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DISCLAIMER: This material should not be construed as professional legal advice and is intended
solely as commentary on legal and regulatory developments affecting the private equity
community in emerging markets. The views expressed in this bulletin are those of the authors
and not necessarily those of their firms. If you would like to republish this bulletin or link to it
from your website, please contact Holly Radel at radelh@empea.net.

A Letter from the Council Chair
This Bulletin contains practical
guidance for industry investors,
managers, practitioners and
policy makers. It provides a
thoughtful analysis of why it’s
critical to get the governance
right at private companies,
flags imminent changes to the
Cayman Islands anti-money
laundering (AML) regime,
clarifies changes in the private
fund environment in Brazil and
assesses the impact of India’s
infrastructure investment trusts.

Bulletin contributions:
Getting Governance Right - what do private equity investors really
want? If corporate law fails to provide the perfect precedent, how does
one create the right governance environment for sound decision making
in private equity-backed companies and influence policy change?
What do the 31 May 2018 changes to the Cayman Islands’ AML
Regime mean for financial service providers including closedend and unregulated open-end investment funds and insurance
entities? What is the background for the changes, how does one move
to full compliance and what are the new criminal and administrative
consequences of non-compliance?
What is the government of Brazil signaling and what do the 8
April 2018 measures relating to the taxation of private equity
funds (FIPs) and new rules defining and clarifying FIPs and nonFIPs mean? How does clarifying the nature and taxation of a private
investment entity impact past practices related to family assets and
wealth planning while inviting private capital and venture investment?
What are the key considerations and implications for Indian
infrastructure investment trusts under SEBI regulations intended
to attract investment towards India’s infrastructure needs? With
a review of structuring, entity formation and capital raised through
private placement and special purpose vehicles, might there be a signal
for future and significant uptake in these structures?
As we noted in the Winter edition, celebrating 20 years this May,
the agendas for the forthcoming anniversary Global Private Equity
Conference, hosted by IFC and EMPEA, “Shaping the Investment
Frontier: Inspiring Innovation and Impact”, offers substantive and
useful programing of specific interest to our readers.
I look forward to meeting many of you in May. Might I also invite
you to share your thoughts at any time with me, Mark KenderdineDavies (mkdavies@cdcgroup.com) and Ann Marie Plubell, EMPEA VP,
Regulatory Affairs at plubella@empea.net?
Best wishes,
Mark Kenderdine-Davies
General Counsel, CDC Group plc
Chair, EMPEA, Legal & Regulatory Council
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Getting Governance Right: Does the Law Matter?
By Simon Witney, Special Counsel at Debevoise & Plimpton LLP

Does Law Matter?
Although that may be an odd question
for a practicing lawyer to pose, it is a
central question for legal academics
and policy-makers – in all countries, and
across all fields of activity. How does
any particular law affect the way people
behave? Is it a force for good, or does it
get in the way? Does it encourage – or
inhibit – desirable behaviours, or is it
irrelevant?
As a lawyer working in the private
equity sector, I had often asked that
question about British company law.
In particular, what effect do legal
rules have on the behaviour of those
in charge of private companies? The
rules seemed benign enough to me –
although practitioners have to navigate
their way through them – but do they
serve any useful purpose?
In 2013, I set out on a doctoral research
project to try to find some answers
to that question, and I found that not
only was UK company law a poor fit

4
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for private equity-backed companies,
but the academic theory of corporate
governance on which it is founded falls
way short. If the theory is supposed to
explain what is happening in practice,
it is woefully inadequate. And as the
foundation for sound policy-making,
it will lead lawmakers to draw false
conclusions.
My project involved working with a
dozen private equity firms, studying
the corporate governance mechanisms
in 50 portfolio companies. Those
companies ranged in size, but had a
bias towards the lower mid-market:
average enterprise value was £45 million
with an average equity investment of
£26 million, but there was a very big
range. Around 75% of the companies
were majority owned by the investor;
75% of the deals were buyouts; and a
significant minority were growth capital
investments. I submitted my final
thesis in 2017, and it is available online
(http://etheses.lse.ac.uk/3557/1/Witney_
The_corporate_governance.pdf) ...but
my advice is to wait for the book!

“

I found that not
only was UK
company law a
poor fit for private
equity-backed
companies, but
the academic
theory of corporate
governance on
which it is founded
falls way short.

So what did I find? Even though many
industry insiders joked that there was no
such thing as “corporate governance” in
private equity-backed companies at the
start of my project, it is in fact very clear
that governance (at least, if that term
is used in its broadest sense) is critically
important for private equity investors.
Indeed, I even venture to suggest in my
thesis that good governance – creating

“

Even though many industry insiders joked that there was no such thing as
“corporate governance” in private equity-backed companies at the start of my
project, it is in fact very clear that governance (at least, if that term is used in
its broadest sense) is critically important for private equity investors.

the right environment for sound
decision-making – is an important part
of the reason that private equity-backed
companies tend to outperform their
peers (and there is lots of evidence
that they do). Governance is underemphasised by academics, and often
under-sold by private equity firms, even
though a considerable investment is
made in getting it right.

