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Introduction

any books have been written on the Elliote Wave Theory in

recent vears, Most of them concern the rudiments of the
theory and perhaps an exposition on how the theory may be
applied to forecasting market trends. Almost without excep-
tion, however, all of them present the theory in a rigid, mechan-
ical manner and lay down certain rules that are presumed to be
inviolate. What most of these authors have done is to take RN,
Elliott’s original working theorv—much of it hypothesis—and
attempt to make a veritable law of it. They merely regurgitate
what Elliott himself wrote about his theory of technical analysis
in the 1930s and 1940s with no attempt at refining or expound-
ing on these basic principles whatsoever.

It is almost tragic the way this incredible theory of marker
analysis has been left in its primal state for over 60 years with
only marginal improvements made along the way. Any other
theory of technical analysis would have long since been refined
and embellished to conform to the everchanging standards of
today’s fast-moving markets. Not so the Elliott Wave Theory.
Because it is so singularly remarkable and unique in its import
and application, few have felt the need to add to its precepts.

In the years since its discovery, the Elliott Wave Theory has
proven its reliability time after countless time. It is, however,
not without defect. It is because of these defects that this
book has been written. We do not attempt merely to explain
the theory as most other books on the subject do. Nor do we
claim to have made “new discoveries” about the theorv. Our
purpose is to allow the reader to apply the Elliott Wave
Theory to trading markets in a practical, profitable manner
without having to rely on the traditional flawed methodology
inherent within the tenets of the original working theory.

* Nothing but careful study and real-time market experience
can accomplish this. In short, we aim within these pages (o
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help the trader avold the pitfalls thar so many practitioners of
the Elliott Wave Theory encounter.

Inn the following chapters we will intreduce rading methods
combining the Elliott Wave Theory with other methods of wech-
nical analysis in 2 manner that produces optimal resules—a
combinatorial chemisiey, il you will. It is this clement of dynam-
ic svmmetty that has been sadly lacking in the development of
the Elliott Wave Theory which, when properly applied, promis-
g5t advance the theory far beyvond its present state and makes
it even maore vencrable than it aleeady is.

More than anything else, this book aims at removing much of
the needless *clutter” and cumbersome rules that restrict its
uwselulness and 1o reduce il 1o ifs most rudimentary compo-
nents. In short, we aim at preseacing a streamlined, simplificd
Ellicitt Wiave Theory.,

It is our hope that in the chaprers thar follow the reader will
gain a fresh understanding and appreciation of this remarkable
theory and learn Lo apply it to his or her investment strategy
with profitable results.
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Chapter 1

The Basics of the
Elliott Wave Theory

“xma: cxacthy is the Flliott Wave Theory? In essence, it is 4
theory of price movement which states that the price of
any given stock or commaodity (which we will refer Lo as “secu-
otles® in the remainder of this book for purposes of brevity) in
a free market will ravel in pre-determined wave-like advances
and recessions, in 4 scmi-cyclical fashion. simply put, it holds
that prices of actively traded securities move in wave-like
motions in an alterpacing partern that normally ivolves thiree:
steps forward for every two steps back.

The Elliott Wave Theory is more than just a theory of price
movement, however, It is above all a philosophy of human emo-
tion and crowd behavior—a psvchological theory. Like s pred-
ecessor, the Dow Theory, its basis is in the behavior of humans
in the aggregate. Robert Rhea, the great cxponent of the Dow
Theory, described this in his book, The Dow Theory, as [ollows:

..the pragmalic basis for the theory, a working nbotbesis {F
nothing mare, Hes in buman nature itselfl Prosperity wili
dripe men fo excess, and repentance for the consequence of
thoge excesses will produce a corresponding depression.
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Fodlowing the dark bowr of absolute paide, labor will he
theankfed for what it can get and will save slowly our of small-
er wages, while capital will be content with smail projits and
Gqriick returms,'

The same could casily be said of the underlying basis of the
Ellicite Wave Theory,

We have stated that the Wave Theory was a descendant of
Dow Theory, the first comprehensive theory of stock market
analysis in the Western world. Before one can fully comprehend
the Elliott Wave Theory one must have a working knowledge of
the basics of Dow Theory, While we do not wish to bore the
reader with a prolix explanation and history of this theory, we
do nonetheless feel it necessary o bricfly touch on it before
introducing more fully the Elliot Wave Theory,

The man for whom Dow Theory was named, Charles H.
Daw, ene of the owners of The Wall Streer fournal, did not
actually designate his theory of stock market price movement
as the “Dow Theory” That was done by his friend 5.T Nelson,
who wrote Tbe ABC of Srock Speculatinn in 1902, It was he
who first attempted to explain Dow's methods in a practical
manner.*

William Peter Hamilton, who served under Dow, carried on
the study and Interpretation of the theory through occasional
editorial forecasts.” It was Hamilton who first refined the theo-
ry and organized it into an efficient working system. His hook,
The Stock Market Baronieter, published in 1922, explained the
Dow Thoory in detail,

“Interestingly,” notes Steven Achelis in his book, Technical
Analysis From A to Z,"the theory iself originally focused on
using general stock market wends as a barometer for general
business conditons. It was not originally intended to forecast
stock prices. However, subsequent work has focused almost
exclusively on this use of the theory™

& ELLICTT WAVE SIMPLIFIED

The Divw Theory compriscs six assumptions:
The Averages Discount Everything.

“An individual stoeck's price reflects everything that is known
about the security. As new information arrives, market partici-
panes quickly disseminare the information and the price adjusts
accordingly,” writes Achelis, "Likcwisc, the marker averages dis.
count and reflect evervthing known by all stock markel partici
pants.”

The Market is Comprised of Three Trends.
Achelis states:

Al oy given fime i the stock ararkel, theee foroes gve i
effect: the Pritnary trends, the Yecondary trends, and Minor
Irernds,

The Primary trends can either be a bullish (rising) markes
or @ bearish (falling) market The Primary tvend tsuadly lasts
more than one year and may last for several years If the
market is making successive biyber-bighs and bigherlows the
Drimary trend is wp, If the market is making successive foer
Bighs qand Iower Inws, the peimary teend is down.

Secondary trends are intermediate, corrective reactions to the
Primary trend, These reactions lyjically last from one ta three
months and retrace from onethivd o Lwo-thivds of the provi
ous secondary trend, The following chart shows a Primary
frend (Line A) anrd fwao Secondary trends 8 and ).
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Miror frends ore sbori-term movements lasting from one
dety fo three weeks. Secordary trends are typically comprisedg
of & number of Minor trends. The Dow Theory bolds that
stock prefces oer the short fernd ane sulifect fo some degree of
manipulation (Primary and Secondary trends are mor).
Primary Trend A Minor trends are unimpaortant and can be misleading.”

Primary Trends Have Three Phases

Eobert Bhea summarcizes for us:

I I There are three movements of the averages, afl of which
ay be (i progress of one and e same tme, The fivst, and
most important, &5 the privmary trend the broad upivard ar
downicard movemenis krown as bull or bear markels, which
miay be of several years duration The second, and moast
deceptipe movement, {5 the secondary reaction: an important
decline in o privoary bl markel or @ rally inoa feimary
bear markel. Those reactions wsieally st from fhee weeks o
c as wrany months. The third, and wsually unimportant, move-
ment is the daify fTuchation.”

The Averages Must Confirm Each Other

Our fourth rule of the Dow Theory is perhaps the moso
important onec. For withour confirmation of the “averages”
({meaning the Dow Jones Industrial index and the Dow Jones
Transportation index), a2 market trend cannot be considered
100% walid.

Expounding on this point, Hamilton wrote;

Doy aliveys fgnored o wmovement of one averdge which
was wot confirmed by the other, and experience stnce hix
death by shown the wisdom of thal metbod of checking the
reading of e averages. His beory was thal o downivdarnd

 movement of secondary, and perbaps witimately primary
ingprortance was esfablished when the new lotws for both aver-
dpges were wrder the low points of the preceding reaction”
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In other words, both averages must be raveling approxi-
matcly (though nuot necessarily cxactly) in the same direction
within close proximity of one another in arder to provide a
Dow Theory confirmation of the prevailing market trend,
whether up or dowr.

Volume Confirms the Trend

Our fifth tenet is not to be overdooked in importance, a8 it
all too [requently is by Dow Theory practitioners. Although
Dow Theory is based primarily on price actiofl. volume should
he used to confirm the primary wend.

Martin Pring, in his book, Tecbnical Analysis Explained,
writes concerning this rule: '

e normel relationship is for volume o expand on rallies
and contract on declines, If volume becomes dull on a frefce
advance and expands on @ decline, a warning s given Pl
the prevailing trend may soon be reversed. This principle
should be used as background Information only, since the
comclusive evidence of trend reversals can be given andy hy
the price of the respective arerages.”

A Trend Remains Intact Until it Gives a Definite Reversal Signal
Wriles Achelis:

An uptrend is defined by a serfes of bigher bighs and bigh-
er lows. In order for an ujrirerd fo veverse, prices st bave
at least one fver bigh and one lower low (Ibe reverse is frae
of a downirend).

When o reversal signal in the primary trend is signaled &y
both the Indusirials and Transports, tbe odds of the rew
trend continuing are al lbeir greatest. However, the longer a
frend conlinues, the odds of the trend remaining intact
become progressively smaller”

M ELLLOTT WAVE SIMPLIFIED

AJ. Frost and Robert Prechter, in their seminal work, Siffos
Wave Principle, called Dow Theory “the grandfather of the
Wave Principle”"' Indeed, the Dow Theory laid the foundation
for the Flliott Wave Theory and there are many similarities
berween the two theories. Concerning these similarities, Frosl
and Prechier wrote:

The Dow Theory s essentiailly a wave theory beised on the
concept of similarity of acticn betiween 1he movenients of e
seq and the rrends of the market. As Charles Dow once
observed, stakes can be driven inlo the sands of the seasbore
as the warters ebb and flow to mark he divection of the Hde
{n niuch the same way as charis are used to show bow prices
are mouving. Out of experience came the fundamental Dow
Theory tenet thal since both averages are fart of the same
ocean, the tidal action of one arerage musl Hove IR LRISUR
with the author to be authentic. This, a movement o d e
extreme in an establisbed (rend by one averdge alone is
new bigh or new low which is said to lack "confirmation” by
the other auersage. ™

Dow Theory laid the foundation for the Elliott Wave Theory.
Without a firm understanding of irs tenets and implications 4
student will not fully be able to comprehend or appreciate the
Elliott Wave Principle.

Motes:

' Rhea, Robert, The Dow Theory, Fraser Publishing Co.,
Burlington, ¥t., 1993, orig. 1932, pg. 8

*lhid, pg. 1

*Ibid, pg. 2

4 Achelis, Steven, Technical Analvsis From A to 7, Irwin.
MWew York, 1995, pg. 116

* Ihid, pg. 116

& hid, pg. 117

* Bhea, pg. 32

" Thid, pg. 71
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* Pring, Martin, Technical Analysis Fxplained, MoGraw-Hill,
1991, pg. 36

& chelis, pgs. 120-121

W Frost and Precheer, Elliot Wave Principle, Now Classics
Library, Gainesville, Ga., 1978, pg. 175

2 Thid, pg. 173
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Chapter 2

What is the Elliott Wave Theory?

e term “Elliott Wave Theory” is being used more and more

In the vocabulary of traders and investors around the world

today. The theory itself has been around for many decades and

was popularized in the 1970s by Robert Prechier and A.J. Frost,

through their book, Elliott Weare Principle. It has been learned

by countless thousands of traders over the years and is increas-
ingly incorporatedd in computer trading progrims.

Despite all of this, however, there scems Lo be a very low
comprehension of its tenets among traders and almost na con-
sensus among practitioners of Elliott Wave Theory as (0 how
the theory should be applied in order 1o best maximize profits.
The aim of this book is to instruct the reader in the proper usc
of the theory for maximum profitability in almost any market.
We will show you how to avoid the most common pitfalls that
Elliott adherents encounter and how you can avoid the mis-
takes that most of the leading exponents of the theory make.

