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NAVIGATING RBI'S NEW ALTERNATIVE INVESTMENT FUNDS

GUIDELINES FOR REGULATED ENTITIES

BY Aniket Kataria!

ABSTRACT

This outlines the Reserve Bank of India's (RBI) evolving guidelines for
regulated entities (REs) investing in Alternative Investment Funds (AIFs),
aimed at preventing loan evergreening and ensuring financial discipline.
It eludes prohibitions on REs investing in AIF schemes with downstream
exposure to debtor companies linked to the RE, mandatory divestment or
100% provisioning for non-compliance, and capital deductions for
subordinated units in priority distribution models. Clarifications from
March 2024 specify exemptions for equity shares and partial provisioning
based on downstream allocations. Proposed revisions as of May 2025
introduce limits on individual (10%) and cumulative (15%) RE
investments in AIF schemes, with strategic exemptions possible.
Exceeding 5% investment in a scheme with downstream debt exposure
triggers full provisioning. Stakeholder feedback on these proposals is
invited until June 8, 2025. The guidelines emphasise transparency and

risk mitigation in RE-AIF investments.
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Investments in Alternative Investment Funds (AIFs)

Alternative Investment Funds are a private, pooled investment vehicle established in India to
facilitate and manage the investment of the investors irrespective of whether them being from India
or a Foreign national.

Individuals and entities seeking to broaden their investment portfolio may engage in Alternative

Investment Funds (AIFs) provided they satisfy the following stipulated eligibility requirements:
Residents of India, Non-Resident Indians (NRIs), and foreign nationals are permitted to invest in

these funds.

The threshold for minimum investment is set at Rs. 1 crore for general investors, while directors,

employees, and fund managers are subject to a minimum investment requirement of Rs. 25 lakh.

AlFs are subject to a mandatory minimum lock-in duration of three years.

Furthermore, the total number of investors permitted in each scheme is capped at 1000, with the
exception of angel funds, which may accommodate up to 49 investors.

The AIF industry is constantly developing and expanding, comprising three classifications:
Category I, Category II, and Category III AlIFs, as per the SEBI AIF Regulations. Category II
AlFs have experienced robust growth. The majority of AlFs registered with SEBI fall under
Category II AIFs.

Categories of Alternative Investment Funds (AIFs)?

Category I AIFs? are those that allocate resources to start-up or early-stage enterprises, social
ventures, small and medium-sized enterprises (SMESs), infrastructure projects, or other sectors
deemed socially or economically beneficial by the government or regulatory bodies, encompass
venture capital funds, SME funds, social venture funds, infrastructure funds, and any other types of
Alternative Investment Funds that may be identified.

Category Il AIFs are those that invest in funds that do not receive specific incentives or

concessions from the government or regulators. They do not engage in leverage or borrowing,

2 https://www.sebi.gov.in/sebi_data/attachdocs/1471519155273 pdf

3 https://www.icsi.edu/media/webmodules/CSJ/July-2024/30.pdf
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except for the purpose of fulfilling daily operational needs.
Additionally, this category includes the following:

* Private Equity Funds

* Debt Funds

» Category III AIFs refer to Funds that engage in trading with the goal of achieving short-term
profits, utilising a variety of complex trading strategies, and may also use leverage, including
investments in both listed and unlisted derivatives. Hedge Funds, like other open-ended funds, do

not receive any specific incentives or concessions from the government or regulators.

III. RBI’s Stance on Investment by Regulated Entities in Alternative Investment Funds (AIFs)
Reserve Bank of India's (RBI) evolving stance on investments by regulated entities (REs) in
Alternative Investment Funds (AIFs), focusing on preventing
"Evergreening" of loans and ensuring financial discipline.

Following the notification dated December 19, 2023,* issued guidelines regarding the investment

by Regulated Entities in Alternative Investment Funds

Regulated entities were expressly prohibited from engaging in investments within Alternative
Investment Fund (AIF) schemes that involved either direct or indirect downstream investments in
any debtor company associated with the Regulated Entities. A debtor company is any entity to

which the Regulated Entities have had a loan or investment exposure at any point during the

preceding 12 months. In the event that an Alternative Investment Fund scheme, in which the
Regulated Entities hold an investment, undertakes a downstream investment in such a debtor
company, the RE is mandated to divest its investment within a period not exceeding 30 days.
Failure to comply with this divestment requirement within the stipulated thirty-day timeframe
necessitates the establishment of a full provisioning of 100% against such investments.
Furthermore, investments made by Regulated Entities in subordinated units of any Alternative
Investment Fund scheme that operates under a priority distribution model' shall be subject to a

complete deduction from the capital funds of the RE.

4 https://www.pdicai.org/Docs/RBI-2023-24-90 221220231526183.pdf
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Further, a Notification pertaining to clarifications to the above-stated guidelines was issued by the

RBI on March 27 2024, which states: Clarifications were made regarding downstream

investments, specifying that they do not encompass equity shares of the debtor company
associated with the Regulated Entities, but do include all other forms of investment, such as
hybrid instruments. Provisioning was mandated solely for the portion of the Regulated Entities’
investment in the Alternative Investment Fund scheme that was subsequently allocated by the
Alternative Investment Fund to the debtor company, rather than on the total investment in the
Alternative Investment Fund scheme. The complete capital deduction for investments in
subordinated units was applicable only when the Alternative Investment Fund had no
downstream investments in a debtor company of the RE.

In cases where there was downstream exposure to a debtor company, the standard provisioning
regulations (which require 100% provisioning for unliquidated investments) were enforced.
Additionally, investments made by Regulated Entities in Alternative Investment Funds via
intermediaries, such as fund of funds or mutual funds, were not included within the parameters of

the circular.

As of the Notification dated 19 May, 2025° RBI has proposed revised directions for the Investments
made by Regulated Entities in Alternative Investment Funds, wherein;

An individual regulated entity, such as a Bank or a Non-Banking Financial Company (NBFC), shall
not invest more than 10% of the total corpus of an Alternative Investment Fund (AIF) scheme.
Furthermore, the cumulative investment from all regulated entities in any Alternative Investment
Fund scheme is to be limited to a maximum of 15%.

The Reserve Bank of India (RBI) has indicated that specific Alternative Investment Funds
established for strategic objectives may be granted exemptions from these stipulations, contingent
upon consultations with the government.

In instances where a regulated entity's investment in an Alternative Investment Fund scheme
surpasses 5% of the scheme's corpus, and the Alternative Investment Fund engages in downstream

debt investments in a debtor company associated with the regulated entity, the regulated entity is

5 https://www.rbi.org.in/scripts/NotificationUser.aspx?1d=12639&Mode=0
® https://rbi.org.in/Scripts/BS_PressReleaseDisplay.aspx?prid=60481
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mandated to provide 100% of its respective exposure. The updated Directions shall be enforced on
a prospective basis, while existing investments or commitments shall adhere to the prevailing
regulations.

The Reserve Bank of India has solicited input from stakeholders regarding the preliminary
proposal, with a stipulated deadline for the submission of such feedback set for the 8th day of June
in the year 2025.
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