Substance and Significance of
Beneficial Ownership Provisions .

This article focuses on the substantive provisions relating to the declaration of beneficial ownership

in a company.

Sections 89 and 90 of the Companies Act, 2013 (Act) deal with ascertaining the beneficial owner of
the shares held in a company and disclosures in relation thereto. Both sections are applicable to all

companies.

Beneficial Ownership Provisions

Section 89 deals with the declaration with
respect to a beneficial interest in any share.
Section 89 of the Act requires a person to make
disclosure where his name is entered in the
register of company members as the holder of
shares but who does not hold a beneficial
interest in such shares. Such a person is
required to give disclosure in the prescribed
format to the company, specifying the name and
other particulars of the person who holds the
beneficial interest in such shares.

The said section also requires a person who is
the beneficial owner but not the legal owner to
make a declaration to the company. The
declaration in the prescribed form should specify
the nature of interest held by the beneficial
owner, the particulars of a person who is a legal
owner, etc.

It is to be noted that both the legal owner and
beneficial owner must declare to the company in
a prescribed format.

Sub-section (10) of Section 89 of the Act defines
beneficial owner in an inclusive manner that
beneficial interest in a share includes, directly or
indirectly, through any contract, arrangement or
otherwise, the right or entitlement of a person
alone or together with any other person to:

* exercise or cause to be exercised any or all
the rights attached to such share; or

* receive or participate in any dividend or other
distribution with respect to such share.

Thus, the above definition envisages two
persons, one who is a legal owner of the share
and another who has the right or entitlement to
deal with such share through any contract,
arrangement or otherwise.
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Significant Beneficial Owners (SBO) in a
company

Section 90 deals with provisions related to SBO
and was originally enacted by the Companies Act
2013. It was replaced by the Companies
(Amendment) Act 2017 and the amended
section was made effective from 13 June 2018.
Simultaneously, Companies (Significant
Beneficial Owners) Rules, 2018 (Rules) were
notified on 13 June 2018.

Provisions relating to SBO seek to identify the
individual (whether Indian or foreign resident)
who holds a beneficial interest of 25% or such
other percentage as may be prescribed in the
shares of the company. The Rule lowered the
threshold of shareholding to 10% from 25%.
Apart from the percentage criteria, there is a
subjective test also wherein the individual shall
be considered as SBO where he has the right to
exercise or the actual exercising of significant
influence' or control over the company in any
manner.

As per Rules SBO in relation to a reporting
company means an individual referred to in
sub-section (1) of Section 90, who acting alone
or together, or through one or more persons or
trust, possess one of more of the following
rights or entitlements in such reporting company:

Indirect holding

holds indirectly, or together with any direct
holdings, not less than 10% of the shares;

holds indirectly, or together with any direct
holdings, not less than 10% of the voting
rights in the shares;

has the right to receive or participate in not
less than 10% ten of the total distributable
dividend, or any other distribution, in a
financial year through indirect holdings alone
or together with any direct holdings;

has the right to exercise, or actually exercises,
significant influence or control, in any manner
other than through direct holding alone.

It is clarified that if an individual does not hold a
right or entitlement indirectly under (i) to (iii)
above, then he shall not be considered as an
SBO.

Only direct holdings are excluded from the
provisions of SBO. Direct holding is clarified
where the individual is holding an investment in
his name directly or he is holding beneficial
interest in such shares and a declaration to that
effect is reported to the company.

The objective of SBO is to reach out to the natural person who ultimately holds a significant
beneficial interest in the company. SBO is an extension of provisions of the beneficial owner as
envisaged in Section 89 and is wider in application than that. Therefore, the Rules prescribe the
criteria by which an individual would be deemed to hold the rights and entitlements indirectly. The
criteria of indirect holding is explained in the Rules as follows, where a member of the reporting

company:

is a body corporate (whether
1 incorporated in India or abroad) other
than a limited liability partnership

and the individual:
* holds a majority stake in that member body

corporate;

» holds a majority stake in the ultimate holding

company of the body corporate.
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is a Hindu Undivided Family (HUF)

e (through karta)

is a partnership firm (through itself or
a partner)

4 a trust (through trustee)

is (a) a pooled investment vehicle; or
(ii) an entity controlled by the pooled
investment vehicle

[based in a member state of Financial
Action task Force on Money
Laundering and the regulator of the
securities market in such member
state is a member of the International
Organization of Securities
Commissions, and the individual in
relation to the pooled investment
vehicle]

is (a) a pooled investment vehicle; or
(ii) an entity controlled by the pooled
investment vehicle

[based in jurisdiction which does not
fulfil the requirement referred in (v)
above]

Acting together

As noted above, both Section 90(1) and Rule
2(1)(h) require that the determination of SBO an
individual referred to in Section 90(1) must be on
the basis of such individual acting alone,
together or through any other person(s) or
trust(s).

the individual karta of the HUF.

and the individual:

* is apartner; or

* holds a majority stake in the body corporate,
which is a partner of the partnership entity; or

* holds a majority stake in the ultimate holding
company of the body corporate, which is a
partner of a partnership entity.

and the individual:

* is atrustee in the case of a discretionary
trust or a charitable trust;

* is a beneficiary in the case of a specific trust;

* is the author or settlor in case of a revocable
trust.

individual in relation to the pooled investment

vehicle:

* is a general partner; or

* is an investment manager; or

* is a CEO where the investment manager of
such pooled vehicle is a body corporate or a
partnership entity.

