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			The Foreword by Dr. Alexander Elder

			This is the liveliest book on trading I’ve read in several decades.

			Successful trading is partly a science and partly an art. Most writers forget the art part and sink in the sandpit of dry formulas. If formulas alone could make you rich, the firm with the fastest computer and the best programmers would own the exchange. That has not happened because the art part trips them up.

			The market is not a physical object that can be mastered with precise formulas. It is a huge mass of people, subject to the imperfect laws of mass psychology. Crowds sweep most of us up, including seemingly rational analysts. And not only that – your feelings, desires and fears color your vision and interfere with your perceptions of the market’s reality.

			This book by Ian Murphy delivers its share of formulas, but what makes it unique is the amount of attention it pays to the human condition of a trader. It brings you face to face with feelings that spring up in the markets – and suggests solutions.

			Most financial traders lose money – it is a sad if seldom discussed fact. The crowds garner some paper profits during a bull market, only to give back much more when that market turns. Trading is a minus-sum game in which the losses of the majority flow into the pockets of a savvy and disciplined minority, after a hefty deduction to the professionals in and around the market. If you trade ‘like everybody else’ you will lose. To win you have to stand apart, be different.

			This is why many successful traders could be described as eccentric. Ian brings his own share of eccentricity to the market – so much so that when he first told me he was writing a book I suggested The Leprechaun Trader as its title. Later the conservative minds at the publishing house came up with Way of the Trader – true if less colorful.

			Ian is a master of the skillful turn of phrase. “People who are drawn to the markets tend to be tech savvy and many have a background in business and finance – what a pity.” “It’s important we lose money when we start trading.” Reading that brought back a memory of how I had the bad luck to make money on my first two trades. Afterwards it took me a couple of years to get rid of the delusion that trading was easy.

			Ian continues: “A bad trader is like a bad negotiator, every time he sits down at the table he gets a worse deal.” “…the only way to get ahead in the market (to triumph over ourselves), is to act in a manner that is out of character for traders…” “Discipline is not about suppressing or controlling something, it’s about doing the appropriate thing at a given point in time.”

			Ian’s book is not all art; there is plenty of science. He delivers well-organized advice on market analysis, indicators, and trading systems. For the past several years Ian has been an active member of SpikeTrade.com – a worldwide group of traders that I lead together with my friend and partner Kerry Lovvorn. Ian credits both of us for many of his tools and rules. I will not hold it against him that he skips a few credits – after reading our posts for years, our concepts must have gotten so deeply under his skin that they feel like his own.

			Still, Ian has a uniquely engaging way of presenting those concepts. For example, I’ve been saying to traders for years that the single most important step for their growth is keeping good records – show me a trader with good records, and I’ll show you a good trader. Ian writes: “Slippery people avoid written records like the plague. They try to conduct all their business face to face and never document anything because they know they might have to deny it later. When traders fail to keep proper records, the only person they’re hoodwinking is themselves.” And he follows this up with a list of seven recommended records.

			In a saturated field of market literature Ian’s book is like a breath of fresh air: real, humane, and genuinely funny. You’ll enjoy reading it, and I hope it helps you become a better trader.

			Dr. Alexander Elder

			Author, The New Trading for a Living

		

	
		
			The Introduction

			Life constantly provides wonderful opportunities. If the opportunity you seek is financial, the markets are the place to be. Every trading day, trillions of dollars flow through the global financial system and, if you are prepared to take a calculated risk, some of it can be yours. 

			A private trader is someone who uses their own money to trade the markets. There is no other activity like it. Trading offers the unique ability to make serious amounts of cash from anywhere on the globe with just a laptop for company – and, best of all, it’s totally legal.

			Not surprisingly, the promise of wealth and freedom has attracted many to trading over the years and continues to draw in new traders. As we all know, there is no such thing as a free lunch, not to mention a free buffet. In fact, most people who attend a ‘free lunch’ in the markets end up having to pay for broken dishes.

