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Conversion of a Limited Liability Company to 
a Limited Liability Partnership

LLP as a structure is not new in the international 
scenario. Most western economies have provisions 
for hybrid business entities like the LLPs. The United 
States legislation provides for six independent business 
forms, including the LLP. However, LLP form of 
business in US can be set up only by professional 
outfits. The LLP in US is governed by state laws, and 
in general, each partner in the LLP is fully liable for 
the debts of the partnership, but not for the acts of 
professional negligence of other partners. Similarly, 
Singapore and United Kingdom regulations also 
provide for LLP form of business.

LLP, a hybrid business structure, fuses the 
operational flexibility and tax advantages of a 
traditional partnership firm with the limited liability 
feature of a corporate entity, thereby providing a more 
attractive investment option to foreign investors as 
compared to the traditional investments routes of joint 
ventures/wholly owned subsidiaries. 

A registered limited company in India [private or 
public] has a lot of complex formalities and incurs 
additional overheads for managing affairs including 
mandatory board meetings, maintenance of statutory 
records, etc. Absence of such mandates for LLP 
combined with advantages such as non-applicability of 
dividend distribution tax on profit repatriation, transfer 
of profit rules [cash traps] and deemed dividend related 
issues, underline the attractiveness of the LLP form of 
organisation. Further, the strategy of 'check-the-box' 
election for LLP [which allows the LLP to be treated  
as a transparent/disregarded entity for US tax  
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In practice, the three year – R60 lakh requirement 
is becoming a significant impediment for many 
companies to convert themselves into a LLP and 

thereby benefit from the flexible structure of LLP and 
single-tier taxation. The said criterion specified in 
the Act, while shattering the plans of the big sized 
companies looking forward to convert themselves 

into LLP, has also raised the eyebrows of tax 
professionals struggling for a solution. 

purposes] could be used as an effective strategy for 
cross-border tax arbitrage (via tax credits).

Section 56 read with Third Schedule of the Limited 
Liability Partnership Act, 2008 ('LLP Act') provides 
that a company can be converted into LLP provided 
that:
1. There is no security interest in the company's assets 

subsisting or in force at the time of application for 
conversion; and,

2. The partners of LLP to which it converts, comprises 
all shareholders of the company and no one else.

However, a recent news release suggests that the 
Ministry of Corporate affairs is easing out on the first 
criterion and accordingly companies having secured 
loans attached to them in the form of loan undertaken 
against their assets may be permitted to convert into 
a LLP. On the other hand, where companies have 
acquired unsecured loans, they are not required to 
obtain any written consent from creditors.

In this regard, it would be vital to note that transfer 
of assets on conversion to a LLP is to be considered 
as exempt, if following conditions stipulated under 
Section 47(xiiib) of the Act are satisfied, namely – 
1. All the assets and liabilities of the company 

immediately before the conversion become the 
assets and liabilities of the LLP;

2. All the shareholders of the company immediately 
before the conversion become the partners of 
the LLP and their capital contribution and profit 
sharing ratio in the LLP are in the same proportion 
as their shareholding in the company on the date of 
conversion;

3. The shareholders of the company do not receive 
any consideration or benefit, directly or indirectly, 
in any form or manner, other than by way of share 
in profit and capital contribution in the LLP;

4. The aggregate of the profit sharing ratio of the 
shareholders of the company in the LLP shall not 

be less than fifty percent at any time during the 
period of five years from the date of conversion;

5. The total sales, turnover or gross receipts in the 
business of the company in any of the three previous 
years preceding the previous year in which the 
conversion takes place does not exceed sixty lakh 
rupees; and

6. No amount is paid, either directly or indirectly, to 
any partner out of balance of accumulated profit 
standing in the accounts of the company on the date 
of conversion for a period of three years from the 
date of conversion.
In case any of the stipulated conditions are not 

satisfied, profit and gains arising from the transfer of 
such capital/intangible asset/share(s) (not charged to 
tax on account of the above exemption) would be liable 
to tax in the hands of the successor LLP/shareholders 
of the predecessor company, as the case may be.

In practice, the three year – R60 lakh requirement 
is becoming a significant impediment for many 
companies to convert themselves into a LLP and 
thereby benefit from the flexible structure of LLP 
and single-tier taxation. The said criterion specified 
in the Act, while shattering the plans of the big sized 
companies looking forward to convert themselves into 
LLP, has also raised the eyebrows of tax professionals 
struggling for a solution. 

Three views are possible regarding the basis 
for determining the profits and gains to determine 
taxable income in the hands of successor LLP and 
the shareholders of the company if the aforesaid three 
year–R60 lakh conditionis breached.

