Technical Analysis Of Financial Markets By John Murphy

Technical Analysis Of Financial Markets By
John Murphy

Introduction: The Blueprint
for Charting Success

For nearly three decades, one book has
stood as the definitive reference for
traders and investors venturing into the
world of price action. Technical
Analysis Of Financial Markets By
John Murphy is not merely a textbook; it
is a comprehensive roadmap that has
guided countless individuals through the
complexities of stock, bond, commodity,
and currency markets. Often referred to
as the "bible of technical analysis," this
landmark work distills a vast and often
intimidating subject into a logical,
structured, and highly applicable
framework. Whether you are a complete
novice trying to understand what a
candlestick is or a seasoned professional
looking to refine your understanding of
intermarket relationships, Murphy's work
provides the foundational bedrock upon
which successful trading strategies are
built. The book's enduring popularity
stems from its unique ability to bridge
the gap between theoretical concepts
and real-world application, making it an
indispensable tool for anyone serious
about navigating financial markets.

The Enduring Legacy of
John Murphy

Before diving into the core tenets of the
book, it is important to understand the
man behind the text. John J. Murphy is a

Lynch Technical Analysis Forum and is a
frequent commentator on financial
television networks. His wunique
contribution, however, lies in his holistic
view of the markets. He was one of the
first analysts to champion the idea of
intermarket analysis, which is the
study of  how different asset
classes—stocks, bonds, commodities,
and currencies—interact and influence
each other. Technical Analysis Of
Financial Markets By John Murphy is
an expansion and refinement of his
earlier work, "Technical Analysis of the
Futures Markets," and it incorporates this
broader, interconnected perspective. This
book is not just a collection of indicators;
it is a philosophy that recognizes the
market as a dynamic, living organism
driven by the collective psychology of its
participants.

Why This Book Remains the
Gold Standard

In an age of algorithmic trading, high-
frequency bots, and complex quantitative
models, one might ask if a classic text on
technical analysis is still relevant. The
answer is a resounding yes. The
principles laid out by Murphy are timeless
because they are rooted in human
psychology. Fear, greed, hope, and panic
have driven market prices since the first
stock was traded, and they will continue
to do so. Technical Analysis Of
Financial Markets By John Murphy
provides the tools to visualize and
measure these emotional tides.
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plain English, supported by clear charts
and practical examples. It avoids the
"black box" approach, instead teaching
the reader how to interpret raw market
data for themselves. It is a complete
education between two covers.

Core Foundations: The
Pillars of Price Analysis

Murphy begins by laying the essential
groundwork, ensuring the reader
understands the philosophy and core
assumptions that underpin all of
technical analysis.

The Philosophy of Technical
Analysis

Murphy dedicates significant attention to
the three fundamental premises on which
technical analysis rests:

e Market Action Discounts
Everything: This is the
cornerstone. It suggests that all
information—economic data,
political events, earnings reports,
and even insider knowledge—is
already reflected in the current
price. Therefore, studying price
action is the most efficient way to
understand the market.

e Prices Move in Trends: The
concept of trend is paramount.
Markets do not move chaotically;
they exhibit inertia. A trend, once
established, is more likely to
continue than to reverse. This is
the basis for all trend-following
strategies.

e History Tends to Repeat Itself:
This principle relates directly to the
study of market psychology. The
patterns and formations that
appear on charts today look
remarkably similar to those from
decades ago because human

nature remains constant.
Recognition of these repetitive
patterns allows traders to
anticipate future price movements.

Understanding Different Types
of Charts

The book provides a thorough
examination of the primary charting
methods. Murphy explains not just *how*
they are constructed, but *why* traders
prefer one over another for specific
situations.

e Bar Charts (OHLC): The standard
format showing the Open, High,
Low, and Close for a given period.
Murphy explains how to interpret
the shape and range of each bar to
gauge market sentiment.

e Candlestick Charts: Originating
in Japan, these charts provide a
more visual representation of the
battle between buyers and sellers.
Murphy covers key reversal
patterns like Dojis, Hammers, and
Engulfing patterns, integrating
them seamlessly into the Western
analytical framework.

e Point and Figure Charts: A more
niche but powerful method that
focuses exclusively on price
movement, filtering out time and
noise. Murphy explains how this
"pure" price approach can help
identify clear support and
resistance levels.

Mastering the Concept of
Trend

The identification and classification of
trends form the central nervous system
of the book. Murphy does not just define
a trend; he teaches you how to measure,
draw, and trade it.
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Pefiming amd -Measuring-Trends -

A trend is defined as the general
direction of the market. Murphy breaks
this down into three distinct categories:

1. Primary Trend (Secular): The
long-term direction, lasting a year
or more. This is the "tide" of the
market.

. Secondary Trend

(Intermediate): A corrective

move within the primary trend,

lasting weeks to months. This is the

"wave" that moves against the

tide.

Minor Trend (Near-Term): The

daily fluctuations, lasting a few

days to weeks. These are the

"ripples" on the surface.

Murphy emphasizes that a trader must
identify their time frame and trade in the
direction of the next larger trend. He
provides detailed instructions on drawing
accurate trendlines, using action points
(extreme highs and lows) to validate the
line's significance.

