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Abstract: Alternative Investment Funds (AlFs) have become an important source of funding for startups in India. This is
especially true because traditional banks often hesitate to provide credit due to high risk, lack of collateral, and uncertain
revenue streams. AlFs are regulated under the SEBI (Alternative Investment Funds) Regulations, 2012. They include Venture
Capital Funds, Angel Funds, and Private Equity Funds, which are essential in supplying early-stage, growth, and expansion
capital to innovative and promising businesses. These funds offer not just financial support but also bring in management
expertise, strategic advice, mentorship, and market access. This assistance improves the chances of startups surviving and
thriving. Their contributions drive innovation, promote entrepreneurship, create jobs, and aid economic growth. This aligns well
with national initiatives like Startup India and Atmanirbhar Bharat. Despite facing challenges such as regulatory issues, high
risk, and exit uncertainties, AlIFs continue to boost India’s startup ecosystem and financial landscape. This study looks at the
role, significance, economic impact, and policy support surrounding AlFs in financing startups in India, emphasizing their
increasing importance in building a vibrant and resilient entrepreneurial economy.
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L. INTRODUCTION

In recent times, India has undergone an impressive transformation in its entrepreneurial landscape, marking its position as the third-
largest startup ecosystem globally. To support this vibrant growth, the Government of India introduced the Alternate Investment
Funds (AlFs) framework, with a notable initiative being the Fund of Funds for Startups (FFS), launched in 2016 as part of the
Startup India campaign. The Small Industries Development Bank of India (SIDBI) manages the AlFs, while the Securities and
Exchange Board of India (SEBI) oversees them, aiming to channel domestic and institutional investments into startups, particularly
in their early and growth stages. This strategic policy is designed to bridge the financial gap, draw in private capital, and promote
innovation-led growth. As India steps toward becoming a $5 trillion economy, AlFs are increasingly pivotal in generating jobs,
fostering regional economic balance, and enhancing global competitiveness.

1. MEANING OF ALTERNATIVE INVESTMENT FUND
An Alternative Investment Fund (AIF) is a privately pooled vehicle that collects capital from accredited investors, High Net worth
Investor and institutions to invest in non-traditional assets such as private equity, venture capital, huge funds, debt or real estate. In
the context of startups, AlFs play a crucial role in providing capital to early stage and socially important businesses. They offer a
platform for high net worth individuals, family authorities and institutional contributors to invest in promising early-stage
companies. AlFs have shown tremendous growth in India, with a significant portion of their investments going into Indian startups.

1. TYPES OF AIFS

The AIF in India is divided into three categories, each having its own governance

A. Category | AlFs

These AIFs are primarily invested in industries deemed economically or socially advantageous, and they usually receive

government incentives that promote investment in particular sectors.

1) Venture Capital Funds: - Potential early-stage startups are the focus of Venture Capital Funds (VCFs). They give these startups
the strategic advice and risk capital they need to expand. Early on, Angel Funds invest in fledgling businesses and are typically
backed by wealthy individuals who offer not only capital but also advice and business know-how. Large-scale projects like
energy and roads are funded in large part by infrastructure funds, which also contribute to economic growth by filling
significant gaps in our infrastructure system.
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2) Social Venture Funds: - The goal of these funds is to invest in companies that have a strong sense of social responsibility. They
want to make positive changes within the company in addition to making money.

B. Category Il AlFs

These AlFs have no leverage outside of operational requirements and are neither Category | nor I1l.

1) Private Equity Fund: By focusing on non-publicly traded companies, private equity funds increase value and generate large
returns when they depart, providing crucial growth capital to established companies.

2) Debt Funds: Investing in debt securities from non-publicly traded companies is the main focus here. These funds provide
structured debt solutions, which are essential for small and medium-sized enterprises because they enable them to grow without
giving up any ownership stakes.

3) Fund of Funds: These funds make investments in various Alternative Investment Funds (AIFs), which can aid in portfolio risk
distribution and boost returns.

C. Category Ill AlFs: These

AlFs employ various trading strategies and may leverage through listed or unlisted derivatives.

Publicly traded companies receive special funding from PIPE funds (Private Investment in Public Equity). These funds typically
receive a discount when they invest in publicly traded companies.

Hedge funds employ a variety of strategies, including short selling and leveraging, to optimize returns. They go after institutional
investors and high-net-worth individuals.

