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Cfa Level 1 Alternative Investments Notes

Comprehensive Guide to CFA Level 1 Alternative Investments
Notes

CFA Level 1 Alternative Investments Notes are an essential resource for candidates preparing for the CFA Level 1
exam. They provide a detailed overview of various alternative investment classes, their characteristics, valuation
methods, risks, and roles within an investment portfolio. Understanding these notes is crucial for grasping how
alternative investments differ from traditional assets like stocks and bonds and how they can enhance portfolio
diversification and performance.

Introduction to Alternative Investments

What Are Alternative Investments?
Alternative investments refer to asset classes that fall outside the traditional categories of equities, fixed income, and
cash. They include assets like real estate, private equity, hedge funds, commodities, infrastructure, and collectibles.
These investments are often characterized by:

Low correlation with traditional markets1.
Potential for higher returns2.
Unique risk profiles3.
Illiquidity and longer investment horizons4.

Understanding these features is fundamental for CFA candidates aiming to master the scope of alternative
investments.

Importance in Portfolio Management
Alternative investments can:

Enhance diversification1.
Reduce overall portfolio volatility2.
Provide access to unique return streams3.
Offer inflation hedging capabilities4.

However, they also come with challenges such as valuation complexity, higher fees, and liquidity constraints, which
are critical topics covered in CFA notes.

Categories of Alternative Investments Covered in CFA Level 1



Real Estate
Real estate investments include direct property ownership and indirect investments like Real Estate Investment Trusts
(REITs). Key points include:

Types of real estate assets (residential, commercial, industrial)1.
Valuation methods (income approach, sales comparison)2.
Risks (market risk, liquidity risk, tenant risk)3.

Private Equity
Private equity involves investments directly into private companies or buyouts of public companies. Notable features:

Long-term investment horizon (typically 7-10 years)1.
Valuation techniques (discounted cash flow, comparables)2.
High risk and high return potential3.

Hedge Funds
Hedge funds employ diverse strategies to generate returns, including long/short equity, event-driven, and macro
strategies. Important aspects:

Use of leverage and derivatives1.
Performance fees and high minimum investments2.
Complex risk profiles3.

Commodities
Commodities include physical assets like oil, gold, agricultural products, and metals. Key points:

Exposure via futures contracts or commodity funds1.
Inflation hedging properties2.
Volatility driven by supply and demand factors3.

Infrastructure
Infrastructure investments involve physical systems like transportation, energy, and utilities. Characteristics:

Stable cash flows1.
Long-term contracts2.
Potential for inflation-linked returns3.

Collectibles and Other Assets
Includes art, wine, rare coins, and other tangible assets. These are less common but can diversify portfolios.
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Valuation Techniques for Alternative Investments

Real Estate Valuation Methods

Income Approach: Discounted cash flow (DCF) based on expected rental income1.
Sales Comparison Approach: Comparing recent sales of similar properties2.
Cost Approach: Estimating replacement or reproduction costs minus depreciation3.

Private Equity Valuation
- Use of DCF models to estimate the present value of future cash flows - Comparable company analysis for valuation
multiples - Adjusted net asset value (NAV) approach, especially for fund-level valuation

Hedge Funds and Managed Futures
- Performance is often benchmarked against specific hedge fund indices - Use of Hedonic pricing models where
applicable - Emphasis on net asset value (NAV) calculations and periodic mark-to-market adjustments

Commodities Valuation
- Valued primarily via futures prices and cost-of-carry models - Spot prices versus futures prices to assess market
expectations

Risks Associated with Alternative Investments

Market and Liquidity Risks
- Many alternative assets are illiquid, making timely liquidation difficult - Market risk can be significant, especially in
volatile commodities and private equity

Valuation and Transparency Risks
- Difficulties in accurately valuing non-public assets - Limited transparency and disclosure compared to public markets

Operational and Management Risks
- High dependence on the skill of fund managers - Potential conflicts of interest

Regulatory Risks
- Varying regulations across jurisdictions - Changes in policies affecting investment strategies



The Role of Alternative Investments in Portfolio Construction

Strategic Asset Allocation
- Incorporate alternative investments to diversify and optimize risk-adjusted returns - Determine appropriate allocation
based on investor risk tolerance, investment horizon, and liquidity needs

Tactical Asset Allocation
- Adjusting exposure to alternatives based on market outlook and macroeconomic factors

Risk Management and Performance Evaluation
- Use of benchmarks and indices specific to alternative assets - Performance measurement through metrics like IRR,
multiple of invested capital (MOIC), and risk-adjusted returns

Key Takeaways from CFA Level 1 Alternative Investments Notes

Alternative investments offer diversification benefits but come with unique risks and valuation challenges.1.
Understanding the specific characteristics, valuation techniques, and risk profiles of each asset class is essential.2.
Proper allocation in a portfolio depends on investor goals, risk appetite, and liquidity constraints.3.
Regulatory and operational risks must be carefully managed for successful investment outcomes.4.
Thorough knowledge of alternative investments enhances the overall investment decision-making process.5.