What Governance
Mechanisms are Put in Place
by Private Equity Investors?
Efficient contracting, made possible by
the ownership and incentive structure
of the various stakeholders, allows
investors, as a precondition of their
investment, to bargain for a particular
decision-making process and balance
of power. The process and power
dynamic varies according to the needs
of the particular company concerned (in
practice, if not on paper) and will evolve
as the company’s needs change. The
ongoing involvement of the investor
ensures that the procedure is applied
in practice, and applied appropriately
rather than rigidly.
In designing this system, the
stakeholders have multiple objectives
in mind but existing theory does not
account for them.

“

In designing
this system,
the stakeholders
have multiple
objectives in
mind but
existing theory
does not account
for them.

A New Theory of Corporate
Governance
Academics often talk about “agency
costs”: the wasted costs that arise
from appointing someone else
to make decisions for you. That is
how most existing theories explain
corporate governance, and the
idea is intuitively appealing. If the
shareholders decide to appoint a
specialist to run the company – to
make day-to-day decisions – then
that specialist will have an incentive
to feather their own nest instead of
pursuing the shareholders’ objectives.
They will have misaligned incentives;
corporate governance mechanisms
are needed to oversee managers to
prevent them from taking advantage
of their position of power and
superior knowledge to the detriment
of shareholders (and, increasingly,
the other stakeholders that policymakers want to protect). The cost of
that oversight (and other mechanisms
designed to allay shareholder
concerns) is a price that is worth
paying for shareholders because they
get the benefits of diversification and
specialized management – but it is a
“cost” nonetheless.
In the private equity world it is
common for industry insiders to
argue that incentives of investors
and managers are aligned (mainly
through equity holdings), and so
these problems go away – although
note that this argument will not
satisfy policy-makers who want to
use corporate governance to protect
other stakeholders. But this is too
simplistic: incentives are far more
complex than that, and they are not
perfectly aligned. Indeed, even among
co-investing private equity firms,
incentives (and certainly objectives)
can be misaligned.

And sure enough, in my research,
I found that control of managerial
agency costs is an important objective,
necessitated by the autonomy given
to management shareholders over
various decisions. The work that needs
to be done by these mechanisms is
reduced by the increased alignment
of objectives, and by more complete
contracts that direct management to
take various actions and constrain their
discretion – but it would be wrong
to say that preventing management
from pursuing their own goals at the
expense of the investor is not important
to private equity investors. It is, and
governance mechanisms reflect that.
But I also found that managerial agency
costs arising from misaligned objectives
are far from being the only concern
of private equity investors: they are
also concerned to ensure that honest
but subjective judgements about
important business decisions accord
with the judgements that they would
make. That is important because private
equity investors often have particular
expertise, and in some areas their
expertise may be superior to that of the
managers. In such cases, they want to
be able to control (or at least heavily
influence) the decision.
However, there are at least two other
objectives in the corporate governance
systems that I have described, and these
are not fully explained by orthodox
corporate governance theory. First,
private equity investors generally try
to ensure that companies marshal all
available resources to make the best
business decisions in the circumstances
in which the company finds itself. To
that end, the board has considerable
decision-making power, is relatively
small, comprises people who all
understand the business intimately,
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meets regularly, and in many cases
includes an outside non-executive who
is not directly employed by the private
equity house. Often the chairman,
this outsider is specifically recruited to
complement the expertise of the other
board members and to add resources
to the decision-making team that
would otherwise be lacking. The board
is not characterized as an instrument
for “monitoring” management – as it
might be in a publicly traded company
– but as a body that is well qualified
to take the important operational
and strategic decisions facing the
company. The principal objective is
to improve the quality of the decision
taken, but the process also has the
advantage of legitimizing the decision,
probably improving its chances of being
implemented.
So—while it is obvious that good
decision-making, facilitated by a welldesigned process that is staffed by
well-informed and competent people,
is an essential component of any
successful organization—corporate
governance processes in a private
equity-backed company are defined and
judged largely according to their fitness
for that particular purpose.
A further objective of the corporate
governance system in these companies
is to protect the separate interests of
the investor. It is essential that investors
are able to protect their own interests,
because they make significant, underdiversified investments in illiquid private
companies. Not only will they have
undertaken obligations to their own
investors that they have to be able to
keep (for example, to only invest in
a sector or geography in which they
have expertise), but they will also be
associated with the actions of the
underlying company. Accordingly, they
must be able to safeguard their own
reputation and protect themselves from
regulatory sanction and legal liability
(which can accrue to a significant
shareholder notwithstanding that they

6
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“

So—while it is obvious that good decisionmaking, facilitated by a well-designed process
that is staffed by well-informed and competent
people, is an essential component of any
successful organization—corporate governance
processes in a private equity-backed company
are defined and judged largely according to their
fitness for that particular purpose.