Before we do, however, we must lay the foundation for

understanding Elliott Wave, It is essential that the analyst have 4

firm grasp of the basics of the theory and its application to
fnancial markets.
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In attempting to formally define the Flliott Wave Theory, we
guate from Frost & Prechter in their seminal worke, S8iodt Weive
Principle:

The ‘Eifloll Ware Principle’ is Ralih Nelson Elioit’s discoe-
er) that social, or crowed, bebaidor trends and relerses i rec-
ogRizable patterns. Using stock market data for the Dow
Jones fndustrial Average (OIA) as bis mafn resegrch ool
Elitont discovered that e everchanging pailr of stock market
frrices reveals @ siriecturad design Bal in fern reflects o basic
Barmorry found in natare, From this discover), be developed
a rational system of market analysis. Elloft isolated thirteen
fratferns, or Swares” dbal recur in markely and are repetitive
it forr, bud are ol secessardly repelitive fn lime or aai-
todde. He named, defined and ilustrated the pafterns, He then
described bow thege structures link togethber o form larger
versions of the sawie fullerns, bow those in furn are the
butlding blocks for parterns of the text larger size, and &0 On.
His descriptions constitule a sct of empirically derived rules
and guidelines for interpreting market action, Elliott clafmed
Predictive value for the Wave Principle, which now bears the
see, “The Ellfodl Waeve Princifie

EBroadly speaking, the Elliott Wave Theory (which wc will
henceforth abbreviate with BT can be summarized in the fol-
lowing statement, also by Frost & Prechiter

I markets, progress altimatel) fakes the form of five
waves of a specific structure, Three of these waves, which are
fbeled 1, 3 amd 5, actully effect the direciional movenient,
They are separated by hwo countertrend fifervufitions, which
are fabeled 2 and 4...

RN Elliont did not specifically state that theve iy only one
overriding form, the "ffve wave” pattern, but that is undeniably
the case Al any time, the market may be identified as being
somewbere in e busic five wave pattern at the largest degree
frend, Because the five ware pallern i tbe operviding forn of
mariet rogress, gll otber patterns are sulbstomed by 187

I . e o g

Basic Elliott Wave Pattern
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Before we can begin to discuss the nuances of the theory, it - A completed Elliott Wave Cycle consists of five impulsive
will be helpful to define a couple of terms that relate o EWT. waves and three corrective waves:
There are two basic types of “waves” in any given marker-impul-
sive and corrective. Impulsive waves are those price move-
ments that are ascending in tandem with a rising trend or
falling in a falling trend, while corrective waves are those waves
that are falling counter to a rislng trend, or rising in a falling
trend. To provide for a better understanding of this, the follow- Complete Elliott Wave Cycle
ing illustration should help:

Rising Trend and Falling Trend
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As vou can see, the three wave “correction” is labeled “A-B-C
which is standard Elliott Wave taxonomy. 5o then, the primary
assumpion of the Ellion Wave Theory is that each movement,
of wave, of a price trend consists of five components—waves
one through five, These five waves are followed by three cor
rechive wiaves,

The term “wave” itsell has ils origin [rom Dow Theary, as
Charles Dow first made the analogy of stock market move-
ments a5 compared o the waves of the ocean, In his book,
Elliort Wave Explained, Robert Heckman observed that “the
waves are subordinate to the tide, the ripples in the water sub-
ordinace to the waves, each rising and falling with rhythmic veg-
ularity, selfgenerated and forming cross currents, but the whole
governed by scemingly moon-driven tidal forces™ Beckman fur-
ther notes that this comparison llustraces the various wrends of
share price,*sometimes acting concurrenthy, sometimes mnning
contradictorily, but always subject (o an overriding foree ™

Beckman sumimarizes the most important rules governing
Elliott Wave Theory as follows:

I For every acfion theve 5 a veaction. Stock market move-
menrs dn the divection of the main trend are fmulsive
mopes. Stock market movements counter to the main trend
e crrrective moves. AR fnrfidse move I afivays folloteed By
i Correclive move.

2 Greneretlly, all impulvive moves bape subordinate waves
while all corrective maoves bave hree waves,

3. When the main trend 5 upweard, waves 1, 3, and 5 are
imfidsive moves and waves 2 and 4 are corrective moves.
When the wiain frend §s downieard, the first and thivd waves
become impuisive moves, while the second wave becomes @
COFrective Imobe,

4. The aclion of the main trend can be taking place over a
time frame of anytbing from a few bours to many years.

18 ELLIGTT WAYE SIMPLIFILD

When the main trend bhas compicted o series of Jive weaves, it
rererses and @ counler move of three wanes {5 cxpected.

5. When compleled, a move comprising flve waves foliowed
B a copnter mote conststing of three waoes (5 the first opcle
movement, This complote cyele smovemeni will reprresent the
Jirst and second waves of a cpcle in the lime frame of the
next bipher degres

The Elliott Wave Theory is multifractal in namre, which is
defined as a geometric shape that can be separated into parts.
cach of which is a reduced-scale version of the whole * The
mulritracm‘._mtu.r:: aof the Elliote Wave Principle 5 illustrated
el

Multifractal Elliott Wave Chart
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5-4-5-5-3-5. Elliott Wave Theory postulates that, regardless of

In a nutshell, the Elliott Wave cycles can be numbered as 5-3-

size, a complete stock market cycle compriscs cight move-
ments.” Those clght movements comprise the frst fve mpl-
sive waves und the first three corrective waves of a market
cycle (see illustration).

Eight Movements of an Elliott Wave

At this point, the theory gets a little more complex (and fsci-
nating). Since Elliott Waves are multifractal, each indivicaal
wave subdivides into a further series of waves idenucal in form
and number to the overall largcr pattern of $-3-5-3-3. For
instance, wave 1 of a given impulsive Elliott Wave pattern subdi-
vides into 5 additional waves, Of these five subdivided waves, a
further subdivision is found which corrcsponds to the larger
pattern in Pandora's Box fashion. Wave 2 subdivides intwo three
“A-B-C" waves, and so o

Break of Wave Patterns

f
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These subdivided waves are classified according to cycle
degree. In formulatng this theory, Elliott labeled cach of these
eviles, from the very smallest w the largest. The standard Elliote
Wave classification—from greatest o least—is as follows:

Grand Supercycle
Supercycle
Cycle
Primary
Intermadiate
Minor
Minute
Minuette

The largest of these wave cycles, Grand Supercycle, can typi-
cally be said to encomipass 100 years or maore. Each subsequent
cvele classification encompasses a progressively smaller
tmetable up until the Minuette cvele, which can last from a
few hours to a few days, Elliott even went one step further and
christened a class of waves in the “subminuette™ category,
which typically last fur only a few minutes or less, For all
intents and purposes most traders may disregard this class of
waves 4s it is normally too inconsequential to merir eracking.

I fact, as we will explain later in the book, traders will do
well to ignore every wave cycle classification exceptdfor the
minor, intermediate, and 10 a much more limited degree, the
primary cycles.

A numerical system for labeling wave progress was created
by Flliott and further refined and modified years later by Robert
Prechier, editor and publisher of The Ellfoit Ware Theorist." For
academic purposes we include the wave labeling system here,
but we will largely ignore it for the remainder of the book;
thus, it is nor necessary for the reader to memaorize this system.

Wave Degree 55 With the Trend 35 Against the Trend
Supercycle mananavy (v A (ec)

Cycle Ty ABC

Primary {11 {2} (3) (4) (5) (A) (B} (C)
Intermediate (11 (2} (3) (4) (5) {a) (b} (c)

Minor 12345 ABC

Minutei ii iii iv v abe

Minuette 12345 abe

Before closing this chapter it is necessary to delineate the hasic
rules of the overall Elliot %Wave strocture, They are as followes:

1. A cycle may not be said to be complete until a 5-3 pattern
i% traced out,

2. Waves are measured by distance covered on the chart (in
terms of share price), not by time. (Time is relatively unimpor-
tant in our stady of Elliott Wave Theory).

3. Concerning rthe reguisites for wave lengths it is suffclent
(o note that wave 3 in an impuolsive S-wave move is usually the
longest wave of the 5 waves, and sever the shortest,

4. Of the three impulsive waves in a S-wave sequence (the
other two being corrective) two of the three waves tend
toward equality, usually, but not always, waves onc and five.



Equality of Waves 1 and 5

| | 5

5. In like manner, waves two and four tend toward equality
(in rerms of distance covered).

6. In a clear rsing or falling trend, the bottom of wave four
must never penetrate the bottom of wave two, otherwise your
wave Count 18 IMCorect.

Incorrect Correct

7. In many unfolding waves, the 4th wave reaction (also
known as "corrective”) is equal to the 1st wave impulse,
Similarly, the 5th wave impulse is often equivalent to the 2nd
wave reaction.®

8.In corrective moves, waves A and C of the A-B-C correction
tend toward equality in most instances.

Equality of Waves A and C

C
F——-A
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9. Wave B of the A-B-OC correction must never penetrate
below the botom of wave A

1. A-B-C corrections, regardless of where they occur in a
wave sequence, typically retrace one-third of the previous 5
wave sequence. A-B-C corrections tend to stop at the botfom
of wave 4 in upward trends and at the fop of wave 4 in down-
ward trends.

Mature of A-B-C Corrections

1L, Fourth waves frequently take the form of a consolidation
amel often tuke the form of trizngles or pennants on the chart.

Triangle Fattern in Fourth Wave 4§

5

- Triangle Pattern in Fourth Wave

While by no means providing a comprehensive explanation of
all the muances of EWT, this chapter lays out the basic tenets
that will enable the beginning student to grasp the theory and
apply it with at lcast some success. It will also help the intcrme-
diate-to-advanced Elliott students brush up on the basics and
perhaps cven gain new insight. In the chapters that follow we
will delve into greater detail.

Motes:

' Frost and Prechter, Elifoft Warve Principle, New Classics
Library, Gainesville, Ga,, 1978, P 1%

*bid, pg. 21

* Beckman, Robert, Eflfoit Wave Explatned A Real-World Gulde
to Predicting & Profiting from Marker Turns, Probus
Publishing, Lomdon, 1995, pe_ 24

* 1hid, pg, 24

* Lbid, pgs. 25-26

* Mandelbrot, Benoit B, “A Multifractal Walk Down YWall Street,”
Scientific American, February 1999, pg. 71

! Beckman, pgs. &

* The Elliott Wave Theorist, BO. Box 1818, Gainesville, GA 30503

" Eric Hadik's INSHDE Track, January 1999, Vol ¥11, No. 6, pe- 5,
PO Box 2252, Napeeville, 11 60567



Chapter 3

Corrections

Pcrhaps the single most difficult aspect of the Wave principle
tor learn is the identification of various corrective moves in
markets. While the basic five-wave impulsive pattern character-
istic of all impulsive moves Is fairly simple (o master, the label-
ing of corrections is more difficult and reguires greater study
on the part of the student (otherwise known as an
“Elliottician™).

Unfortunately, this is also the most important aspect of the
Wave Theory since the market (any market) generally spends
from G0 percent to 75 percent of its time in some sort of cor-
rective pattern, Thus, it is incumbent upon us to learn the
tiature of thess corrections.

Zigzaqgs

The first pattern we will take up is actually a variation of the
basic three-wave A-B-C declining pattern, called a“zigrag” due to
the appearance it takes on the chart, Zigzags can occur as many
as three successive times on a chart but wsually occur only
once. The pattern is fairly easy to identify,
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Zigzags

B
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Flats

’ ﬂchAM

Another type of correction—a “flat” correction—as its name
implies, takes on a flatter appearance than its *zigzag” counter-
part and hence retraces less of the preceding impulse waves
than do zigzags.' Flats cover much less distance than do vigeags
and generally terminate just slightly beyond the end of wave A
rather than significantly beyond as in zigzags.*

\

c
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Triangles

Our final classification of corrective patterns are the trian-
gles. Triangles represent the relative balance between buyers
and sellers in a given market and can be identified on the chart
by their triangular appearance (which almost always forms on
diminishing volume). Rather than enter into a lengthy explana-
tion of the characteristics of these patterns, we have printed
the following chart,” which should aid the reader greatly in
learning to recognize them.

42 ELLIOTT WAYE SIMPLIFIED

Basic Corrective Patterns

BULL MARKET BEAR MARKET
ASCENCING (Top Bat, boltom nising)
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As you can Lell, each trigngle correction cortesponds o the
“Rule of Five™ identified by rechnical analyst RW. Schabacker,
wherein prices are expected to alternately touch the upper and
lower boundarics of a trading range a total of five times before
breaking out from the troangle decisively, Furthermore, 4 meas-
urement of how far prices will carry once they have broken
oul of the triangle is provided by measuring the widest ends of
the trisngle and adding the distance between them (in teems of
price) onto the price level at the time of the breakout. It is also
helpful to remember that prices generally carry onward in the
direction they traveled prior W the triangle consolidation.

