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Disclaimer


The authors and publishers specifically disclaim all liability which is incurred from the use or application of the information presented in this eBook.


A great deal of care has been taken to ensure that the information presented in this eBook is dependable. However, the readers should comprehend that the information, data and charts provided do not constitute legal or professional advice of any kind. This eBook is intended to work as a general guide, and authors take no responsibility for any losses incurred by following the counseling provided in this document. Authors do not and cannot offer any investment advice.


Use of this product requires acceptance of the “No Liability” policy. If you do not comply with this rule, you are not permitted to use or distribute this material.


This eBook, its authors, and distributors, are not liable for any losses or damages directly or indirectly caused by the use of this product.


Any unauthorized reprint of this document is prohibited.
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Preface


Technical analysis and fundamental analysis comprise two categories with which to analyze securities and investment decision-making. Technical analysis is an imperative device for investors and traders who want to beat the general market. Technical analysis is focused on market movement, momentum, trending, and potential reversal. To execute technical analysis usually involves complex mathematics and statistics that are the hinges of the scheme of technical indicators. This eBook allows you to adopt technical analysis without mastering the formula. Instead, the readers can concentrate on interpreting the market warnings or signals to achieve their investment goals.


If you want to become a winner in the stock market, you must discern and gauge the forces that drive stock market movement and momentum. In this eBook, the authors outline the top five technical indicators which are employed by investors, and are able to effectively detect the market reversals, including Relative Strength Index (RSI), ISE Sentiment Index (ISEE), Volatility Index (VIX), Traders Index (TRIN), and Smart Money Flow Index (SMFI). Appropriately Incorporating the above five technical indicators with fundamental analysis appropriately will smooth your investing journey.


This eBook also covers the basics of ETFs, ETF trading, and the general stock market. Authors will share with you where to open brokerage accounts with low cost. Traders can even enjoy free trades regularly if their portfolio meets certain criteria.


Accompanying the explanations and mechanisms of each of the above five technical indicators, the authors use case studies, examples, charts, and figures to better illustrate how to utilize those indicators in your trading.


The challenge is that sometimes all these indicators contradict each other. Countless books have been written on this subject. Please be mindful that there is no “Holy Grail” trading mechanism available in the stock market. However, some people are more successful than others, and the reason is quite simple: No indicator is right all the time!


More important is to combine different kinds of technical indicators into a sound comprehensive investment process which will grant you the competitive trading edge. This investment process does not have to be right all the time. It just should be right a higher percentage of the time than wrong.


To improve the accuracy, you need to collect data, and analyze available information. Eventually you will come up with applicable models suitable for your trading or investing.




Chapter 1: ETF Basics


Introduction of ETF


ETF stands for Exchange Traded Fund. ETFs are traded on the stock exchange, but like a mutual fund. They comprise a basket of assets.


The first ETF SPDR was debuted by State Street Global Advisors in January 1993. ETFs have witnessed gigantic demand and accumulated asset value rapidly since then. The number of ETFs grew to almost 1,200 with totaling asset values of $1.3 trillion by the end of 2012. It was estimated that the total asset value of ETFs might reach $2 trillion by the end of 2013.


One way to comprehend ETFs is to treat them as mutual funds but trade them like stocks. Trading like a stock is just one of the many features that make ETFs so well-liked, particularly with professional investors and active traders. Let's review some of the advantages of ETFs.


Advantages of ETF Trading


According to Investopedia, “By owning an ETF, you get the diversification of an index fund as well as the ability to sell short, buy on margin, and purchase as little as one share. Another advantage is that the expense ratios for most ETFs are lower than those of the average mutual fund. When buying and selling ETFs, you have to pay the same commission to your broker that you'd pay on any regular order.” (1)


Since an ETF compose a basket of assets, it can meet investors’ diversification needs. ETFs come in handy when investors want to create a diversified portfolio. There are over 1,000 ETFs available. ETFs track indices of broad-based US (Dow Jones, S&P, NASDAQ), international, country-specified (Japan, Australia, U.K. etc.), regional (Europe, Pacific Rim, emerging markets, etc.), industry (technology, energy, biotech, etc.), sector-specific (utilities, transportation, finance, etc.), bond, commodity, and market niches (REITs, gold, oil, etc.).


