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ABSTRACT 

The paper discusses about the problems that have been created in the international tax regime 

due to the expanding liberalization and integration in the market and due to this the 

Multinational Enterprises are taking advantage by entering into the mergers, acquisitions and 

investments. Due to this many problems were arose in the countries like India and china. To 

resolve these problems, the emphasis has been put to the Vodafone Essar dispute which denotes 

the use of the international tax regime or the domestic tax regime. The first part of the paper 

discusses about the international as well as the Indian tax system which also includes the 

transaction took place in the Vodafone-Essar dispute. The second part of the paper deals with 

the legal and the economic framework of the dispute in which the controversial India-Mauritius 

DTC has been discussed along with the circulars passed by the finance ministers in the year 

1994 and 2000. The third part of the paper discusses the issue about the apparent extent of 

India’s jurisdiction to tax the capital gains. This part of the paper includes the interpretation of 

Section 9 of the Income Tax Act, 1961 and the capital asset transfers in the country. The concept 

of the corporate veil over the separate legal entity was also taken into consideration. The fourth 

part of the paper is that what should be the extent of India’s jurisdiction to tax capital gains? 

This part includes the thoughts of the various commentators and what the ITD has suggested to 

will its own arguments in such disputes. The concluding part discusses the Supreme Court 

judgment that arose in the dispute and the observations that are included in the paper.  
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Insufficient Tax Principles Becoming A Nightmare For Tax 

Authorities: Vodafone Essar Dispute 

INTRODUCTION 

The difficulties in the International Tax System have been increased due to the economic 

liberalization and the expanding integration of the world market. Not only this, the Multinational 

Enterprises are also taking advantage of the hurdles arising in the International Tax System. The 

risk for the same is over the economies of the countries like India and China. These perspectives 

of the threat were seen in “Vodafone Essar Tax Dispute” where India needs to choose between 

the principle of the International Tax system and the changes in the Indian tax system.1  

INTERNATIONAL & INDIAN TAX SYSTEM 

Due to the emergence of the worldwide trade and investments in the MNEs, the difficult issues 

of the tax has been raised in the sovereign state. The solution to these issues has been the Double 

Taxation Convention or any other tax treaties within the regime of the network of the state. But, 

even after these solutions, the liberalization in the state economies as well as the worldwide 

integration of trade has disturbed the whole concept on which the international tax is stood. It 

was noted that the crisis that was arising was due to the offshore transactions by the neighboring 

states or by the foreign firms; due to the MNEs that were arising. Therefore, some principles 

were suggested to look upon such issues and decide the tax based system. These principles 

include, ‘residence based accounting’, ‘source-based taxation’, ‘permanent establishment’, 

‘separate entity accounting’ and the ‘separate corporate personality’.2 

  The emerging economies of the countries like India, China and Brazil has started accepting the 

foreign direct investments along with its advantages. These countries are now concerned about 

                                                   
1Geoffrey T. Loomer, The Vodafone essar dispute: Inadequate tax principles create difficult choices for India (11 

September 2019; 3:32 PM) https://www/jstor.org/stable/44283690 
2RSM India, “Tax- International and Indian” ,(11 September 2019; 3:34PM), 

https://www.rsm.global/india/service/tax-international-and-indian  

https://www/jstor.org/stable/44283690
https://www.rsm.global/india/service/tax-international-and-indian
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the “profitable investments” by the non-residents and also they should have a “fair share” of the 

tax in the source country.   

