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Postgraduate Certificate in Hedge Fund Management

Manager Selection and Due Diligence

Manager Selection and Due Diligence:

Manager Selection and Due Diligence is a critical process within the hedge fund industry that involves
identifying, evaluating, and selecting fund managers who have the potential to generate superior returns for
investors. This process is essential for investors to mitigate risks and maximize returns in their hedge fund
investments.

Key Terms and Vocabulary:

1. Hedge Fund: A hedge fund is an investment fund that pools capital from accredited individuals or
institutional investors and invests in a variety of assets with the goal of generating high returns. Hedge
funds typically use sophisticated investment strategies and techniques to achieve their objectives.

2. Manager Selection: Manager selection is the process of identifying and choosing fund managers to invest
capital on behalf of investors. This process involves evaluating the manager's track record, investment
strategy, risk management practices, and overall suitability for the investor's objectives.

3. Due Diligence: Due diligence is the comprehensive investigation and analysis of a potential investment
opportunity or fund manager. It involves examining various aspects of the manager's operations,
performance history, legal and regulatory compliance, and other factors to assess the risks and potential
returns associated with the investment.

4. Investment Strategy: An investment strategy is a plan or approach used by a fund manager to make
investment decisions and achieve specific financial goals. Different hedge funds may employ various
investment strategies, such as long/short equity, event-driven, macro, or quantitative strategies.

5. Track Record: A fund manager's track record refers to their historical performance in managing
investments. It includes metrics such as returns generated, volatility, Sharpe ratio, and consistency of
performance over time. A strong track record is essential for evaluating a manager's ability to deliver
returns.

6. Risk Management: Risk management refers to the process of identifying, assessing, and mitigating risks
associated with an investment. Effective risk management practices are crucial for protecting capital and
ensuring the long-term success of a hedge fund.

7. Qualitative Analysis: Qualitative analysis involves evaluating non-quantitative factors such as the
manager's investment philosophy, team dynamics, decision-making process, and overall business
operations. This analysis provides valuable insights into the manager's capabilities and alignment with
investor objectives.
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8. Quantitative Analysis: Quantitative analysis involves using mathematical models and statistical techniques
to analyze historical data and forecast future investment performance. It helps investors assess the risk-
return profile of a fund manager and make informed investment decisions.

9. Investment Process: The investment process outlines the steps and procedures that a fund manager
follows to identify, analyze, and execute investment opportunities. A well-defined investment process is
essential for maintaining consistency and discipline in managing investments.

10. Performance Attribution: Performance attribution is the process of analyzing a fund manager's returns to
determine the sources of performance, such as asset allocation decisions, security selection, and market
timing. This analysis helps investors understand the drivers of returns and assess the manager's skill.

11. Benchmarking: Benchmarking involves comparing a fund manager's performance against a relevant
benchmark index or peer group to evaluate their relative performance. It helps investors gauge the
manager's skill and assess whether they are adding value above the market or peers.

12. Liquidity Risk: Liquidity risk refers to the risk of not being able to sell an investment quickly without
causing a significant impact on its price. Hedge funds with illiquid investments may face challenges in
meeting redemption requests from investors during periods of market stress.

13. Operational Due Diligence: Operational due diligence involves evaluating a fund manager's operational
infrastructure, processes, and controls to ensure they meet industry best practices and regulatory
requirements. It helps investors assess the manager's operational capabilities and mitigate operational risks.

14. Legal and Regulatory Compliance: Legal and regulatory compliance refers to adhering to laws,
regulations, and industry standards governing the operation of hedge funds. Fund managers must comply
with various legal and regulatory requirements to protect investor interests and maintain the integrity of the
financial markets.

15. Investment Universe: The investment universe refers to the universe of assets and securities in which a
fund manager can invest. It includes equities, fixed income, commodities, currencies, derivatives, and other
financial instruments that align with the fund's investment strategy and objectives.

16. Sharpe Ratio: The Sharpe ratio is a measure of risk-adjusted return that calculates the excess return of
an investment relative to its risk (as measured by volatility). A higher Sharpe ratio indicates that a fund
manager is generating higher returns per unit of risk taken.

17. Volatility: Volatility measures the degree of variation in the price of an investment over time. Higher
volatility indicates greater price fluctuations and risk, while lower volatility suggests more stable returns.
Understanding volatility is crucial for assessing risk in hedge fund investments.