invest into a limited liability vehicle). A
private equity investor will also need
to plan for a liquidity event, and will
need to be in a position to ensure that
a sale or listing of the company’s shares
is achievable within a given timeframe
and at the best possible price. Corporate
governance mechanisms must respond
to these requirements.
Some policy-makers worry about this
aspect of the private equity model: they
are concerned that the priority given to
the interests of the investor could come
at the expense of the company itself
and, therefore, its other stakeholders.
But there is another way to look at this
in the context of private equity investors
(as opposed to, for example, founderled or family-owned companies,
and widely held companies with no
dominant shareholder). If companies
do not fully internalize the costs of
their activities to society, regulated
and highly visible shareholders may
be easier to influence than those
underlying companies themselves. Put
simply: private equity managers are
easy to identify, have a lot to lose, and
have significant incentives to conform.
Professionalisation of governance,
including extensive procedures for
the prevention of illegal and unethical
conduct, might be expected to be
visible in these companies – and my
research demonstrated that it is.
Governance is taken seriously (and
increasingly so) by many in the private
equity world, and that might well be an
important reason for its success.

What about the law?
UK corporate governance law doesn’t
have a very coherent basis, but such
theoretical foundations as it has
are mainly derived from the agency
cost model. It creates some notional
problems for non-executive directors,
especially those who are appointed
by a significant shareholder, and does
not easily allow sophisticated parties
to design their own rules. However, in
reality company law is an inconvenience
rather than an inhibitor – adding costs,
but not standing in the way of good
governance. On the other hand, the
law – or at least authoritative guidance
on good practices – could be an enabler
if there was both an appetite for
reform and a clearer articulation of the
objectives of the governance system in
a closely held private company.

Note: this article is a modified version of
the final chapter of a PhD thesis entitled
“Corporate governance in private
equity-backed companies” published by
Simon Witney in July 2017.

About the Author
Simon Witney is a Special
Counsel with Debevoise &
Plimpton LLP.

Cayman Islands: Changes to the AML Regime
By Gwen McLaughlin, Director, Private Equity, Trident Trust, Cayman Islands
Nick Bullmore, Partner, and Adam Bathgate, Counsel, Carey Olson, Caymen Islands

Introduction
The Cayman Islands has long had a
robust anti-money laundering and
combatting of terrorist financing regime
(the AML Regime) aimed at ensuring
that Cayman Islands financial service
providers adopt appropriate procedures
to safeguard against the commission
of money laundering and/or terrorist
financing offences.
This article explores a number of
significant changes to the regulatory
framework introduced towards the
end of 2017. The principal aim of
these revisions was to enhance the
AML Regime’s effectiveness and to
comply with the Financial Action Task
Force’s Recommendations ahead of the
Caribbean Financial Action Task Force’s
fourth round mutual evaluation of the
Cayman Islands, which took place in
December 2017.

The AML Regime
Ammendments to the Anti-Money
Laundering Regulations, 2017 (the
AML Regulations) were gazetted in late
September 2017 and came into force
on 2 October 2017. These regulations
replaced the Money Laundering
Regulations (2015 Revision), which
had previously underpinned the AML
Regime, and which the AML Regulations
repealed in their entirety. In December
2017, the Cayman Islands Monetary
Authority (CIMA) issued a revised
version of the guidance notes on
compliance with the AML Regulations
(the Guidance Notes). Compliance
with the Guidance Notes is taken into
account by the Cayman court when
considering a party’s compliance with
the AML Regulations.

“

The principal aim of
these revisions was
to enhance the AML
Regime’s effectiveness
and to comply
with the Financial
Action Task Force’s
Recommendations
ahead of the
Caribbean Financial
Action Task Force’s
fourth round mutual
evaluation of the
Cayman Islands,
which took place in
December 2017.
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Key Changes
The key changes introduced by the
AML Regulations are as follows:
• The scope of what constitutes
“relevant financial business”
for the purpose of the AML
regulations has been expanded
so as to include entities, such as
unregulated investment funds and
insurance entities, which were not
previously expressly subject to the
AML Regime.
• Additional mandatory procedures
are required to be adopted by
entities carrying on relevant
financial business, including the
adoption of a risk-based approach
to anti-money laundering.
• Additional provisions governing
customer due diligence (CDD)
procedures, including the adoption
of a new definition of “beneficial
owner” and additional details as to
the circumstances when enhanced
CDD is required and when
simplified CDD may be permitted.
• CIMA has significantly enhanced
powers to impose administrative
penalties of up to CI$1,000,000
(US$1,200,000) for breaches of the
AML Regulations.

