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Synopsis
The Securities and Exchange Board of India (SEBI), by way of an informal guidance,
clarified that acquisition/ transfer of shares in Target Company pursuant to conversion
of existing shareholder and promoter (Acquirer), from private limited company into
LLP, would fall within the meaning of ‘succession’ under SAST Regulations and would
qualify for exemption from making an open offer. The exemption from making an open
offer is subject to the shareholding of the LLP being the same as that of Acquirer in the
Target Company, with no change in control.

Facts


Fidelo Foods Private Limited (FFPL) is the existing shareholder and promoter of
India Finsec Limited (Target Company), holding 18.19 per cent shares in the Target
Company. The shares of the target company are listed on the BSE.



FFPL proposed to change its status from private limited company to a Limited
Liability Partnership (LLP) pursuant to which the shareholding of FFPL shall be
transferred to/ or be acquired by the LLP.



There would be no change in the controlling interest of the Target Company.

Question of law
The question that arose before SEBI is whether such transfer/acquisition upon
conversion of a company into LLP, would trigger open offer obligations under
Regulation 3 of SEBI (Substantial Acquisition of Shares and Takeover) Regulations,
2011 (SAST Regulations).

Tax and Regulatory Implications


In accordance with Regulation 3(1) of SAST Regulations, acquisition of/transfer of
shares would trigger an open offer obligation, if it entitles the Acquirer along with
the person acting in concert, to exercise 25% or more voting right in the Target
Company.



However, Regulation 10(1)(g) of SAST Regulations states that the acquisition of
shares by way of succession, transmission or inheritance is exempt from the
obligation to make an open offer under Regulations 3 and 4 of SAST.



Section 47(xiiib) of the Income-tax Act, 1961 (the IT Act) provides the conditions
that need to be satisfied in order for conversion of a private company/ unlisted
public company into a LLP, and being exempt from capital gains tax in the hands of

both the company as well as the shareholders. While Section 47(xiiib) imposes
certain restrictions on post conversion transactions - such as restrictions on
distribution of accumulated profits and change in profit sharing ratio - the
conditions of allowing only a company having total turnover etc., up to INR 6 million
and total assets up to INR 50 million in all the three years prior to the conversion,
being eligible for the above exemption are the most burdensome. The above
restrictions have impaired the ability of promoter holding companies to move into a
more efficient model of a LLP. While a conversion into a LLP without complying with
the conditions of Section 47(xiiib) could be explored, achieving tax neutrality
(especially on the shareholders’ side) based on general principles may be a longwinded and litigative proposition.

Informal guidance of SEBI


It was stated that the acquisition/transfer of shares in Target Company is pursuant
to conversion of a private limited company into a LLP and the ownership of business
of FFPL was proposed to be transferred to the LLP without any change in the nature
of business and control.



SEBI clarified that the proposed conversion would fall within the meaning of
‘succession’ under regulation 10(1)(g) of the SAST Regulations and would qualify
for an exemption from making an open offer, subject to the shareholding of the LLP
being the same as that of FFPL in the Target Company, with no change in control.



SEBI further stated that upon conversion, the LLP would form part of the promoter
group and therefore, LLP and the Target Company would be under an obligation to
make necessary disclosures under the SAST Regulations, SEBI (Prohibition of
Insider Trading) Regulations, 2015 and any other law wherever applicable.



Such exemption would be applicable subject to compliance of conditions prescribed
in regulation 10 of the SAST Regulations.

Conclusion
The SEBI informal guidance, though case and fact-specific, is important from the
perspective of corporate restructuring. The guidance lays down the conditions for
seeking an exemption from obligation to make an open offer on conversion of promoter
entity organized as a company, into a LLP. However, different facts or conditions might
lead to a different view/conclusion from SEBI.

Source: Informal Guidance issued by SEBI dated July 23, 2018 viz no. CFD/DCR2/OW/P/2018/20660/1
seeking clarification on the requirement of open offer obligations under regulation 3 in case of conversion of
the acquirer /promoter from private limited company into LLP.
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