View 1 – Slump Sale from Private Limited Company  
to LLP:
On slump sale, the difference between consideration 
received for the transfer and networth of the business 
transferred is treated as capital gains. Net worth of 
the business transferred is computed as the aggregate 
value of assets relating to the business transferred less 
the book value of liabilities. The value of assets for this 
purpose is determined as follows, namely, in case of 
depreciable assets – Written down value determined in 
accordance with the provisions of the Act and for other 
assets – Book value.

The nature of capital gains, long term or short 
term, would depend on the period of holding of the 
undertaking (capital gain will be long term if held for 
more than 36 months). The company is required to 
obtain a report of a Chartered Accountant certifying 
the computation of net worth, prior to filing the income 
tax return for the year of transfer. In case the net 
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worth is negative, based on judicial precedents (Zuari 
Industries Ltd Vs. ACIT [2007] 105 ITD 569 [Mum], 
Paperbase Co. Ltd. Vs. ACIT [2008] 19 SOT 163 
[Delhi]), it can be argued that the cost of acquisition 
should be considered as Nil. 

In any case, on conversion of a Company to LLP at 
book value, the consideration will be equal to networth 
and hence no gain is likely to accrue, except in case of 
transfer of land or buildings where Section 50C of the 
Act, which contains provisions to substitute the actual 
consideration with the guidance/stamp duty value 
(where the same is higher than actual consideration)  
will kick in. The Company should be able to substanti-
ate the consideration paid as the provisions of Section 
55A of the Act (which allow a tax officer to refer 
the valuation of capital asset to valuation officer for 
ascertaining fair market value) should not apply to 
slump sale.

View 2 – No Transfer But Only Change in Form to LLP: 
Based on principles enunciated in the Advance ruling 
obtained by Umicore Finance Luxembourg [AAR 
No. 797 of 2009 dated 12th March 2010], no capital 
gains would arise in the hands of the shareholders or 
successor LLP on account of the following:
1. The conversion and automatic vesting of assets/

liabilities in the LLP on account of the LLP Act 
does not result in actual 'transfer' of assets;

2. Asset would be transferred at book value and 
shareholders would become partners and receive 
profit share in line with their shareholding ratio. So 
no additional benefit accrues to the shareholders;

3. There is no actual consideration payable to 
company/shareholders on account of the conver-
sion (even assuming there is a transfer).

However, it would be pertinent to note that the 
said ruling was issued in case of conversion of firm to 
company. Further, the same being an Advance Ruling, 
it only applies to the non-resident who has applied for 
such ruling. Hence, the principles in this ruling would 
have only a persuasive effect.

View 3 – Dissolution of Company and Formation of 
New LLP: 
Shareholders could be taxed on shares transferred on  
the basis that the conversion leads to deemed dis-
solution of Company. Taxable value on deemed 
dissolution to be determined as per the provisions of 
Section 46 of the Act as follows: 
1. Amount to the extent of accumulated profits of 

company treated as deemed dividend under Section 

2(22)(c) of the Act. However, the same would be 
exempt under Section 10(34) of the Act, subject to 
the successor LLP paying Dividend Distribution 
Tax.

2. Receipts/market value of assets distributed in 
excess of accumulated profits treated as full value 
of consideration and subject to capital gains tax 
under Section 46 of the Act.

Taxation in the hands of the successor LLP based 
on the deemed transfer of assets (at book value) to 
the LLP as per Section 45(3) of the Act. For land and 
building, the stamp duty value would replace the book 
value [based on the provisions of Section 50C of the 
Act]. Dividend Distribution Tax on deemed profits 
distribution at 16.223% on the deemed dividend would 
be applicable. 

It is also to be noted that since this is a law of recent 
origin, there are not many precedents on this matter, 
hence leading to lack of clarity. The insertion of clause 
[xiiib] in Section 47, in its present form, is likely to 
create confusion and prolonged litigation instead of 
providing a certainty to taxpayers.

With FDI being permitted in LLPs, this can be a 
suitable and viable entity form for several businesses  
to compete with global players, considering its 
advantages over company form of organisations 
from tax and operational flexibility standpoint. For 
any change/new initiatives to be put in place, various 
challenges need to be faced and there is also a steep 
learning curve. The Government should respond swiftly 
to the concerns based on their experiences of the initial 
years and make appropriate and timely changes in the 
legal framework. This would go a long way in building 
investor confidence in the LLP system. The success of 
the LLP system would depend only when the perceived 
advantages/objectives set, are actually felt and realised 
by every stakeholder in the LLP system. ■

With FDI being permitted in LLPs, this can be a 
suitable and viable entity form for several businesses 

to compete with global players, considering its 
advantages over company form of organisations 

from tax and operational flexibility standpoint. For 
any change/new initiatives to be put in place, various 
challenges need to be faced and there is also a steep 

learning curve. The Government should respond 
swiftly to the concerns based on their experiences 

of the initial years and make appropriate and timely 
changes in the legal framework.
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