Relevant Financial Business
The definition of “relevant financial
business” in the AML Regulations
now includes, as well as previously
established categories, “otherwise
investing, administering or managing
funds or money on behalf of other
persons” and “underwriting and
placement of life insurance and other
investment related insurance.” The
effect of this is that closed-ended
investment funds, unregulated
open-ended investment funds and
insurance entities will be required to
comply with the AML Regulations
following the expiration of a
transitional period lasting until 31
May 2018.
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“

The definition of “relevant financial business”
in the AML Regulations now includes, as well
as previously established categories, “otherwise
investing, administering or managing funds
or money on behalf of other persons” and
“underwriting and placement of life insurance
and other investment related insurance.”

Key Requirements
An entity carrying on relevant financial
business is now subject to the following
key obligations:
• Appointment of Anti-Money
Laundering Compliance Officer,
Money Laundering Reporting Officer
and Deputy Money Laundering
Reporting Officer
• Adoption of written procedures to:
Identify and verify the identity
of customers and their beneficial
owners
Identify, assess and understand
its money laundering and terrorist
financing risks; including sanctions
screening
Screen employees
Comply with record-keeping
obligations
Require internal reporting of
suspicious transactions
Impose internal controls; including
independent compliance audits
• Employee training
There is no transitional period for
compliance with the new rules for
entities which were already in scope, i.e.
such entities must comply immediately
with the updated AML Regulations.

Delegation
Historically, most open-ended
investment funds have complied with
the AML Regulations by delegating
their AML functions to an appropriate
administrator. This ability to delegate
has been retained and we anticipate

that the majority of unregulated
investment funds, and closed-ended
funds managed by smaller sponsors
which lack the resources to implement
the prescribed AML procedures, will
elect to comply by implementing
a similar arrangement. Ultimate
responsibility for compliance remains
with the fund, but it will generally
be sufficient to demonstrate that
delegation has been made to a proper
person, whose procedures have
been reviewed and monitored on
an ongoing basis. Delegation can be
achieved by:
• Reliance (acknowledged in an
administration agreement) on the
AML procedures of an administrator
that is subject to the AML regime
of the Cayman Islands or an
equivalent jurisdiction (on the
list published by the Anti-Money
Laundering Steering Group, an
“Equivalent Jurisdiction”), where
the administrator is administering
all subscriptions and redemptions in
the fund.
• Delegation of any or all of the
fund’s AML obligations to an
administrator subject to the AML
regime of the Cayman Islands or
any Equivalent Jurisdiction (in which
case the administrator can comply
with the AML regime in its own
jurisdiction).
• Delegation to any appropriate
person (such as an administrator
that is not itself subject to an
applicable AML regime), provided
such person complies with the AML
Regulations and Guidance Notes on
behalf of the fund.

Although the detailed delegation
options set out above are contained
in the sector specific section of the
Guidance Notes relating to openended funds, delegation is expressly
permitted by the AML Regulations, so
the same considerations should apply to
delegation by closed-ended funds.

Customer Due Diligence
The most familiar aspect of the
obligations will be customer due
diligence (CDD); the process of
identifying and verifying the identity
of clients, investors and customers.
Importantly, the level of CDD required
is tied to the level of risk identified in
accordance with the fund’s policies.
In certain cases, entities will be
expected to carry out enhanced
due diligence, where a customer is
identified as higher risk: for example, if
the customer or one of its controlling
persons is a politically exposed person.
In such cases, the entity’s verification
process should require enhanced CDD
checks on the customer’s identity and
source of funds.
In other cases, where a customer falls in
a low risk category, perhaps because it
is regulated in the Cayman Islands or an
Equivalent Jurisdiction, simplified CDD
will be acceptable. In such cases, once
a customer’s identity is established,
verification of its identity and the
identity of its beneficial owners is
not required.

Risk-Based Approach
The requirement to adopt a
risk-based approach is new and
requires an in-depth analysis of the
risks posed by customers based
on factors such as their type,
geographic location and the type
of business being conducted. For
example, a regulated US pension
fund investing in a closed-ended
fund will have a different risk
profile from an individual located in
a high risk jurisdiction investing in
an open-ended fund.

“

In light of the significantly expanded scope of the
AML Regime, the additional obligations placed
on entities carrying on relevant financial business,
and the short timeframe within which entities
must comply with their new obligations (i.e. prior
to 31 May 2018), we would expect investment
funds and structured finance vehicles to be
implementing proper delegation arrangements
with administrators or other regulated financial
services providers if they have not already done so.

