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Building A Trading System 

 
I think this will be a very important lesson for some subscribers, as it will save you a lot 
of time by learning from my mistakes. 
 
It has been a rough two weeks. I have been awake until 5 am most mornings testing ideas 
for trading. This isn't normally the way I work but something got me excited. 
 
About two weeks ago I got an email from a trader explaining his trading method and 
asking me for some advice on how to improve on it. On the surface of it, there wasn't 
much to his approach but he had been trading profitably for a few years and that got me 
interested. 
 
As it turned out, he was using the same charting package I use and had used the back test 
facility to go over years of data to come up with the method he now used. The method 
itself was a simple, sound little technique but his money management control was 
brilliant and that was the genius of his method. 
 
So far there was nothing unusual about this other than he was using the back testing 
facility. If you have only started trading in the last few years this might not seem unusual 
to build a little code and go back and test lots of ideas. For me it is different. I started 
when most charting packages never had this facility and I did everything the hard way. I 
would sit with a notepad, come up with an idea and literally go over every bar on a chart 
for the last 10 years. This could take weeks. 
 
Because that's how I started I never really got out of the habit of doing it any other way. I 
have lost count of how many of these notepads I have dotted around my office. I have 
always continued doing it this way until a few weeks ago. 
 
How Big Is The Biggest Gold Bar 
The largest manufactured pure gold bar weighs 200 kg (441 lb) and was made by the 
Mitsubishi Materials Corporation on December 15, 1999, at the Naoshima Refinery, 
Kagawa Prefecture, Japan. The gold is certified 99.99 per cent pure. The bar measures 
19.5 cm (7.7 in) wide and 40.5 cm (15.9 in) long at the base and is 16 cm (6.3 in) tall. 
The bar was purchased by Toi Marine Kanko Corporation (Japan) on December 20, 
1999 and put on exhibition for the public from January 1, 2000. 
Source: Guinness World Records. 
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Anyway, He agreed to help me learn a little code in exchange for some help with his 
approach to the market. Even then I wasn't particularly enthusiastic about the idea as I 
have become pretty set in my ways and comfortable with my trading style. 
 
This was all done via email, but luckily he was very good at explaining things and after a 
few more emails I was beginning to get the hang of it. 
 
Welcome to the 21st century - following his instructions to the letter, I opened up the box 
he told me to on the charting software and entered the code then pressed the button - 
BANG. In about 30 seconds flat this thing had worked out the profit and loss of 10 years 
of data. I sat looking at this for over 10 minutes thinking of the possibilities. 
 
In the past, every time I had a new idea or combination I wanted to test I would write it 
down for testing later when I got time. With this new power I could do all this in minutes. 
 
After that I idly started messing around with the code and couldn't get it to work. When I 
put in my own formula and hit enter nothing happened or I got an error message. I knew 
immediately this would take some studying. 
 
Luckily I am a fast learner and within an hour or two I had mastered a few basic 
formulas. I got so involved in this that I missed lunch, dinner and before I realized it, I 
had been at it for 20 solid hours. 
 
The following days where no better. I stopped watching the markets and even phone calls 
and emails where beginning to bug me. All I wanted to do was test. This thing was 
becoming addictive. 
 
The thing that got me hooked was actually a mistake. The first working formula I used 
gave a result of a 93% accuracy making astronomical amounts of money. It wasn't until 
later in the day that I realized that I had made a mistake in the formal and I was 
calculating the wrong thing. 
 
If you think back to when you started trading, you probably used one of the standard 
indicators in the standard way. After all, it was your only reference point. 
 
My experience has taught me that most of the indicators don't work well in the way that 
they where designed. Now, this is where I can be of some help. 
 
I don't claim to be a guru or a genius at anything but I do often have an unusual approach 
to things and here is an example. 
 
Let's take a fairly typical simple moving average of 50 periods and test it. If there is a 
close of the daily bar above 50 MA then we will go long and if there is a close below the 
50 MA then we will go short. This is a SAR trade (stop and reverse), which means the 
long position will stay open until we get a short signal at which time we will reverse and 



go short. This is what you will come up with if you test this idea on the daily bars of the 
spot Pound/Dollar currency pair (GBP/USD). 
 

 
 
Now as soon as you see these numbers it will make most trades walk away. There were a 
total of 196 trades and only 19.4% of them where profitable and to cap it all it was a loss 
overall. But wait, there is more here then meets they eye and this is the point I want to 
make. Be different. If you do the same as everyone else you will get the same results. 
You only need one little thing that works regardless of how weird it is to make serious 
money. 
 
