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Reserve Bank of India notifies framework governing investments by
Regulated Entities in Alternative Investment Funds

The Reserve Bank of India (“RBI”) on July 29, 2025, has issued the Reserve Bank of India (Investment in AIF)
Directions, 2025 (“AIF Directions”) which prescribe regulatory guidelines to govern investments by Regulated
Entities (“REs”) in Alternative Investment Funds (“AIF”). The AIF Directions come into force from January 1, 2026
(“Effective Date”), or at an earlier date decided by the respective REs pursuant to its internal policies.

Brief background

With a view to address concerns relating to ‘evergreening’, a practice where REs conceal non-performing loans by
pumping fresh funds to an existing borrower through investment in AlFs, the RBI had earlier issued the following
circulars dated December 19, 2023, and March 27, 2024 (“Existing Circulars”) covering the below key provisions:

1. Circular dated December 19, 2023: This circular puts a blanket ban on REs to make any investments in any
scheme of AIFs which has downstream investment either directly or indirectly in a debtor company of an RE. If
the RE is an existing investor in an AIF scheme, and such scheme intends to make downstream investment in a
debtor company, then such RE was required to liquidate its investment in the scheme within 30 (thirty) days from
the date of such downstream investment. Further, if REs are unable to liquidate their investments within the
above-prescribed time limit, they will make 100 % provision on such investments.

2. Circular dated March 27, 2024: Downstream investment as referred in the earlier circular will exclude
investments in equity shares of the debtor company of the RE but include all other investments including hybrid
instruments. The provisioning requirements as referred in the earlier circular will be required only to the extent
of investment by the RE in the AIF scheme which is further invested by the AIF in the debtor company, and not
on the entire investment of the RE in the AIF scheme.

After taking into account the industry feedback, as well as the regulations issued by the Securities Exchange Board of
India, RBI conducted a thorough review of its Existing Circulars and has issued the AIF Directions which will repeal
the Existing Circulars with effect from the Effective Date.

Applicability of the AIF Directions
The AIF Directions will be applicable to investments by the following REs in the units of AIF schemes:
1. commercial banks (including small finance banks, local area banks and regional rural banks);

2. primary (urban) co-operative banks/ state co-operative banks/ central co-operative banks;
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all-India financial institutions; and

non-banking financial companies (including housing finance companies).

The following 2 (two) definitions as provided in the AIF Directions determine the application of the provisioning
requirements:

1.

‘Debtor Company’: A ‘Debtor Company’ for a regulated entity is defined by reference to any company to which
the regulated entity currently has, or had in the preceding 12 (twelve) months, a loan or investment exposure
(excluding equity instruments).

‘Equity Instrument’: Refers to equity shares, compulsorily convertible preference shares and compulsorily
convertible debentures.

General requirement: REs are required to include suitable provisions governing investments in AIF schemes
within their investment policy, ensuring compliance with applicable laws and regulations.

Limits on investment:

a) No RE will individually contribute more than 10% of the corpus of an AIF scheme.

b) The collective contribution by all REs in any AIF scheme will not exceed 20% of the corpus of that scheme.
Provisioning requirements:

a) In case a RE contributes more than 5% of the corpus of an AIF scheme that has downstream instrument
(excluding Equity Instruments) in a Debtor Company of the RE, the RE must make 100% provisioning for its
proportionate investment in that Debtor Company through the AIF scheme. However, this provisioning is
subject to the maximum direct loan / investment exposure of the RE to the Debtor Company.

b) Notwithstanding the above provisions (as contained in paragraph 3(a) above), if the RE makes investments
in subordinated units, then such RE will deduct the entire investment from its capital funds. This deduction
is required to be done proportionately from both Tier-1 and Tier-2 capital (wherever applicable).

Exemptions:

a) The provisions under paragraph 2 above (Limits on investment) are not applicable to outstanding
investments/commitments of a RE made with the prior approval of the RBI under the provisions of RBI
(Financial Services provided by Banks) Directions, 2016.

b) The RBI may, in consultation with the Government of India, by a notification, exempt certain AlFs from the
scope of the Existing Circulars and the revised AIF Directions (except for paragraph 1 above (General
Requirement)).

Repeal provisions:

a) The AIF Directions intend to repeal the Existing Circulars with effect from the Effective Date. Any new
commitment to contribute by the RE into an AIF scheme, made after the Effective Date, will be governed in
terms of the AIF Directions.

b) Notwithstanding the aforesaid: (i) any outstanding investment by a RE on the date of issuance of the AIF
Directions, in a AIF Scheme in which it has fully honoured its commitment, will be governed by the provisions
of the Existing Circulars; (ii) in respect of any investment made by a RE in an AIF scheme in terms of an
existing commitment as on the date of the AIF Directions, or in terms of a new commitment entered into
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before the Effective Date, the RE must follow, in entirety, the provisions of either the Existing Circulars or the
AIF Directions.

The AIF Directions by the RBI marks a significant shift from the earlier blanket restrictions and provides a consolidated
framework governing the investments made by REs in AIF. The specified limits on investment and provisioning
requirements provide a structured approach to managing risks associated with AIF exposures, particularly in relation
to debtor companies. Through the introduction of these AIF Directions, the RBI seeks to mitigate systemic risks,
particularly those arising from indirect exposures to debtor companies, while allowing REs to participate in the AIF
ecosystem within a regulated boundary. As the AIF Directions come into effect from the Effective Date, REs will need
to proactively align their investment policies and risk management frameworks to ensure full compliance and
operational readiness under the revised regime.

Finance Practice

JSA has a widely recognised market leading banking & finance practice in India. Our practice is partner led and
is committed to providing quality professional service combining domain knowledge with a constructive,
consistent, comprehensive and commercial approach to issues. Clients trust our banking lawyers to take a
practical and business-oriented approach to achieving their objectives. Our lawyers have a clear understanding
of the expectations and requirements of both sides to a financing transaction and provide tailored advice to
each client’s needs. The practice is especially praised for its accessibility and responsiveness and its ability to
work well with international firms and clients. We represent a variety of clients including domestic and global
banks, non-banking finance companies, institutional lenders, multi-lateral, developmental finance and export
credit institutions, asset managers, funds, arrangers and corporate borrowers in different sectors on a wide
range of financing transactions.

Our full spectrum of services includes advising clients on corporate debt transactions (including term and
working capital debt), acquisition finance, structured finance, project finance, asset finance, real estate finance,
trade finance, securitisation, debt capital markets and restructuring and insolvency assignments.

Our practice has been consistently ranked in the top-tier for several years, and several of our partners are
regarded highly, by international publications such as Chambers and Partners, IFLR, Asia Law, Legal 500, Asia
Legal Business, IBL] and Leaders League.
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This Prism is not an advertisement or any form of solicitation and should not be construed as such. This Prism has
been prepared for general information purposes only. Nothing in this Prism constitutes professional advice or a legal
opinion. You should obtain appropriate professional advice before making any business, legal or other decisions. JSA

and the authors of this Prism disclaim all and any liability to any person who takes any decision based on this
publication.
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