Consequences of
Non-Compliance
Criminal Offence
Failure to comply with the AML
Regulations is a criminal offence,
punishable by potentially unlimited fines
and up to two years imprisonment.
Where an offence is committed by a
company, partnership or LLC, any of
its officers or the officers of its general
partner who are found to be complicit
in the offence will be liable to the same
punishment.
Administrative Fines
In December 2017, amendments to The
Monetary Authority Law (as revised)
were brought into force and The
Monetary Authority (Administrative
Fines) Regulations, 2017 were
published, which give CIMA powers
to impose administrative fines for
breaches of the AML Regulations.
The three categories of breach are:
(i) minor, with a 30 day rectification
period and a non-discretionary fine of
CI$5,000 (US$6,000); (ii) serious, with
discretionary fines of up to CI$50,000
(US$60,000) for individuals and
CI$100,000 (US$120,000) for companies;
and (iii) very serious, with discretionary
fines of up to CI$100,000 (US$120,000)
for individuals and CI$1,000,000
(US$1,200,000) for companies.
In light of the significantly expanded
scope of the AML Regime, the

additional obligations placed on
entities carrying on relevant financial
business, and the short timeframe
within which entities must comply
with their new obligations (i.e. prior
to 31 May 2018), we would expect
investment funds and structured
finance vehicles to be implementing
proper delegation arrangements with
administrators or other regulated
financial services providers if they have
not already done so. Any other entities
which are in any way uncertain as to
whether they are in compliance with,
or as to how best to ensure compliance
with, the AML Regime should seek
proper legal advice as soon as possible.

About the Authors
Gwen McLaughlin is
Director, Private Equity
at Trident Trust, Cayman
Islands

Nick Bullmore is
Partner at Carey Olsen,
Cayman Islands

Adam Bathgate is
Counsel at Carey Olsen,
Cayman Islands
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The Brazilian FIP: Recent Clarification:
What is a Private Equity Entity? What are
the Tax Consequences of Not Being a FIP?
By João Busin and Jerry de Abreu, partners at TozziniFreire Advogados

Brazil’s Private Equity industry began
to take shape amid 1980’s and 1990’s,
with the formation of the first local
PE houses and arrival of international
houses, both attracted by promising
opportunities brought by the
privatization process run by the Brazilian
government back in the day, as well as
by the inclusion of Brazil in the context
of global economy.
Conscious of that trend, the Brazilian
Government took actions to conceive a
proper ecosystem for boosting private
equity and venture capital activity on
the ground.
The first step was the creation of the
first type of regulated fund addressed
to investing in small companies, the
Fundos Mútuos de Investimento em
Empresas Emergentes (FMIEEs). The
FMIEEs (a vehicle that was more suitable
for venture capital investments) was
created in 1993, by way of Instruction
n. 209/94, enacted by the Brazilian
Securities Exchange Commission,
Comissão de Valores Mobiliários (CVM).
10
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Although it represented an important
step for the development of Brazil’s
alternatives’ environment, the Venture
Capital Fund vehicle presented some
important limitations that needed to be
addressed, such as the possibility of using
it to invest only in companies with annual
net revenues lower than BRL 150 million.
As a response, the CVM created,
upon issue of Instruction 391 in
2005, the Fundos de Investimento em
Participações (the FIPs).
Amongst other things, a FIP offers
investors (using it as an investment
entity pursuant to current regulations)
a favorable tax framework, considering
that it is generally tax exempt and
withholding income taxes on capital
gains accrued by the FIP become
due only upon amortization of any
investments or liquidation of the fund.
However, despite the motivations the
CVM had for creating the FIPs, the legal
meaning of investment entity and, thus,
the legal purpose of the FIP have never
been clear enough.

Aware of this gap in the applicable
regulations, many players, not
necessarily acting in the private equity
and venture capital spectrum, saw
the FIP as an interesting means of
implementing tax efficient family assets
/ wealth planning structures.
This practice has presented a two-fold
challenge for those involved in the
private equity industry:
(a) Data: Access to comprehensive,
standard, transparent data,
especially during fundraising cycles,
about local industry profiles and
track records is of key interest to
all participants in the alternative
investment sector. Gathering
uniform data was challenged by the
fact that the broad description of a
FIT allowed for some use by family
asset and wealth planners as well as
by intended investment entities; and
(b) Tax: the FIPs were put in the
spotlight of investigations by
local tax authorities, who would
simply disregard FIP structures
(and their associated favorable tax

framework) that were used in any
context other than as an investment
entity. Given the very broad scope
of scrutiny generally made by local
tax authorities on the basis of the
“substance over form” principle,
managers started shy away from
contemplating FIPs in their fund
structures.
In a nutshell, something initially
conceived to incentivize private
equity in Brazil had suddenly become
a burden.
In a first attempt of at least addressing
the problem described in “(a)” above
and, as a consequence, create some
protection against the problem
described in “(b)” above, in 2010
ABVCAP (the Brazilian Private Equity
Association) and ANBIMA (Associação
Brasileira das Entidades dos
Mercados Financeiros e de Capitais,
an association of investment banks,
commercial banks, broker-dealers and
other market participants) enacted a
self-regulatory code of best practices
to the market of private equity funds
and venture capital funds, applicable
to all members of these associations
(known as the Code).
The main purposes of the Code are to
standardize and bring credibility to
management practices and processes,
enable transparency, allow that private
equity and venture capital activities
in Brazil are closely monitored,
enhance fiduciary duties and best
practices, maintain high ethical
standards and enable integration of
the Brazilian market of private equity
funds and venture capital funds with
the international private equity and
venture capital market.
The provisions of the Code clearly
differentiated FIPs that were meant