Studies have illustrated that asset allocation and diversification is a key factor responsible for investment returns, and ETFs are an excellent means for investors to build a portfolio that meets specific asset allocation needs. For example, an investor seeking an allocation of 75% stocks and 25% bonds can easily realize that portfolio with ETFs. That investor can even continue to diversify by dividing the stock portion into large-cap growth and small-cap value stocks, and the bond portion into bonds with different maturity dates. Or, it would be just as simple to create a 25/75 bond-to-stock portfolio that includes ETFs tracking long-term bonds and those tracking REITs. The abundance of ETF choices enables investors to readily create a diversified portfolio that meets allocation goals.


ETFs also include other asset categories, such as “fixed income” which allows the investors to gain a fixed amount of profit on a fixed schedule. Even if ETFs offer limited choices in fixed-income investments, there are still plenty of options, including bonds with varieties of terms. According to trading agreement, gains from dividends are allowed to be deposited into a trading account or to be reinvested. You should verify the expense and cost before you decide to reinvest your dividends in a dividend-paying ETF, as only some brokerage firms offer dividend reinvestment at no costs.


ETFs are traded like stocks, in terms of real time span and continuous price changes during a trading day. You even can trade them at extended hours. ETFs possess characteristics similar to stocks. Thus, investors are allowed to trade on margin to magnify income, and sell short to hedge or protect your portfolio as well. Traditional mutual funds take orders during Wall Street Trading hours, but the transactions actually occur at the close of the market at 4:00 pm EST. The selling price is the sum of the closing day prices of all the stocks contained in the fund. ETFs, by contrast, trade instantaneously all day long, and allow an investor to lock in a price for the underlying stocks or indexes immediately.


When you trade ETFs, you only need to closely observe the macroeconomic environment, instead of each individual company’s PE ratio, management, profit margin, etc. You do not need to do much fundamental analysis on individual companies.


Most ETFs, especially index ETFs simply simulate underlying securities or indices. They are not subject to trading fees and commissions on a regular basis, incurred by fund managers who endeavor to beat the general market. ETFs are cost-effective to own and hold over the long time period. This feature makes them specifically appealing to the typical buy-and-hold investors. ETFs charge extremely low annual fees, (as low as 0.04% of assets compared with 1.4% for average mutual fund fees (according to Morningstar). You could create a full and well-diversified portfolio utilizing ETFs only! Every investor loves to save management fees, especially those investors who place their savings into their portfolios. In helping investors save money, ETFs really compete very well with other securities. ETFs for underlying stock market indices charge even lower turn-over and management fees.


As you might know, the Vanguard 500 Index Fund is often known as one of the least expensive to maintain index funds. The Vanguard fund’s approximate 20 basis points of expense ratio are tremendously lower than the 100 plus basis points which are usually charged by other mutual funds. However, if you compare the SPDR 500 ETF with the Vanguard 500 Index fund, the approximate 10 basis points expense ratio charged on SPDR 500 ETF are about 50% lower than the Vanguard 500 Index Fund. This puts other equity funds to shame!


As previously mentioned, like traditional stocks and bonds, ETFs can be traded intra-day plus during extended hours. This option facilitates risk-taking traders to trade along the near-term market movement through ETF trading. For example, if the stock market is experiencing a steep rise or decline during trading hours, it allows speculators to take advantage of volatility by purchasing an ETF that mirrors the index, and realize the gain before the market makes a turn.


Investing in a mutual fund that mirrors the S&P 500 does not provide this capacity. A mutual fund can’t allow speculative traders to profit from daily fluctuations, since each mutual fund can only be redeemed at the market close of each trading day and only has one price. Especially when catastrophic events occur in the market, the ETFs traders can escape from the financial disaster promptly.


Be mindful that because ETFs trade through a brokerage firm, each trade incurs a commission charge. To avoid letting commissions shrink your profit margin, shop for a low-cost brokerage. ETFs also facilitate a buy-and-hold investor who is in a position to execute a large, one-time investment, and then wait for his equity to grow.