As per provisions of (i) to (iv) of the above.

Acting together means acting in concert, in
unison, in association, business, or agreement,
jointly, in collaboration, plan or design as a group
or association with a common purpose or
objective. Whether two persons act together will
have to be decided not only by a written
agreement or any other document but also by
having regard to circumstances concerning their
actions.
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The Explanation V appended to the definition of
“significant beneficial owner” explains the term
“acting together” as under:

» “For the purpose of this clause, if any
individual, or individuals acting through any
person or trust, act with a common intent or
purpose of exercising any rights or
entitlements, or exercising control or
significant influence, over a reporting
company, pursuant to an agreement or
understanding, formal or informal, such
individual, or individuals, acting through any
person or trust, as the case may be, shall be
deemed to be ‘acting together.”

The following are the ingredients of “acting
together”:

+ an individual or individuals act through any
person or trust;

* in acting through, he/they have common intent
or purpose of exercising any rights or
entitlements, or exercising control or
significant influence, over the reporting
company;

» he/they act pursuant to an agreement or
understanding;

« such agreement or understanding is formal or
informal.

Significant Influence

Another criterion to ascertain SBO is an
individual who has the right to exercise or
actually exercises significant influence or control
in any manner. According to Rule 2(1)(i) of the
SBO Rules, ‘significant influence’ means the
power to participate, directly or indirectly, in the
reporting company's financial and operating
policy decisions but is not control or joint control
of those policies.

This definition is hard to interpret and apply. The
word ‘power’ is crucial in this definition. It is not
defined. One of the several meanings in
dictionaries is: ‘possession of control, authority,
or influence over others; legal ability, capacity, or
authority’ seems to be apt in the context of the
provision in Rule 2(1)(h)(iv).

Thus, to fall within the ambit of the definition of
“significant influence,” there must exist power to
participate in the company'’s financial and
operating policy decisions, regardless of whether
it is actually exercised. Therefore, if an individual
(acting alone or together with other individual(s)
has the power to participate (directly or
indirectly) in the financial and operating policy
decisions of the company, he will be considered
an individual having significant influence and
consequently a significant beneficial owner.

In a company, policy decisions are made by the
Board of Directors and are implemented by the
executive directors and other officers of the
company. Section 179(1) of the Act provides that
the Board of Directors of a company shall be
entitled to exercise all such powers and to do all
such acts and things as the company is
authorized to exercise and do.

The Board makes financial and operating policy
decisions. Therefore, under clause (iv) of Rule
2(1)(h), if an individual who is not a member of
the Board but has the power to participate,
directly or indirectly, in the financial and
operating policy decisions of the reporting
company, he will be deemed to be having the
right to exercise significant influence. This will
undoubtedly need some evidence in the form of
an agreement (such as a shareholders’
agreement) or, articles of association, or some
other document that entrusts such individual the
power to participate, directly or indirectly, in the
company'’s financial and operating policy
decisions.
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Control

Other limb of the SBO definition is a person who
has the right to exercise or actually exercise
control in any manner. The word ‘control’ in Rule
2(1)(h)(iv) is to be understood according to the
definition given in Section 2(27) of the Act. That
definition reads as follows:

“control’ shall include the right to appoint a
majority of the directors or to control the
management or policy decisions exercisable by a
person or persons acting individually or in
concert, directly or indirectly, including by virtue
of their shareholding or management rights or
shareholders agreements or voting agreements
or in any other manner.”

The definition is an inclusive definition; in
addition to what it states, it would apply to
anything that can be said to be controlled in the
ordinary sense of the term in the context of the
provisions of the Act;

The following situations would lead to the
presumption that there exists control over a
person:

» Such a person has the right to appoint a
majority of the directors of the company; or

« Such a person controls the management or
policy decisions in relation to the company.

» Control may be exercisable by one person
acting individually or more persons than one
acting in concert;

» Control may be direct or indirect;
« Control may be by virtue of or in the form of:
- Shareholding in the company; or

- Management rights in relation to the
company; or

- Shareholders' agreement; or
- Voting agreement; or

- In any other manner.

In the context of working of companies, in law,
control is undertaken as majority control or, in
other words, control by virtue of shareholding or
voting power, which determines, in the ultimate
analysis, the power to control a company. In
other words, normally, control over a company
means exercise of power by voting rights, and a
person or a group is said to have controlling
interest if he or she has power by exercise of
voting rights to carry a resolution at a general
meeting.

It is not uncommon to come across instances of
de facto control in the corporate world being
exercised by a group of people holding a small
proportion of capital since it is well-recognized
that a majority holding of shares is not essential,
nor is that always the decisive factor in
determining effective or actual control over a
company by a few. Such real or de facto control
can be had in many ways. It is well known that in
a company with a large and dispersed
shareholding, a comparatively small proportion
of the total shares, if held by a few hands, may
enable actual control to be exercised.

