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Risk Management Myths 
 

Risk management has never been more important for hedge funds, yet risk management is still misunderstood. 

Many believe that risk managers only want to reduce risk, that there is a tradeoff between better risk management 

and higher returns, that risk management is time consuming and that it is expensive. We examine each of these 

myths in turn.  

Myth #1: The Goal of Risk Management is to Reduce Risk 
False. The goal of risk management is to help you achieve the right amount of risk, not to reduce risk. All else being 

equal, more risk is generally associated with higher expected returns. Your investors may be just as upset if your 

risk is too low, as if it is too high. 

This myth may have its origin in the trading desks at big banks. Traders have a call option. They have all of the 

upside and none of the downside. Unchecked, traders would tend to take too much risk. As a result, traders at big 

bank only hear from risk managers when their risk is too high.   

Ensuring the independence of risk management would be impossible at most hedge funds. Instead, hedge funds 

seek to align the interests of investors and the fund manager by having “skin in the game”. Interestingly, if a hedge 

fund manager has too much of their net worth tied up in their own fund, they may take too little risk.  

Myth #2: A Formal Risk Management Process Will Lower Returns 
False. If done properly, risk management can improve both absolute and risk adjusted returns in the long run.  

Many people believe the sole objective of risk management is to avoid large losses. While this is an objective of 

risk management —and one that investors appreciate— avoiding large losses often comes at a cost. There is a 

cost associated with reducing exposures or purchasing options to avoid large drawdowns. While avoiding big 

drawdowns will lower realized volatility, the impact on long run returns may be neutral or slightly negative. 

Using other tools, risk management should be able to guide a hedge fund to better risk adjusted returns. Once a 

fund has improved its expected risk adjusted return, it has two choices: it can decide to maintain the same 

expected return with less risk, or it can choose a higher expected return while maintaining or slightly reducing 

risk. What’s more, having formal risk procedures and systems in place should make a portfolio manager more 

confident about taking slightly more risk on average, which should improve absolute returns in the long run.  

Myth #3: Risk Management is Time Consuming 
Risk management can be time consuming, but it doesn’t have to be.  

Legacy risk management systems are difficult to maintain, the reports can take hours to generate, and the output 

is often difficult to understand. At Northstar, our software specialists seamlessly integrate our risk and 
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performance platform with existing back office and order management systems. This seamless integration enables 

the entire risk management process to be highly automated. At the same time, our continuous reconciliation 

ensures that your portfolio is accurately reflected in our system. Our interactive application and automated alerts 

make it easy to monitor your portfolio. At Northstar, our goal is to make risk management as simple and easy as 

possible for our clients.   

Myth #4: Risk Management is Expensive 
Similar to myth #3, risk management can be expensive, but it doesn’t have to be.  

If hedge funds aren’t careful, the cost of risk management can quickly spiral out of control due to unanticipated 

costs and hidden fees. Legacy risk management software was designed for large financial institutions with large 

risk management groups supported by large teams of developers and IT personnel. Because of this, legacy risk 

software can be difficult and expensive to support. In addition to a CRO, funds may need to hire large teams of 

analysts and developers (and these are not cheap hires in New York and London).  

Many legacy risk software providers also have hidden fees. Setup fee? Check. Want more than one user? Add a 

seat fee. You’re a US based L/S equity fund, and you have one Japanese equity in your portfolio? You’ll need to 

buy the full Japanese equity module.  …As a result of these unanticipated costs and hidden fees, the total cost of 

ownership can be multiples of the sticker price. 

At Northstar, we’ve taken a different approach. Our pricing structure is simple and transparent: everything is 

included. And, Northstar is truly a service. Our end-to-end integration and continuous reconciliation save our 

clients time and money. We take care of the hard work, so our clients don’t have to. Not only is this a better 

service for our clients, but our total cost of ownership is significantly lower as a result. 

 

Disclaimer 
This analysis is presented for pedagogical purposes. This analysis may include certain assumptions, upon which 

reasonable people may disagree. This information is provided with the understanding that you will make your 

own independent decision with respect to any course of action. This analysis is not, and should not be regarded 

as investment advice or a recommendation regarding any particular course of action. Past performance does not 

necessarily predict future results. 