18. Drawdown: Drawdown refers to the peak-to-trough decline in the value of an investment or portfolio. It
quantifies the extent of losses incurred during a specific period and helps investors assess the risk of
potential losses in a hedge fund investment.

19. Style Drift: Style drift occurs when a fund manager deviates from their stated investment strategy or
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mandate, either intentionally or unintentionally. Style drift can impact the fund's risk-return profile,
performance consistency, and alignment with investor expectations.

20. Redemption Risk: Redemption risk refers to the risk that a hedge fund may face significant redemption
requests from investors, leading to liquidity challenges and forced selling of investments. Managing
redemption risk is essential for maintaining the fund's stability and protecting investor interests.

21. High Water Mark: The high water mark is a mechanism used to ensure that a fund manager only earns
performance fees on new profits generated after a previous high point in the fund's value. It aligns the
interests of the manager with those of investors by incentivizing the manager to recover losses before
earning performance fees.

22. Lock-Up Period: A lock-up period is a specified timeframe during which investors are unable to redeem
their capital from a hedge fund. Lock-up periods are designed to align the interests of investors with those
of the fund manager and provide the manager with stable capital to pursue long-term investment
strategies.

23. Fee Structure: The fee structure outlines the fees charged by a hedge fund manager for managing
investments on behalf of investors. It typically includes management fees (charged as a percentage of assets
under management) and performance fees (charged based on investment gains).

24. Fund of Funds: A fund of funds is an investment vehicle that pools capital from investors and allocates it
to a diversified portfolio of hedge funds. Fund of funds provide investors with access to a broader range of
investment strategies and managers while offering diversification benefits and risk management.

25. llliquidity Premium: The illiquidity premium is the additional return that investors may expect to earn for
investing in illiquid assets that are less liquid and harder to sell. llliquid investments typically offer higher
returns to compensate investors for the lack of liquidity and potential difficulties in exiting positions.

26. Investment Committee: An investment committee is a group of professionals responsible for overseeing
the manager selection and due diligence process within an organization. The committee evaluates potential
investment opportunities, conducts due diligence on fund managers, and makes investment
recommendations to senior management.

27. Risk Appetite: Risk appetite refers to an investor's willingness and capacity to accept risk in pursuit of
higher returns. Understanding an investor's risk appetite is essential for matching them with suitable hedge
fund managers and strategies that align with their risk preferences and investment goals.

28. Event-Driven Strategy: An event-driven strategy is an investment approach that seeks to capitalize on
corporate events or market developments that can impact the value of a company's securities. Examples of
event-driven events include mergers and acquisitions, bankruptcies, spin-offs, and regulatory changes.

29. Quantitative Strategy: A quantitative strategy is an investment approach that relies on mathematical
models, algorithms, and statistical techniques to analyze data and identify investment opportunities.
Quantitative strategies often involve high-frequency trading, algorithmic trading, and systematic trading to
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generate profits.

30. Long/Short Equity Strategy: A long/short equity strategy involves simultaneously holding long (buy) and
short (sell) positions in equities to profit from both rising and falling stock prices. This strategy aims to
generate returns by selecting undervalued stocks to buy and overvalued stocks to sell short.

31. Macro Strategy: A macro strategy is an investment approach that focuses on making bets on broad
economic trends, such as interest rates, inflation, geopolitical events, and currency movements. Macro
managers use a top-down approach to allocate capital across asset classes and regions based on their
macroeconomic outlook.

32. Counterparty Risk: Counterparty risk refers to the risk that a party to a financial transaction may default
on its obligations, leading to financial losses for the other party. Hedge funds are exposed to counterparty
risk when trading derivatives, engaging in securities lending, or entering into over-the-counter transactions.

33. Stress Testing: Stress testing is a risk management technique that involves simulating extreme scenarios
or market conditions to assess the potential impact on a hedge fund's portfolio. Stress tests help investors
identify vulnerabilities, evaluate risk exposures, and enhance the fund's resilience to adverse events.

34. Scenario Analysis: Scenario analysis is a risk management tool that involves evaluating the impact of
various hypothetical scenarios on a hedge fund's portfolio. By analyzing different scenarios and their
likelihood, investors can better understand the potential risks and opportunities associated with their
investments.