AIF category Investment Focus Common Subtypes Risk-Return profile
Category | Early- stage social Venture Capital, angel, SME Moderate Risk, High
beneficial sectors Infrastructure, Social Venture Growth potential
Funds
Category 11 Established Business via Private equity, Debt, Fund of | Medium to high risk, stable
private equity or debt Funds, Real Estate long-term returns
Category Il complex trading and Hedge funds, PIPE, High Risk, high return,
derivative-based strategies Derivatives funds activity managed

V. REGULATORY FRAMEWORK OF AIFS

The SEBI (Alternative Investment Funds) Regulations, 2012 provide comprehensive guidelines for AIF registration and operations

in India. These regulations seek to increase the sector's transparency, protect investors' interests, and encourage the expansion of

alternative investments in the nation.

1) Registration Requirement: AIFs must register with SEBI prior to beginning operations. They have to provide complete
information about the fund's strategies, personnel, and organizational structure. This is carried out to ensure market structure
and credibility.

2) Investment Limits: To accommodate a diverse range of investors, SEBI frequently establishes the minimum investment
amount. Typically, they demand a minimum commitment of at least Rs. 1 crore.

3) Operational Restrictions: Depending on their category, AlFs must adhere to specific operational restrictions. While Category Il
AlFs are permitted to use sophisticated trading strategies, Category | and 11 AlFs are typically prohibited from using leverage.
To keep investors informed, strict disclosure guidelines are also adhered to.

4) Reporting and Compliance: AlFs are required by SEBI to adhere to periodic reporting in order to maintain accountability and
transparency. Their financial statements and investor information must be submitted. Audits and checks for adherence to
standards must be conducted on a regular basis.

V. IMPACT OF AIF ON STARTUPS

1) Financing and Growth: AlFs are now a game-changer for startups and small businesses, offering them specialized funding
options like debt and equity financing that precisely match their unique needs.

2) Equity Financing: The main goal of AIFs is to invest in new businesses and provide them with the necessary funds to expand
their operations. The expansion and success of these businesses depend heavily on this type of funding. AlFs provide structured
debt instruments that are essential for SMEs to grow their businesses without diluting their equity through debt financing.

©IJRASET: All Rights are Reserved | SJ Impact Factor 7.538 | ISRA Journal Impact Factor 7.894 |




International Journal for Research in Applied Science & Engineering Technology (IJRASET)
ISSN: 2321-9653; IC Value: 45.98; SJ Impact Factor: 7.538
Volume 14 Issue | Jan 2026- Available at www.ijraset.com

3) Market Access and Visibility: For startups and SMEs, AlFs improve market access and visibility. The SME exchange, which
offers growth capital and market prominence, is becoming more and more popular among startups. The exchange has seen more
than 800 initial public offerings (IPOs) with significant post-migration returns, demonstrating the vital role AlFs play in
supplying visibility and liquidity.

A. Government Support

Through programs like the Fund of Funds for Startups (FFS), the Indian government substantially supports startups through

Alternative Investment Funds (AlFs), allocating substantial capital to SEBI-registered AlFs (VC Funds) that subsequently invest in

startups, increasing funding for innovation.

1) Fund of Fund for Startups: SIDBI oversees the Rs. 10,000 crore Fund of Funds for Startups (FFS), which makes investments in
a number of AlFs (Venture Capital Funds).

2) AIF Investment: To create a multiplier effect, these AlFs invest in qualified startups at least twice the government's
contribution.

3) Focus: The program helps early-stage businesses close funding gaps by supporting innovation-driven businesses.

VI. AIFS' FUNCTION IN THE STARTUP ECOSYSTEM
1) Venture Capital: AlFs, especially Category | (such as VC funds) and Category Il, are essential channels for directing private
capital into the startup ecosystem and funding early-stage, unlisted businesses.
2) Diversification: Compared to direct angel investing, AlFs offer investors diversified portfolios of carefully screened startups,
lowering risk.

A. AIFs' function in the startup ecosystem

Venture Capital AlFs are essential for directing private capital into the startup ecosystem and investing in unlisted, early-stage
businesses, especially Category I (like VVC funds) and Category II.

Diversification: Compared to direct angel investing, AlFs offer investors diversified portfolios of carefully screened startups,
lowering risk. AIFs' Operation in the Startup Ecosystem.