			Sources of revenue that require no physical effort are quickly identified and soon become saturated. Trading is particularly difficult because the markets are populated by some of the brightest minds on the planet. I have been fortunate to meet some of them and can assure you they were up early this morning and know exactly what they are doing.

			In many respects, a trader is like a stand-up comedian. Both professions make their living by observing society and leveraging its anomalies. More importantly, both activities revolve around a single issue. The comedian is either funny or not; everything else is irrelevant. A trader can either pull money out of the market or not; nothing else matters. 

			In order to do that consistently, training is required and that’s where this book comes in. There are three parts:

			
					Part A will take an honest look at the job of a trader and explore a trader’s relationship with the market.

					Part B has ten sections. These provide a complete foundation for traders, including a look at various trading styles and the path a trader must follow in order to be successful, followed by an ‘edge’ and how to use it. While each is a complete lesson in its own right, there is a natural progression to these ten chapters and it’s assumed readers have already dabbled in the markets. Accordingly, some chapters will demonstrate how risk management and record-keeping deal with the issue of gambling, while others identify the procedures used by professionals. Along the way, there will also be an introduction to technical and fundamental analysis.

					Finally, in Part C, I’ll share some profitable trading strategies which can be used by anyone.

			

			New traders share a common fault: they over-complicate trading by submerging themselves in technical indicators. Successful trading boils down to just a handful of basic things and for the most part they’re not technical in nature. The psychology of trading is especially important. Hence, the style of the book is pithy and personal with as little financial jargon as possible. It’s also quirky and unexpected because that’s how the market operates. But don’t let the light-hearted anecdotes fool you – everything you need to prosper as a trader can be found in the pages that follow.

			I’ve done my best to write it all down, the question is – can you pick it up?

		

	
		
			Part A

		

	
		
			The Job

			Is Trading a Job or a Business?

			In this opening chapter, we’ll look closely at the activity of a private trader and examine aspects of the profession which may surprise people thinking of getting involved.

			Working in paradise

			About 30 years ago, I decided to move to the Canary Islands. I had been there for brief holidays and concluded the sunny beaches offered better prospects than a floppy-disc factory in Limerick. When I got there, things weren’t as rosy as I had imagined and after spending a few weeks handing out fliers for pubs and clubs, I got a job on a construction site. 

			This involved carrying floor tiles up 20 flights of stairs in the heat of summer. After six months, the building was finally complete and we had a bit of a celebration to mark the event. That evening, as I sat on the rooftop eating a sheep’s head with my Moroccan workmates, I couldn’t help thinking this was not the high life I had in mind.

			Just like an image of a tropical island, working as a trader can look very attractive from a distance. Faraway hills are always greener and may even appear to be made of dollar bills. But trading is a difficult task and is not profitable for the majority of people who attempt it.

			There is no shortage of market advisors and we are all familiar with the usual clichés, ‘Buy low and sell high’, ‘Cut your losses and let your winners run’ and ‘Buy the rumor, sell the news’. All of these are true but are much easier said than done. Many market advisors are like fringe politicians: they always know what others should be doing but somehow they never manage to be in a position where they have to take financial responsibility for their opinions.

			All politics may be local, but all trading is global. When we connect to the market, we plug into an unfiltered display of the financial impact of all human activity and this can come as quite a surprise. Every meeting held, every barrel of oil pumped, every machine sold and every shot fired – they are all distilled to their economic essence and expressed on our screen. 

			Most of us are unprepared for the enormity and complexity of this experience. Modern society is constantly holding our hand and creating structures designed to protect us from ourselves and others. In a world where uncomfortable truths are avoided for fear of causing offence, the naked directness of the market is shocking. 

			From the market’s perspective, our trading endeavors are just another flow of data to the exchange, feeding into all the other data it receives. It is indifferent to our feelings and opinions and has no understanding of us as a person. All it perceives is a tiny packet of data telling it to execute an order, buried among millions of similar orders. 