Classic Elliott Wave Theory has developed a far more sophis-
ticated system for idenrifying the many tvpes of corrections
that we have covered here. We have omitted these additional
techniques purposcly, for we helieve it is far (oo cumbersome
and unnecessary o learn them. A simple overview of the hasic
corrective patterns such as we have provided here will suffice,
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Triangles

BEAR MARKET

ASCENDING (Top itat, bontom nzlng)

EXPANDING or REVERSE SYMMETRICAL (Top rising, bottom degining)

Hote:
Each of these patterns may oceur n elther the rising or falling position.
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Diagonals

An additional classification of triangles, the diagonals, may
also appear in the charts during an impulsive move. The diago-
nal triangle appears in onc of two positions: ascending or
descending.

Diagonal triangles most frequently occur in the wave 4 posi-
tion of either a five-wave impulsive move, or in the wave 4 posi-
tion of wave C in an A-B-C correction, They arc less frequent in
the wave 4 positon of wave A of an A-B-C correction.?

When diagonal triangles, also known as “wedges " oceur in
the ascending, or rising, form they frequently presage a
retracement to approximately the base of the wedge after
breaking out from the *apex.” or tip, of the wedge. In the
descending, or falling, form wedges also normally point to a
retracement of the entire wedge before prices continue on in
their prevailing direction.

Diagonals
=

3
1
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i \ W
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13}

12
3}
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Extensions

Occasionally, what Elliott called an “extension” may develop
within-a wave progression. Extensions-which are always com-
posed of five waves-may develop in either a 1st wave, a 3rd
wive, or 4 S5th wave of an advancing or declining sequence.
MNote the examples below:

Extension

THIRD WAVE EXTENSION

ol
THIRD WAVE EXTENSION %;'

WWW.TRADING-SOFTWARE-COLLECTION.COM
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Truncations

A truncated, or abbreviated, wave progression ocours when
wave S in either an ascending or descending price sequence is
cut short and fails to progress above the preceding wave 4.
Such instances are rare, but when they do occour it signals that
cither a market has premarurely lost strength and momasntuam
{as in the case of a rising market that has developed a truncated
wave 5) or that a market that was previously wecak has sudden-
ly gained buying interest (as in a falling market that has devel-
oped a truncated fifth wave).

Truncations

Bull Markat Failure

MNotes:

Bear Market Failure

! Prechter, Robert, The Basics of the Elfiolt Wave Princifie,
New Classics Library, Gainesville, Ga., 1995, pg. 25

 Thid, pe. 25 '

' Ibid, pg- 27

* Beckman, Robert, Efiffoft Wave Exidained: A Real- World Cudde
to Predicting & Profiting from Markei Turns, Probus
Publishing, London, 1995, pg. 163

L s
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Chapter 4

Pitfalls of the Elliott Wave Theory

efore we proceed further in our understanding of Elliott

ave Theory we think it only fair and necessary o point

out certain pitfalls and failures in the theory. Our encomium of

Elliott must be tempered with eriticism, and this will provide
the basis for this chapter.

The first objection normally voiced against the reliability of
the Wave Theory is that it is mechanistic—that is, it attempts to
analyze and forecast crowd behavior (through the medium of
the stock market) while treating the psyche of the investing
public that it attempts to analyze as a machine or robot. Richard
D. Wyckoff, writing under the nom de plume of Rollo Tape in
his 1910 classic, Studies in lape Reading, summarized the mar-
ket best when he observed: "The market is made by the minds
of many men.The state of these minds is reflected in the prices
of sccurities in which their owners operate.!

1t has long been a criticism that Elliott Wave Theory treats the
market, and by extension the millions of operators who com-
pose it, as a gigantic machine. Furthermaore, it is charged by
Elliott's critics that besides being mechanistic, the theory is
deterministic in that it designs to offer an explanation for the
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overall movements of the market before they even OCCUL AS WE
shall see, this charge is not entirely without merit.

One of the most forthright charges against the theory by
Elliott's critics is that the entire five-wave impulsive structure of
market swings is non-existent, “The problem with this general
market concept is that, most of the time, there are no regular 5-
wave swings, writes Robert Fischer in his book, Fibonacci
Applications and Sirategies for Traders. “Maore often, the 5-
wave swing is the cxception.”

Continues Fischer:

The Elliott Weave principles are brilliantly conceived. They
work perfectly in “regular” marRets and give stunning results
when looking back at the charts, The most significant prob-
lem {5 that markel swings ave irregular This makes it difficult
to give definitive answers o questions such as:

v Are we in an impulsive wave or corrective wave?
« Will there be a fifth wave?

« Is the correction flat or zigzag?

« Wiil there be an extension in wave 1,3, or 57

Ellfott said, “The Principle bas been carefully tesied and
used stuccessfully by subscribers in forecasting market rnove-
ments"? In anotber place be mentioned, "bereafter letters will
be issued on completion of a wave and not await the entire
cycle. In this malier; students may learn bow to do theiy own
Jorecasting and at no expense. The phenomenon and its prac-
tical application becume increasingly interesting because the
market continually unfolds new examples to which may be
applied unchanging rules.”™

As Fischer points out, the Wave Principle does have jts short-
comings, particularly in the area of wave counting. It cannot be
denied thal wave counts are often confusing and do not always
develop along the 5-3-3 patiern putlined by Elliott, Fischer pro-
poses to solve this prablem by heavy reliance on Fibonacci
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ratios, an adjunct to the Wave Theory that we will nuot address
here due to its complex nature. Our experience shows that nei-
ther a strict interpretation of the Wave Principle’s basic rules
nor a reliance on Fibonacci ratios is necessary for profitahly
exploiting the Elliott Wave Theory. Our simplified version of the
Wave Principle is the subject of this book, and we will uncover
the details of it in the pages that [ollow.

Probably the greatest pitfall of the Wave Principle is one that
is built in. Since EWT by its very nature tends to focus the ana-
Iysts’ attention on the individual Muctuations of a price move-
ment, regardless of how small, it becomes very casy to“get lost”
in the wave coutit while simultaneously missing the bigger pic-
ture. For this reason we recommend disregarding the smaller
fluctuations altogether, as we will explain larcs.

The Elliott Wave Theory is 2 marvelous tool for forecasring
price movements in various markets. However, its drawbacks lic
in its inherently rigid wave-counting structure and, when fol-
lowed mechanically, it tends to produce frustration on the part
of the analyst. With the right adjustments, however, these pitfalls
can be avoided. Our goal in writing this book is w show you
how this may be accomplished

Notes:

' Tape, Rollo, Studies in Tape Keading, Publishing Concepts.
1910, reprinted in 1999, 816 Easely 51, #411, Silver Spring, MDD
20010, pg. 38

1 Hill, J.R., The Complete Writings of RN Elliort with Practical
Applications from J R Hill, Commoditics Research Institute,
1979, pg. 107

! Fischer, Robert, Fibonacci Applicaiions and Strategies for
Traders, Wiley, 1993, pgs. 21-22
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Chapter 5

Elliott Wave
and Technical Analysis

full comprehension of the Elliott Wave Theory is impossible

without a grounding in the basics of classical technical
analvsis. In its most basic form, technical analysis is nothing
more than the forecasting of price trends based on chart pat-
tern recognition, Since Elliott Wave Theory is also based on pat-
tern recoghition, basic technical anakysls serves as an excellent
complement.

Chart patterns form the backbone of technical analysis
because they succinctly let the analyst know what is happening
in the market at any given time. Technical analyst Ralph Bloch
sums it up nicely:” [Chart patterns] are either accumulation pat-
terns, continuation patterns, or distribution patterns.”

One of the most fascinating aspects of the Wave Theory is
that it records-with pictorial simplicity-the collective emotional
impulses of the masses of Investors. The very designation “wave
theory” draws a parallel berween the rhythmic movements of
the vast ocean and the rhythmic, wavelike mass emotions of
the crowd as they register in the ripples and thrusts of the
stock chart.
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Tt has long been ohserved thal the ocean Waves that hit the
beach have a triple rhythm.* The great oc€an waves, it is
claimed, reach the coast in threes: “Three great waves, then an
indeterminate run of lesser rhythms, then three great waves
again.*’ The implication, therefore, is that the Elliott Wave
Theory is based upon a principle found in nature consisting of
alternating rhythms or currents that occur with predictable reg-
ularity. We will have more to say of this “rule of alternation”in a
later chapter

The point we are trying to make is that the Wave Principle,
like nature itself, is simplicity personified, Any attempt that is
made to truly understand the Wave Principle can only be donc
within the context of this simplicity, We will begin our simpli-
fied approach with a number of basic chart techniques.

Trendlines

The first of these techniques involves the use of the most
basic and simple of all techaical tools—the trendline. One of
(he tenets hasic to technical analysis is that prices move in
trends, and that these trends tend to continue until acted upon
by strung, opposite forces. Understanding this basic principle
alone will give the technical analyst 2 major advantage over
anyone using fundamental analysis.

There are only three types of trends a market may take: up,
down, or sideways (horizontal). It remains up to the amalyst to
derermine which of these three trends is in place at any given
time. Admittedly, this is sometimes a difficult task since the pri-
mary, or major, trend may be up while prices may take a tempo-
rary downward path only to resume the previous uptrend once
the “correction” is over. A major goal, then, of technical analysis
¢and Elliott Wave analysis) is to detcrmine price trends and
identify arning points in the market,

How, then, are we to approach this task? The most simple
and effective way is through the use of trendlines, that is, a per-
fectly straight line drawn on the chart connecting either the

e —

bottoms (troughs) of prices (in order to determine an uptrend)

or thé tops (peaks) of prices (in order to determine a down-
trend). As Edwards & Magee put it

If we actually apply a ruler to a number of charted price
trends, we quickly discover that the line which most often i3
really straight in an uptrend is a line connecting the lower
extremes of the minor recessions within ihose trends. On a
descending price trend, the line most lkely to be straight is
the one that comnects the tops of the minor rafifes within i,

while the minor bolttoms may or may not fall along a
straight edge.*

Trendlines

irbernaklonal Bywiress Pachings Corp 5
n:: =11 Bl ¥

L1599 Yahea! Inc, Voluee {108R"5)
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Trendlines
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Trendlines whether in the upward or downward-slanting
pasition, cannot be drawn arbitririly but must correspond to a
basic set of rules. One of these rules—given by Edwards &
Magec—is that a straight line is mathematically determined by
any two points along it."In order to draw a trendline, therefore,
we require two determining points-two cstablished top rever-
sal points to fix a down trendline and two established bottom
reversal points to fix an up trendline ™

One of the most useful purposes of a trendline is in estab-
lishing reversals or murning poines in the trend, Reversals are
indicated by a break below (or above, as the case may be) the
trendline by at least 3 percent (the “three percent rule™). [As an
aside, it may be worth noting that legendary trader Jesse
Livermore, in his book, Mo to Trade in Stocks (Traders Press,
1993y, affixed an almost mystical value upon the number three
in his market analysis. Instead of using a filter of 3 percent as
Edwards & Magee advocate, he urged the use of a 3 point filter,
regardless of what price the security in question is trading at.
In today's marketplace that rule may or may not be valid, but at
least one leading technical anahyst, Kenneth Shaleen, author of
Volume and Open ntevest (Irwin, 1996) asserted that this rule
may still be used in future markets analysis].
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The three percent rule must be strictly adhered to, for some-
times prices do break above or below a trendline only to recov-
er and continue along the previously established trendline. A
break of 3 percent or more, however, is very likely to represent
a true turnaround of the trend.