The economic development of the country is massively increasing due to the increase in foreign 

investment. And due to this the Income Tax Department is obligated to give response to the 

international issues. In this regard, it was contended by the sources that a less restrictions must be 

applied by the ITD while looking in the work of the non-resident firms. The main motive for 

such contention was that, the profits that will built in the Indian firms will attract tax as “fees for 

technical services” and any change in the ownership of the Indian companies will attract the 

“capital gains taxation”.3 

VODAFONE ESSAR DISPUTE 

The present article deals with the international issue of a Hong Kong based company and a UK 

based company that arose an issue, whether the ITD have jurisdiction on such cases or not. The 

transaction began between the “Hutchinson Telecommunication International Limited” and the 

“Vodafone Group”, which has indirect control over the “Hutchison Essar Limited”, an Indian 

Company. The shares between the Vodafone and the Telecommunication Company were held so 

that a corporate structure can be built which will be helpful in tax benefits. The ITD stated that 

the Vodafone should held atleast US$ 2billion for the capital gain tax and also the department 

alleged Vodafone with penalties of US $2 billion. The case was so moved forward to the 

Bombay High Court in year 2008 where “the petition given by the Vodafone was dismissed by 

the court on the basis of the procedural grounds and suggested the transaction is liable to be 

taxable in India as it represented the controlling interest of a foreign company over Indian 

company”.  The matter was then appealed to Supreme Court by Vodafone (Appellant) where the 

court reversed the order of the Bombay high court and stated that “the Indian Tax Authority had 

no territorial tax jurisdiction to tax such offshore transaction”.4   

THE LEGAL AND ECONOMIC SCENARIO OF THE DISPUTE 

                                                   
3 Supra 1 
4 Rohit Kapoor, Facts of the case, Vodafone Case Summarised by Rohit Kapoor, (11 September 2019; 3:37PM), 

https://studycafe.in/2019/05/vodafone-case-summarised-by-rohit-kapoor.html 

https://studycafe.in/2019/05/vodafone-case-summarised-by-rohit-kapoor.html


 
Issue 6, September, 2020 

4 | P a g e  

 

India has gone though a multiple reforms since the 1990s which includes restricting the foreign 

ownership due to which significant FDIs have been made by the Multi-national Enterprises in 

different countries like the United States, Japan, Europe etc. The growth of the MNEs was 

happening mostly because of the mergers and acquisitions taking place in the country followed 

by the disinvestments and the corporate restructure process taking place. And the problem arising 

in the tax due to the process of mergers, acquisition, disinvestment or corporate restructuring is 

dependable on the tax laws of the country, i.e. India. At that time the maximum FDI was 

received to India by UK, Mauritius and the USA. 

But, the “India-Mauritius DTC” was controversial for sometime in the country. The contentions 

came in this regard that the treaty has been influenced by the resident of third-country to route 

investments into the country and also to take out income at zero tax rate. Moreover, the Indian 

residents are using this treaty to set a wholly owned firm in Mauritius by the scheme termed as 

“round tripping” or “mirroring”. But a circular was issued by the finance ministry in the year 

1994 which clarifies that “the ‘capital gains’ received by the resident of Mauritius from the 

companies situated in India, are only taxable under the Mauritian laws”. In 2000, the investors 

showed the concern that the ITD was creating dispute in the “beneficial ownership of the 

dividends” that were supposed to be paid to the Mauritius companies. In reference to this 

concern the finance minister issued a circular stating that, “a tax residency certificate issued by 

the Mauritius Government constituted ‘sufficient evidence’ of the tax residence of a company in 

the Mauritius as well as the Indian Companies.” It also stated that whatever income is received 

or accrued by the resident of Mauritius through the shares of India are not considered to be 

taxable in India.  

The validity of the circular by finance ministry in the year 2000 was made in the case of “Union 

of India v. Azadi Bachao Andolan”5. In this case the Supreme Court held that “the circular 

constituted a legitimate exercise of the Central Government’s authority under the act”.6 

                                                   
5 Union of India And Anr vs Azadi Bachao Andolan And Anr, 7 October 2003, 

https://indiankanoon.org/doc/1960330/ 
6 Supra 1 

https://indiankanoon.org/doc/1960330/
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DISPUTE 

The transaction was basically held on the sale of shares by the Hutchison based in Hong Kong to 

the Vodafone based in UK. The press release of HTI states that “the overall transaction was 

agreed upon in February 2007 and completed in May 2007”. Moreover, the transaction involved 

that the “Vodafone International Holdings BV, a subsidiary of Vodafone” acquires all the shares 

of “CGP Investments Ltd., a Cayman Islands subsidiary of HTI”. The CGP held some 52% of 

shares in the company with the additional 15% and the Essar group held some 33% of the shares. 