35. Tail Risk: Tail risk refers to the risk of extreme and unexpected events that can have a significant impact
on a hedge fund's portfolio. Tail risk events are rare but can result in large losses, making it essential for
investors to assess and manage tail risk through proper risk mitigation strategies.

36. Investment Horizon: The investment horizon refers to the timeframe over which an investor intends to
hold an investment before realizing it. Hedge funds may have varying investment horizons based on their
strategies, objectives, and market outlook, ranging from short-term trading to long-term buy-and-hold
positions.

37. Correlation: Correlation measures the statistical relationship between two or more assets or securities in
a portfolio. Understanding correlation helps investors assess the diversification benefits of combining
different investments and manage portfolio risk by selecting assets that are less correlated with each other.

38. Drawdown Risk: Drawdown risk refers to the risk of experiencing significant losses or declines in the
value of a hedge fund's portfolio. Managing drawdown risk is crucial for preserving capital, maintaining
investor confidence, and achieving long-term investment objectives.

39. Investment Mandate: An investment mandate is a set of guidelines and restrictions that outline a fund
manager's investment objectives, strategy, risk parameters, and asset allocation limits. The investment
mandate serves as a roadmap for the manager to follow and ensures alignment with investor expectations
and goals.
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40. ESG Integration: ESG integration refers to incorporating environmental, social, and governance factors
into the investment decision-making process. Hedge funds that practice ESG integration consider
sustainability, ethical practices, and corporate governance when evaluating potential investments to
generate long-term value and reduce risks.

41. Fund Administrator: A fund administrator is a third-party service provider responsible for performing
various administrative functions for a hedge fund, such as calculating net asset value (NAV), processing
trades, maintaining records, and preparing financial reports. Fund administrators play a crucial role in
supporting fund operations and ensuring compliance with regulations.

42. Prime Brokerage: Prime brokerage is a suite of services offered by financial institutions to hedge funds
and other institutional clients, including trade execution, securities lending, financing, and custody. Prime
brokers provide essential support for hedge fund operations, leverage, and risk management activities.

43. Clawback Provision: A clawback provision is a contractual clause that allows a hedge fund manager to
recoup previously paid performance fees if subsequent losses erode investor profits below a certain
threshold. Clawback provisions align the interests of managers with those of investors by incentivizing
responsible risk-taking and performance.

44. Investment Thesis: An investment thesis is a rationale or hypothesis that explains why an investor
believes a particular investment opportunity will generate positive returns. Hedge fund managers develop
investment theses based on research, analysis, and market insights to guide their investment decisions and
portfolio construction.

45. Risk Parity: Risk parity is an investment strategy that allocates capital across different asset classes to
achieve a balanced risk exposure. Risk parity portfolios aim to equalize risk contributions from various
assets, such as equities, fixed income, and commodities, to enhance diversification and risk-adjusted
returns.

46. Capital Preservation: Capital preservation is a risk management objective that focuses on safeguarding
the value of an investment or portfolio and avoiding significant losses. Hedge funds may employ capital
preservation strategies to protect investor capital during market downturns or periods of heightened
volatility.

47. Fee Alignment: Fee alignment refers to structuring fees in a way that aligns the interests of fund
managers with those of investors. Fee structures that incorporate performance-based fees or hurdle rates
incentivize managers to deliver superior returns and align their compensation with investor outcomes.

48. Risk Mitigation: Risk mitigation involves implementing strategies and measures to reduce or manage
risks associated with hedge fund investments. Risk mitigation techniques may include diversification,
hedging, stress testing, scenario analysis, and position sizing to protect capital and enhance risk-adjusted
returns.

49. Liquidity Management: Liquidity management is the process of monitoring, forecasting, and managing
the liquidity of a hedge fund's portfolio. Effective liquidity management ensures that the fund can meet its
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obligations, honor redemption requests, and take advantage of investment opportunities without incurring
undue costs or risks.

50. Fund Transparency: Fund transparency refers to the level of openness and disclosure provided by a
hedge fund manager to investors regarding their investment strategies, positions, risks, performance, and
fees. Transparency helps investors make informed decisions, assess risks, and monitor the fund's activities to
ensure alignment with their objectives.

51. Investment Committee: An investment committee is a group of professionals responsible for overseeing
the manager selection and due diligence process within an organization. The committee evaluates potential
investment opportunities, conducts due diligence on fund managers, and makes investment
recommendations to senior management.

