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DoUBLe 
retUrns 

or DoUBLe 
troUBLe? 

there’s an art to wielding 
these tricky instruments, 

but for skilled traders, 
significant one-day  

results may  
be in store

by sharon Kahn 
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the Perils of rebalancing
Because leveraged ETFs can be misused, not everyone 
is a fan. “These instruments look simple, but under 
the hood they have way too many issues,” says Tristan 
Yates, author of Enhanced Indexing Strategies: Utilizing 
Futures and Options to Achieve Higher Performance. He 
cites such red flags as cost of capital, management fees 
and, especially, the cost and uncertainty of the daily 
rebalancing that managers employ to maintain the 
ETF’s leverage levels.

Rebalancing works this way: if the index 

upon which the etF is based rises, the etF’s equity  

ratio rises, so its managers must either sell stock or 

create more leverage to maintain the one-to-one (or 

two-to-one) debt-to-equity ratio. if the market falls 

along with the etF’s value, the manager must buy 

equities or reduce margin to remain in balance with 

the intended leverage levels. 

in a rising market, resetting the leverage levels 

can actually help results: A market rising 20% on 

two consecutive days results in a 44% rise in the 

leveraged etF (not counting commissions or fees), 

4% more than the 40% market rise. But a volatile 

bearish environment can wreak havoc as fund man-

agers keep the leverage ratio steady. And should 

the market tank by 20% on the first day and then 

regain 20% on the following day, the compounded 

return for an investor holding longer than one day 

would be negative 4%. (see chart, “rebalancing 

Changes everything.”)

For example, assume the market dips and the price 
of the ETF’s underlying index falls from $100 to $90 a 
share. That requires the fund to rebalance to $90 worth 
of leverage. If the index rises the next day to $102, the 
fund’s underlying leverage is based on achieving 2 x $90, 
so the return over two days is $180 rather than the $204 
it would have enjoyed in the two-day period had the 
fund not rebalanced. This example does not take into 
account management fees, transaction costs and cost of 
capital, which also eat into returns. “The practice also 
flies in the face of the first rule of investing,” warns Yates. 
“Leveraged ETFs buy in a rising market, when the cost 
of securities is high, and sell in a declining one.” 

etFs in Action
As more leveraged ETFs become available, and as 
trader comfort levels rise, investors are using these 
funds in ever-more versatile ways. The most straight-
forward approach is simply to boost the use of cash 
or equity allocations. Say an investor wants a port- 
folio consisting of 70% equities, 25% bonds and 5% 
cash. The trader suspects the stock market may be 
on the brink of a bull run, so he either dips into cash 
for a short period or sells some equities; with the 
cash from either of those strategies, he reinvests in 
a broad leveraged fund covering the NASDAQ-100 
Index or S&P 500, for example. By going with a 
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Ask Questions
Call 888-871-9007 
to contact an 
investment con-
sultant, or visit a 
tD AMeritrADe 
branch office. 

Chairman and CEO of ProFund Advisors LLC, 
whose ProShares division manages 90 short and 
leveraged ETFs. “The objective of our products 
is to produce two-times (2X) or three-times (3X) 
returns each day, not over a longer period.” Skilled 
traders can typically facilitate quicker returns 
because these funds double or triple their exposure 
with a relatively modest increase in outlay. However, 
added returns go hand in hand with added risk.

Potential Double (or triple) Plays
Leveraged ETFs are indeed a new investor tool. 
The first were introduced in 2006, followed soon 

after by a sister product:  
inverse-leveraged ETFs. 
(Like regular ETFs, lever-
aged ETFs are exchange 
traded funds designed to 
mirror an index; the inverse 
variety move in the oppo-
site direction.) Leveraged 
ETFs supplement investor  
capital  with borrowed 
money to increase the size of 
the investment, and ETF 
managers employ lever-
age by using derivatives 
(generally index futures, 
equity swaps and index  
options) to pursue double 
or triple returns. 

Most leveraged ETFs 
use the 2X formula by 
employing a one-to-one 
ratio of borrowed funds: 
For every $1 of investor 
capital, they maintain $1 
of leverage. Last fall, the 
first 3X leveraged ETFs 
were introduced; with $2 
of leverage invested on top 
of each $1 of cash, their 
goal is to deliver three 
times the index results — 
again, on a daily basis. 

think of leveraged exchange traded  
funds (etFs) as powerful tools for 
potential profit if used wisely, but add-
ing exponential risk to your portfolio 
if not used and understood properly. 
“Generally, leveraged ETFs do just what they are  
designed to do: They seek to double or triple the 
performance of an index on a daily basis,” says  
Sandra Motusesky, TD AMERITRADE Senior Product  
Manager, Mutual Funds and ETFs. “But the key word 
is daily. Because of compounding of returns, lever-
aged ETFs can provide unexpected results in both 
magnitude and direction if 
held beyond the very short 
term. These instruments 
are designed to be used by  
sophisticated investors.”

