with the validity of Assam
Taxation (on Goods carried by Road or on Inland Water-ways) Act, 1961. In this case, the
appellants were growers of tea in West Bengal or in Assam and carried their tea to the market in
Calcutta from where the tea was sold for consumption in the country or was exported for sale out
of the country. The sale of tea inside Assam was of very small proportion to the tea produced and
manufactured by the appellants. Thus, the bulk of tea produced and manufactured was carried
out of Assam, either for internal consumption in India or for export abroad. Besides the tea
carried by rail, a large quantity of tea was carried by road or by inland waterways from Assam to
Bengal and in some of these cases, from one part of West Bengal to another part of the same
State through inland waterways, only a few miles of which pass through the territory of the State
of Assam. The Assam legislature passed the Taxation Act, which received the assent of the
Governor of Assam on April 9, 1954, and came into force on and from June 1, 1954. The

purpose of the Act was to levy taxes on certain goods carried by road or inland waterways in the

! Excerpted from M.P.Singh, V.N.Shukla’s Constitution of India, (12" Ed., 2013).P.912.



State of Assam. The appellants moved the High Court of judicature in Assam under Art. 226 of
the Constitution challenging the validity of the said Act and praying for the issue of a writ of
mandamus directing the respondents to forbear from giving effect to the provisions of the Act.
The appellants challenged the validity of the Act on the ground that the Act, rules and the
notifications under the Act were ultra viresthe Constitution, because the Act was repugnant to
the provisions of Art. 301 of the Constitution as the tax on carriage of tea through the State of

Assam had the effect of interfering with the freedom of trade, commerce and intercourse.

In this case the Supreme Court adopted the test of direct and immediate effect evolved by
Australian High Courts in a series of its pronouncements in James v. State of South Australia
(1927) 40 CLR 1; James v. Cowan (1932) A.C. 542; James v. Commonwealth of Australia
(1936) A.C. 578 and Commonwealth of Australia and others v. Bank of New South Wales and
others [1950] A.C. 235. While applying the test the Supreme Court held that the tax imposed on
the goods directly restricted their transport or movement and this offended Article 301. The Act
was therefore, held to be void and the state was restricted from levying the tax. Gajendragadkar J

in this elucidated the application of direct and immediate test by observing that

It would be reasonable and proper to hold that restrictions freedom from which is
guaranteed by Art. 301 would be such restrictions as directly and immediately
restrict or impede the free flow or movement of trade. Taxes may and do amount
to restrictions; but it is only such taxes as directly and immediately restrict trade
that would fall within the purview of Art. 301. The argument that all taxes should
be governed by Art. 301 whether or not their impact on trade is immediate or
mediate direct or remote, adopts, in our opinion, an extreme approach, which

cannot be upheld.
The learned judge further observed that

When it is said that the freedom of the movement of trade cannot be subject to
any restrictions in the form of taxes imposed on the carriage of goods or their
movement all that is meant is that the said restrictions can be imposed by the State

Legislatures only after satisfying the requirements of Art. 304(b).

It is pertinent to note that the “direct and immediate™ effect test evolved by the pronouncement of

the Australian High Court has itself been watered down and diluted. The current view in



Australia is based on the discrimination theory; according to this view only such taxes as are
discriminatory introduced by way of a protectionist measure® operate as restrictions on the
freedom of trade, commerce and intercourse. This is evident from the decision of the Australia
High Court in Cole v. Whitfield (1988) 165 CLR 360. This judgement marks a paradigm shift in
the judicial opinion in Australia as regards the interpretation of Section 92 of the Australian
Constitution. The earlier view that any impediment including one in the nature of a tax, which
directly and immediately affects free trade, commerce and intercourse, would violate Section 92
has been evidently abandoned by the Australian jurists. (The Supreme Court has adverted to this
shift in the Jindal Steel’s verdict, which has been dealt separately below)

III. DOCTRINE OF COMPENSATORY TAXES AND REGULATORY
MEASURES

The Supreme Court’s ruling in Atiabari’s ruling severely affected the sovereign taxing powers of
the state. As such, the scope of Article 301 was re-examined by the Supreme Court in
Automobile Transport Ltd v State of Rajasthan. In this case, the Supreme Court while relying
upon the Australian theory of recompense held that regulatory measure and compensatory taxes
for the use of trading facilities did not hamper trade commerce or intercourse and where
therefore not hit by the freedom declared in Article 301 of the Constitution. In the instant case,
the court was called upon to determine the validity of Rajasthan Motor Vehicles Taxation Act,
1951. Sub-section (1) ofs. 4 of the Rajasthan 'Motor Vehicles Taxation Act,1951, provided
that No motor vehicle shall be used in any public place or kept for use in Rajasthan unless
the owner thereof has paid in respect of it, a tax at the appropriate rate specified in the schedule
5 to the Act within the time allowed. The appellants were carrying on the business of plying
stage carriages in the State of Ajmer. They held permits and plied their buses on diverse routes.
There was one route, which lay mainly in Ajmer State, but it crossed narrow strips of the
territory of the State of Rajasthan. The appellants challenged the legality of the tax because
section 4 of the Act read with the Schedules constituted a direct and immediate restriction on the
movement of trade and commerce. It was contended by the appellants that the tax was restrictive
measure as motor vehicles which carried passengers and goods within or through Rajasthan

had to pay the tax which imposed a pecuniary burden on a commercial activity and was,