Conclusion

Mastering the CFA Level 1 Alternative Investments Notes is crucial for aspiring investment professionals. These notes
cover the fundamentals of various alternative asset classes, their valuation methods, associated risks, and their
strategic role within a diversified portfolio. As markets evolve and new alternative investment opportunities emerge,
staying informed through these comprehensive notes can provide a competitive edge in the CFA exam and
professional practice. Candidates should focus on understanding both theoretical concepts and practical application to
excel in this section and develop a well-rounded investment perspective.

CFA Level 1 Alternative Investments Notes serve as an essential resource for aspiring investment professionals aiming
to deepen their understanding of non-traditional asset classes. These notes provide a comprehensive overview of
alternative investments, highlighting their characteristics, valuation methods, risks, and role within a diversified
portfolio. As the CFA Level 1 curriculum emphasizes foundational knowledge, mastering alternative investments is
crucial for candidates seeking to excel in the exam and build a solid base for future advanced studies. This article
offers a detailed review of the key topics covered in these notes, exploring their utility, strengths, and areas to focus
on for exam preparation.



© qr-qa.cbsnorthstar.com Cfa Level 1 Alternative Investments Notes 5

Introduction to Alternative Investments

Alternative investments refer to asset classes that fall outside traditional equity and fixed income securities. They
include a broad spectrum of assets such as real estate, hedge funds, private equity, commodities, and infrastructure.
These investments are often characterized by their unique risk-return profiles, lower liquidity, and potential for
diversification benefits. Key Features of Alternative Investments - Diversification: Often exhibit low correlation with
traditional assets. - Illiquidity: Many alternatives are less liquid, requiring longer investment horizons. - High Entry
Barriers: Typically involve significant minimum investments. - Complex Valuation: Valuation techniques tend to be
more complex than those for stocks or bonds. - Regulatory Environment: Usually less regulated, which can be both an
advantage and a risk. Pros and Cons Pros: - Potential for higher returns due to inefficiencies and unique opportunities. -
Diversification benefits can reduce overall portfolio risk. - Access to assets not available through traditional channels.
Cons: - Limited liquidity and longer investment horizons. - Higher fees and management costs. - Complexity in
valuation and risk assessment.

Types of Alternative Investments

The notes categorize alternative investments into several main types, each with distinct features and investment
considerations.

Real Estate
Real estate investments include direct property ownership and indirect investments through real estate investment
trusts (REITs) or funds. Features: - Provides income through rents and appreciation. - Can serve as a hedge against
inflation. - Offers diversification due to low correlation with equities. Valuation Techniques: - Income approach
(discounted cash flows). - Market comparison approach. - Cost approach. Pros/Cons: - Pros: Tangible asset, income
generation, inflation hedge. - Cons: Illiquidity, high transaction costs, management complexity.

Hedge Funds
Hedge funds employ a wide range of strategies including long/short equity, macro, event-driven, and arbitrage.
Features: - Use of leverage and derivatives. - Aim for absolute returns irrespective of market direction. - Typically have
high minimum investments and fees. Features in Notes: - Strategies and their risk-return profiles. - Fee structures
(management and performance fees). - Liquidity constraints and lock-up periods. Pros/Cons: - Pros: Potential for high
returns, flexibility in strategies. - Cons: High fees, lack of transparency, less regulation.

Private Equity
Private equity involves investing directly in private companies or buyouts of public companies to take them private.
Features: - Illiquid investments with long-term horizons. - Focus on active management and value creation. - Exit
strategies include IPOs or sales. Valuation Methods: - Comparable company analysis. - Precedent transactions. -
Discounted cash flow analysis. Pros/Cons: - Pros: High return potential, active involvement. - Cons: Illiquidity, high
minimum investments, long investment periods.



Commodities
Commodities include physical goods like oil, gold, agricultural products, and metals. Features: - Invested directly or via
commodity futures and ETFs. - Often used as inflation hedges. - Prices driven by supply and demand fundamentals.
Advantages: - Diversification benefits. - No credit risk (for physical commodities). Risks: - Price volatility. - Storage and
transaction costs. - Contingent on geopolitical and macroeconomic factors.

Infrastructure
Investments in essential public or private assets such as bridges, airports, and utilities. Features: - Usually stable cash
flows. - Long-term investment horizon. - Often inflation-linked. Pros/Cons: - Pros: Stable income, inflation hedge. -
Cons: High capital costs, regulatory risks.

Valuation and Analysis of Alternative Investments

Valuation techniques for alternative investments are more nuanced than traditional securities. The notes emphasize
understanding these methods to properly assess value and risk.