In common parlance, a person is said to have a
“controlling interest” in a company when such a
person acquires, by purchase or otherwise, the
majority of the vote-carrying shares in that
company, for the control of the company, resides
in the voting powers of its shareholders. In this
sense, the directors of a company may well be
regarded as having “a controlling interest” in the
company when they hold and are entered in the
share register as holders of the majority of the
shares which, under the articles of association of
the company, carry the right to vote?.

i




Substance and Significance of Beneficial Ownership Provisions | 6

It is not, however, necessary that to have “a Conclusion
controlling interest,” the person or persons who
hold the majority of the vote-carrying shares
must have a beneficial interest in the shares they
hold. These persons may hold the shares as
trustees and may even be accountable to their
beneficiaries and may be brought to book for
exercising their votes in breach of trust,
nevertheless, as between them as shareholders
and the company, they are the shareholders, and
as such, have “a controlling interest” in the
company, they are the shareholders, and as such
have “a controlling interest” in the company?3.

Although the provisions related to significant
beneficial owner appear on a smaller scale, they
have wide reporting ramifications. Therefore, it is
important to understand and identify the
significant beneficial owner in relation to a
company considering the onerous obligations
cast on companies and individuals to ensure the
compliance is followed as prescribed under the
Act.

1 ==
3. Commissioner of Income-tax, West Bengal v. Jeewanlal Ltd. AIR 1953 SC 473; see also Inland Revenue Commissioners v. J Bibby and E
Sons Ltd., (1946) 14 ITR (Suppl) 7:(1945) 1 All ER 667:29 Tax Cas 167; Commissioner of Income-tax v. Bipin Silk Mills AIR 1947 Bom 45. | —




About Nexdigm

Nexdigm is an employee-owned, privately held, independent global
organization that helps companies across geographies meet the
needs of a dynamic business environment. Our focus on problem-
solving, supported by our multifunctional expertise enables us to
provide customized solutions for our clients.

We provide integrated, digitally driven solutions encompassing
Business and Professional Services, that help companies navigate
challenges across all stages of their life-cycle. Through our direct
operations in the USA, Poland, UAE, and India, we serve a diverse
range of clients, spanning multinationals, listed companies,
privately-owned companies, and family-owned businesses from
over 50 countries.

Our multidisciplinary teams serve a wide range of industries, with a
specific focus on healthcare, food processing, and banking and
financial services. Over the last decade, we have built and leveraged
capabilities across key global markets to provide transnational
support to numerous clients.

USA Canada Poland UAE

www.nexdigm.com

Follow us on

infBOR N>} £

From inception, our founders have propagated a culture that values
professional standards and personalized service. An emphasis on
collaboration and ethical conduct drives us to serve our clients with
integrity while delivering high quality, innovative results. We act as
partners to our clients, and take a proactive stance in understanding
their needs and constraints, to provide integrated solutions. Quality at
Nexdigm is of utmost importance, and we are ISO/IEC 27001 certified
for information security and ISO 9001 certified for quality
management.

We have been recognized over the years by global organizations, like
the International Accounting Bulletin and Euro Money Publications,
World Commerce and Contracting, Everest Group Peak Matrix®
Assessment 2022, for Procurement Outsourcing (PO) and Finance
and Accounting Outsourcing (FAO), ISG Provider Lens™ Quadrant
2023 for Procurement BPO and Transformation Services and Global
Sourcing Association (GSA) UK.

Nexdigm resonates with our plunge into a new paradigm of business;
it is our commitment to Think Next.

India Hong Kong Japan

Reach out to us at ThinkNext@nexdigm.com

Listen to our
podcasts on all
major platforms

This document contains proprietary information of Nexdigm and cannot be reproduced or further disclosed to others without prior written permission from Nexdigm unless reproduced or disclosed in its entirety

without modification.

Whilst every effort has been made to ensure the accuracy of the information contained in this document, the same cannot be guaranteed. We accept no liability or responsibility to any person for any loss or damage

incurred by relying on the information contained in this document.

© 2024 Nexdigm. All rights reserved.


https://www.youtube.com/channel/UCkMbTFPOPb9c1K_BYswNJmw
https://twitter.com/Nexdigm_
https://www.instagram.com/nexdigm/?hl=en
https://www.nexdigm.com/podcasts/
https://www.nexdigm.com/podcasts/
https://www.nexdigm.com/podcasts/
https://www.nexdigm.com/podcasts/
https://www.linkedin.com/company/nexdigm/
https://www.linkedin.com/company/nexdigm/
https://www.linkedin.com/company/nexdigm/
https://www.facebook.com/NexdigmThinkNext/
http://www.nexdigm.com/
mailto:ThinkNext@nexdigm.com

	Slide Number 1
	Slide Number 2
	Slide Number 3
	Slide Number 4
	Slide Number 5
	Slide Number 6
	Slide Number 7

