
Opening the doors for Co-Investments
in India

Key Takeaways
1. Co-investment is a nifty tool of capital management that delivers efficiencies to

both LPs and GPs.

2. A Category I / II AIF is not permitted to invest more than 25% of investible funds
in a single investee company. This restricts the formation of dedicated
co-investment vehicles.

3. The IFSCA issued a circular in late 2020 permitting AIFs in GIFT City to disapply
the 25% diversity requirement subject to certain conditions.

4. More recently, SEBI released a consultation paper on the concept of ‘accredited
investors’, which contemplates an enhanced degree of flexibility (including on
the diversity requirement) for funds populated solely by AIs.

5. These new measures are likely to facilitate the proliferation of co-investment
activity in India.

Introduction

Co-investment activity in the global private funds space has proliferated on an
unprecedented scale over the past few years. Sponsors have found that
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co-investments serve as a useful multi-purpose instrument that, among other things,
delivers significant efficiencies in terms of capital management besides strengthening
relations with the investor base. Similarly, investors are fond of co-investments
because they are able to invest capital on a low-cost basis (i.e. usually no-fee and
no-carry). In this briefing, we take a closer look at co-investments, examining the
regulatory framework relating to co-investment vehicles in India as well as certain
developments that may ease the flow of co-investment activity.

What are Co-Investments?

A co-investment is a parallel
investment alongside a fund. When an
investment opportunity arises to a
fund, it is common practice for a
sponsor to ‘share’ the opportunity
between the fund and one or more
co-investors.[1] In other words, the
opportunity will not be taken up entirely
by the fund; instead, the sponsor will
tap into additional sources of capital to
fill the opportunity. This allows a
sponsor to deploy lesser of the fund’s
capital in each investment thereby
increasing the fund’s scope to
participate in a larger number of
investments. Co-investments may be
direct (where co-investors invest capital
directly into the portfolio company) or
indirect (where co-investors invest
capital into a parallel vehicle that is

[1] In practice, the investment opportunity is
also shared with other funds with overlapping
investment strategies.

dedicated to investing alongside the
primary fund in a specific investment
opportunity). As a matter of practice,
direct co-investments are rare and are
generally only offered up in limited
circumstances such as where a certain
co-investor is instrumental to the
sponsor being able to participate in the
opportunity. Most co-investments are
indirect and are routed through a
parallel vehicle which is designed to act
in concert with the primary fund with
respect to a specific investment.
Globally, it is common practice for
sponsors to set up multiple
co-investment vehicles, each of which
will invest alongside the primary fund in
a specific opportunity. A potential
opportunity with ticket size of INR 100
crores has arisen to the fund. The
diagram below illustrates how
co-investment vehicles facilitate capital
management.
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Existing Regulatory Framework
relating to Co-Investment Vehicles

As it currently stands, the regulatory
framework in India does not generally
support the establishment and use of
co-investment vehicles. This limitation
would hit co-investment activity for all
domestic private funds as well as more
complex master-feeder structures
which utilize an offshore feeder vehicle
and a domestic master vehicle.

Private funds in India are organized as
alternative investment funds (“AIFs”)
registered under the Securities and
Exchange Board of India (Alternative
Investment Funds) Regulations, 2012

(the “AIF Regulations”). The definition 
of an “Alternative Investment Fund” 
in Regulation 2(1)(b) of the 
AIF Regulations brings within its net 
any private pooled investment 
vehicle2 which collects funds from 
investors for investment in 
accordance with a defined 
investment policy. A co-
investment vehicle investing 
alongside a private fund would meet 
therefore be regarded as an AIF and be
[2] Note however that mutual funds, collective
investment schemes and vehicles covered by
other regulations introduced by the Securities
and Exchange Board of India (“SEBI”) to
regulate fund management activity are
excluded from the definition.
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subject to the compliance framework of
the AIF Regulations including the
limitations set out therein. Regulation
15 of the AIF Regulations sets out
general investment conditions
applicable to AIFs. Regulation 15(1)(c)
specifically provides that Category I and
Category II AIFs (which would cover
venture capital funds, private equity
funds, debt funds, etc.) cannot invest
more than 25% of their ‘investible
funds’3 in a single portfolio company. A
co-investment vehicle is designed to
invest all of its capital in a single
portfolio company in which the primary
fund is also invested. However, the
limitation in Regulation 15(1)(c) would
make this practically unworkable. In
other words, the AIF Regulations do not
permit a sponsor to establish a vehicle
that will invest all its commitments in a
single portfolio company.

Position in GIFT City

The formal introduction of international

[3] Investible funds can be understood to mean
the effective capital available for investment by
the fund after budgeting for administrative and
management expenditure. See the definitions
of ‘investible funds’ in Regulation 2(1)(p) and
‘corpus’ in Regulation 2(1)(h) of the AIF
Regulations.

financial services centres (“IFSCs”) in
India through the Gujarat International
Financial Tec-City (“GIFT City”) has
ushered a slew of measures targeted at
developing India-based IFSCs into
attractive global financial hubs
(including as competitive fund
jurisdictions).