			A business – but a different one

			Trading is an exercise in the transference of capital based on the assumption of risk. We might think we are buying and selling shares, but we are actually running a small business which trades in risk. 

			Therefore, when we start to trade, we need to retire from the concept of doing a week’s work for a week’s pay and we should dedicate the same level of commitment to our new trading business that we would to any other. 

			Trading is a little different from other enterprises because we plug in and out of our income source when it suits us. We can trade for a few weeks this year and do nothing for three years, then trade for a solid six months and stop again. In the meantime, we have no customer base to maintain or employees to support.

			Another wonderful aspect of trading is the ability to quickly grow an account without having to expand our business to accommodate the increase in turnover. For example, a trader can place a $200 trade or a $2 million trade from the same computer, in the same market. Because of its nature, the market has an infinite ability to assimilate any amount of money thrown at it and give the corresponding return on investment. 

			If a financial instrument increases in value by 15%, the guy with a $200 trade makes $30 and the guy with $2m in the same instrument makes $300,000 – but no extra effort is required and it all happens in the same place at the same time. 

			What’s more, a trading business never has to chase debtors for payment because all transactions are settled immediately. This is a huge advantage because many start-ups spend half their time running the business and the other half trying to get paid.

			And finally, when the day comes that a trader has enough, he can simply stand up and walk away. There is no costly infrastructure to be dismantled or ongoing liabilities to manage. 

			Cash is king

			It goes without saying, we need money to trade and the larger our account, the easier it will be to generate a living wage. Most folks don’t have a lump sum to begin with, so they need to save. This will require effort and personal sacrifice. They need to eliminate all unnecessary expenditure and divert every penny to paying off any short-term high-interest loans. This process will also nurture the habits of discipline, patience and diligence which they will need to trade. 

			Newcomers should start by trading a simulated account of the same size they intend to trade with real money. If they don’t manage to get a lump sum together, a steady track record on a simulated account is an excellent calling card if they plan to manage other people’s money.

			No barriers, no rigging

			Professions with high barriers to entry tend to be very profitable and lack competition. On the other hand, professions which are easy to enter pay less and are highly competitive. The trading profession has no barriers, so the profits are elusive and the competition intense.

			The market is a work environment like any other. The existing professionals need to get paid and they know where to find the cash. The legal and medical professions aren’t rigged against newcomers just because the old hands are plugged into the money flow. When entrants to these professions have naive ideas of making a fortune, disappointment is sure to follow. 

			Likewise, the trading profession isn’t rigged against new traders. The new guys need to appreciate the complexity, composition and subtlety of the environment they have entered. They must learn the ropes and serve an apprenticeship like everyone else before them. 

			Trading and gambling

			My first encounter with financial trading was not a good one. At the time, I was trading precious metals in a workshop which I shared with a goldsmith. One day, our cozy cocoon was ruptured by a group of traders who set up office across the hall.

			They were an interesting bunch from very different backgrounds, but all shared the common trait of being a bit odd. In time, I would realize this is not unusual among traders and can actually be an advantage. The most experienced one had worked on a trading floor on Wall Street. He was the group mentor with a great feel for the markets and a sharp mind.

			Unfortunately, he was also a bit wired and had a gambling problem. Apparently, his wife had thrown him out and only agreed to take him back if she controlled the family finances. Every morning she gave him £10 for his lunch as he went out to work. He loved betting on the horses, so naturally, the money would be gone before lunch and he would drop into us for a frenzied chat and half my sandwich. As a result, the whole experience left me overwhelmed and undernourished.

			Several fascinating studies have been conducted into the behavior of traders and the issue of gambling is a recurring theme. Studies of the market and its participants can be incredibly insightful, especially when conducted by outsiders. Academics approach the subject from a different perspective than the financial industry, so their research offers a valuable counterbalance to established opinion. We traders like to perceive ourselves and the market as two separate entities, whereas an academic sees us as one.

