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ETF’s (Exchange Traded Funds) have been around a number of years, but there are still many investors who aren’t quite certain exactly what these investments are. ETF’s offer portfolio diversification like mutual funds, yet they also allow for instant execution like stocks. Their fees are often lower, sometimes considerably lower, than their mutual fund cousins.
The growing popularity of ETF’s in the past couple years have resulted in the creation of hundreds of new ETF’s in different sectors, in commodities and even in diverse strategies. The rise of so many new and varied ETF’s has resulted in new risks that accompany this asset class.
Leveraged ETF’s - Leveraged ETF’s sound deceptively great. Imagine getting double the return on your investment when the underlying index rises. In fact, leveraged ETF’s are among the riskiest of investments. They don’t accurately track their underlying investment because they decay over time due to daily resets. If held over a long period of time, the return on these ETF’s may be negative even when the underlying investment is flat or marginally positive. 
ETN’s - ETN’s represent a different sort of risk than leveraged ETF’s. ETN’s are exchanged traded NOTES. Life ETF’s, they represent a basket of stocks or commodities, they carry a trade symbol that looks like ETF’s, they have typically low expense ratios like ETF’s, but they are decidedly NOT ETF’s. ETN’s bear a similarity to bonds in that they carry a solvency risk. 
If you were to hold an ETN issued by a firm that declares bankruptcy, the ultimate value of your holding would be determined by a bankruptcy court. So, in addition to tracking the performance of the asset, you must also be concerned about the financial health of the issuing company when dealing with ETN’s.
Expenses- ETF’s generally carry the advantage of very low expense ratios, but that’s not always the case. Two seemingly similar ETF’s may carry vastly different expense ratios. A significantly higher expense ratio in an ETF should offer a compelling reason to justify the cost, since over a period of time the additional expense can add up and eat at your profits.
Thinly Traded ETF’s – Some ETF’s trade so lightly over the course of the day that the spread between bid and ask prices may be fairly extreme. Since you must purchase the ETF at the “ask” price, and you receive only the “bid” price when you sell, a large spread can cost hundreds of dollars if your holding is large.
ETF’s can be an excellent investment, especially for the tax conscious investor, since unlike mutual funds, their composition tends to remain stable. (The turnover, or selling and replacing, of holdings in a mutual fund can often exceed 100% in the portfolio of a mutual fund, sometimes causing undesirable tax ramifications.) However, the growing popularity of ETF’s has led to new styles and corresponding new risks. Increased awareness of this investment class should aid you in making more appropriate investment selections for your risk tolerance and portfolio style.