52. Risk Appetite: Risk appetite refers to an investor's willingness and capacity to accept risk in pursuit of
higher returns. Understanding an investor's risk appetite is essential for matching them with suitable hedge
fund managers and strategies that align with their risk preferences and investment goals.

53. Event-Driven Strategy: An event-driven strategy is an investment approach that seeks to capitalize on
corporate events or market developments that can impact the value of a company's securities. Examples of
event-driven events include mergers and acquisitions, bankruptcies, spin-offs, and regulatory changes.

54. Quantitative Strategy: A quantitative strategy is an investment approach that relies on mathematical
models, algorithms, and statistical techniques to analyze data and identify investment opportunities.
Quantitative strategies often involve high-frequency trading, algorithmic trading, and systematic trading to
generate profits.

55. Long/Short Equity Strategy: A long/short equity strategy involves simultaneously holding long (buy) and
short (sell) positions in equities to profit from both rising and falling stock prices. This strategy aims to
generate returns by selecting undervalued stocks to buy and overvalued stocks to sell short.

56. Macro Strategy: A macro strategy is an investment approach that focuses on making bets on broad
economic trends, such as interest rates, inflation, geopolitical events, and currency movements. Macro
managers use a top-down approach to allocate capital across asset classes and regions based on their
macroeconomic outlook.

57. Counterparty Risk: Counterparty risk refers to the risk that a party to a financial transaction may default
on its obligations, leading to financial losses for the other party. Hedge funds are exposed to counterparty
risk when trading derivatives, engaging in securities lending, or entering into over-the-counter transactions.

58. Stress Testing: Stress testing is a risk management technique that involves simulating extreme scenarios
or market conditions to assess the potential impact on a hedge fund's portfolio. Stress tests help investors
identify vulnerabilities, evaluate risk exposures, and enhance the fund's resilience to adverse events.

59. Scenario Analysis: Scenario analysis is a risk management tool that involves evaluating the impact of
various hypothetical scenarios on a hedge fund's portfolio. By analyzing different scenarios and their
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likelihood, investors can better understand the potential risks and opportunities associated with their
investments.

60. Tail Risk: Tail risk refers to the risk of extreme and unexpected events that can have a significant impact
on a hedge fund's portfolio. Tail risk events are rare but can result in large losses, making it essential for
investors to assess and manage tail risk through proper risk mitigation strategies.

61. Investment Horizon: The investment horizon refers to the timeframe over which an investor intends to
hold an investment before realizing it. Hedge funds may have varying investment horizons based on their
strategies, objectives, and market outlook, ranging from short-term trading to long-term buy-and-hold
positions.

62. Correlation: Correlation measures the statistical relationship between two or more assets or securities in
a portfolio. Understanding correlation helps investors assess the diversification benefits of combining
different investments and manage portfolio risk by selecting assets that are less correlated with each other.

63. Drawdown Risk: Drawdown risk refers to the risk of experiencing significant losses or declines in the
value of a hedge fund's portfolio. Managing drawdown risk is crucial for preserving capital, maintaining
investor confidence, and achieving long-term investment objectives.

64. Investment Mandate: An investment mandate is a set of guidelines and restrictions that outline a fund
manager's investment objectives, strategy, risk parameters, and asset allocation limits. The investment
mandate serves as a roadmap for the manager to follow and ensures alignment with investor expectations
and goals.

65. ESG Integration: ESG integration refers to incorporating environmental, social, and governance factors
into the investment decision-making process. Hedge funds that practice ESG integration consider
sustainability, ethical practices, and corporate governance when evaluating potential investments to
generate long-term value and reduce risks.

66. Fund Administrator: A fund administrator is a third-party service provider responsible for performing
various administrative functions for a hedge fund, such as calculating net asset value (NAV), processing
trades, maintaining records, and preparing financial reports. Fund administrators play a crucial role in
supporting fund operations and ensuring compliance with regulations.

67. Prime Brokerage: Prime brokerage is a suite of services offered by financial institutions to hedge funds
and other institutional clients, including trade execution, securities lending, financing, and custody. Prime
brokers provide essential support for hedge fund operations, leverage, and risk management activities.

68. Clawback Provision: A clawback provision is a contractual clause
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