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NEW SEBI RULES FOR AIF LPS TO CO-INVEST

In an attempt to regulate offering of co-investment opportunities to investors (or LPs) of Alternative Investment Funds
(“AlFs”), the Securities and Exchange Board of India (“SEBI’) has recently introduced amendments’ to the SEBI
(Alternative Investment Funds) Regulations, 2012 (the “AlF Regulations”)? and SEBI (Portfolio Managers)
Regulations, 2020 (“PMS Regulations”)® on November 9, 2021 (referred to as the “Amendment Regulations”).

These amendments come, in light of SEBI's recent request to AIF managers to provide details on co-investments

made by various AIF LPs from April 1,2019 to March 31, 2021 4

In February 2020,° SEBI had released a template for the Private Placement Memorandum (“PPM’) for AlFs to ensure
and establish minimum disclosure standards for disclosures to be made under a PPM. The template PPM provided
disclosure obligations in relation to co-investment opportunities, such as the eligibility criteria for participating in the
co-investment, whether such opportunity was being offered to certain LPs and whether any fees / commission is
being charged by the IM/affiliates for offering such co-investment opportunities.

The Amendment Regulations provide a stricter framework than was expected by the industry. The original ask of the

industry was to allow co-investments by AIF investors through the AIF itself.? A similar construct was allowed for AIFs
in International Financial Services Centres (“IFSC’) by the IFSC Authority in December 2020, i.e. AlFs set up in IFSC
are permitted to co-investin a portfolio company through a segregated portfolio by issuing a separate class of units

subject to the compliance conditions.” However, SEBI seems to have taken a view that allowing co-invest through the

AlF itself would breach the pooling concept of AIFs 8

This edition of the Monthly Digest endeavours to analyse the concept of co-investments in the context of fund
formation, and discuss the potential impact of the Amendment Regulations.

THE CO-INVESTMENT STRUCTURE

By the very nature of AIFs being blind pool investment vehicles, the AIF LPs do not enjoy the freedom over selection
of deals to be made by the AIF, and the same is entirely at the discretion of the AIF manager.

However, in some situations the investment being considered by the AIF manager for the AIF may have some
bandwidth for additional capital taking into consideration the maximum amount to be invested by the AIF. In such
cases, AIF managers may offer such excess opportunity to the AIF investors to consider ‘co-investing’ in the deal
alongside the AIF.

Often, the buck stops here, i.e. atthe AIF manager informing the AIF LPs about the deal opportunity, and the LPs
make their own investment decision. In such cases, ordinarily the investors getto play a more active role in the deal
selection and portfolio construction process. The AIF manager does not charge any fees or commission in such
cases because it only makes a disclosure to AIF LPs about certain investee entities of AlFs requiring more capital in
a given round. Sometimes this helps AIF managers to close a relevant deal for the AIF, because co-investors provide
an investee entity the required capital for completing the round in which the AIF is investing (given that the AIF has
concentration limits).

In some situations, LPs may require the AIF manager’s services for such deals, in lieu of fees and therefore engage
the AIF manager for such services. In this case, the AIF manager is undertaking a responsibility for such investors.

THE AMENDMENT REGULATIONS AND ANALYSIS
The AIF industry, in an attempt of getting flexibility of facilitating co-investments through fund structures, made a

representation9 to SEBI, seeking an amendment to the AIF Regulations to allow co-investment by issuing a separate
class of units under the fund structure.

While the proposal to allow co-investment within the AIF structure was not approved, SEBI introduced the
Amendment Regulations to define and regulate Co-Investment.

The definition of Co-investmentintroduced under the AIF Regulations by the Amendment Regulations is wider than
necessary. As currently defined, it would even include situations where the AIF investors make investments in
investee entities of the AIF on their own, without any offer or advice from the AIF Manager, or where the AIF manager
offers certain investment opportunities to the AIF investors (typically the uninvested portion of an investee entity after
considering the AlF’s investment) on a good faith basis in the interest of relationship building rather than as an
investment advice or service without charging a fee.
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The definition is relevant because the governing provisions in the Amendment Regulations go on to require terms of JSW-Bhushan Saga

investment and exit of such co-investments to be identical to that of the AIF. The issue is that not all such co- June 04, 2025

investments (as explained above) are in the AIF manager’s control to ensure that the terms are identical with that of
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The definition also suggests thatitis an obligation on the AIF investors to make such co-investments only through co- Speaking with Tarun Nangia |

investment portfolio managers (“CPMs”) licensed in such manner under the PMS Regulations. Once the definition is NewsX

amended as above, the obligation to ensure compliance should be on the AIF manager or the CPM rather than the April 01, 2025

investors.

The AIF Regulations also now prohibit the AIF manager to provide investment advice to any investors other than
clients of CPMs. As per the SEBI Memorandum, SEBI has introduced this restriction to ensure that investors who are
not AIF LPs do not co-invest alongside the AIF on terms more favourable than those offered to the AIF. While the
concern is valid, rather than completely prohibiting AIF managers from being engaged for such services, SEBI should
require AIF managers to ensure that any such co-investment by third party investors is also on terms identical to that
of the AIF. As currently drafted, the restriction also prohibits any B2B arrangements. For example, an Indian entity
which is also an AIF manager could provide investment advice to an offshore fund manager prior to the Amendment
Regulations but now seems to be prohibited.

CONCLUDING REMARKS

The Amendment Regulations introduced by SEBI have not been received well by the AIF industry, as the
Amendment Regulations, while not considering the representation made by such stakeholders, instead provides for
increased regulatory compliances, in a framework which originated as light-touch but is increasingly becoming
compliance intensive.

The Amendment Regulations seem to increase the compliance burden on the AIF managers as they would now
have to register as portfolio managers with SEBI in order to offer co-investment opportunities to the AlF’s investors, in
addition to the existing compliance requirements as AIF managers.

This increases the management cost of providing co-investment, which may disincentivise the IMs to provide such
right to the investors of the AIF, and in turn impact LP sentiment while allocating to AlFs.

In the International arena, the general practice is to allow co-investment through separate vehicles'® or by issuing

separate classes under the fund’s structure'. Furthermore, countries such as United Kingdom, U.S.A, Luxembourg
and Singapore prescribe regulations in order to align the interest of the respective limited partners of the co-
investment vehicle with that of the main fund. Generally, the same is implemented by the respective general partners
by providing for tag-along and drag-along rights in the co-investment agreement with the respective limited

partners.12 Generally, there is no requirement for the general partners/sponsors of a fund to undergo any specific

registration in order to facilitate co-investments. >

— Mohak Kapoor, Shivam Ahuja & Nandini Pathak

(We acknowledge and thank Ish Chopra, Student Rajiv Gandhi National University of Law, Patiala for his assistance
on this Digest.)
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