Edwards '& Magee give us two more useful rules for identify-
ing turning points when using trendlines:

When the trendiline iy broken (Le., when prices drop down
throwugh #t in decisfve fasbion), it signals that the advance
bas run owut. It calls time for the intermediate-term trader (o
sell out that issue, and Iook for reinvestment opportinities
elsewbere,

When a small top reversal pattern [such as a bead and
shoulders, for fhstanee! forms on the chart of an fsue well
upy arnd meay from that {ssue's intermediale up rendline, so
that there apparently {5 room for the downside tmplications
of the reversal formations to be carrfed out before the trend-
fine is violated, then Ihe intermediate-trend trader may well
decide o (griove the strall reversal pattern. He can Bold o 50
long as e trendline holds®

Of course, volume of trading activity {as with any technical
measure or chart pattern) can and should be used o confirm
the validity of a trendline breakthrough, As abways, a noticeable
increase in volume adds more weight to the legitimacy of any
such trendline penetration, A trendline penetration occurring
on conspicuously high volume, even when the 3 percent rule
has not been satisfied, is often enough to qualify as a change of
trend, and the trader should respond accordinglby”

Edwards & Magee provide further tests which may be
applicd to judge the technical validity, or authority, of an
uptrendline:
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1. The greater the number of boltoms that bave developed
at (or even near) a trendline in the course of a serfes of
ninor whowaves, the grealer the importance of that line in
the technical sense. With each successive “lest)” the significance
af the live ¢ fncreased.

2 The length of the live, ie, the longer it bas beld without
heing penetrated by prices, the greater its technical signifi-
cance, [ your trendline fs dvaun from two orviginal bottoms
wiich are very close together in time—say, less than a week
apart—it is subfect to error; it may be too sieep or (more
often) too flat. If the latter, prices may move away front it
and stay bigh above it for a long time; they may then turn
down and bave declined well along in an intermediate cor-
rection befure the trendline thus drawn is reached. But if the
trendline bas been drawn [rom bottoms which are far
eNough apart to have developed as independent weave con-
ponents of the trend you arve trying fo define, with a good
rally and “open water” between them, then it is more apl to
be the true trendline. Grealer weight should be given to the
number of bottoms that bave formed on a trendline (Test A)
thetn to its length alone (Test B),

3. The angle of the trendline (lo the borizontal) is also, to
some degree, a orfterfon of s validity as a true delimiter of
fetermediate trend. Steep lines are of little forecasting value
tu the technician, The flatter, mare nearly borizonial the
frendline, the more important if is technically and, in conse-
guence, the greater the significance of any downside break
through it*

Further expounding on the principle of the angle of the
trendline, Edwards & Magee point out that intermediate
uptrends on the daily charts, “in the great majority of issues
selling in the 10 1o 50 range, rise at an angle of approximately
30 degrees to the horizontal. Some will be a trifle flatter, some
a trifle steeper, but it is surprising to see how often the trend-
line falls very close to the 30-degree slope in stocks of average
volatility and activity " As a corollary to this, it must be point-
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ed out that this applies only to charts made on semi-logarith-
mic scale.

From an Elliott Wave perspeclive, the trendline can be an
important tool for determining at what juncture the current
cycle is in As long as a definite trendline can be derwn on a
chartit provides a strong indication that a five-wave impulsive
move is underway. As long as the trendline remains unviolated
(meaning that no penetration has occurred) an analyst can
assume the current impulsive wave series is still in force and
will continue in the direction of the trendline (whether up or
down) until a violation occurs. The exception to this rule is
when a fourth wave (regardless of degree) partially violates a
trendline only to return back above it. This is actually 2 common
occurrence with fourth waves and should not be interpreted as
the beginning of a correction (and hence a new trend).

Elliott Wave Pattern Along Trendline




This raises the question, "How does onc tell whether a trend-
line penetration is merely a fourth wave or the start of a new
one?"This can best be answered by the use of “filters” A filter in
technical analysis is a rule used to filter out insignificant (and
misleading) fluctuations, thereby making price analysis easier.A
good rule of thumb for using trendline filters is the venerable
“three percent rule” mentioned previously in this chapter. As
long as the price does not penetrate three percent of More
below the trendline, the rendline should be considered to be
intact. OF course, some markets are more volatile than others
and the analyst is urged to use discretion according to the char
acter of the market he is dealing with. In some securities, for
instance, where (rading tends to be extraordinarily volatile, it
may be appropriate to use a flter of 10 percent or even higher.
A working knowledge of a given security's history is obviously
uschul in deciding what kind of filter to use.

A further advantage of the trendline to the Elliott Wave ana-
Iyst is that it tends to simplify wave counting, Under most cir-
cumstances each wave trough (in an uptrend) or wave crest (in
a downtrend) should touch the trendline before bouncing high-
er or lower (as the case may be).

Wave Uptrend Wave Downtrend
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In this chapter, we have addressed the use of the trendline
with an eye toward analyzing short and intermediate-term
trends, The trendline concept works equally well for analyzing
trendlines of larger degrecs. In the grand scheme of a given
market’s progress, there will likely be many trendlines identifi-
able at various levels within the larger trend. Some will be of
minor sipnificance while others will be of greater importance
in the lonper term. With practice, an analyst will learn how
much weight to assign to each trendline and which ones to
artach significance to, Ultimately, it remains up to the analyst to
decide since much depends on his investment time frame,
whether short, intermediate or long-tern.

Nates:

"Wilkinson, Chris, Technically Speaking Traders Press,
Greenville, 5.C., 1997, pg. 62

* Murphy, John, Technical Analysis of the Putures Markets, New
York Institute of Finance, 1986, pg. 377

! bid, pg. 377

' Edwards & Magee, Techrical Analysis of Stock Trends,
Amacom, New York, 1996, pg. 283-4

* Thid, pgs. 2B4-5

“ Ibid, pg. 289

T Ibid, p. 296

" Ihid, pes. 29192

? Ibid, p. 293
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Chapter 6

The Fan Principle

In the previous chapter we examined the usec of the hasic
trendline in technical analysis and its Elliott Wave applica-
tions, The subject of our present chapter is closely related tw
the wendline, and many analysts treat e as a subset of trendline
analysis, For our purposcs, however, we will treat it as a sepa-
rate and distinct classification and will affix to it its own chap-
ter heading. The Fan Principle, the subject of this chapter, is of
such great importance that we consider it to be one of the
most significant principles in technical analysis. If vou learn
nothing clse from this book, learn the Fan Principle—it will
fake you far as a tmder or investor

The Fan Principle 15 used primarily as an identifier and indi-
cator of corrections and trend reversals. Proper implementation
of this rule will allow the analyst to catch most trend reversals
of minor, intermediate, and primary significance.

In its simplest form the Fan Principle, also known as “fan
lines,” i 4 measure of percentage retracement. Specifically, fan
lincs measure the percentage retracement of the frst, second,
and third reactions in a correction within a trending market, In
its more complex form, fan lines are drawn in strict accordance


Andrey
trading software col


with the Fibonacci "Golden Ratio” principle, which states that a
correction should approximately retrace .38 percent (one-
third) and 0L618 percent Ctwo-thirds) in its secondary and tertd-
ary retracements. Sce the chart on the following page for an
example of the fan line principle.

Fan Lines
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Most Elliott Wave analysts insist on drawing fan lines only
when a precise one-third:two-thirds relationship can be seen in
price reactions on the chart. We postulate, however, that a strict
adherence to Fibonacci ratios is not necessary in fan line con-
struction since markets generally retrace according to these
ratios, anyway, and can be seen on the charts in the form of sup-
port and resistance levels without having to construct theoreti-
cal Fibonaccl lines, Furthermore, it must be remembered that
market retracements are not always precise that cannot be
expected to always conform to Fibonacci measurements.
Fortunately, it is not necessary to understand Fibonacci ratios
when performing market analysis, (although some Elliott ana-
Iysts would argue otherwise). The charts almost atways make it
easy on the analyst when it comes to fan line construction.

Edwards & Magee had this to say about the Fan Principle:

In a bull market, it starts with a sharp reaction which pro-
ceeds for several days—perbaps for as much as two weeks—
Producing a steep minor trendiine. This line is broken upside
by a quick minor raily, after which prices sitde off agatn in a
duller and less prrecipitate trend. A second minor trendline
may now be drawn from the original bigh point across the
tofr of the upthrust that broke the first rend, Ibis second trend-
Iine is broken by another partial recovery thrusi, and a third
and stll duller and flatter sefl-off ensues. A third trendline
cait now be drawn from the original bigh across the top of
the second upbtbrust. The whole mouve, by this time, bas taken
roughly and irregularly a "saucering-out” form. The three
trend lines drawn from the original reversal point from
which the corrective decline started, each at a flallter angle
than its predecessor;, are kroun as fan lines, And the rule is
that when the third fun line is broken wpside, the low of the
tntermediale corvection bas been seen.

According to Edwards & Magee, the purpose of the fan prin-

ciple is to determine the end of intermediate reactions in a bull
market and of intermediate recoveries in a bear market.?

Ml | B giips quaes 2 gpes oo rpEpgd ™= PP 9% T 0 - —



However, the Fan Principle can be used as a tool for determin-

Following are several examples of the Fan Principle in action
ing changes in the trend at minor and major points, as well,

taken from realtime charts.

Fan lines are most helpful to the Elliott Wave analyst when -
used to determineg if a new impulsive trend has started, or if the
correction of the existing trend is only temporary. The basic
rule to remember is that a mere correction will stop short of
breaking below (or above, depending on the direction of the
tremud) the trendline, but an acmal change in trend will break
abave (or below) it

Fan Principle in Real-Time
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Notes:

! Edwards & Magee, Technical Analysts of Stock Trends,
Amacom, New York, 1996, pe. 313
?Ibid, pe. 314
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Chapter 7

Elliott Wave
and Channel Analysis

In this chapter we will discuss a technical formation known as
a channel, which is most commonly seen in actively traded
sccurities of with a large number of outstanding shares (and
least often in the less popular, thinly-traded equities which
receive only sporadic attention from traders). The channel plays
an important role in both classical technical analysis and Elliott
Wave Theory.

Edwards & Magee define a channel for us in the following
terms:

In a fair share of normal trends...the minor waves are suf-
ficiently regular to be defined at their extremes by another
line. That is, the tops of the ralifes composing an intermediate
advance sometimes develop along a line which is approod-
mately parallel to the basic trendline projected along theiy
bottoms. This parallel might be called the return line, since it
marks tbe xone where reactions (refurn moves against the
primary trend) originate. The area between basic trendline
and return line is the trend channel.
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Prices bound by trend channels follow the Rule of
Alternation in which @ move that meets with the top of the
channel line elicits a bounce to the bottom line and vice-versa
in a fepeating pattern (we will have maorc to say about the Rule
of Alternativn in the next chapter).

Channel
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The trend channel played an important role in the original
development of the Elliott Wave Theory. In The Wave Principle,
the first of R.N. Elliott's works, published in 1938, Elliott statcs,
“To properly observe a market’s movements, and hence to seg-
regate the individual waves of such a movement, it is necessary
that the movement, as It progresses, be channeled herween par-
allel lines™

As a general rule, one should always wait for the completion
of the first two waves in a beginning impulsive move before
drawing a trend channel. A trend channel cannot be formed
until the first two waves of 4 cycle are complete.’

Robert Beckman, author of Elliott Wave Explained, describes
the construction of the Elliott Wave trend channel in the follow-
ing terms:

When preparing the channel, a tangent, which will be
referred to as a base line, should be drawn using the contact
poinis of 0 and 2. Once this base line bas been drawn, a line
parallel to it should be drawn, using 1 as the contact roint,
and extended some distance to the right (as shown in the
example on the following page). This line will estallish the
upper limits of the trend channel.

It will also be found useful to draw a trend line tangential
with the bottoms of the entire firsiavave movement, stibse-
quently using contact 2 as a point from which lo dratr a fur-
ther line parallel to the trend line, between ( and L The
upper trend-channel line will belp establish probable fargets
relative to the size of the succeeding waves; the channels with-
in the channel will belp establish timeframe references, These
channels bave been labeled A and B.

A further line bas been drawn between contact prodnts 7
and 2. This line bas been establisbed by using the peaks of the
dountrend between I and 2, whereas the trend line belween
contact points O and 1 bas been formed by drawing a line
tangential to the bottoms of the uplrend. Generally, when
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drawing trend lines we wse the troughs as tangent points in
an uptrend, and the peaks as tangent points in a downirend.

Elliott Wave Channel Construction

We can now establish a probable target for the end of the
third wave in price and time, based on normal, markel-
bBebavior patterns.

