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FinTree
Alternative Investment Features, Methods, and Structures

FinTree Fruit 1 : ALTERNATIVE INVESTMENT FEATURES

• Alternative investments are non-traditional assets, distinct from stocks, bonds, and cash, 
      characterized by unique structures and investment approaches.

• Sophisticated investors with the longest investment time horizons, such as large pension funds, 
      sovereign wealth funds, and not-for-profit endowments, tend to allocate a larger share of 
      their portfolio to these assets.

• An investment in a hedge fund, even one that purchases traditional exchange-traded 
      assets, is considered an alternative investment.

• Alternative investment categories include private capital, real assets, and hedge funds.

Alternative Investments features & characteristics :

Higher Returns, Diversification & Illiquidity

Specialized Knowledge & Large Capital Outlays

Complex Compensation, Less Regulation & Transparency

Performance appraisal challenges

Incentive-based fees

Different investment structures  

Alternative Investments Categories : 

1. Private Capital

•  Private capital refers to funding for companies sourced outside public equity and debt markets.

 -    Capital that is provided in the form of equity investments is called
       private equity.
 
- Private equity refers to investment in privately owned companies 
      or in public companies with the intent to take them private.

- It is used in the mature life cycle stage or for firms in decline,
     with leveraged buyouts.

- Venture capital is a type of private equity that funds early-stage, 
      non-public companies with limited operations or customer bases.

PRIVATE EQUITY
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- Capital that is provided as a loan or other form of debt is 
      called private debt.

- It includes private loans, bonds, and other non-public 
      financing options.

- Venture debt funds early-stage firms with minimal cash flow.

- Distressed debt funds financially troubled companies, often 
      trading at a discount, with potential for restructuring or 
      turnaround.

PRIVATE DEBT

2. Real Assets

• Real assets are tangible assets like real estate,infrastructure and natural resources, 
      as well as intangibles such as patents, intellectual property, and goodwill.

• It either generates current or expected future cash flows and/or is considered a store of value.
 

• Real estate includes borrowed or ownership capital in 
      buildings or land.

• Commercial real estate includes land and buildings where private 
      business activity is the primary cash flow source.

• Residential real estate includes single-family homes, multi-family 
      properties, and rental housing, where cash flows stem from rents 
      or mortgage payments.

• REITs are publicly traded real estate which are issuers of equity, 
      and mortgage-backed debt securities.

 Real Estate

• It involves land, buildings and other long-lived fixed assets 
      that are intended for public use and provide essential services. 

• Examples of tangible infrastructure assets : bridges and toll roads.

• It generates cash flows through fees, leases, or access rights and 
      indirectly by boosting economic growth and tax revenue.

• Public-private partnerships (PPPs) involve private investors 
      partnering with governments to develop infrastructure.

• Concession Agreement outlines a private investor’s duty to build, 
      maintain, and operate infrastructure while earning fees for a 
      set period.

Infrastructure
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• It includes undeveloped land, such as farmland and timberland 
      which hold economic value or extracted commodities like 
      minerals and energy.

• It generates returns through price appreciation and cash flows.

Natural Resources

• These are standardized, traded goods which include plant, 
      animal, energy, and mineral products used in goods and services 
      production.

• It does not generate cash flows directly but is sold by producers to 
      consumers for economic use.

• Investors seek to profit from price fluctuations driven by 
      commodities' future economic use.

• It has low correlation with other assets, making them effective 
      countercyclical holdings and inflation hedges.

Commodities

• It includes collectibles like fine art, wine, and rare coins, as well as 
      intangibles like patents, litigation claims, and digital assets.

• Digital assets are electronically created, stored, and transferred 
      with ownership or usage rights.

Other Real Assets

3.  Hedge Funds

• Hedge funds are private investment vehicles that invest across asset classes but are 
      defined by their investment strategies rather than the assets they hold.

• It uses leverage, derivatives, and short selling, creating risk-return profiles distinct 
      from traditional buy-and-hold strategies.

• Investors may also invest in a portfolio of hedge funds, often referred to as a fund of funds.
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FinTree Fruit 2 : ALTERNATIVE INVESTMENT METHODS

Investment 1 Investment 2 Investment 3 Investment A

Investor

Alternative Investments 
               Fund

Fund Investing
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• Fund investing allows investors to access alternative assets indirectly by contributing 
      capital to an investment manager who selects, manages, and monitors investments for 
      a fee.

