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Goods and Services Tax Regimes: Constitutional Norms and GST Compensation Law  

 
ABSTRACT 

 
Section 8 of the Goods and Services Tax (Compensation to the States for Loss of Revenue) Bill, 2016 

seeks to levy a cess payable ultimately as part of the prices for goods and/or services supplied to domestic 

consumers (a k a "the People of India"). The purpose of the Bill is to let the Government of India and 

some State Governments who derive more post-GST revenues than pre-GST revenues to keep the excess, 

and to levy more tax with ultimate economic incidence on the consumer-prices so that those States who 

may lose out in transiting to GST regimes are "compensated" legally by the Government of India but 

economically by the People. The Bill raises troubling questions on the constitutional validity of the 

lawmaking and on the accountability of the Bureaucrats to the democratically elected Representatives of 

the People. We examine the implications of such lawmaking for compliance with Constitutional norms. 

 

 REVENUES FROM CESS AND EXPENDITURE ON COMPENSATION 

 

In the parliamentary democracy in India, accountability of the bureaucrats serving the 

Government of the day to the Representatives directly elected by the People as lawmakers is 

ensured by the Constitution through its stipulations in Article 266 (infra) and in Article 114 and 

other provisions in Parts V and VI of the Constitution which require that-  

(i) all tax (and other) "revenues" received by the Union (or any State) be credited to a 

common Fund (called "Consolidated Fund") at each level (i.e., national and sub-

national) of law-making; and  

(ii) no expenditure be incurred from every such Fund for a purpose not provided for in 

the Constitution(e.g., "compensating" some States) and in a manner not provided for 

in the Constitution{e.g., without a collective act of law-making (called 

"appropriation") by the Representatives of the People sought by the Government of the 

day by facing a serious risk of losing its mandate to govern}. 

A surcharge such as is referred to in Article 271 in the Constitution of India is not "earmarked" 

for any specific public expenditure and does not require the making of any law other than the tax 

statute by which the tax to which the surcharge is appended is levied. A sur-charge is generally 

levied as a proportion of the main tax to which it is appended. By contrast, the levy of a cess 

presupposes that it is earmarked to meet the expenditure involved in complying with another 

law aimed at serving the public interests. It is levied ad valorem independently on the same tax-

base as the main tax along with which it is collected and not as a proportion of any other tax.  

Section 8 of the Goods and Services Tax (Compensation to States for Loss of Revenue) 

Bill, 2016 ( hereafter "GST Compensation law") seeks to enact law providing as under: 

 
"There shall be levied and collected in accordance with the provisions of this Act, a cess to be 

called the GST Compensation Cess at such rate as may be notified, but not exceeding…. 

percent, on the value determined under section 15 of the CGST Act, 2016, and on such supplies 

of goods and services, including imports of goods and services, and those supplies on which tax 

is payable on reverse charge basis under section 7(3) of the CGST Act, which may be 

prescribed on the recommendations of the Council, for the purposes of providing compensation 

to the States for loss of revenue arising on account of implementation of the goods and services 

tax for a period of five years, w.e.f. the date from which the CGST Act is brought into force: 

Provided that no such cess shall be leviable under this section on supplies made by a taxable 

person permitted to opt for composition levy under section 8 of the CGST Act, 2016." (italics 

and emphasis added) 
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The provisions imply expenditure to be incurred by the Government of India out of moneys 

collected as revenues by way of levy of a cess in addition to levying CGST/IGST in accordance 

with the forthcoming CGST/IGST statutes. Presumably the ceiling on the rate of cess to be 

specified in the GST compensation law would be specified by Parliament in accordance with the 

recommendations somehow to be made by the GST Council constituted by invoking Article 

279A (though it does not refer to compensation) inserted by the Constitution (101st 

Amendment) Act,2016 (infra). Since the Bill specifies the maximum period of five years 

referred to in section 19 of that Act, it may be legitimately expected that the ceiling to be 

specified would somehow be low. No State-wise estimates of gains and losses of revenues in 

transition to GST regimes during the transition period are however available in the public realm. 