With a few notable exceptions, the
regimes governing AIFs in IFSCs and
those set up elsewhere are largely
similar. However, with a view to
galvanizing interest towards GIFT City
as an international funds jurisdiction,
the International Financial Services
Authority (“IFSCA”) issued a circular4 to
rationalize the framework governing
AIFs set up in IFSCs. As per the terms of
the Circular, relaxations were introduced
in respect of:
(i) leverage activities;
(ii) segregated portfolios;  and
(iii) diversification requirements.

With respect to the last of these items
i.e. the relaxation on diversification
requirements, the circular provides that
the investment diversification

[4] See IFSCA Circular on ‘Alternative Investment
Funds (AIFs) in International Financial Centres
(IFSC)’ dated 9 December 2020. F.No.
81/IFSCA/AIFs/2020-21
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requirements provided under
Regulations 15(1)(c) and 15(1)(d) of the
AIF Regulations will not apply to AIFs in
IFSCs provided that appropriate
disclosures are made in the placement
memorandum and that the
investments made by such AIFs are
consistent with the risk appetites of
their investors. In effect, the 25%
diversity test is disapplied for AIFs set
up in GIFT City, thereby allowing such
AIFs to invest its entire capital in a
single portfolio company, which in turn
makes it possible for sponsors to
establish dedicated co-investment
vehicles in GIFT City.

Accredited Investors and the Road
Ahead

Whilst the IFSCA circular changed the
game for co-investment activity in GIFT
City, AIFs set up elsewhere currently
remain subject to the diversity test in
Regulation 15(1)(c) of the AIF
Regulations. However, there does seem
to be some movement on the issue.

On 25 February 2021, SEBI released a
consultation paper setting out a
proposed framework for the
introduction in the Indian securities
market of “accredited investors'' (“AIs”)

– a class of sophisticated investors
with a sound understanding of various
financial products and the risks
associated therewith and who do not
require extensive regulatory protection.
Such a concept would be analogous to
concepts such as ‘accredited investors’,
‘qualified investors’ and ‘professional
investors’ in the United States and the
European Union.

Paragraph 3 of the consultation paper
sets out the proposed eligibility criteria
for various categories of investors. To
qualify for accreditation, a domestic
body corporate would be required to
have a minimum net worth of INR
500,000,000 whereas a foreign body
corporate would be required to have a
minimum net worth of USD 7,500,000.
Certain institutional investors such as
governments, development agencies,
‘qualified institutional buyers’ as
defined under the SEBI (Issue of Capital
and Disclosure Requirements)
Regulations, 2018, multilateral
agencies, sovereign wealth funds, etc.
would not be required to separately
satisfy any financial test to qualify as an
AI.

In keeping with the objective of
applying a hands-off regulatory
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approach to financial products
populated by AIs, the consultation
paper contemplates (by way of
illustration) that AIFs in which all
investors are AIs and have minimum
capital commitments of INR
70,000,000 be granted flexibility,
among other things, in respect of the
diversity test.5 Such a proposal could
facilitate the establishment of
co-investment vehicles outside IFSCs.
Although this is only an illustration and,
in any event, there is no sense of the
extent of flexibility that may ultimately
be granted, it does reflect the thinking
of the regulator on the diversity
requirement.

Conclusion

When the erstwhile venture capital
fund regime was replaced by the AIF
Regulations, it was felt that the
regulator was keen to expand access to
capital by permitting the establishment
of pooling vehicles for somewhat riskier
and more sophisticated
products.However, the overall
experience with the AIF Regulations

[5] See paragraphs 7.7 and 7.8 of the
Consultation Paper on Introduction of concept
of “Accredited Investors” in Indian securities

market released by SEBI on 25.02.2021.

would suggest that, in practice, SEBI
was not inclined to adopt the sort of
‘hands-off’, ‘light-touch’ approach that
is necessary for the full development of
sophisticated financial products.

This is perhaps best revealed through
the diversity test in Regulation 15(1)(c)
of the AIF Regulations, which
superimposes a diversity threshold
rather than allowing for such a
threshold to be discovered through
negotiation between investors and the
sponsor.

As investor appetite for co-investment
opportunities continues to grow, the
relaxation extended to AIFs set up in
GIFT City is a welcome measure that
will facilitate co-investment activity.
Equally, the proposed AI classification is
an encouraging development albeit it is
still a nascent proposal and it would be
prudent to study the fine print before
passing definitive judgment. A key point
to remember is that the success of
co-investment vehicles will depend on
how seamlessly they are integrated
with AIF operations, which in turn will
require thorough planning and efficient
project administration on the part of
sponsors.
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This material is for general information only and is
not intended to provide legal advice. For further
information, please contact:

Arushi Gupta
arushi.gupta@touchstonepartners.com

Adhitya Srinivasan
adhitya.srinivasan@touchstonepartners.com

Ruchir Sinha
ruchir.sinha@touchstonepartners.com
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