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GOVERNANCE STANDARDS FOR AIFS IN INDIA

INTRODUCTION

The rise of Alternative Investment Funds (“AIFs”)1 has attracted special attention from the regulator over the past
couple of years. One of the chief concerns of the Securities and Exchange Board of India (“SEBI’) has been around
regulation of governance standards for AlFs. This includes accountability, conflict mitigation and management,
investor protection, ethics, sustainability, and proper risk allocation.

The SEBI (Alternative Investment Funds) Regulations, 2012 (“AlF Regulations”) stipulate an organizational framework
for proper governance of AlFs by defining roles, obligations and liabilities of the sponsor, manager (‘IM), trustee and
decision-making investment committee, if any (“ICOM).

In this issue of the monthly digest, we shed light on expectations of both the regulator and investors for governance

standards for AlFs, market best practices, and consequences for non-compliance.

STEWARDS OF RESPONSIBLE GOVERNANCE

Good governance is a moral obligation on all the stakeholders of an industry. Nevertheless, the market regulator has
provided numerous provisions in the AIF Regulations to ensure that each steward of management of an AIF ensures
the same.

The roles of the key management stewards in an AIF are captured below.

Trustee

In charge of the overall
administration of the AIF (set
up in the form of a trust).
The trustee is the legal owner
of the trust

The Trustee appoints an
investment manager and
delegates its powers under the
indenture via an investment
management agreement

Investment Manager

IM is entrusted with the task of
asset allocation, portfolio
diversification, and market
analysis enabling it to make
well-informed investment
decisions and ensuring that
the AIF performs optimally.

IM appoints different third-
party service providers such as
auditors, custodians, merchant
bankers, accountants,
administrators etc

Sponsor

is required to contribute
sponsor commitment to AIFto
ensure that there is skin-in-the
game.

To ensure that the sponsor
contributes the committed
amount, the AIF regulations
expressly prohibit meeting the
sponsor commitment through
the waiver of management
fees.

Investor

Both onshore and offshore
investors have to make a
minimum capital commitment
of INR 1 crore (exceptfor
accredited investors)

Investors induce aspects of
good governance during fund
raise as their investment(s) are
often contingent on the IMs
(and at times the potential
portfolio companies) of the AIF
having a robust governance
framework in place

Custodians

Ensure independent
monitoring of AIF investments
and the safekeeping of the
same.

The obligation for appointing a
custodian registered with SEBI
does not apply to Category |
and 11 AlFs with a corpus under
INR 500 crore; provided that
they are not engaged in
transactions involving credit
default swaps.

In addition to the identified stewards of governance mentioned above, there are certain individuals and bodies of
individuals who are involved in the overall governance of an AlF, as depicted below.

Research Papers

New Age of Franchising

June 20, 2025

Life Sciences 2025
June 11, 2025

The Tour d’Horizon of Data Law
Implications of Digital Twins
May 29, 2025

Research Articles

2025 Watchlist: Life Sciences
Sector India
April 04, 2025

Re-Evaluating Press Note 3 Of 2020:
Should India’s Land Borders Still
Define Foreign Investment
Boundaries?

February 04, 2025

INDIA 2025: The Emerging
Powerhouse for Private Equity and
M&A Deals

January 15, 2025

Audio

CCI's Deal Value Test
February 22, 2025

Securities Market Regulator’s
Continued Quest Against
“Unfiltered” Anancial Advice
December 18, 2024

Digital Lending - Part 1 - What's New
with NBFC P2Ps
November 19, 2024

NDA Connect

Connect with us at events,
conferences and seminars.

NDA Hotline

Click here to view Hotline archives.

Video =

Vyapak Desai speaking on the
danger of deepfakes | Legally
Speaking with Tarun Nangia |
NewsX

April 01, 2025



https://www.nishithdesai.com/fileadmin/user_upload/pdfs/Research_Papers/New-Age-of-Franchising.pdf
/fileadmin/user_upload/pdfs/Research_Papers/Life-Sciences-2025.pdf
/fileadmin/user_upload/pdfs/Research_Papers/The_Tour_DHorizon_of_Data_Law_Implications_of_Digital_Twins_Standalone.pdf
https://www.nishithradio.com/Podcast.aspx?id=137&title=CCI%E2%80%99s_Deal_Value_Test
https://www.nishithradio.com/Podcast.aspx?id=126&title=Securities_Market_Regulator%E2%80%99s_Continued_Quest_Against_%E2%80%9CUnfiltered%E2%80%9D_Financial_Advice
https://www.nishithradio.com/Podcast.aspx?id=123&title=Digital_Lending_-_Part_1_-_What%27s_New_with_NBFC_P2Ps
/Event/1.html?EventType=Upcoming
/Event/1.html?EventType=Upcoming
SectionCategory/33/Research-and-Articles/12/0/NDAHotline/1.html
https://www.nishith.tv/videos/vyapak-desai-speaking-on-the-danger-of-deepfakes-legally-speaking-with-tarun-nangia-newsx/

Key Investment Team (“KIT") ]

Qualification requirements for KIT:

At least one key personnel with certification as may be specified by SEBI; and

At least one key personnel with a professional qualification as specified by SEBI.

