
Pension schemes still need to hold 
equities to close their funding 
gaps. However, equity markets are 
characterised by large and sudden 
losses, which could throw a scheme’s 
derisking plans off course. With equity 
valuations close to all-time highs on many 
measures, the risk of experiencing losses 
over short holding periods may be higher 
than starting from more modest levels. 
Are there ways for pension schemes to 
manage the risk of equity losses without 
sacrificing too much of the upside?
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Can you afford a large loss in equity markets?  
It depends on your time horizon
Pension scheme trustees will be painfully aware of the 
large and sudden losses that can be experienced in equity 
markets. Chart 1 shows the total losses experienced from 
the highest to the lowest points for the US equity market 
since the 1950s. For example, from the point when US 
equities began to fall in October 2007 until they bottomed 
out in March 2009, prices had dropped by over 55%.

In spite of these losses, equity markets do generate a 
positive real return over long time periods. Short-term 
losses are less of a problem for truly long-term investors 
who can afford to wait for markets to recover. Historically, 
for holding periods of 10 years or more, the risk of an 
overall loss has been quite low (see Table 1).

Table 1: likelihood of loss for different holding periods

Holding period Chance of loss over whole period

1 year 27%

3 years 18%

5 years 12%

10 years 6%

Source: Schroders, Global Financial Data, Robert Shiller, Thomson Datastream, January 
1928 – September 2014. Based on S&P 500. 
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Chart 1: losses on US equities (highest to lowest points), real terms 1954 – 2014
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Source: Schroders, Global Financial Data from January 1954 – September 2014.
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More certainty comes at a price
The more traditional methods used by pension schemes to 
smooth equity returns tend to be expensive or unreliable.

For example, many schemes use diversification to reduce 
the reliance on equities. This works in many circumstances, 
but simply holding a diversified portfolio wasn’t enough 
during the global financial crisis, when most alternative 
growth assets fell at the same time as equities.

Pension schemes can get more explicit protection against 
falls in equity markets by buying put options. Put options 
give the owner the right to sell equities when they fall 
below an agreed level, which limits the losses on an equity 
portfolio. However, buying this type of protection for long 
time periods is typically very expensive.

An alternative solution
Some pension schemes are considering an alternative 
approach to managing equity risk. It involves monitoring 
the volatility of an equity portfolio, and reducing the equity 
allocation if volatility increases above a certain tolerance 
level (or volatility “cap”). This can help to cushion the 
portfolio against market falls, which are often associated 
with periods of heightened volatility. The approach can 
be adapted to target a maximum loss in the portfolio, by 
lowering the volatility “cap” if the portfolio has already 
experienced losses.

Whilst these techniques are by no means a panacea, below is 
an example of a scenario when they can help. Here we have 
applied a volatility cap to a US equity portfolio. 

 – During the global financial crisis, equity markets fall 
sharply and volatility increases. This triggers the volatility 
“cap,” which acts to reduce equity market exposure. 
The capped portfolio experiences much lower losses 
than traditional equities

 – From the latter part of 2009, equities bounce back sharply 
but remain volatile. The volatility cap is still acting to 
reduce equity market exposure, and the capped portfolio 
doesn’t rebound as quickly as uncapped equities

 – Over the whole period, however, the volatility cap  
keeps up with uncapped equities and helps to manage 
the risk of large losses.

Volatility control strategies use objective measures  
rather than subjective judgement to control portfolio risk. 
They can be managed using liquid investments such as 
equity futures. Both of these features make them relatively 
low-cost to operate. 

These techniques can be used as a complement to both 
active and passive strategies, and can also be used as a  
risk management technique in a diversified portfolio of 
growth assets.

The example overleaf is of a period when there were high 
levels of volatility in markets. During periods of lower 
volatility, the capped portfolio is expected to perform 
broadly in line with equities.

The problem for defined benefit pension scheme trustees 
is that they may not have the luxury of waiting for markets 
to recover. With more schemes closing every year, pension 
schemes’ time horizons are shrinking. Even those schemes 
with recovery plans stretching longer than 10 years may 
have a lower ability to tolerate losses from their equities if 
they plan to gradually de-risk their investment strategies. 
Consider an example scheme with a plan to de-risk by 
reducing its equity allocation in the next three years (Figure 
1). There is a much shorter time horizon for the portion of 
the equities that will be sold when the scheme de-risks. If 
equities were to suffer another large loss during that time, 
the scheme’s de-risking plan could be thrown off course.