The above law is sought to be made in pursuance of the provisions enacted in section 19 

of the Constitution (101st Amendment) Act, 2016 as under: 

 
"Parliament may, by law, on the recommendation of the Goods and Services Tax Council, 

provide for compensation to the States for loss of revenue arising on account of implementation 

of the goods and services tax for such period which may extend to five years." 

 

However no provision relating to legislative competence of Parliament to make law to provide 

compensation to the States experiencing loss of revenues in transiting to GST regimes has 
been inserted in the Constitution by amending the same in the exercise of the "constituent 

power" vested in Parliament vide Article 368. It follows that Parliament would make the GST 

Compensation law envisaged in the Bill by assuming legislative competence it gave itself to pay 

compensation to revenue-losing States in order to be able to extend the CENVAT regimes to 

business-to-consumer supplies of goods and/or services by persuading the States to agree to such 

extension. It would not do so by invoking legislative competence which could have been vested 

in Parliament by the People so as to serve the public interests and to comply with Article 245 

which provides as under: 

 
"Subject to the provisions of this Constitution, Parliament may make laws for the whole or any 

part of the territory of India, and the Legislature of a State may make laws for the whole or any 

part of the State." (italics and emphasis added). 
 

The law sought to be made by Parliament would levy a cess on the tax-base of CGST and 

somehow also on the tax-base of IGST, for the Union to be able to incur expenditure on 

payment of monetary compensation to such States as may find that the rates of growth of their 

post-GST revenues are less than the  average rate of growth of the pre-GST revenues of all the 

States based on their collective experience in a base year (2015-16) which would be taken as the 

norm to identify losers. The cess being a central tax, revenues accruing to the Union in 

accordance with the forthcoming GST compensation law would have to be accounted for by 

credits into, and the expenditure on compensation would have to be accounted for by debits 
against, the Consolidated Fund of India as stipulated in Article 266 which provides as under:- 

 
"266. (1) Subject to the provisions of article 267 and to the provisions of this Chapter with 

respect to the assignment of the whole or part of the net proceeds of certain taxes and duties to 

States, all revenues received by the Government of India, all loans raised by that Government 

by the issue of treasury bills, loans or ways and means advances and all moneys received by that 

Government in repayment of loans shall form one consolidated fund to be entitled “the 
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Consolidated Fund of India”, and all revenues received by the Government of a State, all loans 

raised by that Government by the issue of treasury bills, loans or ways and means advances and 

all moneys received by that Government in repayment of loans shall form one consolidated fund 

to be entitled “the Consolidated Fund of the State”. 

(2) All other public moneys received by or on behalf of the Government of India or the 

Government of a State shall be credited to the public account of India or the public account of 

the State, as the case may be. 

(3) No moneys out of the Consolidated Fund of India or the Consolidated Fund of a State 

shall be appropriated except in accordance with law and for the purposes and in the manner 
provided in this Constitution." (italics and emphasis added) 

 

ARTICLE 246A AND THE NEW PROTOCOLS OF "USE" AND "APPORTIONMENT" 

 

Since the amended Constitution does not confer any specific legislative competence to 

provide compensation by levying cess, the Parliament would have to exercise the legislative 

competence vested in it vide the "residuary" Entry 97 in the Union List in the Seventh Schedule. 

The amended Article 248 however reads as under:- 

 
"248. (1) Subject to Article 246A, Parliament has exclusive power to make any law with 

respect to any matter not enumerated in the Concurrent List or State List. 

(2) Such power shall include the power of making any law imposing a tax not mentioned in 

either of those Lists." (italics and emphasis added) 

 

The requisite legislative competence of Parliament derived from the residuary Entry 97 is thus 

subject to Article 246A which does not provide that Parliament may enact law to provide for 

payment  of transition-to-GST-related compensation payable to States identified as "loss-

making" and to levy cess on CGST and IGST tax-bases to be earmarked for expenditure to be 

incurred by the Government of India on the payment of such compensation. Therefore 

Parliament does not have any legislative competence to invoke the residuary Entry 97 in the 

Union List to enact law to provide for the levy of a cess on CGST and IGST tax-bases to meet 

the expenditure on account of  transition-to-GST-related compensation payable according to that 

law to the States by complying with clause (3) of Article 266 (supra). 

