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What's My Cap?

How Upside Caps in Buffered ETFs are
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How Are the Caps Set on a Buffered ETF?

The popularity of Buffered ETFs, also referred to as Defined outcome ETFs, has exploded over the last five
years. Historically there has been a wide deviation in caps over the years.

A natural question for investors is “how are the caps set in the buffered ETFs?”

The answer has to do with the basic structure of most buffered funds. Many buffered ETFs utilize a “zero-cost put-
spread collar” trade, which combines put and call options to create the “defined outcome.”

Those investing in buffered ETFs and defined outcome funds are probably familiar with the “hockey stick” graph
below, which details what an investor can reasonably expect under different market scenarios. The graph shows a
hypothetical buffer ETF with a one-year term, based upon the S&P 500. It has a buffer zone of 0% to -15% and a
cap of 12%, meaning that S&P 500 gains beyond 12% are forgone by the investor.

Traditional Put-Spread Collar: 0%-15% buffer, 12% cap
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Source: Swan Global Investments For illustrative purposes only. This chart should not be the sole factor used in investment
decisions.

Upside Caps Are Based on the Trades Inside Buffered ETFs

So how does this structure actually work?

1) Setting the Structure

There are hints in the name “zero-cost put-spread collar.” The first hint is in the term “zero-cost.” The
portfolio manager structures the trade so that the cost of purchasing a put option is offset by “selling”
something else. We will discuss what is sold in a moment.

2) Pricing the Downside Risk Mitigation

After the portfolio manager establishes the fund’s S&P 500 exposure, a put option is purchased to hedge
against downside risk. Defined outcome ETFs have a wide range of potential “buffer” zones, but in the
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above illustration the put option is bought “at the money” (ATM), meaning that if the S&P 500 ends the year
below where it started the fund is shielded from losses.

The price of this put option will vary greatly depending on market conditions. If investors are bearish, the
put option will be expensive. Conversely, if investors are bullish, the put option’s price will be relatively
cheap. Butregardless of investor sentiment, one thing is certain —the put option is not free.

3) Offsetting the Cost of Downside Risk Mitigation

In this theoretical example, let’s suppose the put option costs $10 to hedge the market exposure. To make
the trade “zero cost” the portfolio manager must generate $10 of revenue to offset the $10 expenditure. In a
put-spread collar, the first step is to sell or write a put option that will offset some, but not all the $10 cost.

As the ‘buffer’ level is predetermined for the strategy, the portfolio manager knows which put option must
be written. In this theoretical case it is an S&P 500 put option with a one-year expiration date that is 15%
out-of-the-money (OTM). The combination of the long position in an ATM put and a short position in a 15%
OTM creates the buffer zone and is the “put spread” portion of the trade. Effectively the fund’s investors are
insulated for the first 15% tranche of S&P 500 losses, but should the S&P 500 decline further than 15% the
investors are exposed to those losses on a one-to-one basis.

By writing a 15% OTM put option the portfolio manager will collect the option’s premium for taking on the
downside risk. In this theoretical case, assume the put option has a premium of $7. This $7 can be used to
offset some, but not all, of the original put option’s purchase price of $10.

4) Covering the Cost Gap

The final step in the process is to close the gap and generate another $3 to fully offset the $10 purchase
price of the long put. The portfolio manager will sell or write an out-of-the-money call with a value of $3 to
balance the books. This last step creates the “collar.”

The process of selecting the call to write is slightly different from the process of selecting the put to write.
In this example the portfolio manager knows the short put must be written 15% out-of-the-money; that is
how the 0%-15% buffer is created. The premium collected for writing that put is a variable determined by
the market; in our example, itis $7.

When it comes to writing the call, the variables are reversed. The portfolio manager knows that he must
balance the books and generate an additional $3 of premium to have the trade be “zero cost,” but he
doesn’t get to choose how far out of the money that option will be. That is determined by the market prices
for call options. It could be that a $3 call option is 9%, 12%, 15%, or more OTM. Whichever call option is
selling for $3 is the one the portfolio manager must buy, and that dictates the cap for the trade.

To recap, here are the option trades that created the 0% to -15% zero-cost, put-spread collar with a 12% upside
cap in our example:

Position Exposure Cost (red) or Premium Gain (black)
S&P 500 exposure Long

ATM put option Long ($10)

15% OTM put option Short $7

12% OTM call option Short $3

The example above assumed a certain set of prices for the options purchased and written. However, option prices
are extremely dynamic and will vary depending on volatility and market conditions. To maintain its 0%/15%
structure, the portfolio manager must always purchase an ATM put option and write a 15% OTM put option,



regardless of what the market price might be. The only variable in the equation is the short, OTM call option. The
call will be written, and thus the caps set, at whatever point it takes to “balance the books” and maintain the zero-
cost structure.

The multiple parts and the variability in the pricing of these parts explain why the upside caps in buffered ETFs have
fluctuated over the years.

Summary

Buffered ETFs, or Defined outcome funds, have proved immensely popular. Both advisor and investors may like
the degree of certainty that comes with these structures. However, investors should realize that buffer funds must
be price-takers in order to maintain their structures. Most defined outcome funds are passively managed. With
zero-cost put-spread collars, the caps are set by the market, so there is little the portfolio manager can do under
the strict limits of a buffered outcome to gain an edge.
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Important Notes and 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 nho 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. 050-SGI-033125
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