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Tax and Freedom of Trade and Commerce
 In drafting the relevant article of Part XIII, the makers of the Constitution of India were

fully conscious  that the economic unity was absolutely essential for the stability and

progress of the federal polity which has been adopted by the Constitution of India for the

governance of the Country. Political freedom which has been won and political unity which

had been accomplished by the constitution, had to be sustained and strengthen 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 several

constituent units of the union and that may conceivably give rise to local and regional

pulls and pressure in economic matters.  Local or regional fears or apprehension raised by

local or regional problems may persuade the state legislature to adopt remedial measures

intended solely for the protection of regional interests with due regard to their effect on

the economy of the nation as a whole. The object was to avoid such possibility. So free

movement and exchange of goods throughout the territory of India is essential for

economy of the nation and for sustaining and improving the living standard of the country.
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Article 301 of the Constitution of India is a mere declaration of the

platitude or the expression of the pious hope of the declaratory

character, it is not mere state of directive principle of state policy. It

embodies and enshrines the principle of paramount importance that

economic unity of the country will provide the main sustaining force for

stability and progress of political and cultural unity of the unity.

Article 301 of the Constitution of India – Subject to other provision of

this part, trade, commerce and intercourse throughout the territory of

India shall be free.

Objective behind this Article is to break down the border between

states and to create one unit with a view to encouraging trade and

commerce in the country.
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• Atiabari Tea Co. Ltd.  Vs  State of Assam AIR 1961 SC 232 - Assam Taxation (on Goods carried by Roads or

Inland Waters) Act, 1954 was challenged on the ground that tax imposed on certain goods carried by road or

inland waterways in the State of Assam is violative of Article 301 of the Constitution of India. The Court

observed that on a careful review of the various Articles, in my judgment, by Part XIII, restrictions have been

imposed upon the legislative power granted by Arts. 245, 246 and 248 and the lists in the seventh schedule

to the Parliament and the State Legislatures and those restrictions include burdens of the nature of taxation.

Therefore, the power to tax commercial intercourse vested by the legislative lists in the Parliament or the

State Legislatures, is circumscribed by Part XIII of the Constitution and if the exercise of the power does

not conform to the requirements of Part XIII, it would be regarded as invalid. Justice Gajendragarkar

observed that if  any statutory provision would directly and immediately restrict the free flow or movement

of trade then such would violative of Article 304. But if restriction which is indirectly or remote on the free

flow or movement of trade would be permissible and not violative of article 304. In this case  Supreme Court

observed that Tax imposed by the state impeded on free flow of trade, so it would be invalid.
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Automobile Transport Ltd. Vs State of Rajsthan AIR 1962 SC 1406

Section 4 of Rajsthan Motor Vehicles Taxation act, 1951 was  challenged on the

ground that the Act has  a direct and immediate  restriction on the movement of trade

and commerce with and within Rajasthan inasmuch 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, therefore, hit by Article 301 of

the Constitution of India. 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 recognised the need and

legitimacy of some degree of regulatory control, whether by the Union or the States.

The Apex Court of India  validated the Act of 1951 by giving the reason that the

regulatory measure or measure imposing compensatory taxes for the use of trading

facilities did not hamper trade, commerce and intercourse rather facilitated them.
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On a proper construction of the Act and the Schedules, the taxes imposed were really

taxes for the use of the roads in Rajasthan. In basing the taxes on passenger capacity or

loading capacity, the legislature had merely evolved a method and measure of

compensation demanded by the State, but the taxes were still compensation and charge

for regulation.

As per Subba Rao, J (1) The freedom declared under Art. 301 of the Constitution of India

referred to the right of free movement of trade without any obstructions by way of barriers,

inter-State or intra-State, or other impediments operating as such barriers ; and the said

freedom was not impeded, but on the other hand, promoted, by regulations creating

conditions for the free movement of trade, such as, police regulations, provisions for

services, maintenance of roads, provision for aerodromes, wharfs etc., with or without

compensation. (2) Parliament may by law impose restrictions on such freedom in the

public interest, and the States also, in exercise of its legislative power, may impose similar

restrictions, subject to the proviso mentioned therein. (3) Laws of taxation were not

outside the freedom enshrined either in Art. 19 or Art. 301.
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Justice S K Das accepted the formulation of direct and immediate test as correct but

added a classification that regulatory measures or compensatory taxes for the use of

trading facilities do not come within the purview of restriction contemplated by Article 301.

