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Leveraged ETFs: How Not To Get Killed By The Spread

Leveraged exchange-traded funds can trade at big premiums—as high as 10% intraday—from their net asset value. This is the spread—the
difference between the bid and ask price.

Leveraged ETFs are double-inverse funds. They go up or down twice as much as the index they’re based on—in the opposite direction.

If you pay a big spread when buying a leveraged ETF, you're starting out in an unnecessary hole, says Chad Norfolk, CFP, a senior financial advisor
at Financial Advantage, an investment and planning firm in Columbia, Md. Much like closed-end funds, ETFs’ market value can fluctuate
significantly from their net asset value (NAV) during the trading day.

There’s a simple rule for avoiding this pitfall when buying leveraged ETFs and turning the spread to your advantage when selling: Always use limit
orders, Norfolk says. Never use market orders.

“The ability to name your price is a big advantage over mutual funds, where you're stuck with the closing price that day,” Norfolk says

Some professional investors use sophisticated trading techniques to reduce spreads. Financial Advantage, for instance, employs a trading
technique that uses an electronic algorithm called a VWOP when buying ETFs for clients.

“This allows us to set our price using a limit order and disguise the trade from the overall market,” he says.

The VWOP splits the trade up into small anonymous orders that are traded over a set time period with a price limit. “For instance, we’ll buy 100,000
shares at a limit of $20 from 1 to 3 p.m.”

Without the VWOP, buying such a large block would probably drive up the spread.

Recently, Financial Advantage moved out of several mutual funds into the ETF equivalents. The ETFs offer much more flexibility in executing trades,
which has become critical with the huge, fast swings in the market, Norfolk says. Additionally, they offer lower management expenses.

But all these advantages can be negated if you pay too much when buying, or get too little when selling, so watch the spread, he counsels.

Financial Advantage, located in suburban Baltimore, provides personal financial planning and investment-management services to retirees and
aspiring retirees on a fee-only basis. It has more than $200 million under management. Wealth Manager magazine has named Financial Advantage
as one of the top 250 independent financial advisory firms in the country. Web: www.financialadvantageinc.com
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