A single individual may satisfy both the above-mentioned qualifications with respect to KIT.

EESE

Key Management Personnel (“KMP") ]

* Apart from the members of the KIT and employees who are involved in the decision making of the AlF, the IM or the trustee can
designate any other person as KMP

+ Names of an AlF's KMPs are required to be disclosed in the PPM and any change thereafter is required to be disclosed to SEBI as
well as the investors.

|

Investment Committee )i

+  Constitution, role, and processes of the ICOM are determined by the IM.
+ Decisions of the ICOM may be binding or non-binding on the IM subject to the provisions of the fund documents.

|

Advisory Board J

* Ensures that the IM has an additional layer of scrutiny and independent judgment to help mitigate potential conflict issues and
ensure fair & transparent resolution.
* Recommendations of the advisory board are generally non-binding in nature.

Limited Partner Advisory Committee (“LPAC") J

*Primary responsibility is the resolution of conflicts
*LPAC is generally observed to have been empowered to approve any variations from the valuation methodologies.
*Deviations from the investment strategy of the fund is generally subject to a sign-off by the LPAC

—[ Compliance Officer }

+Obligated to ensure that the AIF is in compliance with the provisions of the AIF Regulations.
*Mandated to immediately and independently report any observed non-compliances to SEBI within a time period of seven working days
from the date of the observed non-compliance

EXPECTATIONS OF GOOD GOVERNANCE

As the legal owner, the Trustee assumes significant responsibility of ensuring the AlF's compliance with all applicable
laws and regulations. In this regard, the key obligations of the trustee that bolster good governance are elaborated in
the diagram below.

Compliance test Segregation of Assets Code of Conduct Winding U
Report (“CTR *) And Liabilities Eab
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The IM is required to submit
the CTR to the
trustee/sponsor providinga
list of compliances/non-
compliances with the
provisions of the AIF
Regulations.

The trustee is required to (i)
provide its comments and
observations on the same to
the IM within 30 days from
the receipt of the CTR and
(i) reportany violations of
the AIF Regulationsto SEBI
as soon as reasonably

The trustee is required to
segregate the assets and
liabilities of each scheme
within the AIF.

This segregation, along with
the proper ring-fencing of
associated bank accounts
and securities accounts,
helps preventcommingling
of funds and ensures that
each scheme operates
independently, protecting
investors'investments and
reducing the risk of any
potential intermingling of

Trustee is to ensure
compliance with the code of
conduct as specified in the
fourth schedule of the AIF
Regulations.

The code of conduct sets the
ethical standards and
guidelines that all parties
involved in the AlF's
operations must adhere to,
ensuring transparency,
fairness, and investor
protection.

The trustee, in the best
interest of the AIF investors,
is empowered to initiate the
winding up process. For
instance, if the trustee
determinesthat the AIF has
exceeded its permitted
tenure, including any
permissible extensions, and
believesthat winding up
would be in the best interest
of the investors, it can
exercise its discretion to
initiate the winding up
process.

Herein, the trustee takes
charge of overseeingthe
orderly liquidation of the

possible. assets
AlF's assets, ensuring that
the investors' interests are
prioritized throughout the
\wmding up process. )
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SEBI has recently amended the AIF Regulations2 to mandate the valuation of AlFs securities to be carried out as per

the (i) SEBI (Mutual Fund) Regulations, 1996 or (ii) valuation guidelines endorsed by any AIF industry association® by
an independent valuer who meets SEBI standards wherein the IM shall be responsible for the true and fair valuation
of the AIF’s portfolio. The changes broughtin by the recent valuation norms specified by SEBI and the implications
thereof are discussed here.

From a governance perspective, the standardization of valuation norms shall streamline the valuation process for all
the parties involved and investors would be able to easily familiarize themselves with the valuation methodologies
adopted by the AIF. Furthermore, the obligation on IMs to document any deviations from the valuation policies /
procedures of the AIF (along with the rationale for the same) enables investors to verify whether such deviations are
justified for reaching the fair value of the AIF’s portfolio. In this regard, the investors may also request for enhanced
information sharing rights from the IM so as to immediately receive information regarding such deviations (along with
the rationale for the same).

