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apples-to-apples comparison among 
multiple funds (because all funds are 
subjected to the same ranking system);  
(2) it provides a useful checklist that  
helps ensure the analyst is not overlook-
ing anything or overly influenced by the 
new fund’s sales pitch; and (3) it helps to 
create an evergreen institutional process 
that endures past any given analyst’s tenure. 

STRATEGY AND STRUCTURE
Strategy. What are the fund’s philoso-
phy, objectives, and strategy strength 
relative to peers, i.e., peer ranking, as 
well as the analyst’s thoughts about the 
relevance and viability of the strategy 
given existing market opportunities and 
conditions? Does the fund’s investment 
thesis make sense? Is it implementable 
and repeatable? Is it easy to understand 
and explain to potential investors? 

Structure. What is the fund’s organiza–
tional structure—its simplicity or 
complexity—and is it appropriate for 
potential clients? What are the fund’s 
investment terms, liquidity, and transpar-
ency characteristics? Do the fund’s third-
party accounting, legal, administration, 
and prime brokerage relationships check 
out? How quickly does the fund deliver 
estimated and actual return numbers? 
What is the investor service model?

MANAGEMENT AND 
METHODOLOGY
Management. What is the extent of the 
management’s experience and the depth 
of the infrastructure? How long has the 
management team been together? What 
is the team’s prior experience? Do the 

exchange-traded funds (ETFs), mutual 
funds, or separately managed accounts. 
Those differences in what is required 
come primarily from a qualitative due 
diligence perspective.

One approach is to follow what might be 
called a SMART2, i.e., SMART-squared, 
approach1—a simple and useful acronym 
for 10 separate issues that good qualita-
tive due diligence should cover. This 
approach is equally useful for hedge 
funds and other LP investment due 
diligence. 

THE SMART2 APPROACH
The SMART2 ranking system gives  
a numerical value from 1 (poor) to  
4 (excellent) to each of 10 factors influ-
encing the viability and performance of 
a fund. Each factor is assigned a weight-
ing such that the sum of the weightings 
equals 100 percent, with the weightings 
based on the perceived importance of 
each category. The total SMART2 value 
is a weighted average score. Both the 
combined total score and the individual 
score on each attribute are considered, 
and minimum acceptable scores are 
established for each attribute (see  
example shown in table 1).

This ranking approach, of course, does 
not provide proof positive that any 
particular hedge fund or alternative 
investment is good or bad, and it 
certainly does not constitute everything 
that is involved in due diligence. 

But its disciplined application does have 
three positive results: (1) it allows for an 

W hen investing with alterna-
tive investment managers,  
it is critical to remember 

that the qualitative analysis is, often, 
more important than the quantitative 
analysis. Performance numbers speak for 
themselves, with two important caveats:  
(1) beware of backtests—you will almost 
never see a bad one—i.e., insist on  
evaluating only live performance; and 
(2) be cautious when comparing indi-
vidual fund performances with publicly 
available benchmarks. 

Most hedge fund benchmarks comprise 
an aggregation and an averaging of  
self-reporting individual managers, 
compared with public index perfor-
mances in traditional strategies. But 
there can be wide discrepancies in how 
different funds are managed relative to 
make-up of the other managers catego-
rized in the same way. And the bench-
marks themselves can be subject to 
survivorship bias, i.e., poorly performing 
funds stop reporting their numbers and 
drop out of the benchmark, or inclusion 
bias, i.e., where funds that are doing well 
and are successfully raising capital don’t 
bother to report.

Hedge funds and limited partnerships 
(LPs) in general have come a long way 
in terms of transparency and perfor-
mance reporting since the bad old days 
leading into 2008, the result of a more 
stringent regulatory environment and 
investor insistence. But differences 
remain between performing due dili-
gence on LPs and more traditional—and 
much more liquid—investments such as 
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TRACK RECORD AND 
TAX EFFiCiENCY
Track record. What are the length of  
the track record, risk-adjusted returns, 
alpha generation, volatility of returns, 
drawdown analysis, skew and kurtosis 
analysis, correlations, and peer group 
performance comparisons? Has the fund 

Research. Is the fund’s research  
sufficiently robust and adding value? 
Critically, is there an information or  
analysis edge, i.e., does its research and 
analytical approach provide a competitive 
advantage? Is the depth of the research 
team adequate? Is there meaningful use 
of qualitative and quantitative analysis?

personal and professional references  
and background checks show anything  
of concern? 

Methodology. What is the investment 
decision-making process, including idea 
generation, hypothesis testing, model-
ing, execution, and risk monitoring? 
How does the fund implement its invest-
ment thesis? Of the ideas generated, 
how many are rejected, and why?