“Prices of leveraged ETFs 
can move very quickly,” adds 
Jeff Anderson, a Director 
in TD AMERITRADE’s  
Active Trader group. “Investors 
should understand the prod-
uct and have a strategy — 
they need to know why they 
are getting in and, more im-
portantly, how they will exit 
the position. Traders should 
also be aware that using lev-
eraged ETFs as intended  
(intra-day transactions) could  
unwittingly identify them as  
‘day-traders,’ subject to 
additional trading rules. 
Knowledgeable traders, of 
course, have the advan-
tage.” The professionals 
who design, manage and 
sell leveraged ETFs do not 
disagree. “As with any new 
investment, investors abso-
lutely need to understand 
the risk-and-return equa-
tion,” says Michael Sapir,  

WHY not DiY?

sophisticated traders can buy the 

same underlying futures and options 

to achieve leverage as can etF 

fund managers, so why not do it 

yourself? the answer is simplicity. 

“to maintain the intended 
leverage level, traders must 
constantly monitor their 
positions,” explains Michael sapir, 

Chairman and Ceo of ProFund 

Advisors LLC. “to go short, they 
have to locate and borrow the 
underlying security and face 
the hassles of margin calls. 
And a fund’s cost of margin 
can be less than that faced by 
an individual.” Further, the DiY 

model lacks the liquidity leveraged 

etFs offer because it acts like any 

other stock that can be traded in the 

market. one of the biggest pluses 

of using a fund rather than buying 

leverage outright is that leveraged 

etFs limit the downside: the fund 

holds the derivative risk, so the most 

a trader can lose is the value of his 

or her investment. 

“investors 
should 

understand the 
product and 

have a strategy 
— they need to 
know why they 

are getting 
in and, more 
importantly, 

how they 
will exit the 

position.” 
— Jeff Anderson  

Director of Program Trading, 
Active Trader Group  

TD AMERITRADE 

lEVERAgEd 
EtFs
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Carefully consider the investment objectives, risks, charges and expenses of any investment company before investing. To obtain a 
prospectus containing this and other important information, please visit tdameritrade.com or call a TD AMERITRADE representative at  
800-669-3900. Please read the prospectus carefully before investing.

Past performance is no guarantee of future results. Returns will vary and shares may be worth more or less than their original cost when sold. All investments 
are subject to investment risk, including possible loss of the principal invested.

ETFs are baskets of securities that track recognized indices and trade on an exchange like a stock. Commission fees apply. ETFs are subject to risks 
similar to those of their underlying securities, including those regarding short-selling and margin account maintenance. Certain ETFs may be subject 
to international risk, currency risk, commodity risk and interest-rate risk. Single sector ETFs may be subject to more volatility than those investing in 
a diverse group of sectors. Index-based ETFs may generally move up or down in value with the value of the applicable index. ETFs based on a narrow 
index may be more volatile than ETFs based on a broader market index.

Leveraged and inverse ETFs entail unique risks, including but not limited to: use of leverage; aggressive and complex investment techniques; and use of 
derivatives. Leveraged ETFs seek to deliver multiples of the performance of a benchmark. Inverse ETFs seek to deliver the opposite of the performance of a 
benchmark. Both seek results over periods as short as a single day. Results of both strategies can be affected substantially by compounding. Returns over longer 
periods will likely differ in amount and even direction. These products require active monitoring and management, as frequently as daily. They are not suitable 
for all investors.

Short sales: The risk of loss on a short sale is potentially unlimited since there is no limit to the price increase of a security. There is no guarantee the brokerage 
firm can continue to maintain a short position for an unlimited time period. Your position may be closed out by the firm without regard to your profit or loss. 
Short sales can only be made in a margin account.

