
 

 

Protection as a portfolio constant: Why downside protection matters 
more in retirement 

By Craig Racine – Managing Director & CIO, Gyrostat Capital Management 

 

The day an investor stops adding fresh savings and starts drawing an income, portfolio risk 
takes on a new dimension. Academic shorthand calls the key retirement threats the SMILE 
factors: sequencing, market, inflation, longevity and emotion. Of these, sequencing risk is the 
silent killer: a large drawdown in the early years of retirement can leave a permanent scar 
because the portfolio must fund withdrawals while it is still wounded. 

Unfortunately, most investors reach retirement still holding beta-one, long-only equity 
portfolios whose fortunes rise and fall with the market. When salaries disappear, dollar-cost 
averaging disappears with them, leaving the retiree structurally fragile. The price of inaction is 
a permanent capital loss and a compromised lifestyle, which outweighs the effort required to 
build a sturdier allocation. 

 

From Fragility to Resilience 

A resilient retirement portfolio must perform under three very different regimes: prolonged 
declines, choppy sideways markets and sustained advances. That calls for return streams 
that decouple from the broad index with an overlay that adapts automatically as conditions 
change. Two modern structures have proved especially useful. 

Absolute-return, non-correlated equity-income funds dedicate roughly 95 per cent of capital 
to dividend-paying shares while reserving the remaining 5 per cent for a permanent, 
dynamically priced hedge. Because the protection is always in place and is adjusted as 
markets move, the strategy dampens volatility, contains draw-downs and still collects equity 
income. 

Index-tracking funds with built-in protection push the efficiency frontier further. They leave 
about 98 per cent of assets in the chosen benchmark and spend just 2 per cent on a rolling 
hedge. Investors keep the familiar benchmark exposure, yet losses in sharp sell-offs are 
materially smaller. Crucially, the protection is continuous rather than switched on by human 
discretion, removing the behavioural hazard of mistimed decisions. 

 

  



 

Turning Volatility into a Source of Return 

Retirees often fear volatility, but for well-designed, risk-managed funds, it is precisely 
turbulence that powers outperformance. Gyrostat’s view on absolute return funds are a case 
in point, where they believe an absolute return fund can potentially not suffer a quarterly 
draw-down greater than the fund’s protection objective for the investment period of live 
trading under consideration.  

Two structural features explain why results improve when markets become more agitated. 
First, the hedge creates a convex payoff. Because the overlay is rebalanced whenever prices 
move beyond a narrow band, typically two or three per cent, each excursion locks in a gain. 
More frequent excursions mean more realised profits. 

Second, real-world option markets exhibit persistent pricing skews. Implied volatility at 
different strikes and maturities is rarely symmetrical, a distortion driven by human emotion 
and institutional constraints. Systematic models can harvest that inefficiency, often reducing 
the cost of protection to a level where the hedge is self-funding. 

 

A Practical Blueprint for the Retiree Portfolio 

Bringing these ideas together allows retirees to escape the false binary between growth and 
safety. Within a diversified framework, a modest allocation to an absolute-return fund 
supplies capital growth, reliable income and a built-in brake against deep losses. An index-
tracking sleeve with constant protection preserves familiarity while improving risk-adjusted 
returns. The residual core, cash and high-grade bonds cover short-term spending needs. 

Such a structure does more than reduce anxiety. By limiting draw-downs, it raises the 
sustainable withdrawal rate; by lowering correlation within the equity bucket, it boosts overall 
Sharpe ratios. And because protection is always on, investors avoid the destructive cycle of 
selling low and buying high that so often follows market shocks. 

 

Beyond Prediction, All About Design 

Daniel Kahneman warned that humans chronically overrate their forecasting skills; Nassim 
Taleb showed how fragile strategies shatter when improbable events finally occur. The 
antidote is not better prediction but better portfolio architecture. In practice, that means hard 
risk limits; Gyrostat, for example, considers capping  quarterly losses in  absolute return funds 
can be beneficial to investors. 

Regulators have long recognised the need. Australian retirement income reviews dating back 
to 2010 have urged product designs that lower volatility, cap draw-downs, and provide 
sustainable income. Advances in technology and the collapse in transaction costs now make 
those designs both feasible and affordable. 



 

Conclusion 

Retirement investors face asymmetric risks: the downside can be ruinous, while the upside 
merely preserves purchasing power. Treating downside protection as a portfolio constant 
rather than an optional bolt-on is, therefore, rational, not defensive. Whether through a 95/5 
absolute-return fund or a lighter 98/2 index-plus-overlay, the tools exist to turn volatility from 
foe into an ally and to fund retirement with confidence, whatever the market serves up next. 
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