ASSET ALLOCATiON AND AUM
Asset allocation. How robust is the 
asset allocation process and is there true 
added value? Is there a meaningful 
quantitative aspect to it? Is it purely 
subjective? Is it tactical or strategic? Is 
the manager trying to build a diversified 
portfolio or simply gather a portfolio of 
best ideas? There is no right or wrong 
answer to that question, by the way, and 
both approaches can be effective. But it 
is important to know what to expect in 
terms of the allocations within the 
portfolio. 

Assets under management (AUM). 
Does the fund have sufficient AUM to 
successfully execute its strategy? Has it 
reached critical mass to secure business 
viability? Have assets grown too much 
or too quickly? Has the manager grown 
so big that it can’t successfully execute 
on its best ideas? Conversely, has there 
been a redemption trend that might 
threaten the viability of the investment 
approach?

RiSK MANAGEMENT 
AND RESEARCH
Risk management. What is the fund’s 
risk management protocol? Who is 
responsible for managing this protocol? 
What analytics, procedures, and tools 
are used? If analyzing a fund of funds,  
is the manager conducting meaningful 
risk management on each underlying 
manager and on an aggregate portfolio 
basis? Is the fund delivering adequate 
levels of transparency? Conversely,  
is the manager providing adequate 
levels of transparency to end investors 
and advisors? 

LPS, FUNDS OF FUNDS, FEEDER FUNDS,  
AND REGISTERED PRODUCTS 

The SMART2 approach is applicable to any alternative investment vehicle. This 
article focuses on limited partnerships (LPs), where the advisor or end client is 
making a direct investment into the strategy. But there are some subtle differ-
ences for other commonly used access vehicles.

Funds of funds (FoFs). With FoFs, the advisor or end client is essentially 
outsourcing the strategy search and selection process to the FoF manager, and 
there may be 10 or more underlying strategies in the fund. For most investors, it 
is infeasible to perform deep due diligence on every underlying fund. So, the 
due diligence as described in this article needs to be done at the FoF level, but 
otherwise all the same protocols apply.

Feeder funds. With feeder funds, a third party creates an access path into the 
underlying fund, typically at a lower minimum, e.g., there may be a $1-million 
minimum at the fund level, but the feeder may provide access at $100,000. The 
feeder then aggregates those smaller investments into one appropriately sized 
“investor” for the underlying fund. It is the feeder fund’s responsibility to 
perform all required due diligence and performance reporting on the underlying 
strategy, and for this plus the access itself the feeder charges a third-party fee 
of perhaps 50 basis points. All the same due diligence rules apply, but the anal-
ysis is done on the third-party firm that is providing the feeder fund.

Registered investment companies (RICs) and interval funds. Registered 
products are a rapidly growing segment of the alternative investment industry 
as managers seek to democratize access to their underlying strategies. These 
funds are registered under the Investment Company Act of 1940 (the ’40 Act), 
like mutual funds and ETFs, though they typically do not offer daily liquidity. 
Managers make their strategies available to accredited investors,* which is a 
lower level of required individual wealth and income than the usual qualified 
purchaser” ** requirement for LPs, FoFs, and feeder funds. Because RICs and 
interval funds are regulated more heavily than LPs, most investors can take 
some comfort that many due diligence items have been thoroughly and publicly 
addressed. Investors still must do their own due diligence, but accessing alter-
natives through registered products may allow an investor to focus more on 
quantitative aspects, including liquidity.

* Accredited investors (AIs) need an annual income of at least $200,000 (or $300,000 in combination with their  
spouse) in each of the last two years, with a reasonable expectation of reaching the same income level in the current year. 
Alternatively, this status can be achieved with a household net worth of $1 million or more, excluding the value of their 
primary residence.

** Qualified purchasers (QPs) must have $5 million or more in investable assets not including their primary residence.
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contracts was an important part of the 
total return profile when interest rates 
were zero?

Well, we may be entering a new market 
regime. Inflation is up, interest rates are 
up and rising, and market volatility is 
volatile. This is the market regime where 
alternative investments historically have 
thrived, and without question the interest 
level in adding these kinds of strategies 
to client portfolios has increased dramati-
cally. Clients are saying to their advisors, 
“Market valuations are high and rates are 
rising, what can I do to improve the risk–
return profile of my portfolio?”

So, there is a definite increase in interest 
in incorporating alternative investments, 
hence the need for thorough due diligence. 
Furthermore, one question that almost 
always comes up is, “How do I incorpo-
rate them, and how do I fund them?’

There is no exact right answer to that 
question, and many smart people 
disagree on the correct approach.  
One way might be to simply fund 
the allocations pro rata out of existing 
allocations—directional equity strategies, 
e.g., long-short, private equity, etc.,  
get funded out of the existing equity allo-
cation and directional rate- and credit-
sensitive strategies, e.g., private credit, 
alternative credit, etc., get funded out  
of the existing fixed income allocations.