Even if legislative competence of Parliament to enact law to levy cess to provide such 

compensation is somehow assumed, we cannot but note that Section 10 in the Bill, which 

envisages a "GST Compensation Fund" in the Public Account, seeks to provide a link to the 

Consolidated Fund of India and Public Account referred to in Articles 266 and 283 as under: 

 
"(1) The proceeds of the GST Compensation Cess leviable under section 8 shall be credited to a 

non-lapsable fund known as the GST Compensation Fund in the Public Account, and shall be 

utilized for purposes specified in section 8. 

(2) All amounts payable to the States under section 7 shall be paid from the Goods and Tax 

Compensation Fund. 

(3) Fifty percent of the amount remaining unutilized in the GST Compensation Fund at the end 

of the transition period shall be transferred to the Consolidated Fund of India, and shall be 

distributed between the Centre and the States and amongst the States as per provisions of 

clause(2) of article 270 of the Constitution; and the balance fifty percent shall be distributed 

amongst the States in the ratio of their total revenues from SGST in the last year of the 

transition period." (italics and emphasis added) 

 



K.Sethuraman Page 4 

 

The provision in Section 10 as above needs to be read along with the provisions to be enacted for 

the credits of the moneys paid/collected/recovered as IGST consistent with the following 

provisions enacted in Article 269A of the Constitution as inserted, and Article 270 of the 

Constitution as amended, by the Constitution (101st Amendment) Act,2016:- 

 
"269A. (1) Goods and services tax on supplies in the course of inter-State trade or commerce 

shall be levied and collected by the Government of India and such tax shall be apportioned 

between the Union and the States in the manner as may be provided by Parliament by law on 

the recommendations of the Goods and Services Tax Council. 

Explanation.—For the purposes of this clause, supply of goods, or of services, or both in the 

course of import into the territory of India shall be deemed to be supply of goods, or of services, 

or both in the course of inter-State trade or commerce. 

(2) The amount apportioned to a State under clause (1) shall not form part of the Consolidated 

Fund of India. 

(3) Where an amount collected as tax levied under clause (1) has been used for payment of the 

tax levied by a State under article 246A, such amount shall not form part of the Consolidated 

Fund of India. 

(4) Where an amount collected as tax levied by a State under article 246A has been used for 

payment of the tax levied under clause (1), such amount shall not form part of the Consolidated 

Fund of the State. 

(5) Parliament may, by law, formulate the principles for determining the place of supply, and 

when a supply of goods, or of services, or both takes place in the course of inter-State trade or 

commerce.’’.(Italics added) 

 

"270. (1) All taxes and duties referred to in the Union List, except the duties and taxes referred 

to in articles268, 269 and 269A respectively, surcharge on taxes and duties referred to in article 

271 and any cess levied for specific purposes under any law made by Parliament shall be levied 

and collected by the Government of India and shall be distributed between the Union and the 

States in the manner provided in clause (2). 

(1A) The tax collected by the Union under clause (1) of article 246A shall also be distributed 

between the Union and the States in the manner provided in clause (2). 

(1B) The tax levied and collected by the Union under clause (2) of article246A and article 

269A, which has been used for payment of the tax levied by the Union under clause (1) of 

article 246A, and the amount apportioned to the Union under clause (1) of article 269A, shall 

also be distributed between the Union and the States in the manner provided in clause (2). 

(2) Such percentage, as may be prescribed, of the net proceeds of any such tax or duty in any 

financial year shall not form part of the Consolidated Fund of India, but shall be assigned to the 

States within which that tax or duty is leviable in that year, and shall be distributed among those 

States in such manner and from such time as may be prescribed in the manner provided in 

clause (3). 