to be investment entities from FIPs
used in the context of family assets /
wealth planning. Besides, it has become
necessary to submit the FIP documents
to ABVCAP and ANBIMA in order to
certify it as a FIP that abides by the
Code. This certification became a good
evidence of “best practices”, a “must
do” for all those managers willing
to build a reputable track record of
investments in Brazil.
Yet a great development for the industry,
it was still a self-regulatory measure,
with no further consequences to those
not abiding by the Code other than not
being certified by ABVCAP and ANBIMA.
In August 2016, CVM finally created
boundaries for purposes of legally
classifying a fund as an investment
entity, through the issue of Instruction
579, which, together with Instruction
578, brought substantial changes to
the regulatory framework applicable to
FIPs and FMIEEs. These new Instructions
completely replaced Instructions 391
and 209, which were applicable to
FIPs and FMIEEs, respectively (FMIEEs
were actually extinguished by these
new regulations—now the only private
equity regulated vehicles are the FIPs).
Such Instruction 579 outlines, amongst
other things, specific conditions
that must be met before a fund
can be classified as an investment
entity (and, therefore, enjoy the
tax benefits associated to FIPs). The
fund’s administrator is in charge with
making this classification pursuant to
the criteria laid out in Instruction 579,
which, in addition to certain mandatory
elements that the fund must abide by1,
are based on the number members
participating in a fund, the fund’s
portfolio of investments, the form of
contribution of assets to the fund and
the level of influence exercised by the

fund’s members in the management of
portfolio companies.
It is now finally clear what is an
investment entity pursuant to the
Brazilian regulations.
Only upon issue of Instruction
579 we can safely say that a FIP is
quintessentially a private equity entity.
Recently the Brazilian government issued
the Provisional Measure 806 which,
amongst other things, state that FIPs
that do not qualify as investment entities
pursuant to Instruction 579 should
be subject to the same tax treatment
applicable to Brazilian legal entities (such
as Brazilian Corporations, Limitadas etc,
i.e., those that generally do not benefit
from any exemptions or deferral of the
income tax on capital gains). In addition,
even gains not yet distributed by these
entities should be subject to withholding
tax at a rate of 15%.
Although this provisional measure is also
challenging (including from a technical
perspective), it represents a clear
message by the Brazilian government
that FIPs should not serve the purpose
of family assets / wealth planning. The
deadline for conversion of this provisional
measure into law is April 8th, 2018.
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1. Pursuant to Article 4 of instruction 579, funds can be qualified as investment entities provided that they, cumulatively:
I - Raise funds from one or more investors, which should be managed by a qualified portfolio manager with discretion in the representation and decision making on behalf of the fund
towards the invested entities, without having to consult with the fund’s shareholders;
II – Undertake, towards investors, to invest with the purpose of getting return out of the invested capital, income or both;
III – Substantially measure and appraise the portfolio performance based on their fair value; and
IV – Contemplate, in their bylaws, clear exit strategies, with authority granted to the portfolio manager for implementing them within the deadlines factored into these strategies.
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Indian Infrastructure Investment Trusts:
Key Considerations and Implications for
Foreign Investors
By Ganesh Rao, Partner and Pallabi Ghosal, Partner, AZB & Partners

Introduction
The regulations for infrastructure
investment trusts (InvITs) were notified
by the Securities and Exchange Board
of India (SEBI) in September 2014.
The introduction of InvITs has been
viewed with high expectations as an
innovative, new vehicle that can play a
crucial role in meeting India’s significant
infrastructure requirements, estimated
to be INR 50,000 billion in between
fiscal years 2018 and 20221. Very
simply put, InvIT is a mechanism that
enables developers of infrastructure
to monetize their assets by pooling
multiple projects in a single entity
(being a trust). InvITs are also aimed at
playing a pivotal role in providing wider,
long-term refinancing avenues, thereby

creating headroom for banks to fund
new projects and releasing developers’
capital for further deployment in
new projects. From an investor
standpoint, it is believed that InvITs
will provide risk adjusted exposure to
large infrastructure assets, which may
provide a consistent yield coupled with
relatively higher levels of liquidity.

“

How promising is the India InvIT story?
India’s InvIT regime is only 4 years
old, with 6 InvIT registrations. Credit
rating agencies have, in their reports2,
pointed out that, led by roads,
renewables and transmission sectors,
there was potential for InvIT issuances
worth INR 200 billion over the next
12-18 months.