ETFs are favored by investors who like to reduce their tax burden. In terms of tax efficiency, ETF portfolios are even more preferred compared with index funds. Generally speaking, investors are provided more tax benefits especially when he trades large quantity of ETFs. Selling ETFs is different from mutual fund redemption. It does not necessarily force fund managers to dump shares of underlying securities. Be aware that this process incurs capital gains and taxes. Therefore, the investor can defer taxes until the investment is actually sold. On the other hand, more frequent trading activity, and the different regulatory structure of mutual funds generate higher taxes as well. Moreover, an investor can opt for ETFs that don't have large capital gains distributions.


It is easy to comprehend the reason that ETFs have gained in popularity. Their associated costs are low, and the portfolios are flexible and tax efficient. The incentive for broadening the universe of ETFs comes, for the most part, from professional investors and active traders. Those investors with an eye for long-term gain will discover that the general market based ETFs will easily fit into their portfolios, when they have an opportunity for sporadic large-size purchases of equities.


Otherwise, investors interested in passive fund management, and who are making systematic investments with comparatively small amounts on a regular basis, are wise to stick with the traditional index mutual fund. Please keep in mind that ETF trading commissions might make it too costly for those people in the build-up phase of the investment process.


If you wanted to maximize your profit, but are currently short of cash, you can borrow on margin to buy ETFs. The minimum share of ETFs you must buy is only one! The number of shares must be in whole numbers, not fractions or decimals. In this manner, ETF transactions are not like buying mutual funds. With funds, you can invest with a certain amount of money, and buy fractions of shares. If you wanted to short the market, you can buy Bear ETFs in lieu of shorting the stocks directly. You have more flexibility to trade in both directions in the general market, but mutual funds do not have this capacity. In addition, you are not required to pay marginal interest by buying Bear ETFs, but you do need to pay marginal interest if you sell short on securities. Of course, you can short ETFs themselves as well. Please bear in mind, selling short or buying Bear ETFs is a risky trading behavior. On the other hand, it can lead you to significant profits if you have compelling and sophisticated technical indicators to identify the market reversals and directions.


More technical indicators are available for ETFs trading. For example, VIX, ISEE, TRIN, and Smart Money Flow Index, etc., are tracking the general market only. They are not available for individual Stocks.


Do you feel frustrated if the general market is surging, but the individual stocks in your portfolio are underwater? We know most investors and traders strived to beat the general market with their carefully accumulated portfolio.


Why do some stocks with apparent great potential underperform? It is not hard to notice that some stocks do not follow the general market trend, such as Apple Inc. Once a red-hot stock, Apple Company’s total value could have been greater than a country’s wealth, at its apex! You never know when the tide will change for an individual stock, even when the general market is robust. Apple stock reached its all-time high closing price on 9/19/2012 at $702. Actually, on 9/21/2012 it reached an all-time intraday high of $705.
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Chart1.1: AAPL vs. NASDAQ from 9/19/2012 to 6/25/2013.


Source: Line Graph Outline from Yahoo Finance. Actual data compiled by Authors.


We drew chart 1.1 on the Yahoo Financial platform. When you create charts using Yahoo Finance, you can set the date range, compare with other stocks, ETFs or indexes. If you need to compare with multiple securities, you can use a comma to separate between securities by clicking on the “Compare” button on the top of the chart.


From chart 1.1, you found that Nasdaq-100 gained about 10% from September 2012 through June 2013, but Apple stock plunged about 40%. If you picked the wrong stock, you might be very frustrated and lose money in large quantities.


You might argue that the reason you trade individual stocks is that you might obtain a higher return rate. Please see chart 1.2.
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Chart 1.2: AAPL vs. TQQQ from 11/25/2011 to 4/5/2012.


Source: Line Graph Outline from Yahoo Finance. Actual data compiled by Authors.


Again, we used AAPL as an example to compare its performance vs. TQQQ, during the time period between 11/25/2011 and 4/5/2012. TQQQ, otherwise known as Nasdaq-100 Bull 3X ETF, looks for three times (3X) the daily investment result of the underlying security NASDAQ-100 Index without excluding fees and expenses. As you can see, Apple stock had the best performance during 11/25/2011 through 4/5/2012. It appreciated from $363 per share to $633 per share with an increase of 74%. However, within the same time period, TQQQ which is a Nasdaq-100 Bull 3X ETF, grew at a 105% return rate. If you choose the right ETF with acceptable risk level, you can still beat the individual stocks.
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