What would happen if we had done exactly the opposite of what everyone else would 
have done. What would happen if we went short when the close was above the average 
and long when it was below the average? 
 

 
 
Again you would have made 196 trades but you would have been correct an incredible 
80.6% of the time. The largest loss of -2208 wouldn't have fazed me, as I know that once 
I start adding stops and limits it would take care of it. I also know that if something is 
profitable in its basic form it will generally become more profitable once good money 
management has been added. The actual chart would look like this: 
 
 



 
 
Sounds impressive. However I wouldn't trade something like this because for every trade 
you would pay a 5 pip spread, which means it would bring your profit down to 2770 over 
10 years to give you an average of 277 pips per year - or 14 pips per trade. That's just not 
enough juice for the effort. Don't try and trade this, I am just making a point with the 
example. 
 
Over the two-week period I tested hundreds of combinations and came up with at least 
three viable methods. If an old fart like me can do it, you can do it to. 
 
The point is that all the best results of my testing where when I tried weird stuff. Doing 
the opposite of what an indictor said I should do or using them in an entirely different 
way. 
 
If your charting package doesn't have the ability to do back testing or you are on a limited 
budget don't worry. Just get out your notepad and start writing. 
 
Start with an idea. Go back through as much data as you can get your hands on. A 
hundred trades are not enough. You really want to test thousands of trades if you can. 
You also want it to work on more than the market you normally trade. If you are trading 
stocks, test it on all the stocks you trade not just one. If it is a good system, it should work 
on anything. 
 
Just because your method might be discretionary (you decided when to enter or exit a 
trade) doesn't mean you shouldn't back test it. Go through all the charts you can get your 
hands on and go through each scenario and make a note of whether you would have made 
a profit or a loss on each trade. 
 
Some methods can't be back tested because there are too many variables. Especially if 
each trade set up is different form the next. But test the parts you can. 



 
New traders are obsessed with the entry point - don't be. The object of trading is to get an 
advantage. There is nothing wrong with having a system that only has a 30% win rate if 
overall you have a profit. 
 
There are two main approaches to building a system. You either have to have an 
advantage of more winners than losers or your winners have to greatly outweigh your 
losers. If you can invent something that has the advantage and your winners greatly out 
number your losers then you win first prize. 
 
The common thread that ran through all the methods and systems I have tested is this - 
money management is easily the most important part of any approach. How you control 
your loses is probably the most important thing you can do in trading. Even a badly 
designed method or system can look good if it has good money management. On the 
other hand, there is no system that will survive bad money management. 
 
Last thing - try and keep things simple. I know there are bright sparks out there that test 
banks of information with various types of sampling but your approach must be robust 
and robust approaches tend to be simple. 
 
As with all my lesson, they are intended to get you thinking. I hope this one has made 
you think. 
 
Economic Calendar Terms 
 
Trade Balance 
Relevance: This is of some interest. (3) Scale Of 1-5 
Source: The Census Bureau of the Department of Commerce & Bureau 
of Economic Analysis.  
Scheduled Release Time: Data for two month previous, normally 
released at 8:30 ET on the 20th of the month. 
 
Can give an early clue to the performance of exports. Mainly watched for trends in the 
export/import of goods. If the export are increasing then it could indicate a strengthening 
in the US position in particular markets. Growing imports could mean more demand in 
the domestic market.  
 
Traders' Glossary 
 
Cash Commodity 
The physical commodity as opposed to the financial commodity. 
 
Closing Range 
The difference between the high and the low of that particular 
session of trading at the close. 
 



Floor Trader (Local) 
A member of an exchange that mainly trades their own account or an account that they 
have under their direct control. Sometimes called a "local". 
 
Holder 
The person who purchases an option. 
 
Market-To-Market 
An adjustment made on a daily basis to reflect profit and loses. 
 

This lesson is part of the 'Traders Secret Library” which you can see at 
http://www.tradingforbeginners.com

 
 

Good Trading 
 
Best Regards 
Mark McRae 
 
Information, charts or examples contained in this lesson are for illustration and 
educational purposes only. It should not be considered as advice or a recommendation to 
buy or sell any security or financial instrument. We do not and cannot offer investment 
advice. For further information please read our disclaimer. 
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