1 https://www.crisil.com/content/dam/crisil/our-analysis/reports/Infratstructure-Advisory/documents/AbstractCRISILInfraYearbook2017.pdf
2 https://www.deccanchronicle.com/business/companies/241116/invits-may-raise-rs-20000-crore-over-next-18-months-icra.html
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Introduction of
InvITs has been
viewed with high
expectations as
an innovative,
new vehicle that
can play a crucial
role in meeting
India’s significant
infrastructure
requirements

So far, IRB Infrastructure Ltd. (IRB),
India Grid and Reliance Infrastructure
Ltd. have filed draft offer documents
with SEBI; IRB and India Grid have
sought to raise capital while others
are expected to follow suit soon. A
number of infrastructure developers
are considering InvITs as a mode of
financing given the considerable
amount of capital that can be raised
through this route.
The growing infrastructure needs of
India, coupled with the government’s
stimulus for the sector is likely to
encourage a greater number of InvITs
over the coming years.

Structure of InvITs
InvITs are investment vehicles that are
required to be set up as a trust that
can be used to attract investment in
the infrastructure sector, and seek
to also relieve the burden on formal
banking institutions. SEBI requires an
InvIT to have a trustee, sponsors, an
investment manager, and a project
manager. Each of these constituents
have a crucial role to play in the
running of an InvIT.
(a) An InvIT can only be established
by a sponsor and cannot have
more than 3 sponsors. In order
to become a sponsor, one
should have a net worth of at
least INR 1 billion (as a body
corporate) or net assets of not
less than INR 1 billion (in case of
a limited liability partnership).
The sponsor should also have
a sound track record with a
minimum of 5 years’ experience
in development of infrastructure
or fund management. In case
of a developer-sponsor, at least
2 projects should have been
completed to demonstrate real
track record. To ensure continuing
‘skin-in-the-game’, the sponsor
(or sponsors) should hold not less
than 15% of the total units of the
InvIT on a post issue basis for a
period of at least 3 years from the
date of listing.

(b) The role of an InvIT trustee is
supervisory in nature, overseeing the
activities of the investment manager
and the project manager. In
discharging its fiduciary obligation, it
is responsible for holding the assets
of the InvIT for the benefit of the
unit holders and to ensure that InvIT
is being operated in accordance with
its constitutional documents.
(c) The actual investment, divestment
and related decisions are to be
made by the investment manager.
It is vested with such responsibility
under the terms of an investment
management agreement entered
into by the trustee as a counter
party. The investment manager is
required to have a net worth of not
less than INR 100 million (in case of
a body corporate) or, if formed as
a limited liability partnership, net
tangible assets of at least INR 100
million. To ensure that experienced
players are appointed as the
investment manager, SEBI mandates
a minimum of 5 years’ experience
in fund advisory or infrastructure
development. SEBI also seeks to
ensure a high level of independence
of the investment manager – it has
stipulated that more than half the
board of the investment manager (or
governing body, in case of a limited
liability partnership) be constituted
by independents. Implications that
are relevant to foreign investors
interested in participating in the
equity or control of an InvIT’s
management entities are those
under Indian foreign investment and
exchange control regulation. If the
sponsor or the investment manager
of the InvIT is not Indian owned or
Indian controlled, any investment by
the InvIT will be regarded as foreign
investment. That in turn requires the
InvIT to comply with sectoral caps
and restrictions prescribed by Indian
regulation. While foreign investors
should undertake specific analysis,
we note that the infrastructure
sector in India is generally open
to foreign investment with limited
restrictions or conditions.

(d) InvITs are also required to appoint
a project manager who is primarily
responsible for managing the
assets of the InvIT and is under
an obligation to ensure that
projects get completed on time.
The project manager’s roles and
responsibilities are detailed in
an implementation agreement
executed between the project
manager, the relevant downstream
project special purpose vehicle and
the trustee; that said, in case of
public-private partnership driven
infrastructure projects, the terms of
the relevant concession agreement
will govern the project manager’s
responsibilities.

“

InvITs are
investment
vehicles that
are required to
be set up as a
trust that can be
used to attract
investment in the
infrastructure
sector, and seek
to also relieve
the burden on
formal banking
institutions.
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A key restriction
applicable to InvITs
is the requirement
for them to hold
investments in
infrastructure assets
for a minimum
period of 3 years –
thereby ensuring
that InvITs do not
make speculative
investments.
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Investment by InvITs
SEBI provides for conditions in relation
to setting-up and operating an InvIT.
Presently, an InvIT can only be set up in
the form of a trust.
In a measure towards investor
protection, SEBI requires that if the
InvIT has raised funds through public
issue, 80 percent of the assets of
the InvIT need to be invested only
in infrastructure projects that have
received a commercial operations
date and all requisite approvals to
commence operations are in place.
Essentially this ensures that the InvIT
is viable in terms of return of capital
and has limited development risk. In
such InvITs, a maximum of 20 percent
of the assets can be invested in under
construction infrastructure projects and
other securities, which are prescribed.
On the other hand, if the InvIT
has raised capital through private
placement, the condition appears to
be relaxed, thereby potentially passing
the construction risk on InvITs that

are privately placed (typically with
institutional investors). The InvIT
is required to invest not less than
80 percent of its assets in eligible
infrastructure projects, which include
projects that are yet to receive
relevant approvals and certifications
to commence operations. Remaining
funds may be invested in securities that
have been prescribed by SEBI.
Investments can either be made directly
by the InvIT or through a special
purpose vehicle (including a holding
company). To prevent cross holdings,
an InvIT is prohibited to invest in other
InvITs. A key restriction applicable to
InvITs is the requirement for them to
hold investments in infrastructure
assets for a minimum period of 3 years
– thereby ensuring that InvITs do not
make speculative investments.
In order to ensure liquidity to investors,
SEBI requires listing of the InvIT units
within three years from the date of
registration. A failure to do so leads to a
cancellation of its registration with SEBI.