Assuming that normal, market bebavior continues and the
third wave terminates at the top of the mend channel, ai the
price and time coordinate establisbed, one can then use the
channel for plotting the possible lermination in price and
time for the fourth and fifth waves. Using the end of the third
wave as contact point 3, one draws a line parallel o that
drawn betueen contact podnts T and 2. The point at which
this ine contacts the bottom of the trend channel will estab-
Hsh a probable price target and date of termination for the
Jourth wave.

I the same manner, once the fourth wave bas been com-
pieted, and a contact point formed, a line is drawn parallel to
the first and third waves. The point at which this line touches
the top of the trend channel will provide the farget for the
[fifth wave in both price and time*

Beckman notes that in employing the channeling technique,
normal behavior indicates that wave 3 of a movement should
terminate in the vicinity of the upper trend channel line that
was drawn upon completion of the first two waves of the
movement. “Should wave 3 end above the upper limits of the
trend channel, the movement has taken on temporary strength,
and therefore modifications to the trend-channel structure
should be made. In the event Wave 3 terminates below the
upper limits of the trend channel, a failure occurs, and once
again adjustrents must be made *

Beckman continues:

The guestion then arises: When drawing a kypotbetical
Wave ¥, what references are used?. The answer can be found
in the normal characteristics of wave relationships. According
to Elliott, the dimensions of Wave V showld resemble those of
Wiee [ in hoth fwice and time.



Therefore, in cumsiructing our bypotbetical Wave V. we con-
nect the (op and bottom of the trend channel by drawing a
Hne parallel to Wave I, which gives us the minintum probable
extent of Wave V both on the price conrdinate and the time
coordingte.

Elliott Wave Channel Construction

Hypothetical Wave V

Elliott observed further characteristics of market bebavior
which extend the concept even further These characteristics
were noted with parficular regard to the most important
movement of the bull market, the final fifth wave. Normally,
the fifth wave will terminate at the top of the rend channel;
therefore, establisiing targets at that level will, on most occa-

stons, prove belpful®

Notes:

' Edwards & Magee, Technical Analysis of Stock Trends,
Amacom, New York, 1996, pg. 513

? Beckman, Robert, Elliott Wave Dxplained: A Real-World Guide
to Predicting & Profiting from Market Turns, Probus
Publishing, London, 1995, pg. 97

* Thid, pg. 103

* Ibid, pgs. 103-4

* Ibid, pg. 105

b Ihid, pp. 106



Chapter B

The Rule of Alternation

lliott Wave Theory is based on the "Rule of Alternation.’

Simply stated, this means that in financial markets—and in
all of the created universe, for that matter—every action has an
opposite action, or reaction.

In its application to technical analysis, this rule was probably
first ohserved and applied by George Cole, who wrote a semi-
nal work on technical analysis entitled, Grapbs and Their
Application to Speculation. Although Cole had a different name
for it, he gave the following description ol it:

According to the Law of Action and Reaction, frequently
the market reverses and makes what might be called second-
ary runs of good proportions, either up or down, in opposi-
tion to the primary trend, which ends in a congestion. Then,
after working in the level attained within a limiled move-
ment up and down for more or less time, {t will move out of
the congestion {n a movement of approximately the same
extent, in the same direction against the primary trend, or
reverse, going with or against the primary trend for a dis-
tance approximately equal to the first “secondary run.”
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It is obwdons Ml in every second reverse the moventient %
i1 the sapne divection s and comparatively parallel with the
original movemenl. The theory s that the extent of every par-
allel movement, regarveiess of the trend of the market, should
be egual v ithe last movement in the same direction. This is
according to the Law of Recurrence,

Rule of Alternation in Action
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The application of the Rule of Alternation to the Elliotr Wave
Theory is obvious, for the theory itself is based on this rule.
Wave 1 will be followed by wave 2 in the opposite direction,
followed by wave 3 in the opposite direction to wave 2, and so
on. Further, the individual waves themselves carry minimum
measuring implications which can be used to approximate the
extent of future waves. For instance, waves 1 and 3 usually
approximate in both length and duraton, as do waves 2 and 4,
regardless of whether the waves are in the impulsive ar correc-
tive position. The same normally holds true for all three waves
of a typical A-B-C correction. Observes Robert Beckman in
Ellinn Wave Explained:

Elfiott’s Theory of Alternation bas a number of basic appli-
cations, the mosi obvious being the manner in which first
wave formalions alternate with three-wave formations when
@ bear market follows a bull market and corrective action fol-
lows impulsive wave action. According to RN Ellioti, form,
balance, symmetry, and alternation are a "law of nature”and
are imiolate. Leaves on the branches of trees appear first on
one side of the main stem and then on the opposite side,
alternating thefr position. Alternation occurs in galaxies,
flowers, sea shells, and bumps in pineapples, and was funda-
mental o Niels Bobr's discovery of the process of cognition.
Atternation, in lbe geo-political science, was an inberent Jea-
ture of Oswald Spenglers finding in Decline of lhe West.
Kepler tried to describe the distances between wo planets as
a system in which bodies are alternately inscribed and cir-
cumscribed in spheres. There is an endless list of examples
that can be offered by nature and the sciences which support
tbe principle of alternation. But, the object of this exercise is
the pattern of alternation as it is reflected fn buman activity
With buman activity, we bave continuous alternation with
iittle alteration.

Awutumn follows summer, night follows day, famine fol-
lonws feast, bear markets follow bull markels, and yang fol-
lows yin, Bull markets and bear markets alternate. A bull
market is composed of five waves and a bear market of
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three waves. Five and three alternate-this same rule governs
all the degrees, from the most minule o the most grandiose

- over fine,

Within the fiveavave wnvard movement, Waves 1, if, and vV
are in an upward divection, and waves If and IV are fn a
downward direction. Within three waves of a downward
movesment, the first wave s downward, the second wave is
upward, and the third wave is downward, The first wave of a
downward movemen! will bave Weaves 1, 3, and 5 traveling
in a dowmward divection, while Waves 2 and 4 travel in an
upward direction. Up alternates with down. Odd numbers
alternate with even numbers.”

Motes:

' Cale, George, Graphs and Thedr Aiplication to Speculation,
Pitman Publishing, London, 1998, originally published in 1936

2 Beckman, Robert, Elliott Wave Expiained A Real- World CGriedele
to Predicting & Profiting from Market Turns, Probus
Publishing, London, 1995, pgs. 19192
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Chapter 9

Elliott Wave
and Volume Analysis

‘1Jire come now to one of the most overlooked measures in
technical analysis—trading volume, In recent vears, mar-
ket technicians—including Elliott Wave analysts—have largely
ignored this crucial market gauge in their examination of the
market, instead preferring to focus solely on price. Indeed, even
Elliott himself made scant reference 1o volume in his writings.
This is a mistake, and onc that has been largely responsible for
the perceived “failure” of the Elliott Wave Theory. For without
taking into account volume into one’s market analvsis, the ana-
lyst comes away with only half the picture. Volume is to price
what gasoline is to a car, and vou cannot have one without the
other. With a proper understanding of volume, however, the
Flliott Wave Theory takes on new life, and one’s analysis of the
market becomes much more accurite.

What constitures volume? Quite simply, volume is the (ol
number of contracts {or shares) traded during a single trading
session or over a given period of time. As a technical indica-
tion, volume provides important clues as to investor sentiment,
the level of commitment (or non-commitment) of traders to a
given markct trend, as well as what is happening within a
given chart pattern.
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As a rule, volume should expand in the direction of the price
trend. If the prevailing trend is up, volume should be heavier on

_the up days and lighter on the down days. If the trend is down,

volume should be heavier on the down days, with lighter vol-
ume on the up days. This is because in an uptrend there should
be more buyers than sellers, and in a downtrend there should
be more sellers than buyers. If volume should start to diminish,
it could be a warning that the trend could be losing steam and
that a consalidation or perhaps a reversal could be ahead. If the
trend was up, and we now see more volume on dips than on
rallies, it should be an alert that buving pressure is waning and
sellers are becoming more aggressive. The reverse would be
truc in a downirend. If volume starts to shrink on the sell-offs
and picks up on the rallies, once again, it could be a sign that
the trend is in trouble, and buyers are starting to assert them-
selves. When volume moves in the opposite direction of the
price, this is called divergenee.

One of the seasons why volume has a tendency to diminish
during periods of indecision is for just that reason. During peri-
ods of lateral movement on the charts, traders will often avoid
the market, preferring to commit their funds only when a clear-
cut breakout is seen. However, while it is typical for volume o
diminish during such times, volume can give the analyst clues
as to possible near-term direction by measuring the level of
conviction of the buvers and sellers, Seeing if there is heavier
volume on the up days or on the down days, the buyers are
probably the more aggressive, and the market should break out
to the upside. The reverse heing true on the down days, the
market should break to the downside.

Addressing the relation of volume to price movements,
Robert Rhea, in The Do Theory, wrote:

A markei which bas been overbought becomes dull on ral-

ffes and develops activity on declines; conversely, when a
market is oversold, the tendency {5 to become dull on
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declines and active on rallies. Bull markets terminate in a

period of excessive activity and begin with comparatively
light transactions

He states further:

Examination of the daily movements of the averages and
volume trading over a long period of years demonstrates
that the tendency is for volume to fncrease whenever new
bighs or new lows bave been made in primary bull or bear
markets, with such an increase frequently progressing unitil
sometbing like a climax indicates a temporary reversal of
the movement.®

Rhea concludes:

n emphasizing the importance of volume, the writer does
noi, of course, intend o convey the idea that volume of trad-
irg is as fmportant as the movements of the indusirial and
transportation averdges. The latter are always to be consid- -
ered as of primary importance. Volume is of secondary sionif
tcance, but it showld never be overlooked when a study is
being made of the price movement? I

Martin Pring, in Technical Analysis Explained, cxpounded
upon the traditional concept of volume as a price trend corrob-
oralion by demonstrating it can also serve as a price indicator.
Quoting Willlam Gordon, author of The Stock Market
Indicators he writes:

In 84 percent of the bull markets the volume bigh did not
occur af the price peak but some months before.!

Pring notes that volume *has an almost consistent tendency
to peak out ahead of price during both bull and bear phases”
He concludes that volume “gives strong indications of a trend

reversal when it moves in the opposite direction to the prevail-
ing trend."*
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Addressing the subject of volume from an Elliott Wave point
of view, Robert Beckman in Flifon Waee Explained wriles;

According to Elliolt, there is a relatively consisrent relation-
ship benween the pattern of volume, the characteristics of the
impulsive waves, and corrective waves of an uptrend, Any
deviation from these characteristics showld be regarded with

FMSPICTON.

During the course of a major fivewave uptrend, volume
wil tend to gradually increase during the course of the first
wave of the cycle, contract during the second wave of the
cycle, expand during the third weave of the cycle, contracr
again during the fourth wave, and be veaching new cycle
bighs during the fifth and final wave. Further bighs will be
recorded if the fifth weave becomes extended.

As the flvewave cycle prugresses, the polume during Wave
2 showld be far less than that wbich was seen during Wave 1.
The volume levels recovded diring Wave 3 sbould be greater
than those of Wave 1. Vilume levels during Wave 4 should be
less than those recorded duving Wave 3, but greater than tbal
of Wave 2. The volume of Wave 5 should be the bighest of the
cycle, although rare, when the volume during Wave 5 bas
been greater than Wave 3. (see example below!)

The iliustration demonstrates the manner in which vol
ime levels showld be expected to conlinue to advance during
Waves I and 3, bur become somewhal labored during the
course of Wave 5. Also note that although the level of volume
showld contract during Wave 4 of the sequence, cven al the
terminal poini of Wave 4, uolume is still comparatively bigh.
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Typical Elliott Wave Volume Pattern

[T

In general, during the course of an ongoing bull market, vol-
ume and price should agree in their general direction. When
the market rises, the level of volume should also rise When the
market falls, the level of volume should contract, As long as the
level of volume continues to expand, and there is no diver-
gence between price and volume, one can assume a further
advance in the price action is likely,

Whern the fifth and final wave is reached, volume diver-
gences will begin lo appear If the level of volume continues
fo rise while the price action suddenly turns lethargic, you
are being warned that an important reversal is in the offing.
When the price action starts to advance, but volteme does
nol, the whtrend move {5 nearing an end”’

As an aside, we would aote that Elliotn adds a note of caution
about markets, when the level of volume is extremely low
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 _when markets are abnormally ‘thin, the usual volume signals
arc sometimes deceptive.”

