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Applicability of GST on payments in the nature of liquidated damage, compensation, penalty, cancellation charges, late payment 

surcharge etc. arising out of breach of contract or otherwise and scope of the entry at para 5 (e) of Schedule II of CGST Act, 2017: 

Liquidated damages paid for breach of contract 

Breach or non-performance of contract by one party results in loss and damages to the other party. The performance is the 

essence of a contract. Liquidated damages cannot be said to be a consideration received for tolerating the breach or non-

performance of contract. They are rather payments for not tolerating the breach of contract. Liquidated damages are a measure of 

loss and damage that the parties agree would arise due to breach of contract. They do not act as a remedy for the breach of 

contract. It is further argued that a contract is entered into for execution and not for its breach. The liquidated damages or penalty 

are not the desired outcome of the contract. By accepting the liquidated damages, the party aggrieved by breach of contract cannot 

be said to have permitted or tolerated the deviation or non-fulfilment of the promise by the other party. 

Thus, where the amount paid as ‘liquidated damages’ is an amount paid only to compensate for injury, loss or damage suffered by 

the aggrieved party due to breach of the contract and there is no agreement, express or implied, by the aggrieved party receiving 

the liquidated damages, to refrain from or tolerate an act or to do anything for the party paying the liquidated damages, in such 

cases liquidated damages are mere a flow of money from the party who causes breach of the contract to the party who suffers loss 

or damage due to such breach. Such payments do not constitute consideration for a supply and are not taxable. 

Compensation given to previous allottees of coal blocks for cancellation of their licensespursuant to Supreme Court Order 

In the year 2014, coal block/mine allocations were cancelled by the Hon’ble Supreme Court vide order dated 24.09.2014.The prior 

(old) allottee of mines were givencompensation in the year 2016 towards the transfer of their rights/ titles in the land, mine 

infrastructure, to the new entity (successful bidder) as per the directions of Hon’ble Supreme Court. 

There was no agreement between the prior allottees of coal blocks and the Government that the previous allottees shall agree to or 

tolerate cancellation of the coal blocks allocated to them if the Government pays compensation to them. No such promise or offer 

was made by the prior allottees to the Government. The allottees had no option but to accept the cancellation. The 

compensation was given to them for such cancellation, not under a contract between the allottees and the Government, but 

under the provisions of the statute and in pursuance of the Supreme Court Order. Therefore, it would be incorrect to say that 

the prior allottees of the coal blocks supplied a service to the Government by way of agreeing to tolerate the cancellation of the 

allocations made to them by the Government. Therefore, the compensation paid for cancellation of coal blocks pursuant to the 

order of the Supreme Court was not taxable. 

Cheque dishonor fine/ penalty 

No supplier wants a cheque given to him to be dishonoured. It entails extra administrative cost to him and disruption of his routine 

activities and cash flow. The promise made by any supplier of goods or services is to make supply against payment within an 

agreed time (including the agreed permissible time with late payment) through a valid instrument. There is never an implied or 

express offer or willingness on part of the supplier that he would tolerate deposit of an invalid, fake or unworthy instrument of 

payment against consideration in the form of cheque dishonour fine or penalty. The fine or penalty that the supplier or a banker 

imposes, for dishonour of a cheque, is a penalty imposed not for tolerating the act or situation but a fine, or penalty imposed for 

not tolerating, penalizing and thereby deterring and discouraging such an act or situation. Therefore, cheque dishonor fine or 

penalty is not a consideration for any service and not taxable. 

Penalty imposed for violation of laws 

Penalty imposed for violation of laws such as traffic violations, or for violation of pollution norms or other laws are also not 

consideration for any supply received and are not taxable, which are also not taxable. Same is the case with fines, penalties 

imposed by the mining Department of a Central or State Government or a local authority on discovering mining of excess mineral 

beyond the permissible limit or of mining activities in violation of the mining permit. Such penalties imposed for violation of laws 

cannot be regarded as consideration charged by Government or a Local Authority for tolerating violation of laws. Laws are not 

framed for tolerating their violation. There cannot be such an agreement as violation of law is never a lawful object or 

consideration. The service tax education guide issued in 2012 on advent of negative list regime of services explained that fines 

and penalties paid for violation of provisions of law are not considerations as no service is received in lieu of payment of such 

fines and penalties.The same holds true for GST also. 