“

InvITs in India score high on tax efficiency given they are exempted
from dividend distribution tax, subject to certain conditions – this is
comparatively better than similar investment opportunities available in the
Asian region. Indian InvITs have, so far, also offered comparatively better
yields than some of their global counterparts.

Participation by investors

Conclusion

Attracting long term, patient capital
from overseas (which is critical to
India’s economic growth) and retaining
it in India has always been a herculean
task for Indian regulators. To encourage
foreign, patient capital, the government
of India has introduced various
initiatives, including the following:

(b) To demonstrate domestic
confidence to foreign investors, the
RBI has allowed banks (in addition
to foreign portfolio investors)
to participate in InvITs within an
overall ceiling of 20% of their
net worth (permitted for capital
market exposure), subject to other
conditions applicable under Indian
banking regulation.

InvITs in India are only 4 years old.
So far India has seen only 2 InvITs
progess to actual listing – IRB, which
had a mute listing and India Grid,
which also received an average
response. That being said, it may be
pre-mature to conclude that a new
product like an InvIT was expected
to become an overnight success
story – reasons for which are plenty.
For one, investors may be playing
a ‘wait and watch’ approach to
see the kind of returns that these
vehicles will generate. Two, it is
likely that the minimum investment
limit of INR 1 million may have acted
as a deterrent for non-institutional
participation. Thirdly, InvITs are not
without risks, as they are sensitive
to overall interest rates which could
impact the valuations of InvITs and
the fact that a lot depends on the
performance of the underlying
infrastructure assets. That being
said, InvITs in India score high
on tax efficiency given they are
exempt from dividend distribution
tax, subject to certain conditions
– this is comparatively better than
similar investment opportunities
available in the Asian region. Indian
InvITs have, so far, offered better
yields than some of their global
counterparts.

(c) To ensure greater availability of
investment opportunities and
capital raising for InvITs, the Finance
Minister of India, Mr. Jaitley has,
in his latest budget speech, made
reference of InvITs and indicated
that state run companies and the
concessionaires should consider
using InvITs to raise capital.

Given the success story of InvITs
in jurisdictions like Singapore and
the ever increasing infrastructure
appetite in India, it may not be long
before we see a significant uptake
of InvIT structures- or at least that is
the expectation in the Indian market
and that of the government.

(a) The Reserve Bank of India (RBI) has
amended Indian foreign investment
and exchange control regulation
to permit any person resident
outside India (including a foreign
portfolio investor registered with
SEBI or a non-resident Indian) to
invest in units of InvITs, with no
prior approval in India. Such a
decision is a positive, in our view,
as it allows foreign players to invest
in the infrastructure sector in India
and provides an opportunity for
domestic infrastructure investment
managers to manage overseas funds.
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 EMPEA’s regulatory advocacy resources support members
as they seek to encourage legal and regulatory enabling

Regulatory
Aﬀairs
Resources:

environments in emerging markets that don’t disadvantage
private investment. Contact: Ann Marie Plubell, VP, Regulatory
Affairs at plubella@empea.net.

 EMPEA Guidelines set out key legal and tax regimes optimal
for the development of private equity and are now available in
nine languages including Arabic, Burmese, Chinese (simpliﬁed
character), Portuguese, Russian, Spanish and Vietnamese on
EMPEA.org.

 EMPEA Legal & Regulatory Council draws on deep subject
matter expertise in the emerging markets practice to address
trending concerns such as insights on enforcement and
oversight, conﬂicts of interest management between investors
and fund managers, views on maturing funds’ portfolios,
expense transparency, changing oversight priorities and
emerging challenges such as cybersecurity and privacy.

 EMPEA Legal & Regulatory Bulletin publishes key perspectives
and insights of in-house legal ofﬁcers and leading practitioners
into the current challenges and concerns of the emerging
markets community. Articles are available on EMPEA's online
resource library at EMPEA.org and accessible by keyword search
as well as regional relevance.

 EMPEA education courses and resources for emerging market
regulators, pension and policy oversight ofﬁcials highlight the
foundational issues relating to the development and regulation
of private equity in developing economies.

 EMPEA General Counsel Member Community engages the
unique perspective of general counsels, legal ofﬁcers and inside
counsel on issues of concern, best practices and emerging
topics related to providing legal services and assuring integrity
to their ﬁrms and institutions.

