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How Hedge Funds Manage Risk 

When it comes to risk management, there is no “one size fits all” for hedge funds. Depending on 
performance objectives, portfolio size, securities traded and investment strategy, different hedge funds 
will end up with different approaches to managing risk. That said, when considering how they want to 
manage risk, all funds need to consider four key tasks: defining risk; monitoring risk; controlling risk; and 
communicating risk. 

Northstar’s risk and performance software can help hedge funds monitor and control risk. Our reporting 

tools make investor and internal reporting fast and easy. For smaller funds without a full-time Chief Risk 

Officer, Northstar’s risk professionals can also help define risk by helping to establish risk policies and 

procedures.  

Defining Risk 
Defining risk is the starting point of the risk management process, and possibly the most important step. 
Defining risk involves clearly identifying what financial variables are to be monitored and then defining 
acceptable behavior for those variables. Acceptable behavior is often defined in terms of averages, 
minimums and maximums. For example, we might state that net equity exposure is expected to average 
10% of assets under management, and will not exceed 20%, or that forecasted daily P&L volatility will 
not exceed 10% for more than one day each month and will never exceed 15%. These portfolio 
guidelines are often collected in a policies and procedures document. This document will also outline 
who is responsible for risk management, and what action will be taken in the event that a policy is 
breached. 

Defining risk parameters in advance helps a firm manage its investments in a consistent and transparent 
manner. If done correctly, a well-defined risk framework will make the investment process more 
predictable and help reduce uncertainty. Most hedge funds are allowed to invest in a wide range of 
financial products and to use considerable leverage. If there were no risk limits, risk levels could vary 
widely. By carefully defining how risk is going to be managed and communicating this to investors we 
can significantly reduce uncertainty for investors. 

It is worth pointing out that the job of risk management is not necessarily to reduce risk. More risk is 
typically associated with higher potential profits.  Because of this, an investor might be just as worried 
about risk being too low as too high.  

Sophisticated investors can adjust their level of risk by increasing or decreasing their exposure to a 
hedge fund or by applying their own hedges. However, in order to do this they need as much 
information as possible about the risks that the hedge fund is taking. Risk management can help 
investors manage their own portfolio by accurately communicating the risks that they are taking. 

Monitoring Risk 
After we have defined the risk parameters of a portfolio we need to monitor these parameters. This is 
the task that is most frequently associated with the role of risk management. While seemingly 
straightforward, ensuring that risk reports are accurate, easy to understand and available in a timely 
manner can be a significant technical challenge.  
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Hedge funds often spend far too much time developing systems to support their risk software, only to 
end up very disappointed.  At Northstar, our team takes full responsibility for integrating back office 
systems with our risk and performance software. Each day, we run a battery of crosschecks to ensure 
that the data in our system is accurate. Our built in data warehouse makes it easy to access historical 
data, and to see how your portfolio is changing over time. All of this makes generating meaningful 
reports fast and easy. 

Controlling Risk 
The final task for risk management is to control risk (the “management” in risk management). Risk can 
be managed in a number of ways. As well as helping to enforce limits, at some hedge funds the chief risk 
officer will actually manage, or help manage, a hedge portfolio, which is used to control risk. At other 
firms, risk managers will work more closely with portfolio managers, adjusting the portfolio as necessary 
to increase or decrease risk. 

With Northstar, using our portfolio construction tools, you can increase or decrease existing positions, 

and add hedges to your portfolio. With the click of a button, all risk statistics are instantly recalculated, 

allowing you to see the impact of changes to your portfolio before you trade. Our risk-based 

performance tools allow you to analyze past performance to better understand the drivers of 

performance and to evaluate the effectiveness of hedges or risk policies. 

Communicating 
In addition to communicating with their colleagues (back office personnel, traders, and portfolio 
managers) an increasingly important role for risk managers is communicating with investors. Risk 
managers are engaged in what we might call dimensionality reduction, taking a large set of financial 
instruments and contracts and reducing them to small number of key statistics and insights. 

For many hedge funds, the problem is not too little data, it is too much data. This is true both in 

research and in risk management. It is very easy to generate thousands of risk statistics each day and 

lengthy reports. Well-designed software tools can help you quickly understand the key risks of even the 

most complex portfolios.   

Many risk systems produce snap-shot reports. They simply tell you what your risk is today. At Northstar, 

we can use our built-in data warehouse to highlight trends and significant changes in your portfolio. We 

can also use your risk policies and procedures to set up smart email alerts, which will notify you when 

you are getting close to a predefined risk threshold. Our team of experts can work with you to design 

concise custom risk reports. These one-click reports make communicating internally and with investors, 

fast, accurate and easy. 