Support and Resistance: The
Battlefield

One of the most practical sections of
Technical Analysis Of Financial
Markets By John Murphy is his
treatment of support and resistance. He
explains that these are not just lines on a
chart; they are price levels where
significant buying or selling pressure
occurred in the past. A key concept he
introduces is the "role reversal" principle:
a former resistance level, once broken,
often becomes a new support level and
vice versa. He discusses how to identify
these levels using horizontal lines,
trendlines, and moving averages, and
explains the importance of psychological
round numbers (e.g., $50, $100) as self-

fuTfilling sUppOfT and resistance magnets,

Chart Patterns: The
Language of the Market

Murphy provides an exhaustive yet
accessible guide to the most important
chart patterns. He distinguishes between
two primary categories: reversal patterns
and continuation patterns.

Key Reversal Patterns

These patterns signal that an existing
trend may be losing steam and about to
change direction. Murphy covers these in
depth:

* Head and Shoulders: The most
famous and reliable of all reversal
patterns. Murphy explains the
importance of volume confirmation
and the significance of the
"neckline" breakout.

e Double and Triple
Tops/Bottoms: These indicate
that the market has tried to push
prices to a new extreme but failed,
signaling exhaustion. He explains
how they mimic the Head and
Shoulders pattern in logic.

e Rounding Bottoms (Saucers): A
slow, gradual change in trend,
often indicating a long-term
accumulation phase.

e V-Formations (Spikes): The most
difficult to trade, as they lack a
gradual transition. Murphy warns of
their sharp, unpredictable nature.

Significant Continuation
Patterns

These patterns suggest that the market
is taking a "breather" before continuing
in the same direction as the prior trend.

e Triangles (Symmetrical,
Ascending, Descending):
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ascending triangle is bullish and a
descending triangle is bearish,
while a symmetrical triangle is a
neutral pattern of consolidation.

e Flags and Pennants: Short-term,
steeply sloped patterns that
typically form after a sharp move.
They are characterized by declining
volume and are among the most
reliable continuation signals.

e Wedges: Similar to triangles but
with a distinct slope. A falling
wedge is often bullish, while a
rising wedge is bearish.

Technical Indicators: Adding
Precision to Your Analysis

While chart patterns are visual, indicators
provide quantitative data. Murphy
dedicates a significant portion of the
book to the study of leading and lagging
indicators, teaching the reader how to
combine them for a powerful market
edge.

Trend-Following (Lagging)
Indicators

These indicators are designed to identify
and follow a trend. They are most
effective in trending markets.

e Moving Averages: Murphy calls
this the "most versatile of all
indicators." He covers simple,
exponential, and weighted moving
averages. He provides specific
formulas (like the 4-day, 9-day, and
18-day) for different time frames
and explains the "Golden Cross"
and "Death Cross" signals. He also
spends considerable time
explaining the MACD (Moving
Average Convergence
Divergence), a powerful tool
developed by Gerald Appel.

* Bollinger Bands: Developed by

John Bollinger, these bands
measure volatility. Murphy explains
how prices tend to revert to the
mean (the middle band) and how a
"squeeze" (narrowing of the bands)
can foretell an explosive move.

Oscillators (Leading Indicators)

These indicators are best used in
sideways or non-trending markets to
identify overbought and oversold
conditions and potential reversal points.

e Relative Strength Index (RSI):
Murphy provides a masterclass in
using this popular oscillator. He
explains the significance of the 30
and 70 levels, and more
importantly, the concept of
divergence—when price makes a
new high but the RSI makes a
lower high, signaling waning
momentum.

e Stochastic Oscillator: A more
sensitive indicator that compares a
closing price to its price range over
a period. Murphy explains how the
%K and %D lines cross to generate
signals.

e Volume and On-Balance
Volume (OBV): Volume is the fuel
that drives the market. Murphy
dedicates a full chapter to volume
analysis, explaining how OBV can
confirm trends or warn of
impending reversals. Rising prices
accompanied by rising volume is
healthy; rising prices on declining
volume is a warning sign.

The Revolution of
Intermarket Analysis

This is arguably the most valuable and
unigue contribution of Technical
Analysis Of Financial Markets By
John Murphy. The earlier edition of this
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systematically study the correlations
between different asset classes.

The Intermarket Relationships

Murphy identifies several key
relationships that every trader must
understand:

e Commodities vs. Bonds: Rising
commodity prices (inflation) are
generally bearish for bonds (rising
interest rates).

e Bonds vs. Stocks: Falling bond
yields (interest rates) are generally
bullish for stocks, as they lower the
cost of capital.

e Dollar vs. Commodities: A falling
U.S. Dollar is usually bullish for
commodity prices, which are often
priced in dollars.

e Dollar vs. International

the earnings of multinational
companies, often boosting U.S.
stock indices.

Murphy uses relative strength analysis
(comparing the performance of one asset
class to another) to show how capital
flows from one sector to another in a
predictable cycle. This section alone is
worth the price of the book, as it provides
a "big picture" perspective that most
traders lack.

Practical Application and
Trading Systems

The book moves beyond theory and
offers concrete advice on building a
trading plan. Murphy is a firm believer in
the concept of multiple
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