But the primary benefit is that you have 
developed a consistent, disciplined, and 
repeatable approach to evaluating alter-
native managers based on what matters 
most to your firm and your clients, and it 
may help to improve the consistency of 
the investment experience across your 
client base.

One final comment: This is not a 
one-and-done methodology. It needs  
to be reviewed and updated on a regular 
basis, at least annually, and more often 
if conditions change rapidly.

CURRENT MARKET 
ENVIRONMENT
After more than a decade of lying 
dormant, alternative investments are 
enjoying a comeback. Since the Great 
Financial Crisis of 2008–2009, when 
central banks around the world dropped 
interest rates to essentially zero and kept 
them there, strategies that typically 
thrive on rising rates and rising volatility 
simply have not delivered. All you 
needed was to be invested in equity beta 
and down-the-fairway bonds and you 
did just fine. Anything else added to the 
portfolio was labeled as “deworsifica-
tion”—the phrase coined to suggest that 
the more diversified the portfolio was  
the worse it did from a performance 
perspective. Why add volatility-
damping strategies to your portfolio 
when there was no market volatility? 
Why add strategies where the interest 
earned on the collateral for futures 

performed as expected through different 
market regimes?

Tax efficiency. Is the fund’s strategy tax 
efficient? Are the fund’s historical after-
tax returns compelling? How efficiently, 
timely, and accurately does the fund 
generate its K-1s?

HYPOTHETICAL EXAMPLE
Assume you are analyzing a variety  
of funds across a variety of strategies, 
and each fund has provided a stellar  
and compelling sales pitch. Now comes 
the hard part: How do you differentiate 
among them and pick the one you are 
most comfortable with, from both a 
quantitative and qualitative perspective? 

Note: There rarely is a best fund because 
this analysis by definition is qualitative. 
There may be a clearly best-performing 
fund, but that is only half the battle with 
alternative investments.

So, you create your SMART2 ranking 
matrix, and perhaps it looks like table 1.

You now have a way of force ranking 
these different managers across the vari-
ous metrics you analyzed. May you have 
missed or mis-evaluated something? 
Yes—this is an approach, not a solution. 
And, of course, each analyst or firm may 
ascribe different weightings to each of 
the metrics, and so may come to differ-
ent conclusions about the same group  
of managers.