From the points mentioned above, it can be stated that the transaction was considered a formal 

transaction between Cayman where the shares that are transferred are located or at the place 

where the vendor was located [either Hong Kong or Cayman] and it can also be considered that 

the transaction can neither be taxable in India nor in Mauritius. But, the ITD made the contention 

that the shares of the CGP were within the jurisdiction of India and will be taxable in local 

jurisdiction of India. The argument made for the same was that, “the profit on the transaction, i.e. 

US $9 billion was chargeable to tax in the amount of US $2 billion. It also said that the 

Hutchison Essar Group was itself legitimately be assessed for Vodafone’s purported tax liability 

as a representative assessee based in India.”7    

On presentation of the case in the high court, certain issues were taken into consideration. Such 

issues are mentioned below: 

1. “Whether India’s jurisdiction to tax can be interpreted in such a way that the gain on the 

disposition by HTI, which was formally an alienation of shares situated offshore, is 

nonetheless taxable a s a gain arising or accruing from the underlying shares or assets in 

India?” 

                                                   
7 B.Journal, Vodafone v/s Income Tax Authority of India- A Pandora’s Box, (11 September 2019; 3:41PM),  

https://www.academia.edu/12167725/VODAFONE_V_S_INCOME_TAX_AUTHORITY_OF_INDIA_A_PANDO

RA_S_BOX 

https://www.academia.edu/12167725/VODAFONE_V_S_INCOME_TAX_AUTHORITY_OF_INDIA_A_PANDORA_S_BOX
https://www.academia.edu/12167725/VODAFONE_V_S_INCOME_TAX_AUTHORITY_OF_INDIA_A_PANDORA_S_BOX
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2. “Whether Vodafone, as a purchaser, should or should not be treated as a person liable to 

withhold tax on payments to non-residents within the meaning of the Section 195 of the 

act, given that Vodafone BV has no taxable presence in India?”  

 

EXTENT OF INDIA’S JURISDICTION FOR TAXATION OF CAPITAL 

GAINS 

As per the Public International Law “each country has the sovereign right to legislate within its 

jurisdiction”. This concept can be understood by two school of law, i.e. (i) “a State may enact 

legislation taxing the income of persons having no connection to the country, whether or not 

such law could be enforced as a practical matter” and (ii) “this school asserts that purporting to 

tax the foreign income of non-residents is not only impractical, but contrary to international 

law”.  The first concept of the school of thought is being followed by the commonwealth 

countries like UK and India which argues that the jurisdiction of tax is within the competency of 

parliament. The second school is being considered as contentious. Though, both the schools are 

in a favor that the state has the right for tax in the ‘relevant connecting factors’. Looking into 

Indian perspective, it can be noted that the Indian tax jurisdiction follow the concept of residence 

based taxation as well as the source based taxation which includes the capital gains as well. In 

this respect, Section 4 r/w section 5(1)89 is relatable to the residents and Section 5(2)1011 is 

relatable to the non-residents. Due to these sections of the act, the non-residents might also need 

to pay the tax in their own state which cause to the problem of “double taxation” on the capital 

gains.   