			In a 2009 study, Alok Kumar showed a strong connection between the propensity to gamble and investment decisions made by U.S. investors.1 In the same year, Mark Grinblatt and Matti Keloharju showed that investors prone to sensation-seeking trade more often.2

			In a very comprehensive study, Brad Barber and Terrance Odean from the University of California and Yi-Tsung Lee and Yu-Jane Liu from Peking University analyzed the complete transaction data for the Taiwan Stock Exchange from 1992 to 2006. They discovered that “the introduction of a National Lottery in Taiwan coincided with a significant drop in trading volume on the Taiwan Stock Exchange.”3

			Many gamblers trade the markets, just as they engage in other activities, but successful traders do not gamble. Understanding the difference goes to the very heart of trading.

			A gambler takes on financial risk motivated by addiction and entertainment. The potential for profit is used to justify the activity but he keeps no records, as his losses would destroy the illusion. He bets whenever he has money, regardless of the conditions and potential outcome. He will bet with funds required to maintain his existence, such as food, housing or clothing. If need be, he will forsake these essentials to fund his addiction. 

			A gambler has wins and losses over time but is always a net loser in the long run.

			On the other hand, a successful trader is motivated solely by profit and thinks like an actuary at an insurance company. He examines the market and chooses the risk he is willing to accept, as he knows he is more likely to profit from it than to lose. He constantly limits his risk using proven management techniques and keeps meticulous records. Trading is a regular job to him; he finds it interesting but not particularly exciting. If he believes the current market is not conducive to his trading style, he doesn’t trade.

			A professional trader also has wins and losses but shows a consistent and steady profit in the long run. Most importantly, he expects a risk premium, which means he has to be paid extra for taking the risk: he is not doing it for entertainment. 

			Honest and accurate records are what separate trading from gambling. The floor of a bookmaker’s office is littered with crumpled papers, each one cast aside by an unlucky punter. Every piece of paper is a written record of a financial transaction. This carpet of losses is conveniently trampled underfoot, allowing the customers to ignore the reality of their situation. But the bookmaker doesn’t throw away his records. That in itself speaks volumes. 

			Gambling, insurance and trading

			The fact that gamblers do not pay a fee to engage with their potential source of profit means the majority of them have to lose in order to support the infrastructure of gambling.

			The flow of money in the gambling industry is the exact opposite to the insurance industry. In gambling, the small losses of the many exceed the large wins of the few and the company in the middle pockets the balance. With insurance, the small premiums of the many exceed the large claims of the few and the company in the middle keeps the difference. 

			A useful exercise for any gambler is to examine the financial statements of a publicly listed bookmaker. For 2017, a global firm reported ‘Sportsbook net revenue’ of 9.2% across all their platforms and markets. According to their accounts, “Sportsbook net revenue % represents sportsbook revenue expressed as a percentage of sportsbook stakes. Sportsbook revenue is sportsbook stakes less sportsbook customer winnings and the costs for customer promotions and bonuses pertaining to sportsbook.”4 In other words, they keep 9.2% of what they take in. 

			For a gambler, the bookmaker is the opponent, a more skillful and experienced adversary who sets the odds because he knows he will profit from them over the long run. When you gamble, you play by the bookmaker’s rules. When trading, our broker charges us to access the market but he is not our opponent. Our broker is the doorman who must be given a tip as we enter the fray. It’s up to us to select the odds we will trade once inside.

			In the market, we play by our own rules in an open and transparent public arena. Successful traders have learned how to write their own odds – only then will they pay the doorman. 
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			The Relationship

			A Trader and The Market

			Having looked at the activity of a trader, we will now examine his place of work, the relationship he has with his employer and other market-related professions.

