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As investors use defined outcome or buffered outcome funds more widely, certain questions have arisen.  As a 
relatively new investment solution, it’s unsurprising that it takes some time before investors understand the risk 
and returns of an unfamiliar product. 

One frequent question is: “Why isn’t my buffered fund up in lock-step with the market?  I was told I could expect all 
the S&P 500’s returns up to the cap.  Halfway through the year the market has risen far beyond that cap.  Why is the 
NAV of my buffered ETF lagging?” 

It is a valid question, and it has a logical answer.  To understand why the NAV of a buffered fund might lag the 
market it is essential to understand how a typical buffered fund is structured. 

The typical defined outcome fund has the following value proposition: over a one-year period an investor can 
reasonably expect to have partial, but not complete, downside protection in their investment.  In exchange for this 
downside protection, the investor willingly forgoes potential market gains beyond a “cap.”  This opportunity cost to 
the upside is the trade-off for having the downside hedge.  The graph below illustrates a defined outcome ETF with 
a 0%-15% buffer to the downside and a 12% cap to the upside. 

 

  

Source: Swan Global Investments. For illustrative purposes only. This chart should not be the sole factor used in investment 
decisions. 

 

The key phrase in the above description is one-year period.  This graph illustrates the investor’s risk-return trade-
off in the buffer ETF if it is held for the entire one-year, from when the option trades were first established to the last 
day when the options expire.  Any holding period different than that one-year period will diverge from the above 
graph.  The disclosures of buffered ETFs always mention this fact, but it is easy to overlook this stipulation. 

So, the next question is “Why does the pricing diverge over shorter periods?”  This question is best addressed via 
an illustration.  Below we see the NAV performance of a 0% to -15% buffer with a 7.95% upside cap and a one-year 
time horizon.  This fund’s investment period stretches from July 1st to June 30th every year, and in this case, we are 
examining the period of July 1st, 2021 to June 30th, 2022. 

Over the first six months of this investment cycle, the price of the S&P 500 (orange line) was up 10.9%, well above 
and beyond the 7.95% cap.  However, the NAV of the buffer fund (blue line) was up only 3.9% from July 1st, 2021 to 
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December 31st, 2021.  It is a situation like this that leads to investors questioning whether buffer funds work as 
intended. 
 

 

 Source: Morningstar Direct, Swan Global Investments.  For illustrative purposes only. This chart should not be the sole factor used 
in investment decisions. 

 

Determining a Buffered ETF’s NAV 
However, if one looks at the full one-year period in the graph below, two things are revealed.  First, the buffer fund 
performs exactly as intended.  Second, it becomes clear why the buffer fund’s NAV did not track the S&P 500 up in-
lock step.  While it is true that the S&P 500 was up 10.9% during the first six months, during the subsequent six 
months the S&P 500 was down -20.6%, surrendering all its previous gains. 

 

 

Source: Swan Global Investments. For illustrative purposes only. This chart should not be the sole factor used in investment 
decisions. 
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Buffered ETF vs. S&P 500 Price, Full One Year Outcome Period

Buffer Fund NAV S&P 500 Price 7.95% Cap 0% Buffer Start -15% Buffer End

S&P 500 First Half: 
+10.9% 

S&P 500 Second Half: 
-20.6% 



For the full one-year from July 1st, 2021 to June 30th, 2022 the price return of the S&P 500 -11.9%.  The buffer fund’s 
long put option did its job, hedging losses between 0% and -15%.  For the same one-year period the fund’s NAV was 
down a slight 92 basis points, due to the expense ratio of the fund. 

  

The Final Score (End of the Term) is All that Matters with 
Buffered ETFs  
This situation can be illustrated with a sports analogy.   

Super Bowl LVIII featured the San Francisco 49ers and the Kansas 
City Chiefs.  Assume that someone had placed a bet on San 
Francisco winning the big game.  Midway through the second quarter 
that fan felt optimistic; the 49ers were up 10-0 at one point.  The 
bettor might ask, “why can’t I cash in my winning ticket now?  My 
team is ahead; this game is in the bag.”   