Real Estate Valuation
- Income Approach: Discounting expected future cash flows. - Comparison Approach: Using recent sales of similar
properties. - Cost Approach: Estimating replacement cost minus depreciation.

Private Equity Valuation
- Comparable Company Analysis: Using valuation multiples from similar firms. - Precedent Transactions: Valuing based
on past sale prices of similar companies. - Discounted Cash Flows (DCF): Projecting future cash flows and discounting
them at an appropriate rate.

Hedge Funds and Other Strategies
Valuation often involves: - Net Asset Value (NAV) calculations. - Adjustments for lock-up periods, fees, and liquidity.
Challenges in Valuation - Lack of transparent market prices. - Illiquid assets complicate mark-to-market valuation. -
Estimating appropriate discount rates considering risk premiums.

Risks Associated with Alternative Investments

Understanding the specific risks is vital for CFA candidates. - Liquidity Risk: Difficulties in selling assets quickly. -
Valuation Risk: Challenges in accurately valuing complex assets. - Market Risk: Exposure to macroeconomic factors. -
Operational Risk: Management and operational failures. - Regulatory and Legal Risks: Changing laws affecting
investments. The notes highlight the importance of risk management strategies tailored to each alternative asset
class.
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The Role of Alternative Investments in Portfolio Management

Alternatives are often used to enhance diversification, improve risk-adjusted returns, and hedge against inflation or
economic downturns.

Portfolio Diversification
- Reduces overall portfolio volatility. - Exploits low correlation with traditional assets.

Risk-Return Enhancement
- Provides access to unique return streams. - Can serve as a hedge or insurance against market downturns.

Considerations for Portfolio Construction
- Allocation depends on risk appetite and investment horizon. - Due diligence in selecting managers and funds. -
Monitoring liquidity and fee structures.

Conclusion and Key Takeaways

The CFA Level 1 Alternative Investments Notes offer a comprehensive foundation for understanding these complex
asset classes. They emphasize the importance of grasping the unique features, valuation methods, risks, and strategic
roles of alternatives in portfolio management. Candidates should focus on mastering the distinctions among different
types of alternative investments, their valuation challenges, and integration techniques to optimize diversification and
return objectives. Final Tips for Candidates: - Pay attention to the specific valuation techniques suited to each asset
class. - Understand the risk factors unique to each alternative investment. - Be able to analyze how alternatives
complement traditional portfolios. - Review real-world examples and case studies to contextualize concepts. By
thoroughly studying these notes, CFA candidates will be well-equipped to navigate exam questions confidently and
develop the analytical skills necessary for a career in investment management.

Questions & Answers About cfa level 1 alternative investments
notes

No Question Answer

1 What are alternative investments
covered in CFA Level 1 notes?

Alternative investments include assets outside traditional stocks,
bonds, and cash, such as real estate, private equity, hedge funds,
commodities, and infrastructure, providing diversification and unique
risk-return profiles.

2 How do alternative investments differ
from traditional investments?

Alternative investments often have low correlation with traditional
assets, involve less liquidity, may require active management, and
can have higher fees, offering diversification benefits and potential
for higher returns.



3 Why are alternative investments
important in a portfolio according to
CFA Level 1 notes?

They help reduce overall portfolio risk through diversification, access
to uncorrelated assets, and potential for enhanced returns,
especially during market downturns.

4 What are the main risks associated
with alternative investments?

Key risks include illiquidity, valuation difficulties, higher fees,
complexity, and less transparency compared to traditional
investments.

5 How are hedge funds classified in the
CFA Level 1 curriculum?

Hedge funds are a type of alternative investment that employ
various strategies like long/short equity, event-driven, or macro to
achieve positive returns regardless of market direction.

6 What is the role of real estate as an
alternative investment in the CFA
curriculum?

Real estate provides income through rents, potential capital
appreciation, and diversification benefits, but involves risks like
market fluctuations, illiquidity, and management costs.

7 Are commodities considered
alternative investments in CFA Level 1
notes?

Yes, commodities such as oil, gold, and agricultural products are
classified as alternative investments due to their distinct risk-return
characteristics and low correlation with traditional assets.

8 What are the valuation challenges
associated with alternative
investments?

Valuation can be difficult due to lack of transparent market prices,
infrequent transactions, complex valuation models, and unique asset
features.

9 How do private equity investments fit
into the CFA Level 1 alternative
investments notes?

Private equity involves investing in private companies or buyouts,
typically with longer investment horizons, higher risk, and illiquidity,
aiming for higher returns over time.

10 What are some strategies used by
hedge funds as discussed in CFA Level
1 notes?

Strategies include long/short equity, event-driven, macro, arbitrage,
and distressed asset investing, each aiming to generate alpha
regardless of market trends.

alternative investments, CFA Level 1, notes, hedge funds, private equity, real estate, commodities, infrastructure,
hedge fund strategies, alternative assets
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