• An investor invests indirectly through a fund while holding co-investment rights for 
      direct participation, gaining experience and knowledge while reducing fees.

• Sophisticated investors with specialized skills and knowledge manage individual 
      alternative investments without the use of an intermediary. Direct investors retain 
      maximum flexibility and control when it comes to investment choice, methods of 
      financing, and timing.

FinTree Fruit 3 : ALTERNATIVE INVESTMENT STRUCTURE

Ownership Structure

• Limited partners (LPs) are passive investors while general partners (GPs) control fund 
      operations and manage investments.

• Accredited investors, typically LPs, meet minimum net worth or institutional requirements 
      to access less regulated private investments.

• A Limited Partnership Agreement (LPA) defines LP terms, including profit distribution, 
      manager roles, investment rules, and transfer or withdrawal conditions. 

• Infrastructure projects use special purpose entities, while Master Limited Partnerships 
      (MLPs) offer liquid, often publicly traded units for real estate and natural resource 
      investors.
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- Unique investor needs may be addressed through a Side Letter, modifying LPA terms.
      
      It may grant :
  
1.      Transfer rights, 
2.      Excusal rights, 
3.      First right of refusal, 
4.      A “Most Favored Nation” clause for equal terms.

Compensation Structure

- Typically include management fees and performance fees to align GP and LP incentives.

- Hedge funds and REITs charge management fees on AUM, while private equity funds 
      charge fees on committed capital, not invested capital.

- A performance fee is also referred to as an incentive fee or carried interest.
 
- Performance fees may have hurdle rates, catch-up clauses, high-water marks, and clawback 
      provisions to align interests.

• HURDLE RATE

A hurdle rate is the minimum fund return required before performance fees accrue. 

A hard hurdle charges fees only on returns exceeding the threshold, while a soft hurdle 
allows fees on total returns once the threshold is surpassed.

Example 1 : 

r  =  single-period fund rate of return 
rh =  hard hurdle rate
p =  GP performance fee
rGP =  GP’s rate of return

If a fund earns r of 18% over a period and receives a performance fee of 20% (p) of 
returns in excess of the hurdle rate, rh  , of 8%, then rGP  is equal to?

rGP = max[0, p (r –rh)]

2% = max[0, 20% (18% – 8%)]

• CATCH-UP CLAUSE

A catch-up clause accelerates performance fees once the fund surpasses the soft hurdle rate.

10



FinTree

FinTree
© 2026 FinTree Education Private Ltd

The GP’s rate of return (rGP) using example 1 with a catch-up clause become,

 rGP= max[0, rcu+ p (r − rh − rcu). 

3.6% = max[0, 2.0% + 20%(18% – 8% – 2%)].

How to solve: 
LP will receive 100% of all cash distributions until it earns the 
hurdle rate of 8%. Then, the GP will receive 100% of distributions until the 
split of profit is 80%/20%. The remaining distributions will be split 80%/20%.

• HIGH-WATER MARK

A high-water mark sets the fund’s peak value net of fees, preventing managers from charging 
performance fees twice on the same returns and ensuring fees apply only when the fund 
surpasses its previous peak.

A hedge fund starts with $100M AUM, charging 1% management on Closing AUM 
and 20% performance fees independent of Management fee, 
with an HWM provision.

 Year 1: 
Fund grows to $120M.
Fees: $1.2M mgmt, $4M performance → HWM set at $114.8M.

Year 2: 
Fund drops to $110M. 
Fees: $1.1M mgmt, $0 performance (HWM not exceeded).

Year 3: 
Fund rebounds to $130M. 
Fees: $1.3M mgmt, $3.04M performance (on gains above $114.8M HWM).

HWM ensures fees apply only to new gains after prior losses.

• CLAWBACK PROVISION

A clawback provision allows LPs to reclaim a portion of the GP’s performance fee, 
typically if early gains are offset by later losses. 
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A private equity fund invests $10M in Alpha Corp (LBO) and $10M in 
Beta Tech (early-stage).

 Year 1: 
Alpha Corp sells for $25M (+$15M gain). 
The GP accrues $3M (20%) in performance fees.