Forfeiture of salary or payment of bond amount in the event of the employee leaving the employment before the minimum 

agreed period 

An employer carries out an elaborate selection process and incurs expenditure in recruiting an employee, invests in his training 

and makes him a part of the organization, privy to its processes and business secrets in the expectation that the recruited employee 



 

would work for the organization for a certain minimum period. Premature leaving of the employment results in disruption of work 

and an undesirable situation. The provisions for forfeiture of salary or recovery of bond amount in the event of the employee 

leaving the employment before the minimum agreed period are incorporated in the employment contract to discourage non-serious 

candidates from taking up employment. The said amounts are recovered by the employer not as a consideration for tolerating the 

act of such premature quitting of employment but as penalties for dissuading the non-serious employees from taking up 

employment and to discourage and deter such a situation. Further, the employee does not get anything in return from the employer 

against payment of such amounts. Therefore, such amounts recovered by the employer are not taxable as consideration for the 

service of agreeing to tolerate an act or a situation. 

Compensation for not collecting toll charges 

In the wake of demonetization, NHAI directed the toll operators to allow free access of toll roads to the users from 8.11.2016 to 

1.12.2016 for which the loss of toll charge was paid as compensation by NHAI as per the instructions of Ministry of Road 

Transportation and Highways. The toll reimbursements were calculated based on the average monthly collection of tolls. The 

compensation paid to the toll operators by project authorities (NHAI) in lieu of suspension of toll collection during the 

demonetization period (from 8.11.2016 to 1.12.2016) was taxable as a service by way of agreeing to refrain from collection of toll 

from users. 

It has been clarified vide Circular No. 212/2/2019-ST dated 21.05.2019 that the service that is provided by toll operators is that of 

access to a road or bridge, toll charges being merely a consideration for that service. During the period from 8.11.2016 to 

1.12.2016, the service of access to a road or bridge continued to be provided without collection of toll from users. Consideration 

came from the project authority. The fact that for this period, for the same service, consideration came from a person other than 

the actual user of service does not mean that the service has changed. 

Late payment surcharge or fee 

The facility of accepting late payments with interest or late payment fee, fine or penalty is a facility granted by supplier naturally 

bundled with the main supply. It is not uncommon or unnatural for customers to sometimes miss the last date of payment of 

electricity, water, telecommunication services etc. Almost all service providers across the world provide the facility of accepting 

late payments with late fine or penalty. Even if this service is described as a service of tolerating the act of late payment, it is an 

ancillary supply naturally bundled and supplied in conjunction with the principal supply, and therefore should be assessed as the 

principal supply. Since it is ancillary to and naturally bundled with the principal supply such as of electricity, water, 

telecommunication, cooking gas, insurance etc. it should be assessed at the same rate as the principal supply. 

Cancellation charges 

A supply contracted for, such as booking of hotel accommodation, an entertainment event or a journey, may be cancelled by a 

customer or may not proceed as intended due to his failure to show up for availing the same at the designated place and time. The 

supplier may allow cancelation of supply by the customer within a certain specified time period on payment of cancellation fee as 

per commercial terms of the contract. In case the customer does not show up for availing the service, the supplier may retain or 

forfeit part of the consideration or security deposit or earnest money paid by the customer for the intended supply.It is a common 

business practice for suppliers of services such as hotel accommodation, tour and travel, transportation etc. to provide the facility 

of cancellation of the intended supplies within a certain time period on payment of cancellation fee. Cancellation fee can be 

considered as the charges for the costs involved in making arrangements for the intended supply and the costs involved in 

cancellation of the supply, such as in cancellation of reserved tickets by the Indian Railways. 

Services such as transportation travel and tour constitute a bundle of services. The transportation service, for instance, starts with 

booking of the ticket for travel and lasts at least till exit of the passenger from the destination terminal. All services such as 

making available an online portal or convenient booking counters with basic facilities at the transportation terminal or in the city, 

to reserve the seats and issue tickets for reserved seats much in advance of the travel, giving preferred seats with or without extra 

cost, lounge and waiting room facilities at airports, railway stations and bus terminals, provision of basic necessities such as soap 

and other toiletries in the wash rooms, clean drinking water in the waiting area etc. form part and parcel of the transportation 

service; they constitute the various elements of passenger transportation service, a composite supply.. The facilitation service of 

allowing cancellation against payment of cancellation charges is also a natural part of this bundle. It is invariably supplied by all 

suppliers of passenger transportation service as naturally bundled and in conjunction with the principal supply of transportation in 

the ordinary course of business. 

Therefore, facilitation supply of allowing cancellation of an intended supply against payment of cancellation fee or retention or 

forfeiture of a part or whole of the consideration or security deposit in such cases should be assessed as the principal supply. For 

example, cancellation charges of railway tickets for a class would attract GST at the same rate as applicable to the classof travel. 
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