B. AIFs' Operation in the Startup Ecosystem

The Securities and Exchange Board of India (SEBI) established the regulatory framework for AIFs in India through the AlFs

(Alternative Investment Funds) Regulations, 2012. Three categories comprise these funds, with Category | AlFs being particularly

important for startups. This group includes SME funds, venture capital funds, and angel funds, all of which are dedicated to making

investments in early-stage businesses with substantial growth potential.

These AlFs typically function as follows:

1) Fundraising: High Net Worth Individuals (HNISs), institutional backers, and other eligible organizations provide funds to AIF
managers.

2) Investment: Startups and small to medium-sized businesses that align with the fund's investment strategy and objectives receive
the combined funds.

3) Management and Assistance: AlFs support the operational and strategic development of the invested companies by providing
financial support as well as network access, strategic advice, and mentorship.

4) Exit: In order to generate returns for their investors, AlFs seek to sell their investments through a variety of strategies, such as
initial public offerings (IPOs), mergers and acquisitions, or secondary sales, after a predetermined amount of time, typically
five to ten years.

VII. RECENT TRENDS IN THE AIF SECTOR
1) Increasing Fundraising and Investment Activity: Both domestic and foreign investors have shown a discernible interest in
India’s vibrant AIF industry. Both fundraising efforts and investments in this field have clearly increased. An increase in the
number of AIFs registered with SEBI reflects this growing interest. This increase has been exacerbated by the favorable
regulatory environment and shifting market conditions that have made India's investment sector more suited for alternative
investments.
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2) Fundraising Achievements: Recent data shows that AlFs have raised a substantial sum of money. During the fiscal year 2021—
2022, they collected a total of more than 1.8 lakh crore, demonstrating how investors are beginning to trust alternative
investments. This substantial amount of money is being allocated to various industries, including consumer goods, real estate,
and technology, to demonstrate the variety of investment strategies used by AlFs (AIF).

3) Sectoral Diversification: AlFs are demonstrating a wide approach to capital distribution by distributing their investments across
a variety of sectors. This diversification strategy raises the likelihood of profitable returns while lowering risks.

4) Technology and Innovation: AIF investments contribute significantly to technology start-ups, just like many other forms of
funding. These funds support innovative concepts and advancements in fields like edtech (educational technology), healthtech
(health care technology), and fintech (financial services technology). These fields have demonstrated significant growth
potential. AlFs are crucial proponents of technological progress and contribute significantly to the development of India's
digital economy.

VIIl. GROWTH OF AIF INDUSTRY IN INDIA
All Categories — In Crores Rupees
Cumulative Net Figure
as at Total Commitments Raised Total Funds Raised Total Investment Made

31 Mar 2013 1,437 530 361

31 Mar 2018 1,65,095 85,276 61,402

31 Mar 2023 8,33,774 3,65,609 3,37,983

30 Sept 2025 15,05,372 6,36,418 6,11,939

Cumulative Net Figures for AlFs (Rs. Crores) — as at 30 Sept 2025

Category Total C;)ar:;?;tments Total Funds Raised Total I,\r;l\;zs;ments
Category | AIF 92,385 54,224 45,034
Category Il AIF 11,20,589 4,04,212 3,69,570
Category Il AIF 2,92,398 1,77,982 1,97,335

A. Challenges in the use of AIF in a Startup

1) Regulatory Arbitrage by AlFs: A few AlFs have abused and evaded financial regulations.

2) Startups' Urban Concentration: Funds are primarily allocated to Tier 1 cities, ignoring Tier 2 and Tier 3 ecosystems.

3) Squeezed Early-Stage Funding: Due to AlFs' risk aversion, deep-tech and early-stage startups have received insufficient
funding.

4) Investor Participation and Awareness: There is little awareness among domestic institutional and retail investors.

5) Fund Disbursement Delays: Bureaucratic delays in the distribution of committed funds to start-ups and AlFs.

6) Data Transparency and Tracking: There aren't any public dashboards available in real time to monitor the implementation and
effects of AlIF.

IX. CONCLUSION
India’s startup culture has been greatly aided by the Alternate Investment Funds (AIFs) structure, particularly through the Fund of
Funds for Startups (FFS). It has successfully raised significant local funding, supported over 1,000 startups, and contributed to the
growth of the local economy and the creation of jobs. Despite its achievements, problems such as inadequate investor awareness,
limited early-stage funding, concentration in Tier 1 centers, and regulatory flaws still persist. Policymakers, regulators, fund
managers, and investors must work together to address these issues in order to ensure sustainability, inclusivity, and transparency.
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