Year 2: 
Beta Tech fails (-$10M loss).
Net Fund Profit: $5M ($15M - $10M) → Final GP Fee: $1M (20%)

Clawback: GP returns $2M of the initial $3M fee to LPs.

Clawback ensures fees reflect net profits over the fund’s life.

Waterfall Structure

Waterfall structures incentivize GPs to maximize profitability in both deal-specific and 
aggregate fund terms.

Deal-by-deal waterfalls involve per-deal performance fees, favorable to GPs.

Whole-of-fund waterfalls distribute all profits to LPs until they receive initial investment 
and hurdle rate, then share with GPs.
 
Types:
1. Deal-by-Deal (American) - advantageous to GP
2. Whole-of-Fund (European) - advantageous to LP
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Alternative Investment Performance and Returns

FinTree Fruit 1 :  ALTERNATIVE INVESTMENT PERFORMANCE

• Alternative investments are highly customized, making performance appraisal challenging.

Key Complexities

        Cash flow timing: 
   Variability in investment 
     inflows and outflows.

          Leverage: 
Use of borrowed funds 
    to enhance returns.

      Valuation challenges: 
Portfolio valuations fluctuate 
    across investment phases.

   Fee and tax complexity:  
  Unique fee structures and 
     accounting treatments.

Investment Life Cycle

•  Alternative investments have longer, varying life cycles with distinct cash 
       flow phases, making return comparisons more complex.

Capital
Commitment 

Capital
Deplo yment 

Capital
Distribution Return

Cash InflowsCash Inflows

Cash
Outflows 

Cash
Outflows 

Years
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CashFlow Phases

Capital Commitment

Alternative manager commit 

capital either immediately or 

through capital calls, 

investing in ventures, mature 

firms, or real estate. 

Early-phase returns are often 

negative due to upfront fees 

and minimal income 

generation.

Capital Deployment

In the second phase, 

alternative managers deploy 

capital for construction, 

improvements, turnarounds, 

or startup operations. 

Cash outflows exceed inflows, 

and management fees further 

reduce returns. 

Capital Distribution

 In the final phase, successful 

investments appreciate or 

generate excess income, 

boosting returns. 

Funds realize capital gains 

through exits, such as IPOs 

for venture capital or 

property sales for real estate.

• The J-curve effect illustrates initial negative returns during capital commitment, 
       followed by accelerated gains and eventual leveling off as investments are sold.
 
• IRR is the key metric used to assess longer-term alternative investments

MOIC (Multiple Of Invested Capital)

• Due to cash flow complexities, private equity and real estate managers often use
      MOIC (Multiple of Invested Capital) as a simple performance metric.

MOIC = (Realized value of investment + Unrealized value of investment)/Total amount of 
                invested capital.

• While MOIC ignores cash flow timing, it is easy to calculate and intuitively expresses 
       returns as a multiple of the initial investment.
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 Q.  Himitsu, a private equity firm, makes an initial investment of JPY3.8 billion into 
       ZZZ company in Year 0. Eight years later, it sells its stake in ZZZ for JPY8.5 
       billion. Additional capital investments were made in Year 2 and in Year 3 for 
       JPY1.2 billion and JPY 200 million, respectively. Calculate the MOIC.

  Answer: MOIC = 8.5/(3.8 + 1.2 + 0.2) = 1.63×

Example : 

Amount Year

0

1

2

3

8

(3,800,000)

(1,200,000)

(200,000)

(8,500,000)
1.63x

-
Invested Capital

Additional Capital

Additional Capital

Liquidity Event

MOIC

Additional Capital

Differentiation of MOIC and IRR 

MOIC IRR

• considers timing of cash flows

• more complicated to calculate 

• requires assumptions on 
      opportunity costs and 
      reinvestment rates

•  ignores timing of cash flows

•  easy to calculate and 
       understand

 Use of Borrowed Funds

Alternative investments often use financial leverage to amplify returns by borrowing funds, 
increasing the investment size beyond committed capital. This magnifies both gains and losses. 

The leveraged return (rL ) is calculated as:  rL = r + Vb/Vc(r – rb)

r is the unleveraged return

Vb is borrowed funds

Vc is invested capital

rbis the borrowing rate. 
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