For the purpose of ascertaining whether a tax is compensatory or not,  it is necessary to

enquire whether the traders were having the use of facilities for better conduct of their

business and paying not plenty much more than what was required for proving the

facilities..

It was also explained that the state had to find funds for making new road and maintaining

those that are already in existence and those funds could only be raised through taxation.

Tax was compensatory because tax is based on passengers capacity or loading capacity

of vehicle which has some relation to the wear and tear caused to the roads by its users.

Justice Hidaytullah accepting the theory of Recompense, in his dissent opinion but

differed in application of legislation impugned. At the time of taxing, distance travelled,

number of vehicles, kind of tyres should be taken into consideration and a special fund

must be established.
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He adopted the strict application of Australian theory of recompense (Armstrong Vs State

of Victoria). But Das J. adopted the American theory of recompense and said that

adoption of Australian theory shall have created administrative inconvenience.

Actually whole theory was discovered in Atiabari case but did not implemented in this

case. It may be said that this case had paid a lip service for implementation of the

theory.

Nazeria Motor Service Vs State of Andhra Pradesh (1969) 2 SCC 576 - The

constitutionality of the Andhra Pradesh Motor Vehicles (Taxation of Passengers and

Goods Amendment and Validation) Act, 1961, Andhra Pradesh Act XXXIV of 19 61

was challenge and  the Court observed that the Act impugned can be held to be valid

only if it is shown that restriction imposed by it are reasonable and in public interest
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In Atiabari case, it was  said that if the validity was question then the state may

seek to justify the Act on the ground that restrictions imposed are reasonable

and in public interest and in doing so it may rely on the fact that the tax levied

are compensatory in character. But in Automobile case, it was said that

compensatory tax would be outside of Article 301 and cannot fall within Article

304(b). Former view is more realistic than later.

State of Assam Vs Labanya Probha Devi AIR 1967 SC 1575 -  By amendment of

Assam Motor Vehicles Taxation Act , 1936, in year 1963 and 1966,  tax was

gradually raised and this was questioned. The Court held that it is only a

comparatively small proportion of the general expenditure incurred on new

roads and the maintenance of the roads that was realised through the impugned

taxation. Therefore, the Amending Acts are only regulatory measures imposing

compensatory taxes for facilitating trade, commerce and intercourse. The Acts

are, hence, not hit by Article  301 of the Constitution of  India.
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State of Madhya Pradesh Vs Bhailal Bhai AIR 1964 SC 1006 - The liability to pay tax arose under

section 3 of the Madhya Bharat Sales Tax Act, 1950.  The Apex Court held that even though the

liability to pay tax was created by the sale of tobacco leaves, manufactured tobacco, tobacco

used for bidi manufacturing in Madhya Pradesh and not by the import itself. The facts and

circumstances showed that trade and commerce as between Madhya Bharat and other parts of

India was directly impeded the freedom of trade, commerce and intercourse by the impugned tax

and therefore the said tax violated Article 301(a) of the Constitution.

State  of Madras Vs Nataraja Mudaliar AIR 1969 SC 147 - Restrictions or impediments which

directly and immediately impede or hamper the free flow of trade, commerce and intercourse

whether inter-State or intra-State fall within the prohibition imposed by Art. 301 and subject to

other provisions may be regarded as void. A tax may in certain cases directly and immediately

restrict or hamper the flow of trade but every imposition of tax does not do so.
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•  Tax, under the Central Sales Tax Act, 1956 on inter-State sales is , in its

essence, a tax which encumbers movement of trade and commerce, since

by the definition in Section 3 of the Act a sale or purchase of the goods is

deemed to take place in the course of inter-State trade, if it-(a) occasions the:

movement of goods 'from one State to another; (b) is effected by a transfer

of documents of title to the goods during the movement from one State to

another. But the tax in the present case was saved by the operation of Art.