SMART2 MANAGER RANKING
Weight 15% 5% 15% 10% 10% 5% 10% 15% 10% 5% 100%

Strategy Managers Strategy Structure Management Methodology
Asset 

Allocation AUM
Risk 

Management Research
Track  

Record
Tax  

Efficiency Total

Absolute 
Return

Absolute Manager A 4.0 3.0 4.5 4.0 3.5 3.5 4.0 4.0 4.0 3.0 3.9

Absolute Manager B 4.0 3.5 3.5 3.5 4.0 3.5 4.0 3.5 3.0 3.5 3.6

Absolute Manager C 4.0 3.0 4.0 3.5 4.0 3.5 4.0 4.0 4.0 3.5 3.9

Equity: 
Alternatives

Long-Short Manager A 4.0 3.0 4.5 3.5 3.5 3.0 4.0 4.0 4.0 4.5 3.9

Long-Short Manager B 4.0 3.5 3.5 4.0 3.0 5.0 3.0 3.0 3.0 3.5 3.5

Long-Short Manager C 3.5 4.0 4.0 3.0 3.0 4.0 3.0 4.0 5.0 3.0 3.7

Futures CTA Manager A 3.0 4.0 4.0 4.0 4.0 3.5 3.5 3.0 3.5 3.0 3.5

Private Equity/ 
Real Estate

Private Real Estate Manager A 4.0 4.0 4.0 4.0 3.5 3.5 3.5 4.0 4.0 3.5 3.9

Private Equity Manager A 4.0 4.0 4.0 3.5 3.5 4.0 4.0 4.0 4.0 3.5 3.9

Table
1

Continued on page 54 
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hackers, malware or other reasons, which could negatively impact the price 
of any cryptocurrency traded on such exchanges or reliant on a settlement 
facility or otherwise may prevent access or use of the crypto asset. 
Crypto assets can experience unique events, such as forks or airdrops, 
which can impact the value and functionality of the crypto asset. Crypto 
asset transactions are generally irreversible, which means that a crypto 
asset may be unrecoverable in instances where: (i) it is sent to an 
incorrect address, (ii) the incorrect amount is sent, or (iii) transactions 
are made fraudulently from an account. A crypto asset may decline in 
popularity, acceptance or use, thereby impairing its price, and the price 
of a crypto asset may also be impacted by the transactions of a small 
number of holders of such crypto asset. Crypto assets may be difficult 
to value and valuations, even for the same crypto asset, may differ 
significantly by pricing source or otherwise be suspect due to market 
fragmentation, illiquidity, volatility and the potential for manipulation. 
Crypto assets generally rely on blockchain technology and blockchain 
technology is a relatively new and untested technology which operates 
as a distributed ledger. Blockchain systems could be subject to internet 
connectivity disruptions, consensus failures or cybersecurity attacks, 
and the date or time that you initiate a transaction may be different then 
when it is recorded on the blockchain. Access to a given blockchain 
requires an individualized key, which, if compromised, could result in loss 
due to theft, destruction or inaccessibility. In addition, different crypto 
assets exhibit different characteristics, use cases and risk profiles. 
Information provided by WisdomTree regarding digital assets, crypto 
assets or blockchain networks should not be considered or relied upon 
as investment or other advice, as a recommendation from WisdomTree, 
including regarding the use or suitability of any particular digital asset, 
crypto asset, blockchain network or any particular strategy. WisdomTree 
is not acting and has not agreed to act in an investment advisory, 
fiduciary or quasi-fiduciary capacity to any advisor, end client or investor, 
and has no responsibility in connection therewith, with respect to any 
digital assets, crypto assets or blockchain networks. 

Calculated in USD on monthly returns. 
All Country world index (ACwi), Real 
Estate investment Trust (REiT), Treasury 
inflation-Protected Securities (TiPS), 
Hedge Fund (HF), Commodity Trading 
Advisor (CTA). You cannot invest directly 
in an index. Historical performance is not 
an indication of future performance and 
any investment may go down in value.

Important Information: 
This material contains the opinions of the author, which are subject 
to change, and should not be considered or interpreted as a 
recommendation to participate in any particular trading strategy, or 
deemed to be an offer or sale of any investment product, and it should 
not be relied on as such. There is no guarantee that any strategies 
discussed will work under all market conditions. This material represents 
an assessment of the market environment at a specific time and is not 
intended to be a forecast of future events or a guarantee of future results. 
This material should not be relied upon as research or investment advice 
regarding any security in particular. The user of this information assumes 
the entire risk of any use made of the information provided herein. 
There are risks associated with investing, including the possible loss 
of principal. Crypto assets, such as bitcoin and ether, are complex, 
generally exhibit extreme price volatility and unpredictability, and should 
be viewed as highly speculative assets. 
Crypto assets are frequently referred to as crypto “currencies,” but they 
typically operate without central authority or banks, are not backed by 
any government or issuing entity (i.e., no right of recourse), have no 
government or insurance protections, are not legal tender and have limited 
or no usability as compared to fiat currencies. Federal, state or foreign 
governments may restrict the use, transfer, exchange and value of crypto 
assets, and regulation in the U.S. and worldwide is still developing. 
Crypto asset exchanges and/or settlement facilities may stop operating, 
permanently shut down or experience issues due to security breaches, 
fraud, insolvency, market manipulation, market surveillance, KYC/
AML (know your customer / Anti-Money Laundering) procedures, 
non-compliance with applicable rules and regulations, technical glitches, 
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your decision-making, however, by 
taking a disciplined and consistent 
approach to your due diligence. 
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ENDNOTES
1 .  i’ll give credit where it is due: i learned the 

SMART2 approach from Steve Togher, a  
long-time colleague who was head of 
alternative investments at a firm where  
we both used to work.

2 .  This has resulted in a blossoming 
“outsourced” industry, where third-party 
specialists can be hired to perform the 
demanding levels of required due diligence.

please, including allocations to diversi-
fied alternatives. 

CONCLUSION
The current market regime suggests that 
more advisors will be paying more atten-
tion to alternative investments.

Even with more-liquid and more-
regulated liquid and traditional invest-
ments, e.g., ’40 Act funds, bad things can 
sometimes happen. Fraud and illegal 
activities can and have occurred. But the 
primary risk with regulated traditional 
investments is quantitative—a manager’s 
performance simply falls apart.

However, the due diligence require-
ments for less regulated, less liquid, and 
less transparent hedge funds and other 
LPs are significantly higher.2 You can 
potentially improve the outcomes of 

Another approach is simply to carve  
out a specific allocation for alternatives 
and label them as such. We would  
argue against that approach, because 
we believe most of these strategies  
are not different from traditional  
strategies, they just have fewer 
constraints with respect to leverage  
and liquidity.

Still another approach is to use capital- 
efficient core portfolios that employ 
futures contracts, i.e., implied leverage, 
to provide the traditional core portfolio, 
i.e., the 60/40 portfolio, and then  
use the remaining capital to allocate  
to alternative or private investments.  
In other words, if you have $100 to 
invest, allocate $66 to a leveraged  
core portfolio that gives you the tradi-
tional 60/40 portfolio and then use  
the remaining $34 to invest as you 
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