Rounding out our study of valume in Elliotn Wave patterns
we list the following summary of considerations an analyst
should be cognizant of when performing volume anakysis:

s At any given point in time, markets are either under distribu-
tion or accumulation, which involves random trend persistency
of a stochastic narure. Shifts in supply or demand characteris-
tics, as expressed by changes in volume trends, can often give
warnings of current or approaching trend reversals.”

s A risc in volume levels is a normal expectation following a
break above the upper parameters of a triangle or a flat; follow-
ing a period of low activity; when a market hreaks above an his-
toric high: or when corrective action has been completed or is
drawing toward completion. [Teavy volume under any other
conditions is likely to indicate a reversal of the prevailing
'III.‘E‘I'ld.w

» When volume expands as the price action declines, this is
characreristic of a liquidating market, The downtrend is likely to
continue until there is a reversal in the volume relationship. An
approaching end 1o the downtrend is indicated when the level
of volume begins to contract as the market falls and expands
on rallying action,™

+ A sharp one-day rally on low volume indicates short covering.
The price levels achieved are unlikely to be maintained.®

« Following a day when there is exceptionally high volume, be
on the alert for the possibility that either a buying climax or a
selling climax has occurred. If volume refuses to expand within
three days of the suspected climax, the climax will have been
confirmed.”

* The breaking of the apex of a triangle on heavy volume is sig-
nificant, indicating the corrective parttern has been completed.
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A break of a triangle on low volume is not significant, indicating
the pattern is likely to extend.™

* The breaking of the resistance level of a flat on high volume is
significant. If a break occurs on low volume, it becomes likely
that the price action will return to the confines of the flat.’s

* During a rising impulsive wave, it is a sign of weakness if vol-
ume continues o expand while the price action begins to nar
row, Under these circumstances, supply can be seen to be grad-
ually exceeding demand. If the level of volume continues to rise
while thrusts become increasingly powerful, this is a sign of
strength, since demand under such conditions will be exceed-
ing supply.”

* Approaching the end of a corrective phase, it will be a sign of
strength when volume begins to increase while the price
action narrows, This type of action will often be the precursor
to a final low-volume Wave 5 of Wave C before the next
upswing."”

* Heavy volume is constructive, provided there i 4 continua-
ton in the trend of the price movement and the price move-
ment does not re-cnter a corrective flat or a triangle following a
bulge in volume levels. If there is a re-entry into a congeston

range following a high-volume upward thrust, this would follow
distribution and be a sign of weakness,™
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Motes:

! Rhea, Robert, e Do Theory, Fraser Publishing, Burlingron,
VT, 1993, pg. BG

* Ibid, pg. 89

* Ibid, pg. 92

‘ Pring, Martin, Technical Analysis Explained, McGraw-Hill,
New York, 1993, pi. 273

* Ibid, pg. 273

* Ibid, pg. 288

? Beckman, Robert, Bilion Ware Explafmned: A Real-World Guide
to Predicling & Profiting froam Market Turns, Probus
Publishing, London, 1995, pgs. 201-2

"Thid, pe. 203

® Thid, pe. 204

® [hid, . 204

U 1bid, pg. 204

12 Ihid, pg. 204

™ Tbid, pg. 204

¥ Ihid, pg. 205

¥ Thid, pg. 205

" Ibid, pg. 205

” Ibid, pg. 205

# Thid, pg. 205
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Chapter 10

Elliott Wave
and Contrary Opinion

nc arca of market analysis that has come (o e relied upon

as a useful adjunct to technical analysis is the use of senti-
ment indicators. In using such indicators the analyst attempts to
obtain a grasp of the predominant psychology of the market
and use this to formulate a trading approach based on contrary
opinion. The premise for this branch of technical analysis
(though it is more “psychological® than *technical™) is that at
any given time the majority of traders and investors are on the
wrong side of the market. Indeed, Elliott Wave Theory is itself
contrarian in nature. -

Another assumption underlying this form of analysis is that
spotting divergences of opinion among traders is helpful for
gatning an understanding of where the markel may be heading.
“What is imporant to understand” wrote Kenneth Shalleen in
his book, Volume and Open Interest,”is that the difference of
opinion [among traders] creates a market that can sustain a sig-
nificant price move." Without this all-important difference of
opinion, or sentiment, trading activity comes to a standstill and
it becomes exceedingly difficult to make money. This is why
being able to gauge market sentiment {5 s0 important.
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Martin Pring, in fecbnical Analysis Explained, gives us further
insight inta this subject:

During briviary bull and bear moarkets the Dsyehology of
all investors moves from pessimism and fear to hope, over-
contfidence, and greed For the majority the feeling of confi-
dence is built up over a period of rising prices, so that opti-
mism reaches its peak around lhe same point that the mar-
ket is also reaching its bigh. Conversely, the mafority is most
pessimistic at market bottoms, at precisely the point when it
should be buying I'hese observations are as valld for inter-
mediate-term peaks and troughs as they are for primary
ones. The difference is normally of degree At an intermediate-
term low, for example, significant problems are perceived,
but at a primary market low, they often seem insurmount-
abie. In sume respects the worse the problems, the more signif-
fcant the bottom.

The betterinformed markel participants, such as insiders
and stock exchange members, tend lo act in a manner con-
frary to thar of the majority by selling ai market tops and
buying at market bottoms, Both groups go through a com-
Plete cycle of emotions, but in completely opposite phases.
This is not v suggest thar members of the public are afierys
wrong at mafor market turns and that professtonals are
always corvect; rather, (be fmplication is thai, in aggregate,
the opinions of these groups are usually in direct conflict.*

While the measurement and quantification of investor senti-
ment may scem a dubious prospect, successful attempts have
been made and the process of gathering, interpreting, and
extrapolating investment trends from such data has become
refined in recent years to the point of almost being a science.
While many avenues exist for obtaining such data, the source
most heavily used by US. investors is The Bullish Consensus,
published by the Market Vane Advisory Service. Fach week a
poll of market lcrters is taken to determine the degree of bull-
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ishness or bearishness among commodity professionals. The
rationale behind this approach is that most iraders and
investors are influenced to a great extent by market advisory
services. By monitoring the views of the professional market
letters, therefore, a reasonably accurite gauge of the attitudes of
the trading public can be obtained.?

The method far interpreting these numbers is fairly simple. If
the number of bullish advisors is above 80%, the market is con-
sidered o be overbought and implies that a top may be near A
reading below 30% (meaning that only 30% arc bullish and 70%
are bearish) is interpreted to warn of an oversold condition and
the tncreased likelihood that a market bottom is near,

Commenting on this principle, John Murphy, author of
Technical Analysis of the Fulures Markets, writes:

wEf B0% to 90% of market traders are bullish on a marker,
it is assumed that they bave already raken their market posi-
tions. Who is left to buy and push the market bigher? Ihis
then is one of the keys to understanding Contrary Opinion, If
the overwbelming sentiment of market traders is on one side
of the market, there simply isn't enough buying or selling
Pressure left to continue the present trend

Another commonly used sentiment indicator is what is
known as the “magazine cover indicator” Used primarily as a
turning point indicatot, this tool for measuring crowd psvcholo-
BY is helpful for discerning the pulse of the investing public
and the likely nearterm direction of the market. Martin Pring
explains:

The crowd is typically wrong at major market turning
points, and the news media normally reflect magority opin-
ion. Therefore, a sentiment indicator based solely on reports,
cover stories, network news items, and other public sources
would probably be extremely useful. However, a careful study
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of popudar magazine publications (such as Time, Newsweek,
U5 News & World Report, Fortune, and Business Weekl), the
network evening news, financial books on the best seller list,
et other such sources can offer o very wseful supplement o
the indicator approach.

Tyfically, al the top or botlom of an established move, the
story of a market crasbing, the pold price soqaring, oF some
oitber extremne cvent is in ilself newswortby, and the story will
appear as efther a prominent article or a coverstory.
Unfortunately, fy the ine the facts bave Been widely disser-
inafed, they bave wsually been well discounted by the mar-
kets; it is thus much nore likely 1bhat the media are publiciz-
tng the end rather than he beginning of @ moe!

Pring adds this note of caution, however: "1t is very impor-
tant, therefore, to make sure that such stories are consistent
with the ather technical indicators ™

An option-derived sentiment indicator developed by two
leading exponents of the Elliort Wave Theory, Bob Prechter
and Dave Allman, compares the open interest on puts and
calls on the Standard & Poors (S&P) 100 (QOFX). Open inter-
est is the total number of outstanding options at the end of
each rading day.

Prechter and Allman use a 10-day moving average of the
ratic, which has the advantage of being far less ermatic than the
actual ratio. However, becawse the open interest figure is far
less erratic than daily volume, there are fewer signals. As a
result, the signals are quite useful for idenmtifving intermediate-
term a8 opposcd to shortterm reversals”

The actual indicator is constructed from a 10-day moving
average of daily ratios, A reading of 2.0 in either direction is
unusual and rypically signals an important turning point in the
market. Market bottoms appear to be associated with declines
below (0.50." Murket peuks, on the other hand, appear to be sig-
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naled when the ratio moves above the 1.9 percent level and
then falls back below it.

Successful integration of contrary opinion and sentiment
indicators can serve as a helpful adjunct to Elliott Wave analysis.
Such integration, however, requires the skill that comes with
expetience. With practice, the Elliott trader should be abie to
improve the accuracy of his trading by combining Elliott Wave
Theory with sentiment indicators.

Notes:

! Shalleen, Kenneth, Volume and Open Interest, Irwin,
New York, 1997, pg. 21

* Pring, Martin, Technical Analysis Explained, McGraw-Hill
New York, 1993, pg. 353

* Murphy, John, Technical Analysis of the Futures Markets,
New York Institute of Finance, 1986, pg. 316

* Ibid, pg. 318

' Pring, pps. 371-73

* Ibid, pg. 373

* Ibid, pg. 369

" Thid, pg. 370
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Chapter 11

Filtered Waves

’I‘h: Elliott Wave Theory's greatest utility is its uncanny accu-
racy in highlighting turning points in the market. As a tech-
nical tool, Elliott Wave is peerless when it comes to identifying
changes in the trend—minor, intermediate, and primary.
However, the minor fluctuations and random “noise” generated
by the markets sometimes tend to obscure these turning
points, making it more difficult for the Elliott analyst to identify
these key events. Fortunately, there exists an auxiliary tool to
help the analyst filter out the excess noise caused by market
volatility— “Gltered waves”

The filtered wave concept was developed by Arthur Merril,
who outlined this principle in his 1977 book, Filtered Waves &
Basic Theory, The measuring device described by Merril is an
amplitude filter. Waves are measured by the filter required to
eliminate them. In simple terms, if an analyst chooses to ignore
all swings of less than 6%, he is using a 6% Ffilter.’

“The use of a filter permits simplification,” says Merril. "Stock
market prices move in waves within waves within waves; this
can be confusing. If a filter is used, the important swings are
clearly evident.®
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o the first step in constructing 2 filtered wave chart is to "filter
out” all the excess noise and refine the chart until it becomes
smoothed out. Tt is up to the analyst to decide to what degree 3
chart should be filtered—whether to use a 3%, 5% or 10%—
whatever—filter, This decision, however, should not be made
arbitrarily but should be based on a variety of important fac-
tors, including the time clement. the *character” of the stock or
commodity being charted, and the degree and magnitude of the
trend (whether minor, intermediate, or primary.

Once that has been estahlished the next step in constructing
the filtered wave chart can be taken. Merril explains:

The first step is to decide the smailest wave (o be charted.
This {5 the filter size. (n our studies of the sWings of the Dow
Jones Industrials. .we bave used a minimum of 3%,

Suppose, for example, that we use a fitter of 3%, and that
prices bave been rising, and bave risen more than 5% We
continue to note new highs made in the swing, and for erck
new high point achieved, we divide by I03% to gel a new
reversal signal (R5), Now suppose that prices start to decline.
We do nothing until the RS point is reached When this accirs,
we know that we have been tn a gualifying decline since the
last bigh point, This establisbes the bigh potnt as a gquealified
terning point which can be piotted on a chart.
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In graphic form, the situation is this:

Established fturning polnt [Fwesl
Point A s 3% bigher thaa RS,

Praceding rige ol

mares fhoan 5%,
== Pricas hove declined te  the

Aeverzal Signaol, [AS]

Merril continues:

Newy that prices are declinimp, new Iow points are noted. Az
egoh new foww point s mede, it is multiplied by 105%, to get a
new reversal signal (RS) If prices wrn around and start
uprward, nothing is done until the RS level is reached When
this occurs, the preceding low point is establisbed as a guali-
Jying turning bofnd, avd can be plotted on q charl. The situa-
tion fs as follows?