Figure 1: example de-risking plan
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Source: Schroders, for illustration only.

From today’s starting point, you may need an even 
longer time horizon
After several years of very strong returns, equity market 
valuations are near all-time highs1, and the ratio of equity 
prices to earnings is now in the top 20% compared to 
history (see Chart 2). Based on past experience, the chance 
of losses from equities is higher from this starting point 
than if we started from more “neutral” levels (see Table 2).

Chart 2: Historical price-to-earnings ratio 1928-2014
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Table 2: likelihood of loss for different holding periods, 
starting from top quintile price-to-earnings ratio

Holding period Chance of loss over whole period

1 year 35%

3 years 40%

5 years 36%

10 years 29%

Source: Schroders, Global Financial Data, Robert Shiller, Thomson Datastream January 
1928 – September 2014. Based on S&P 500. “We are here:” the Shiller cyclically adjusted 
price-to-earnings ratio as at 6 November 2014 was 26.5.

1  Source: On 3 December the US equity market (as measured by the S&P 500) was at 
its highest ever value of 2074 (source: Bloomberg).
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Important Information: The views and opinions contained herein are those of Mark 
Humphreys, Head of UK Strategic Solutions, and Rosalind Mann, UK Strategic Solutions 
at Schroders, and may not necessarily represent views expressed or reflected in 
other Schroders communications, strategies or funds. For professional investors and 
advisers only. This document is not suitable for retail clients. This document is intended 
to be for information purposes only and it is not intended as promotional material in 
any respect. The material is not intended as an offer or solicitation for the purchase or 
sale of any financial instrument. The material is not intended to provide, and should 
not be relied on for, accounting, legal or tax advice, or investment recommendations. 
Information herein is believed to be reliable but Schroder Investment Management 
Limited (Schroders) does not warrant its completeness or accuracy. No responsibility 
can be accepted for errors of fact or opinion. This does not exclude or restrict any 
duty or liability that Schroders has to its customers under the Financial Services and 
Markets Act 2000 (as amended from time to time) or any other regulatory system. 
Schroders has expressed its own views and opinions in this document and these may 
change. Reliance should not be placed on the views and information in the document 
when taking individual investment and/ or strategic decisions. Past performance 
is not a guide to future returns. The value of investments can fall as well as rise as 
a result of market movements. Forecast Risk Warning. The forecasts stated in the 
presentation are the result of statistical modelling, based on a number of assumptions 

and should be seen as objectives only. There is no assurance or guarantee that these 
results will be achieved and they should not be considered as predictions of actual 
results which may be realised in the future. Forecasts are subject to a high level of 
uncertainty regarding future economic and market factors that may affect actual 
future performance. The forecasts are provided to you for information purposes as 
at today’s date. Our assumptions may change materially with changes in underlying 
assumptions that may occur, among other things, as economic and market conditions 
change. We assume no obligation to provide you with updates or changes to this data 
as assumptions, economic and market conditions, models or other matters change. 
Hypothetical Modelling Results. The hypothetical results shown in this presentation 
must be considered as no more than an approximate representation of a portfolios’ 
performance, not as indicative of how it would have performed in the past. It is the 
result of statistical modelling, based on a number of assumptions and there are a 
number of material limitations of the retroactive reconstruction of any performance 
results from performance records. For example, it does not take into account any 
dealing costs or liquidity issues which would have affected a real investment’s 
performance. Issued in December 2014 by Schroder Investment Management Limited, 
31, Gresham Street, EC2V 7QA, who is authorised and regulated by the Financial 
Conduct Authority INS03508. SCH45892. 

Conclusion
Many schemes do not have the length in time horizon needed to ride out large equity losses. This may be 
particularly relevant, given today’s high valuation in equity markets, when the risk of losses over shorter time 
horizons may be higher than under more neutral conditions. There are alternative strategies available that can 
help schemes manage these risks whilst still capturing most of the upside from investing in equities.

More information about these types of strategies can be found in our information booklet:    
Drive Safely: The Systematic Control of Portfolio Volatility. 

Chart 3: performance of a volatility capped portfolio
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Source: Schroders, Bloomberg. For illustration only. Performance shown is past performance based on a simulation. Due to the unpredictability of the behaviour of markets, there 
can be no guarantee that the volatility management strategy will meet its objectives.