TD AMERITRADE and ProFund Advisors LLC are separate unaffiliated companies and are not responsible for each other’s services or policies. 

fund companies such as ProShares, Rydex|SGI and 
Direxion introducing new leveraged funds at a brisk 
pace. New sector funds enable investors to drill 
down to indices that specialize in industries such as 
health care, consumer goods and semiconductors,  
as well as to pick funds that allow traders to go 
short or long on broad markets, such as the S&P 
500 and Russell growth and value funds. Geograph-
ically-based indices, which allow investors to isolate 
emerging markets in a leveraged play, are also being 
rolled out.

As for rebalancing less frequently than daily, Sapir 
suggests that you may reduce your potential returns 
on a longer time frame. “These are highly traded  

instruments, so effective leverage depends on when a 
trader first buys the fund,” he explains. “Say leverage 
is set in the beginning of the month and an investor 
buys in mid-month. Depending on what the market 
does, the fund could be holding 4X or 1X leverage 
without daily resetting.”

Both Motusesky and Anderson stress that 
investors need to educate themselves about these 
products and understand that they are not designed 
to be held long-term. Motusesky concludes, “For 
the majority of investors, leveraged ETFs should 
be traded with caution as there is added risk. In 
order to combat this, leveraged ETF strategies 
should be daily in-and-out propositions.” n

“Leveraged 
etFs seek to 
allow traders to 
take away the 
beta risk and 
isolate the alpha 
opportunity.” 
— Michael sapir  
Chairman and CEO  
ProFund Advisors LLC

We CAn HeLP For more information on etFs, including leveraged etFs, log on to 

your account and click “etFs” (under research & ideas). the section includes commentary from 

Morningstar on how leveraged funds work. 

reBALAnCinG CHAnGes everYtHinG
Depending on market volatility, a trader’s two-day return on a leveraged etF can vary, but it likely won’t achieve 2x 

(or 3x) the returns. the reason: Fund managers must reset their leverage levels each day to match 
the underlying index’s closing price. Because of this, leveraged etFs are meant as a daily investment.

leveraged ETF rather than buying shares in an 
ETF that tracks the index outright, he may achieve  
double or triple the exposure for his outlay, with 
minimum disruption of his portfolio allocations. 
However, because of the leverage, his allocation may 
not change but his exposure to results may.

Traders also may target specific sectors or foreign 
indices through leveraged ETFs. To overweight the 
technology sector, for example, an investor may 
buy a leveraged ETF that targets a tech index. 
Conversely, if she suspects the sector may fall, she 
may purchase an inverse tech ETF. If she suspects 
a particular stock may outperform the rest of the 
sector, she may buy that equity and short the sector 
with an inverse ETF. “Leveraged ETFs seek to allow  
traders to take away the beta risk and isolate the 
alpha opportunity,” observes Sapir. 

One of the most common practices involves using 
inverse leveraged ETFs in a hedging strategy. Indeed, 
according to Sapir, nearly as many short funds are 
sold as regular leveraged ETFs. “If you are concerned 
the market will significantly underperform on a 
given day, you might buy an inverse leveraged ETF 
on a broad index to hedge your portfolio,” explains  
TD AMERITRADE’s Motusesky. “If the market goes 
down, your inverse ETF is designed to go up so your 
downside may be reduced.” She points out that this strategy 
may be more tax-savvy than selling all your equity holdings, 
which could trigger capital gains taxes. And it’s relatively  
inexpensive compared with wholesale equity sales.

new Leverage
Leveraged ETFs are among the most actively  
traded instruments in the current marketplace, with 

lEVERAgEd 
EtFs

Upward trending market 
Greater than the sum of its parts

Downward trending market 
Less than the sum of its parts

volatile market 
Worse than the sum of its parts

Let’s look at an investor who starts 
with $100 in a leveraged fund that 
grows 20% a day (2 x 10% index 
gain) for two consecutive days.  
He would have $144, or a 44%  
gain, which is greater than 2X  
the 21% compound gain of the 
unleveraged investment. 

Now look at an investor who starts 
with $100 in a leveraged fund that 
declines 20% a day (2 x 10% index 
decline) for two consecutive days. 
He would have $64, or a -36% return, 
which is less negative than 2X  
the 19% compound loss of the 
unleveraged investment. 

In a volatile market, an investor who starts 
with $100 in a leveraged fund that rises 
20% one day (2 x 10% index gain) and 
declines 20% the next (2 x 10% index 
decline) would have $96, or a -4% return, 
after the 2 days. This is 4X worse than  
the -1% compound return of the 
unleveraged investment.

For illustrative purposes only.

    sum of Days    index     2x Leveraged Fund
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$140
$144

initial  
investment
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investment

Day 1 Day 2
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