NON-RESIDENT’S DEEMED INCOME UNDER INDIAN DOMESTIC LAW 

                                                   
8 “A person’s total income subject to tax includes all income derived from any source which is received or deemed 
to be received in India by him, which accrues or arises or is deemed to accrue or arise to him in India, or which 

accrues or arises to him outside India.” 
9 https://www.incometaxindia.gov.in/pages/acts/income-tax-act.aspx 
10 “The total income of a person who is non-resident includes all income derived from any source which is received 

or deemed to be received in India by a non-resident, or is deemed to accrue or arise to a non-resident in India.” 
11 Supra 9 

https://www.incometaxindia.gov.in/pages/acts/income-tax-act.aspx
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As per Section 912 of the act, certain income is considered to arise or accrue in India. According 

to Section 9(1)(i), the following income shall be deemed to arise or accrue in India: 

All income accruing or arising, whether directly or indirectly, through or from any property in 

India, or through or from any asset or source of income in India, or through the transfer of a 

capital asset situate in India.  

If carefully analyzed the Section 9, then two provisions can be applied on the residents as well as 

the non-residents. The non-residents who are considered to be far from the Indian jurisdiction but 

are receiving the income in accordance to Section 9 of the act, will be chargeable as per Section 

5(2), also the word ‘deemed’ is not only considered as actual income that is arising from India 

but is also considered legally to be arose in India. And the ITD can argue in the dispute of 

Vodafone Essar in accordance of Section 9 that “income was deemed to accrue or arise to HTI in 

India by virtue of transfer if capital assets situated in India”.  

Moreover, the point that happened in the dispute was, whether the “capital disposition” cannot be 

challenged in the lieu of the transaction that arises from the income from trade. The controlling 

powers of the HTI were already with a telecom industry which was further acquired by the 

Vodafone BV by an ‘isolated payment’. And through this, it cannot be said or contented that the 

HTI was carrying an ‘active business’ of trade of shares. Moreover, the ‘passing off rights’ were 

not transferred in any capital asset situate in India as the assets of HTI were only and only owned 

by itself and the control of its shares were with the Mauritian companies as well as with the 

Essar. And so, the issue arose in reference to the ignoring of the separate personality of HTI and 

include the corporate veil that means that India can accept the principle that “for tax purposes, 

one should ignore the separate personality of all the intermediate holding entities and of the 

TelCo itself” unless the Act itself does not interpret in the Indian as well as International laws. 

Also, the court in this reference has held in the case of “Azadi Bachao Andolan” that, “while 

courts are empowered to pierce the corporate veil when applying domestic law, such an 

approach, ‘can hardly apply’ to entities resident  in a state with which India can conclude a tax 

treaty. Applying the ‘India-Mauritius treaty’ in the dispute, it can be considered that “if the 

                                                   
12 Ibid 11 
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entire HTI enterprise were treated as a single economic entity, then there would be no 

application of tax. But if the corporate structure of the company is taken into consideration at 

the time then the India-Mauritius DTC treaty will be applicable.” 

Looking into the second issues of the case, it can be stated that the act provides that “a person 

includes a company, accepts that the company includes any body corporate incorporated by or 

under the laws of a country outside India and does not contain a controlled foreign company.” 

So, the Vodafone as a foreign company having control over Indian Hutchinson Essar cannot be 

considered as a person under the act and have no taxable presence in the country. 

WHAT SHOULD BE THE EXTENT OF INDIA’S JURISDICTION FOR 

TAXATION OF CAPITAL GAINS? 

The ITD looking into the Section 9 of the act as well as the India-Mauritius DTC, it stated that 

“India is justified in delimiting its jurisdiction as a host state to aggregate the distinct activities of 

a multinational corporate group and treat them as a single enterprise or business.” It also 

suggested some changes in the Indian as well as International tax policies so that a proper 

investigation can be done in reference to the changes brought up to/by the ITD.  

The changes were suggested because the ITD was aware of the fact that it will lose the 

arguments presented in the court. The arguments include the principles of corporate residence 

along with the permanent establishment13 and the separate entity accounting. From these 

principles it can also be recognized that the HTI is considered as a legal person who is 

independent of its shareholders. Moreover, the concept of ‘corporate residence’ is being 

observed in the commonwealth countries like UK and India on the basis of the place of 

incorporation, location of the central management and control ad both. So, it can be depicted that 

recognition of residence is considered as a main concept used in avoiding the international tax.  