RS Fricas have reached Reversal Signal (RS}
A8 is 5% obkow B,
This wsstablishss B o3
o qualifisd turning point, (FWGS)
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Waves arc measured by the verdeal distance between (urn-
ing points, expressed as a percent of the lowest point.”

-+ Upswings and downswings should be put on the same basis,

always using 100% at the lowest point.* Merril puts this in per-
spective with the following analogy: suppose a worker's salary
is cut 10% (of the high point) during a recession. Later, when
business improves, his pay is increased by 10%. This does not,
however, restore his pay cut, since the increase percentage is
now based on the low point. Writes Merril:

.Hc.j‘trré & fillgrable wave can be measured, it must be iden-
tified. Two adfucent hurning points may not be a complete
swwing, they may be part of a larger swing in the same divec-
How, Note this chart:

G
" %
%
a
¥]
B
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The left band chart shows all waves of more than 5%
(FWG3S); the right band chart uses a 10% filter (FWG 1),

Note that the upswing B-C, although it {s only 8%, is not
eliminated by the 10% filter. Il is part of the larger upsuing B-
E. The same {5 true of the upswing D-E. The wave C-D, hower-
er, completely disappears; it is a filterable wave,

The requirements for a complete swing are then evident;

the swing must be smaller than both the previous swing and
the stwing which follows?*

Follawing swing,

Preceding  swing, Rigger thaon A-B

Bigger than A-B

Praceding awing,
Bigger than A-B Following swing
Bigger than A-B
A
&-B gquatifisas as o complete filleroble wave
iA  Bboth charts,

ELLIOTT WAWVY



Applying fltered waves to the Elliott Wave Theory can ease
the task of wave counting by highlighting turning points, there-
by making them easicr to identify. Merril explains:

Flliott bad sone problems in the application of bis princi-
ple. Many of bis lurning points were debatable; bis wave pal-
ferns tend o proliferale into variations,

The selection of turning points is crucial You can tdentify
almost any pattern if you select the proper turning potnis.
When filtered waves are applfed, some of Elliolt’s turning
points appiear to be guile light, and be seems lo bave missed
sorne frphoriant turns

It follows, then, that using filtered waves can greatly aid the
analyst in applying the Elliote Wave Theory,

MNotes:

' Merril, Arthur, Filtered Waves & Basic Theory, The Analysis
Press, Chappaqua, MY, 1977, pg. 1

*Ihid. pg. 1

* Ihid, pgs. &-7

 Tbid, pg. 8

* Thid, pg_ 8

¢ Ibid, pgs. 89

7Ibid, pg. 170
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Chapter 12

Conclusion

Th::rc are many applications of the Elliott Wave Theory in
the analysis of stocks and commodities. The Elliott Wave
Theory is perhaps one of the most important and overlooked
techniques in the entire discipline of technical analysis. As it
stands in its original form, however, it is in need of refinement
and augmentation before it can be practiced with a significant
degree of accuracy, Our endeavor in writing this book has
been to assist in this refining process, however small our con-
tribution may be. Hopefully, other analysts will follow suit and
add their input in reconstructing this most fascinating of tech-
nical theories, '

In formulating his theory, RN Elliote had little to work with
in the way of perfecting the guidelines of wave formation in
real time. While he was able to backtest his theory to a certain
degree, he lived at a time when stock market data was harder
to obtain than it is today, and computers were not yet available
to assist him in his work. Charts had to be constructed by
hand—a tedious task to be sure.This, added to the fact that he
was advanced in age and in poor health when he developed
his theory, served greatly to hinder the perfectibility of his
magnum opus. Had he lived a few more vears and had the
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tools at his disposal that we now take for granted, perhaps
Elliott would have worked out the kinks and presented us

_with a more rounded-out theory. Such, however, was not to be
his fate, and while he left us a considerable base on which to
build, there is still much to be accomplished in the way of
developing the Elliott Wave Theory.

Qur primary purpose in writing this book has been 1o pres-
ent the rudiments of the Ellion Wave Theory in 4 mannéer that
can be understood by both layman and professionals alike. We
have also endeavored to add a few needed adjustments to the
theory. For those who desire a more comprehensive explana-
ton of Elliott Wave we would recommend to you the works of
the leading exponents of the theary. Bob Prechter, Glenn Neely,
and Bob Beckman are among the most distinguished of these.

In our years of studyving the theory and reading the Elliott
YWave writings of other analysts we have come (0 note some
conspicuous shortcomings in how maost analysts use the theo-
1y, and we have addressed some of these problems within this
book. Foremost among them is the absence of volume analysis,
the failure to integrate basic trendline and chart pattern analy-
sis with Elliott Wave analysis, and the almost obsessional focus
on wave counting to the exclusion of the overall position of
the market, which is always of paramount importance and is of
‘more value than the individual (uctuations. Though much work
remains beforc Elliotr reaches a degree of perfectibility, we
believe the informarion contained in this book will facilitate a
greater understanding and skill in the use of this highly known
but widely abused technical tool.

If you, the reader, come away from reading this book with
nothing else, remember this: the most important thing in the
analysis of securities is to concentrate on the overall trend.
When consolidations or deawn-out lateral patterns develop
within a given market. do not worry about losing count of the
waves; instead, focus on the underlving trend as well as any
classic chart patterns that may be identifiable. While wave
counting is important, it isn't as important as the trend itself, for
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while _Fr‘iIIES generally adhere o the guidelines of Elliot Wave
formation it is doubtful that they always specifically adhere to
them. Being armed with this bit of information alone will take

you far in your study of the markets and will greatly increase
the value of your portfolio.

Thank you for buying this book, and we wish you every suc-
cess in your journey through the marketplace,

MNote:

' Bob Prechter, president of Elliott Wave International, can be
reached at PO. Box 1618, Gaincsville, GA 30503. Glenn Neely,
president of The Elliott Wave Institute, can be reached at 1278
Glenncyre St., Laguna Beach, CA 92561. Robert Beckman can be
reached through Irwin Professional Publishing, 1333 Burr Ridge
Pkwy., Burr Ridge, IL. 60521,
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Appendix 1

Elliott Wave
and Chart Pattern Analysis

tock market chart patterns take one of three basic forms:

accumulation patterns, distribution patterns, or continuation
(ak.a., consolidation) patterns. Fach of these is reflected in the
charts as geometric shapes. This is where basic chart pattern
analysis derives its fucl. When one learns to recognize these
basic patterns, of which there arc only three basic categories of
patterns, he is well on his way to excelling at technical analysis
and at making substantizal profits in the stock market.

One major problem that we have encountcred through the
years of studying Elliott Wave is the prominent disposition
among Elliott analysts of giving priority ta a particular wave
count when it conflicts with a clear-cut chart pattern. For
instance, an analyst may label the waves of a downward impul-
sive trend in a given stock or commodity, say silver for instance,
as a five-wave decline with an intermittent A-B-C rally, and then
procesd with the expectation that the decline will continue.
Howewver, all along a clear “head and shoulders” bottom (other-
wise known as a “rounding bottom™), a pattern which projects
a bullish trend reversal is forming, Instead of taking this into
account when attempting to label the waves, our analyst per-
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sists with his bearish count and ignores the bullish implications
of the developing head and shoulders bottom, a move he later
COMEeSs Lo regret.

This incident actually happened, as one prominent analyst
insisted that silver was in the midst of a bearish declining pat-
tern when the evidence actually indicated quite the appaosite,
See the sibver chart on the following page, extracted from the
July 1999 Eliiott Wave Financial Forecast' (a highly recom-
mended publication for students desirous of lcarning the
nuances of Eliou Wave in real-time market analysis),

Incorrect Labeling of Silver Chart

X

®

e THE BEAR MARKET
| IN SILVER
{ Weaekly Bar

75+ | [anshirefic dcalke)

ALT (&) (BHCIOKE)

iy | E o Bame bl
:

44
/558 EE i 598 11459 4558
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As you can see, this analyst chose to label silver's chart as an
A-B-C correction, implying wave C would carry prices well
below $4.50/0z. Quite clearly, however, a rounding
bottom/head and shoulders pattern had developed (one could
also sec a “diamond" reversal pattern—a variation of the head
and shoulders) projecting prices to 4 minimum target of
$6.50/0z., if not higher, based on the measuring implications of
that pattern. Obviously, such an implication would entail 2 revi-
sion of one’s wave count {and to his credit, this analyst did later
revise his wave count to reflect this),

In writing this our intent is not to berate the skill of this par-
ticular analyst, for he is a fine analyst who normally is quite
accurate in his market judgment. Even the hest “Elliotticians"
make mistakes. The point we are trying (o make is that one
should never allow himsclf to be "wedded”™ to a particular wave
count when the overriding implication of a given chart patrern
contradicts that wave count. Tn other words, chart patterns
should afways take precedence over wave counts whenever
the two conflict, If Elliort Wave practitioners would begin to
embrace this rule it would transform Elliott Wave analysis and
bring it one step closer to perfection,

This chapter is not meant to provide an overview of hasic
chart pattern analysis-that would be beyond the scope of our
present work. For that, we would point interested readers to
our earlier work on the subject, Technical Analysis Simplified.

Anyone who is not familiar with basic chart pattern con-

struction should definitely take time to learn it before proceed-
ing further in his study of Elliott Wave Theory.
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MNotes:

' The Eflfort Wave Finencial Forecast, BO. Box 1618,
Gainesville, GA 30303, 5233/12 issues

* Droke, Clif, Technical Analysis Simplified, Publishing
Concepts, 816 Easely St., 2411, Silver Spring, MD 20910, $16
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Appendix 2
Wave Charting

While the charting applications of the Elliott Wave Theory
are many and varied, there exists certain ohstacles to perform-
ing an accurate Elliott analysis in the charts of cerlain stocks
and commodities, particularly, when those securities are illiquid
{iLe., not widely held or actively traded), A safe rule of thumb for
discerning which securities can be analyzed with Elliott Wave is
to deal only in those issues with at least 100,000 shares out-
standing and preferably a million shares or more outstanding,

An even better way to exact a thorough wave analysis is to
measure the waves on a stock or commodity sector, rather than
on individual issues. Since any given sector contains a number
of issues, identifiable waves will almost certainly register on the
charts of the various sector indexes. One way of obtaining
these results is through a practice known as“wave charting.”

This groundbreaking technique was invented by a pioneer of
technical analysis, Richard W, Wyckoff. The technique involves
the averaging of the leading stocks in a given sector. Jack
Hutson, in Charting the Stock Market: The Wyckoff Metbod,
explains:
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A wave chart shows the psychological moment to buy or
sell, It is the pulse of the markel, a condensed picture of every
pital development in every stock market session and an
invaluable aid in determining the turning points of minor
and intermediate swings-frequently days before the popular
averages give an indication.

Wave charts are graphs of the aggrepate price of the five
leading stocks of an industry group ovver the past several
montbs. This group of five is adfusted from time to time, $0
the wave chart shows the progress of stocks with continuous
and real leadersbip. Every change in the aggregate price
throughout the trading day is plotted, and a complete wave
chart also shows volume and an index of activity, or intensi-
fy of trading.'

As an example, a4 wave chart of the Internet sector could the-
oretically be constructed by averaging the daily (or hourly)
prices of the five most actively traded Internet stocks,
Accumulative daily volume for these five stocks would be aver
aged as well This provides a unique and highly reliable medium
for spotting Elliott Wave trends in a given sector since they are
more likely to be spotted in an aggregate stock chart and are
less likely to be influenced by volatility and other ephemeral
factors that may produce misleading signals in the chart of an
individual stock. As Hutston observed:

Just keep in mind that when you're charting, you're deal
ing with waves. Fvery swing in the markel, no matter bow
many points il is, consists of numerous buying and selling
waves. The waves last fust so long as they can attvact a follow-
ing and when that following is exbausted, the wave ends and
a contrary wave sets in. It's much like the tide moving lo a
bigher or lower level (brough a series of surges.”