The disclosure of such information to the investors ensures that there is adequate transparency — a cornerstone of
good governance. By virtue of such disclosures, the investors are also better placed to understand the functioning of
the AIF and proactively react to adverse situations (if any) that arise during AlF’s tenure. Captured in the diagram
below are the several obligations of the IM that enable investors to better function within the AIF ecosystem.

ROLE
Conflict of Interest

SEBI mandates the sponsor/IM to disclose any conflicts that arise or are likely to arise to the investors and
formulate policies and procedures to identify, monitor and mitigate any conflicts that may arise in the future.

AlFs are now required to provide for an online dispute resolution process for the efficient redressal of investor
complaints. To ensure that frivolous disputes are not raised against AIF investors, the fit and proper status of the IM
may be revoked in case of a failure to deposit 100% of the admissible value of the claim.

Disclosure and Reporting Requirements

The AIF Regulations mandate certain disclosures that need to be made by the AIF to the investors from time to time.
Such disclosure requirements which include, but are not limited to, periodical disclosure of financial, risk
management, operational, portfolio and transactional information, enquiries / legal actions by regulatory bodies in
any jurisdiction, and any material liability that arises during the AIF’s tenure (as and when such material liability
arises).
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In addition to the aforementioned disclosure requirements, Category | and Category Il AlFs are also required to
annually provide investors with the financial details of its portfolio companies and information pertaining to any
material risks (and mitigation strategies thereof). In case of Category Il AlFs, such reports are to be provided to the
investors on a quarterly basis within 60 days from the end of the quarter.

SEBI may also call for any clarification/information from the IM which needs to be provided to it within the specified
timeline.

Performance Benchmarking

The IM is also required to ensure that a performance benchmarking report is annexed with the PPM or provided to
the investors in instances wherein the IM mentions the track record of the previous funds managed or sponsored by
it.

Valuation Norms

The valuation of AlFs securities to be carried out as per the (i) SEBI (Mutual Fund) Regulations, 1996 or (ii)
valuation guidelines endorsed by any AIF industry association by an independent valuer who meets SEBI
standards wherein the IM shall be responsible for the true and fair valuation of the AlF’s portfolio

Miscellenous
The IM is required to abide by the code of conduct specified in the fourth schedule of the AIF Regulations.

IM is required to approve the policies and procedures of the AIF in order to ensure compliance with the AIF
Regulations, the AIF’s private placement memorandum (“PPM’), contribution agreements (“CAs”) and other fund
documents, ensure transparency, and address investor complaints.

CONCLUSION

SEBI has from time to time, introduced new amendments and imposed additional obligations for key stewards of
governance of an AlIF including trustees, IMs, sponsors, and ICOMs. Aimed at bridging any potential gaps within the
governance systems governing AlFs, such measures are intended to reinforce a robust and transparent operational
environment for the AlFs.

Notably, some of the changes are reflective of SEBI's proactive stance, such as the introduction of the
dematerialization of AIF which underscores SEBI's commitment to modernizing processes and enhancing investor
protection. This move streamlines unit transactions and ensures easy record-keeping mechanisms. However, at the
same time the specification of stringent eligibility criteria for members constituting the key investment team has
significant implications for the IMs to look for experienced individuals resulting in increased costs for the IM.

While SEBI's endeavours to implement robust governance mechanisms for AlFs are welcoming to certain extent, itis
also essential to strike a delicate balance that addresses the nuanced impact of these provisions on both IMs and
investors of AlFs. Achieving this balance is crucial to fostering a thriving AIF as an asset class that contributes to the
broader financial landscape while ensuring the protection and prosperity of investors and fund participants alike.

— Athul Kumar, Dibya Behera & Nandini Pathak

You can direct your queries or comments to the authors.

"The growth of AIF industry has been significant in the last few years. Interestingly, prior to 2022, AlFs as an asset class had raised less
than INR 4.5 lakh crore of capital which has now crossed INR 7 lakh crore alone in 2022; Sohini Mitter, AlFs can grow 4-5x to becone as
big as nutual funds industry, say fund managers, Business Today https://www.businesstoday.in /mutual-fun ds/story/ai fs-can-grow 4-
5x-to-b econe-as-b ig-as-mutu al-funds-i ndustry-s ay-fund-managers-3 71121-202 3-02-22

2SEBI (AIF) (Second Amendment) Regulations, 2023 dated June 15, 2023.

SAIF industry associations are associations that represent at least 33% of the number of AlFs for carrying out the benchmarking process.
A few entities that have been currently notified as benchmarking agencies by AlIF associations include CRISIL, NSE Indices Ltd, and
Preqin.
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the need to refer to the original pronouncements.
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