But, some of the scholars have stated that the concept of, ‘residence based taxation’, ‘source 

based taxation’ and ‘separate entity accounting’ is not satisfactory. Graetz has declares that “the 

                                                   
13 “A subsidiary can constitute a permanent establishment of its parent company according to the same conditions 

stipulated with respect to unrelated enterprises.” 
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current system of international taxation as being founded upon and characterized by inadequate 

principles, outdated concept and unsatisfactory policies.”14  On the other hand Professor Vogel 

has said that, “the prevailing system of residence based taxation with credits for foreign income 

is inequitable and is adverse to economic reason and amounts to fiscal imperialism.”15 The main 

point of referring these commentators is their recommendation that is objectifies at the 

international organizations and its legislators which included the United Nations as well as 

Organization of Economic Corporation and Development because it is not possible for every 

single country to bring the changes to accept the recommendations in their tax policies.16   

 

 

  CONCLUSION 

The observations that are made above are widespread in the current taxation laws internationally 

as well as nationally to both the source as well as residence based taxation. And, not just the 

developing nations or the commonwealth nations are trying to change the international regime of 

tax but, there are developed nation as well who are facing problems of tax laws. Moreover, the 

countries which are following the three principle of taxation, i.e. ‘residence based taxation’, 

‘source based taxation’ as well as ‘separate entity accounting’ faces problems in reference to the 

Multinational enterprises. Even, the state does not want any hurdle in reference of the same so 

they reject such principles as they will damage the ‘state investment climate’. 

Therefore, the tax departments can take the matter in their jurisdiction in reference to what they 

see as their shares in the tax from the international income. But, the entities who have already 

taken steps to prevent themselves from these problems, appears to be legally permissible under 

                                                   
14Michael J. Graetz, Introduction, Follow the Money: Essays on International Taxation, (11 September 2019; 

3:44PM),  https://papers.ssrn.com/sol3/papers.cfm?abstract_id=2784804 
15 Klaus Vogel, Double Taxation Conventions, (11 September 2019; 3:44 PM), 

https://www.africataxjournal.com/wp-content/uploads/2018/04/Klaus-Vogel-Treatise-on-Double-Tax-Conventions-

B-Expl-Notes.pdf 
16PwC News Alert, Landmark Supreme Court Verdict in the Vodafone Case, (11 September 2019; 3:46 PM),  

https://www.pwc.in/tax-and-regulatory-services/corporate-and-international-tax/corporate-and-international-tax-

newsalerts-archives/2012/pwc_news_alert_21_january_2012_vodafone_international_bv.html 

https://papers.ssrn.com/sol3/papers.cfm?abstract_id=2784804
https://www.africataxjournal.com/wp-content/uploads/2018/04/Klaus-Vogel-Treatise-on-Double-Tax-Conventions-B-Expl-Notes.pdf
https://www.africataxjournal.com/wp-content/uploads/2018/04/Klaus-Vogel-Treatise-on-Double-Tax-Conventions-B-Expl-Notes.pdf
https://www.pwc.in/tax-and-regulatory-services/corporate-and-international-tax/corporate-and-international-tax-newsalerts-archives/2012/pwc_news_alert_21_january_2012_vodafone_international_bv.html
https://www.pwc.in/tax-and-regulatory-services/corporate-and-international-tax/corporate-and-international-tax-newsalerts-archives/2012/pwc_news_alert_21_january_2012_vodafone_international_bv.html
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the prescribed laws. And, the Vodafone-Essar dispute can be seen as one of the example for such 

transactions and such decisions that whether or not there should be change that is suggested in 

the international taxation regime or not and so from the decision of the Supreme Court, the 

income tax department withholds with the international taxation and enforces a common laws for 

taxation for the MNEs that are operating in India.  
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