			The market mistress

			Trading sounds like the perfect job and it is – provided we have the temperament to survive in the workplace. The renowned English economist John Maynard Keynes described the environment succinctly when he wrote, “The market can stay irrational longer than you can stay solvent.” He learned this lesson the hard way when his trading account was wiped out.5

			From the perspective of professional traders, the market is neither rational nor irrational and they avoid the temptation to project their concept of rationality onto it. They see the market as a bipolar empress. She is a trillionaire and it’s not their job to correct her or tell her she has no clothes – they let the economists and politicians worry about that. 

			A trader is the court jester and his job is to hang out with his mistress and benefit from her largesse, while avoiding her wrath. If that involves similar attire, then so be it. This view goes against much of what we have been brought up to believe. Our natural instinct is to try to fix things, to make the situation ‘right’, because we want things to conform to our concept of normality.

			Economic commentators are always complaining about the antics of traders, just as the mandarins of old complained about the jester. When the empress was having a down day, the mandarins would tell her things were not as bad as they looked. On her manic days, they would tell her to relax and take her medicine. But sooner or later, they all ended up in her bad books. 

			On the other hand, the court jester never offered advice, he just kept on dancing and as a result he never found his head on the block. Likewise, the trick to successful trading is to take the actions of the market with a pinch of salt but our own actions with the utmost seriousness. After all, professional comedy is a very serious business.

			Constant rebirth

			Not only does the market upset economists, it also defies grammar. The word ‘market’ is not a noun, it’s a verb. And it’s not a thing, it’s a constantly evolving event. A good gauge of the U.S. market is the S&P 500 Index (the gauge is a bit lopsided because the index is weighted – but that’s another story). It was introduced in its current form in 1957 by the U.S.-based financial services company Standard & Poor’s. The index is compiled by committee from a selection of 500 large companies trading on the New York and NASDAQ exchanges.6

			The S&P 500 turns over about 20 firms each year and currently Apple is the largest company in the world by market capitalization, yet the firm is just 42 years old. Alphabet (the parent company of Google) is in second place and is just 20 years old – too young to buy a drink in its home state of California. Facebook, at number eight, has yet to get past the pimple stage.7

			As younger firms replace older ones and sources of revenue shift online, business owners and managers are scrambling to keep up. New industries and disruptive technologies have had a profound impact on our lives and work environment, yet the market assimilated all of them without missing a single beat. There is nothing irrational about that. The first stock exchange to facilitate continuous trade opened in Amsterdam in 1602 and the market has been ‘irrational’ ever since.8 When something has been irrational for that long, it is no longer irrational, but we are for thinking it so.

			Of course, this is not to say that the markets are always understandable. Just look at human history: if mankind was a person, it would have been committed to a mental health facility long ago. Most of us tend to be reasonable and rational (most of the time), but when we act in groups the intelligence and maturity of our actions sinks to the level of the dumbest person in the room. Considering the markets are driven by mass psychology, we can hardly expect them to be a bastion of enlightenment. 

			If that feels uncomfortable, let me refer you to Joseph Heller’s book, Catch-22.9 When it is put to the hero, “But, Yossarian, suppose everyone felt that way?” He replies, “Then I’d certainly be a damned fool to feel any other way, wouldn’t I?”

			Trading requires you to adopt the attitude of Yossarian because the market is the ultimate catch-22.

			The crisis crew

			Market participants are subjected to a constant deluge of seemingly knowledgeable yet often contradictory information. To add to the confusion, respected media outlets run both frivolous and insightful pieces on the same page. Twenty-four-hour financial news channels lean towards the entertainment of observing the markets rather than offering actionable information or analysis. 

			The language of the market media is also inclined towards the extreme. Markets don’t go up, they ‘surge’ and when going in the opposite direction they ‘tumble’. When commentators are personally active in the market (as many are), it adds a tinge of anxiety to their perspective. 