302 of the Constitution whereby Parliament is, notwithstanding the

protection conferred by Art. 301 authorised to impose 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 required in the public

interest.  The Court held that tax fell within the prohibition imposed by Article

301.
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G.K  Krishnan Vs State of Tamil Naidu AIR 1975 SC 583  - Tax rate increased from

30 to 100 Rs. Per seat was validated as a compensatory tax. The state could

prove that it was spending more that what it was earning from goods and

passengers tax and tax on vehicles. The Court observed, “ whether the

restriction visualised by article 304(b)  would include the levy of non

discriminatory tax is a matter on which there is a scope for a difference of

opinion. Article 304(a) prevents only imposition of a discriminatory tax. It is not

clear from the article that a tax simpliciter can be treated as  a  restriction on the

freedom of internal trade. Article 304(a) is intended to prevent discrimination

against imported goods. A discriminatory tax against outside goods is not a tax

simpliciter but is a barrier to trade and commerce. Article 304 itself makes a

distinction between tax and restriction. Article 304(a) is a exception to Article

301. Contrary to Atiabari and Automobile cases, tax laws are within the scope of

article 301 of the Constitution of India.
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Desai, J. in State of Karnataka Vs Hansa Corporation  AIR 1981 SC 463, upholding Karnataka

octroi duty, said, “ Article 304(a) imposes a restriction on the power of legislature of a

state to levy tax which may be discriminatory in  character. … There is an underlying

assumption in Article 304(a) that such a tax when levied within constraint of Article 304(a)

would not be violative of Article 301 and state legislature has power to levy such tax.

International Tourist Corporation Vs State of Haryana AIR 1981 SC 774, The Court observed

that power to impose tax on vehicle under entry 57 of List II is the power to impose tax

which are in the nature of compensatory and regulatory measures. Chinappa Reddy J.

rightly observed, “ a tax is of a compensatory and regulatory nature is not to say that the

measure of tax should be proportionate to the expenditure incurred on the regulation

provided and service rendered. If the tax were to be proportionate to the expenditure on

regulation and service, it not be a tax but fee. What is necessary to uphold a regulatory and

compensatory tax is the existence of a specific, identifiable object behind levy and a nexus

between  the subject and object of the levy.”
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It was also said, it is not necessary that money realised by the levy should be put into a separate fund or that the levy

should in proportion to the expenditure. The Court also found that the Haryana Passengers and Goods Taxation

Act, 1954 satisfies all condition. It was also pointed that the State Government is not altogether devoid of

responsibility in the matter of development and maintenance of national highway and it can not be said that the

State confers no benefit and renders no service in connection with the traffic moving on the national highway

although the national highway are maintained by the Central Government.

Futher in B.A Jayram Vs Union of India AIR 1983 SC 1005, Chinappa Reddy J. again reiterated and observed that the

State taxes imposed by virtue of entries 56 and 57 of List II are by their very nativity and nature, cost and

character, regulatory and compensatory and are not within the vista of Article 301 of the Constitution of India

unless the tax is mere pretext designed to injure the freedom of inter state trade, commerce and intercourse.

In Malwa Bus Service(P) Ltd. Vs State of Punjab, the Supreme court of India upheld the enhancement of tax under

Punjab Motor Vehicle Taxation Act, 1981 even though the State was shown to be spending less on roads than it

was collecting the tax. The Court said that in addition to expenditure on roads other expenditure of the State

facilitating orderly and safe movement of traffic have also to be taken into account.
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• We may finally conclude by going through the observation made in  case of

Commonwealth of Australia Vs Bank of New South Wale and Commonwealth

Freighters Vs Sneddon which has been adopted by our Court in Atiabari case,

Automobile Transport Ltd. Case International Tourist Corporation case, A measure for

imposition of tax which operates trade, commerce and intercourse indirectly and

remotely is not violative of Article 301 of The Constitution of India or you may say, it

does not break the fabric established in Article 301. If the imposition of tax operates

directly and immediately trade , commerce and intercourse, then it is violative of

Article 301 but if it regulatory or compensatory in nature facilitating the trade facilities,

it is not violative of Article 301. The economic consequences of law operative upon

interstate trade and commerce should also be considered and not to be ignored at the

time deciding the constitutional validity of law.
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