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THE HIDDEN RISKS OF LADDERED BUFFERED ETFs & STRUCTURED NOTES

nvestors often turn to buffered products — such as structured notes or buffered ETFs
I linked to the S&P 500 — with the expectation that irrespective of market fluctuations, the
initial terms will be honored at the end of the outcome period. These instruments aim to
provide downside protection while allowing for capped upside potential. However, when these
products are incorporated into a laddered portfolio, several challenges emerge that can

undermine their intended benefits.

The Issue of Embedded Gains

In a rising S&P 500 market, each tranche within a laddered structure accumulates gains over
time. While these gains reflect market appreciation, they can erode the downside protection
central to the strategy. This situation is akin to purchasing a buffered ETF well after its
inception; by that time, the market may have appreciated, exposing the investor to potential
losses if the market declines. In a laddered portfolio, this issue is magnified across multiple
tranches, each with varying levels of embedded gains. A market downturn can erase these
gains, exposing the portfolio to greater losses than initially anticipated. Consequently, the
strategy's effectiveness becomes dependent on precise market timing for both entry and exit,
which contradicts the fundamental appeal of outcome-oriented investments designed to offer
predictable results over a set period.

Challenges Introduced by Laddered
Strategies

Outcome-oriented products are crafted to establish and meet clear expectations. However,
adopting a laddered approach with structured notes or buffered ETFs introduces significant
timing risks, making it challenging to determine optimal entry and exit points. Over time, this
approach can begin to resemble a hedged equity strategy with a capped upside, diluting the
original value proposition of these products.
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KEY ISSUES WITH LADDERED
BUFFERED ETFs & STRUCTURED NOTES

1. Loss of Defined Outcome Certainty: A single buffered product held to maturity offers a
clear outcome. In contrast, a laddered portfolio comprises multiple tranches with varying
levels of embedded gains, leading to inconsistent downside risk and making the
investment's protective features less predictable.

2. Dilution of Core Strategy: As the S&P 500 rises, newer tranches may still offer protection,
but older tranches lose effectiveness due to accumulated gains. This results in uneven risk
exposure that depends on market conditions at the time of entry.

3. Market Dependency: Buffered products are designed to provide structured risk/reward
over a fixed period. However, laddering forces investors into market timing decisions —
both when initiating and unwinding positions — defeating the purpose of a set outcome
period.

4. Capped Upside with Increasing Risk: Over time, a laddered strategy begins to resemble a
hedged equity strategy rather than a defined outcome investment. While hedged equity
approaches have merit, they lack the clear risk/reward profile that structured notes and
buffered ETFs are meant to provide.
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5. Eroded Downside Buffers: Depending on market movements, some tranches within a
laddered portfolio may have fully passed through their downside buffers, leaving investors
exposed to unlimited loss potential in certain parts of the portfolio.

Conclusion

At first glance, a laddered approach to structured notes or buffered ETFs may seem like a
strategy to manage risk and smooth returns over time. However, the accumulation of
embedded gains, increased reliance on market timing, and erosion of downside protection can
dilute the fundamental value of these products. Instead of offering a predictable outcome,

laddering introduces complexity and risk exposure that may leave investors unprotected at
critical moments.

For those seeking true outcome-oriented strategies, a single-tranche approach with clear start
and end dates may more effectively achieve the intended risk/reward profile. Otherwise,
laddering transforms these structured investments into timing-dependent strategies with
uncertain results.

This decisive action by the Fed to reduce rates after a massive rate-hiking cycle may have been
a bit premature, given that this move could spark a resurgence of inflation. Ironically, by the
time the Fed finally reduced the Fed funds rate, interest rates had already bottomed and
started to move upwards yet again after the cut. This rebound in rates highlights the market's
concern with the prospects for a re-acceleration in the rate of inflation. Interest rates
responded accordingly with the same 10-year rate rising from the September lows to close the
year at 4.58% in spite of two additional 0.25% rate cuts, putting a damper on investment grade
bond returns for the quarter and the full year. As measured by the Bloomberg Barclay’'s U.S.
Aggregate Bond Index, bonds produced a total return of -3.06% for the 4th quarter and 1.25%
for the full year.

Sources:

Buffered ETFs: What Are They And Should You Invest in One?

Buffered ETFs vs. Structured Notes: Getting Comfortable with Key Differences and Similarities
Understanding Buffered Structured Notes

Buffer Funds Are on the Rise, but They May Not Make Sense for Most Investors

Risks of Structured Notes: What Investors Need To Know

Covered-Call and Buffer ETFs: Do the Pros Outweigh the Cons?

The Investment Case For Buffered ETFs

Expanding your options for downside protection

Understanding Structured Notes: Hard (Buffer) Protection

Buffered ETFs and Their Role: A Comprehensive Guide


https://www.kiplinger.com/investing/should-you-be-investing-in-buffered-etfs
https://haloinvesting.com/buffered-etfs-vs-structured-notes-getting-comfortable-with-key-differences-and-similarities/
https://michaelaloi.com/insights/understanding-buffered-structured-notes-capturing-some-upside-without-all-the-downside
https://www.morningstar.com/funds/buffer-funds-are-rise-they-may-not-make-sense-most-investors
https://www.fuchsfinancial.com/structured-notes-risks/
https://www.morningstar.com/funds/covered-call-buffer-etfs-do-pros-outweigh-cons
https://www.alliancebernstein.com/us/en-us/investments/etfs/etf-insights/the-investment-case-for-buffered-etfs.html
https://www.blackrock.com/us/financial-professionals/insights/ishares-buffer-etfs
https://haloinvesting.com/understanding-a-structured-notes-hard-buffer-protection/
https://alphathena.com/learning-center/buffered-etfs-and-their-role-a-comprehensive-guide/

Past performance does not guarantee future results. This commentary has been prepared by
Liquid Strategies for informational purposes. Nothing contained herein should be construed as
(i) an offer to sell or solicitation of an offer to buy any security or (ii) a recommendation as to the
advisability of investing in, purchasing or selling any security. Any opinions expressed herein
reflect our judgment and are subject to change. Certain of the statements contained herein
are statements of future expectations and other forward-looking statements that are based on
management’s current views and assumptions and involve known and unknown risks and
uncertainties that could cause actual results, performance or events to differ materially from
those expressed or implied in such statements. Actual results, performance or events may
differ materially from those in such statements due to, without limitation, (1) general economic
conditions, (2) performance of financial markets, (3) interest rate levels, (4) increasing levels of
loan defaults, (5) changes in laws and regulations and (6) changes in the policies of
governments and/ or regulatory authorities. The opinions, views and information expressed in
this commentary regarding holdings are subject to change without notice. The information
provided regarding holdings is not a recommendation to buy or sell any security.
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