			One commonly seen headline is, ‘Market Makes New All-time High.’ This is diligently reported as some sort of economic accomplishment. It’s not. Since their creation, financial markets have always defaulted to new highs. They have to – it’s a mathematical guarantee because of inflation. Every day we are alive our age continues to increase, which means our age will ‘make a new all-time high’ as we take our last breath.

			Another classic is, ‘Increased Market Uncertainty Due to [insert name of crisis here].’ Certainty doesn’t operate on a sliding scale where things become more or less certain depending on the circumstances. When you think about it, there is no such thing as certainty and certainly not in the markets. 

			What we call ‘market uncertainty’ is the natural order of things, it’s when our mistress reasserts her authority and reminds the nanny state who’s really in charge of the kids.

			My absolute favorite is the word ‘as’. It’s just two letters long, but what a gem. Let’s look at the little guy in action as we consider the following headline: ‘Gold Surges as Earnings Disappoint.’ This appears to imply the two events are connected – gold rose because earnings disappointed. However, a few weeks later we see the following headline: ‘Gold Climbs as Earnings Outperform.’ This means the complete opposite of the previous headline, but it still makes perfect sense. 

			This is because the word ‘as’ can mean as a result of but it can also mean at the same time as. The word implies a connection but is also valid where none is present. It covers both market directions and all possible outcomes, while still being factually correct each way.

			The financial media are not public service broadcasters. They are under no obligation to produce reasoned or balanced articles. They do, however, have an obligation to their shareholders. Financial journalists create a product that sells, and they have been producing it for a very long time. 

			Strangely, this point eludes many traders in spite of the fact that we have no obligation to reason or balance ourselves. Maybe this explains the contradictory views some of us hold on the media’s work. On the one hand, new traders tend to hang on every word written and spoken about the market. Whereas experienced traders go the opposite way and dismiss much of what’s written as gossipy and without substance. 

			Dismal scientists

			Economists are another group from whom we expect behavior which is lacking in ourselves. Perhaps this is why we observe their work from polar-opposite positions as well. Market newbies trawl through volumes of economic opinion and analysis, whereas experienced traders tend to disregard the work of many economists as a debate in the university cafeteria. It’s all very interesting and intelligent, but completely detached from the ‘real world’ in the market. 

			Traders have the wonderful luxury of saying we haven’t a clue what’s going on and we can take the day off. The technical term for that is ‘sitting in cash.’ We don’t have to explain the market to anyone, least of all ourselves. The market offers endless opportunities and if we don’t like the offer on the table today, there will be another one along tomorrow. Our pride and reputation (such as it is), is never at stake because we don’t have to make predictions. 

			Life is not so easy for economists. They must produce information on which planners and decision makers can formulate public policy. When the economists get it right, we’re not interested because it’s boring and it was obvious anyway. When they get it wrong, we are all experts after the fact and we deride the so-called ‘professionals’ for failing to predict the future. 

			Selling the dismal science is not an easy task. The sound and stable policies prescribed by economists are in direct contradiction to what populist politicians and their voters actually want. Jean-Claude Juncker, President of the European Commission, summarized this quintessential dilemma at the height of the eurozone financial ‘crisis’ when he admitted, “We all know what to do, we just don’t know how to get re-elected after we’ve done it.”10

			I don’t envy the role of an economist, especially when trying to explain market shenanigans to a concerned public looking for answers. They must feel like a psychiatrist in an arranged marriage with their worst patient and the neighbors keep complaining about the noise.

			A trader’s perspective

			There is no shortage of market commentary. Much of it is well-researched and insightful, and much of it is not. However, commentators perform many different roles, and since they are all getting paid, they must be doing something right – the same can’t be said for traders. 

			We only get paid when we trade successfully. Our opinions are totally meaningless if we can’t grow the balance in our trading account. Besides, news events and economic data are not the story we’re interested in, we need to know how our mistress – the market – will react. That’s a totally different event and the only one that counts. 

			This gives rise to the market saying
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