(3) In this article, “prescribed” means,— 

(i) until a Finance Commission has been constituted, prescribed by the President by order, and 

(ii) after a Finance Commission has been constituted, prescribed by the President by order after 

considering the recommendations of the Finance Commission." (italics added) 

 

When so read, the provisions to be enacted as per section 10 in the Bill appear as fuzzy about 

compliance with the accountability provisions in the Constitution as the provisions relating to 

credit of IGST and SGSTs which rely on a new protocol designated "apportionment" which is 

unrelated to Article 266 but is contingent on the extra-constitutional "use" of credits of IGST and 

SGSTs not related to the provisions as to legislative competence made in Article 246A at all. 
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COMPENSATION AS AN INSTRUMENT OF STATE POLICY AND THE CONSTITUTION 
 

Transition from levies of CENVAT and State VAT to levies of Goods and Services 

Taxes was recommended by Kelkar Committee when it was considering issues relating to 

securing budget-balance in the light of the law relating to fiscal responsibility and budget 

management. The principle of "harmony", which according to clause (6) of Article 279A is to 

guide the GST Council, logically implies equitable impact on budget-imbalance at every level 

(i.e., national and sub-national) and as such by implication rules out any "compensation". 

Assuming mis-invoicing of domestic and international  transactions is effectively prevented by 

efficient governance, if "harmony" is construed with reference to budget-balances at multiple 

levels, compensation implies disharmony.  

Transition to "destination"-based GST regimes logically implies that more revenues 

would accrue to the collecting governments in those States ( i.e., "well-developed" States) in 

which consumption of goods and/or services would tend to be more; and less revenues would 

accrue to them in States (i.e., "backward" or "developing" States)where consumption would tend 

to be less. If the aim of complete avoidance of "cascading" of the incidence of central taxes on 

the consumer-prices  is not to be realized in the interim to begin with, and if revenue shortfall in 

case of backward/developing States where consumption tends to be low is to be made good by 

budget support, the constitutional manner of doing so is provided in Article 275. If the Union 

needs additional moneys in its budget to provide grants-in-aid to low-consumption States in 

support of their budgets, it could have avoided the amendment of Article 271 as envisaged in the 

122nd Amendment Bill and levied a sur-charge (to be excluded from "input GST" credit 

governance protocol) on CGST during a temporary period of transition instead of a cess as is 

envisaged in the GST Compensation law. By invoking Article 275 legitimately to provide grants-

in-aid in support of the budgets of own-revenue-deficient States, the new and controversial 

instrument designated "compensation" could have been avoided. 

We cannot but note that the Constitution(101st Amendment) Act,2016 was enacted in 

pursuance of the Constitution (122nd Amendment) Bill moved in 2014 by the Hon'ble Minister 

of Finance, Government of India with the following recommendation of the President as 

stipulated in Article 274:- 

 
"[Copy of letter No. S-31011/07/2014-SO(ST), dated the 18th December, 2014 from Shri Arun 

Jaitley, Minister of Finance to the Secretary-General, Lok Sabha.] 

The President, having been informed of the subject matter of the proposed Bill, recommends 

under clauses (1) and (3) of article 117, read with clause (1) of article 274, of the Constitution of 

India, the introduction of the Constitution (One Hundred and Twenty-second Amendment) Bill, 

2014 in Lok Sabha and also the consideration of the Bill." 

 

Articles 12 and 36 of the Constitution recognize the institution of 'the State' in which Parliament 

(including the President), Government of India, State Governments and other public authorities 

are embedded. Compensation implies wrong-doing; and we cannot assume that the President 

who is embedded in 'the State' did any wrong to any other Entity embedded in 'the State' in 

recommending the introduction of the 122nd Amendment Bill since he was only acting 
according to the Constitution which defines the rules of the game for the Entities embedded in 

the institution of 'the State'. 



K.Sethuraman Page 6 

 

 For the foregoing reasons, we cannot but conclude that the Goods and Services Tax 

(Compensation to the States for Loss of Revenue) Bill, 2016 fails to comply with the applicable 

constitutional norms. 
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