Of course, that is not how it works.  The winner of the game is not 
determined until the final whistle.  In Super Bowl LVIII Kansas City 
rallied to win and the wager on San Francisco was worthlessi. 

The graph to the right shows ESPN’s “Win Probability” calculation, 
which illustrates the relative likelihood of either team winning a game.  

  

When the line is above the axis San Francisco has a higher 
probability of winning, when the line is below the axis 
Kansas City is favored.   

Throughout most of the game the percentages favored 
San Francisco.  However, the only thing that matters is the 
score at the end of the game, and when the clock hit 0:00 
the Chiefs won and the 49ers lostii.   

 

 

This is a similar scenario to the buffered outcome situation.  Sure, the S&P 500 might be up for the first portion of 
the year.  The S&P 500 might be up for most of the year.  In fact, it might even be up far beyond the buffer fund’s cap.  
But until we get to expiration; until there is 0:00 remaining on the clock, there is the possibility that the S&P 500 
could surrender those gains.  That is why the NAV of a buffered fund doesn’t track the S&P 500 one-for-one on the 
way up and why the stated buffers and caps are only valid for the full one-year time horizon. 

Defined outcome funds have become increasingly popular with investors and can fill a strategic need for downside 
risk mitigation.  As long-time advocates of options, Swan Global Investments is encouraged by the widespread 
adoption of hedged equity solutions.  Swan has also emphasized the importance of education when it comes to 
options.  One must “know what you own” before investing.  While defined outcome funds and other hedged equity 
solutions are valuable, one should understand the risks and returns of their chosen strategies.   

 



 
i This isn’t a perfect analogy.  Technically the score was tied at the end of regulation in Super Bowl LVIII and Kansas City won in overtime.  
When it comes to options, there is no “overtime.” 
ii Extending this analogy further, we’ve stated the bettor with the wager on San Francisco won’t be able to cash in and collect from the house 
until the game is officially over.  However, that bettor might be able to sell his ticket to another gambler while the game is still in play.  The 
bettor wouldn’t be able to sell the ticket for the full value of the wager, they would have to discount it to reflect the possibility it would turn 
into a losing ticket.  This is analogous to the trading of options.  One can close out an “in the money” option position prior to expiration by 
trading on a secondary market, but the price paid will be discounted to reflect the possibility that it might yet expire “out of the money.” 
In what circumstances would the bettor be able to receive nearly the full value of the wager while the game is still being played?  Two 
scenarios spring to mind.  The first is that the game is a blowout and the probability of the down team rallying is miniscule.  An example of 
this would be Super Bowl XLVIII, when the Seattle Seahawks led the Denver Broncos by 36-0 at one point.  The second situation would be 
when there is little time on the clock remaining.  Applying these sports analogies to options trading, one could get nearly the full value of the 
option when 1) the option is deep, deep in-the-money, and/or 2) the option is close to expiration. 
 
 
 
 
 
 

 

 

Disclosures: 

Swan Global Investments, LLC is a SEC registered Investment Advisor that specializes in managing money using the 
proprietary Defined Risk Strategy (“DRS”). SEC registration does not denote any special training or qualification 
conferred by the SEC. Swan offers and manages the DRS for investors including individuals, institutions and other 
investment advisor firms.  
 
All Swan products utilize the Defined Risk Strategy ("DRS"), but may vary by asset class, regulatory offering type, 
etc. Accordingly, all Swan DRS product offerings will have different performance results due to offering differences 
and comparing results among the Swan products and composites may be of limited use. All data used herein; 
including the statistical information, verification and performance reports are available upon request. The 
adviser’s dependence on its DRS process and judgments about the attractiveness, value and potential 
appreciation of particular ETFs and options in which the adviser invests or writes may prove to be incorrect and 
may not produce the desired results. There is no guarantee any investment or the DRS will meet its objectives. All 
investments involve the risk of potential investment losses as well as the potential for investment gains. Prior 
performance is not a guarantee of future results and there can be no assurance, and investors should not assume, 
that future performance will be comparable to past performance.  Further information is available upon request by 
contacting the company directly at 970-382-8901 or www.swanglobalinvestments.com.  048-SGI-032525 
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