?> A measure, which discriminates against inter-State trade and commerce and thereby protects intra-State trade
and commerce of the same kind.



therefore, hit by Art. 301. The respondents claimed that Art did, not hit taxation for raising
revenue or for the maintenance of roads etc. and that the Act did not constitute an immediate or
direct impediment to the movement of trade and commerce. In this case, the Supreme Court held
that the Rajasthan Motor Vehicles Taxation Act 1951 did not violate the provisions of Art. 301
of the Constitution and that the taxes were compensatory or regulatory taxes which did not

hinder the freedom of trade, commerce and intercourse.

In the instant case the court stated that “the concept of freedom of trade, commerce and
intercourse postulated by Art. 301 must be understood in the context of an ordinary society
and as part of a Constitution which envisaged a distribution of powers between the States and
the Union, and if so understood, the concept must recognize the need and legitimacy of some
degree of regulatory control, whether by the Union or the States. The court further elaborated
that the Regulatory measures or measures imposing compensatory taxes for the use of trading
facilities did not hamper trade, commerce and intercourse but rather facilitated them and,
therefore, were not hit by the freedom declared by Art. 301; such measures need not comply

with the requirements of the provisions of Art. 304(b) of the Constitution.

To sum up, test for adjudging the validity of a law on the grounds of Article 301 may be stated in
the following manner: a) a measure which operates on trade, commerce and intercourse
indirectly and remotely is not violative of Article 301; b) a measure which operates on trade,
commerce and intercourse directly and immediately is violative of Art.301; c) a measure which
operates on trade, commerce and intercourse directly and immediately may not be violative of
Art.301 if it is : a) regulatory measure b) imposes compensatory tax for the use of trading

facilities®.
IV. DOCTRINE OF ‘SOME CONNECTION’

In the post 1995 era, the said working test propounded in Automobile Transport stood disrupted
when in Bhagatram® case, a Bench of three Judges enunciated the test of “some connection”
saying that even if there is some link between the tax and the facilities extended to the trade

directly or indirectly, the levy cannot be impugned as invalid. Subsequently, this doctrine was

* Excerpted from M.P.Singh, V.N.Shukla’s Constitution of India, (12" Ed., 2013).P.915.
* M/s. Bhagatram Rajeev Kumar v. Commissioner of Sales Tax, M.P. and Ors. (1995 Supp [1] SCC 673, See also State
of Bihar and Ors. v. Bihar Chamber of Commerce and Ors. (1996) 9 SCC 136,



rejected by the Supreme Court in Jindal Stainless Steel Ltd v State of Haryana® wherein the court
reiterated both the doctrines; a) the doctrine of direct and immediate test as laid down in Atiabari
case and (b) the doctrine of regulatory measures and compensatory taxes propounded in

Automobile Transport case.

V. DEMISE OF DOCTRINE OF COMPENSATORY TAXES

In the year 2016, a constitution bench of the Supreme Court in Jindal Stainless Steel Ltd v State
of Haryana® rejected the doctrine of compensatory taxes by stating, “it has no juristic basis”. In
this case, the court stated that the compensatory tax theory as propounded in Automobile
Transport is not compatible with the constitutional scheme as delineated in the Part XIII of the
Constitution. The court further added that framers of the constitution have provided for all
exceptions under which freedom of trade, commerce and intercourse guaranteed under Article
301 can be overridden’, the compensatory tax not being included as one of the exceptions, the
same cannot be added as an exception by any judicial interpretation. The court expressed the
view that the compensatory tax theory brings dichotomy, which is inconsistent with the language
employed in Article 301°. In the instant case the Supreme Court seems to have adopted the
Australian ‘discrimination theory’ propounded in Cole v. Whitfield. In the Jindal’s case the
Supreme Court following the Australian approach has held that only such taxes as are
discriminatory in nature are prohibited by Article 304(a). Therefore, a levy of a non-
discriminatory tax would not constitute an infraction of Article 301. Moreover, this verdict has
clearly laid down that * taxes simpliciter are not within the contemplation of Part XIII of the

Constitution of India and the word ‘Free’ used in Article 301 does not mean free from taxation.

> (2006) 7 SCC 241

®2016 SCC Online SC 1260

’ The court is here referring to exceptions expressly provided under Part XIIl.
® Per Justice Ashok Bushan, para 9 of his judgement.