S0, too, 1s the nature of the Ellioti Wave Theory.
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Notes:

" Hutson, Jack, Charting the Stock Market: The Wickoff Metbod
Technical Analysis of Stocks & Commaoditics, 1998, pgs. 22-23
? Ihid, pg. 23
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Chapter 13

Dictionary of Technical Terms

Accumulation

The first phase of a bull market. The period in which far-sighted
investors begin to buy shares from discouraged or distressed
sellers. Financial reports are usually at their worst and the pub-
lic is completely disgusted with the stock market. Volume is
only moderate but beginning to increase on the rallies.

Accumulation/Distribution

Momentum indicator that associates changes in price and vol
ume.The indicator is based on the premise that the higher the
volume that accompanies a price move, the more significant
the price move.

Advance/Dedine line

The advance/decline line is undoubtedly the most widely-used
measurement of market breadth. It is a cumulative tatal of the
advancing/declining issues, When compared to the movement
of the market index, the A/D line has proven to be an effective
gauge of the stock market's strength. The A/D line has to con-
firm the market movements,
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The A/D line is calculated by subtracting the number of stocks
which declined in price for the day from the number of stocks
which advanced, and then adding this value (o a cumulative total.

Advisory services

Privately circulated publications which comment upon the
furure coursc of financial markets and for which a subscription
is usually required.

Evidence suggests that the advisory services in aggregate act in
a manner completely opposite to that of the majority and there-
fore represent a indicator of a contrary opinion. Advisory
Sentiment Index = percentape of bullish market newsletter writ-
ers in relation to the toal of all those cxpressing an opinion.

Amplitude of cycle

MNormally the amplitude of a cycle is a function of its duration;
1., the longer the cycle the bigger the swing,

Arithmetic scale

All units af measure on an arithmetic scale are plotted using
the same verlical distance so that the difference in space
between 2 and 4 is the same as that berween 20 and 22, This
scale is not particularly satisfactory for long-term price move-
ments, since a rise from 2 to 4 represents a doubling of the
price whereas a rise from 20 to 22 represents only a 10%
increase.

Bear market

Period in which there is essentially a long decline in priccs
interrupted by important mallies, usually for a long time. Bear
markets generally consist of three phases.The first phase is dis-
tribution, the second is panic and the third is akin o a
washout. Those investors who have held on through the first
two phases finally give up during the third phase and liquidare.
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Bear spreading

The short sale of a future or option of a nearby month and the
purchase of a distant contract. (One notable exception to this
principle in the traditional commaodity markets is the precious
metals group. Bull and bear markets in gold, silver and platinum
are led by the distant months )

Bear trap

Corrections in a bear market which can easily be confused with
a reversal or 2 new bull market. If you are not careful, you can
be washed out by a bear trap.

A signal which suggests that the rising trend of an index or
stock has reversed, but which proves to he false.

Bull market

A period in which prices are primarily rising, normally for an
cxtended period. Usually, but not always, divisible into three
phases. The first phasc is accumulation. The second phase is
one of a fairly steady advance with increasing volume. The third
phase is marked by considerable activity as the public begins to
recognize and attempt to profit from the rising market.

Bull trap

A signal which suggests that the declining trend of an index or
stock has reversed, but which proves to be false,

Bull spreading

The purchase of a nearby futures/options contract and a short
sale of a distant contract. In certain tvpes of bull markets which
are caused by a tightness in the supply/demand situation, the
nearby contrict months usually rise faster than the distant ones.
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Beta
Measurement of sensitivicy to market movemenis.

The trading cycle (four weeks) breaks down in two shorter
alpha and heta cycles, with an average of two weeks each (Walt
Bresseri)

Blow-offs

(Climatic top) A sharp advance accompanied by extraordinary
volume; i.e. a much larger volume than the normal increase
which signals the Onal “blow-oft™ of the trend. This is followed
either by a reversal {or at least a period of stagnation, lormation
or consolidation) or by a correction.

Bond market sector

The bond market i.e. the long end) has three main ScCtors,
which are classified according to issuer,

- US government
-Tax-exempt issuers (1.¢, statc and local governments)
- Corporate issuers

Breadth (Market)

Breadth relates to the number of issues participating in a mowe.
A rally is considered suspect if the number of advancing issues
diminishes as the mlly develops. Conversely, if 2 decline is asso-
clated with increasingly fewer falling stocks, il is considered Lo
be a bullish sign.

Breakaway gap

The hale or gap in the chart which is created when a stock or
commaodity breaks out of an area pattern (areas on the bar
chart where no trading has taken place). This gap usually
occurs ar the completion of an important price pattern and
usually signals the beginning of a significant market mowve.

18 ELLIGTT WAVE SIMPLIFLED

Breakaway gaps usually occur on heavy volume. More often
than not, breakaway gaps are not filled,

Breakout

When a stock or commodity exits an area pattern.

Buying pressure

Buying or selling pressure is measured by volume indicators. It
measures the strength of the buying or selling.

Call options

Options which give the buyer the right to buy the underlying
contract or stock at a specific price within a certain pe:ic-d.:lnd
which oblige the seller to scll the contract or stock for the pre-
mium received before the expiration of the designated time
period,

Cash index

Index expressed in money. This is in contrast to futures prices,

Channel lines

The channel line, or the return line as it {s sometimes called, is a
line parallel to the basic trend line. It is the line in a bull market
which is drawn parallel to the basic uptrend line which con-
nects the lows,

Coils

Another word for a symmetrical triangle. A symmetrical trian-
gle is composed of a series of two or more rallies and reac-
tions in which each succeeding peak is lower than its prede-
cessor, and the bottom of each succeeding reaction is higher
than its predecessor.
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Commadity options

A commodity gives the holder the right, but not the ebligation,
to purchase (a call) or sell (a put) on an underlying futures con-
tract at a specific price within a specific period of time.

Composite market index

Composite average - A stock average comprised of the stocks
which make up the Dow Jones Tndustrial Average (DJIA) and
the Dow Jones Liility Average.

Basically a market index composed of a selection of specific
stocks,

Confirmation

In a pattern the confirmation is the point at which a stock or
commaodity exits an area pattern in the expected direction by
an amount of price and volume suflicient (0 meet minimum
pattern requirements for a bona fide breakout, This is also true
for oscillators. To confirm a new high or 4 new low in a stock
or commodity, an oscillator needs to reach a new high or low
as well, Failure of the oscillator (o confirm a new high or a new
low is called divergence and would be considersd an early indi-
cation of a potential reversal in direction,

Congestion area

The sideways trading area from which area pacterns evolve. Not
all congestion periods produce a recognizable pattern however.

Consolidation

Also called a continuation patiern, it is &an area pactern that
breaks out in the direction of the previows trend,
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Contrary opinion

A measure of sentiment is useful in assessing the majority view,
from which a contrary opinion can be derived,

Cycles

The prices of many commodities reflect scasonal cycles. Due to
the agricultural nature of most commodities, these cyeles are
casily explained and understood. However, for securitics the
cyclical nature is more difficult to explain. Human nature is
probably responsiblc.

Decennial pattern

A pattern first cited by Edgar Lawrence Smith. It is a ten-year
patiern, or cycle of stock price movements, which has essential-
ly repeated itself over a S8-year period.

Thc decennial pattern can be of greater value if it is used to
identify where the strong and weak points usnally occur and
then to check whether other technical phenomena are consis-
tent.

Diffusion index

A diffusion index shows the percentage of indicators which are
above their corresponding levels in a previous period (in this
case six months earlier). The indicators are the coincident eco-
nomic indicators that tend to rise and fall coincidentally with
the overall economy. These indicators thus provide a good
approximation of the economy. For example: industrial produc-

tion, consumer installment debt, the federal budget deficit and
inflation,
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Discount rate

The discount rate is the rare at which banks can borrow direct-
ly from the Fed.The Fed can reduce bank reserves by raising
the discount rate and cxpand reserves by lowering the dis-
count rate. In practice the discount rate has little actual influ-
ENCE O interest rares.

Distribution

The first phase of a bear market. During this first phase far-
sighted investors scnse the fact that business earnings have
reached an abnormal height and unload their holdings at an
increasing pace taccumulation),

Divergence

Divergence refers to a situation in which different delivery
months, related markets or technjeal indicators fail to confirm
one another. Divergence is a valuahle concept in market analy-
sis and one of the best early warning signals for impending
trend reversals.

Diversification

Limiting risk cxposure by spreading the investments over dif-
ferent markets or instruments, The more negative the correla-
tion berween the markets, the more diversified the risk,
Dominant cycle

Dominant cyeles continuously affect futures prices and can be
clearly identified. These cycles are the only ones of real value
for forecasting purposes, Most futures markets have at least five
dominant cycles.

Long-term cycle --—--> twa or more years in length
Seasonal cycle --——-> ane year
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Primary or intermediate cycle-—-> 9 to 26 weeks
Trading cycle-—-> four weeks

Short-term cycle——> several hours to several days
Dow theory

In 1897 Charles Dow developed two hroad market averages,
The industrial average included 12 blue-chip stocks and the rail
average was comprised of 20 railroad enterprises. The Dow the-
ory resulted from a series of articles published by Charles Dow
in the Wall Street Journal between 1900 and 1902, The Dow
theory is the forerunner to maost principles of modern technical
analysis,

Basic tenets of the Dow theory:

- the averages discount cverything:

- the market has three trends: primary, secondary and minor

- major trends have three phases;

- the averages must confirm each other;

- volume must confirm the trend (volume must expand in the
direction of the major trend);

-4 trend is assumed to be in effect untjl it gives definite signals
that it has reversed,

Downtrend

The trend is simply the direction of the market. A downtrend is
a trend that is marked by descending peaks and troughs; in
other words, lower subsequent highs and lower lows. An
uptrend would be defined as a series of successively higher
peaks and troughs (higher highs and higher lows),

Elliott Wave

Theory of market behavior by R.N. Elliotr.
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Basic tenets of the Elliott Wave principle:

- pattern, ratio and time in that order of imporiance;
- pattern refers to the wave patterns or formations that
comprise one ol the most important elements of the theory,
- ratio anahysis is useful for determining retracement points and
price objectives by measuring the eelationship hetween
the different waves;
- and time is used to confirm wave patterns and ratios.

Basic concepts of the Elliott Wave principle:

- action is followed by reaction;

- there are five waves in the direction of the main trend,
followed by three corrective waves;

-4 53 move completes a cycle. The 5-3 move then becomes
two subdivisions of the next higher 5-3 wave; and

- the underlying 5-3 pattern remains constant although the time
span of each may vary.

- objectives by measuring the relationship between the
different waves;

- and time is used to confirm wave paltlerns and ratios.

Envelopes

An envelope is comprised of two moving averuges. One moving
averige is shifted upward and the second moving average is
shifted downward. Envelopes define the upper and lower
boundaries of a stock's normal trading range.

Exhaustion gap

The gap that appears near the end of a market move. Towards
the end of an uptrend, prices leap forward with a final gasp.
However, this forward lcap quickly loses grounds and prices
decrease within a couple of days or a week. When prices close
under this last gap, it is usuallv a clear indication that the
exhaustion gap has made its appearance, This is a classic
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cxample of when the filling of a gap in an uptrend has very
bearish implications.

Exponential smoothing

The exponentially smoothed average assigns a greater weight to
the more recent activity. It is therefore a weighted moving aver-
age. Mathcmatically, a single exponential smoothing is calculat-
ed as follows:

- X = (C-Xp)K+Xp

- X is exponential smoothing for the current period.

- C is closing price for the current period.

- Xp is exponential smoothing for the previous period.

- K i3 smoothing constant, equal to 2/n + 1 for Compu Trac and
2/n for Back Trac.

- n is total number of periods in a simple moving average,
which is roughly approximated by X.

Failures

Normally, a failure is when a completed pattern 15 nol con-
firmed by the direction of the following move, The failure (in
the Elliott Wave) shows a situation in which, in a bull market for
example, wave 5 breaks down into the required five waves, but
Fails to exceed the top of wave 3,

Fan lines

Fan lines are constructed as fllows:

Two extreme points are identified on the chare, usually an
important top and bottom. A vertical line is then drawn from

the second extreme to the beginning of the move. This vertical
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line is then divided by 38%, S0% and 62%, wicth lnes drawn
through each point from the beginning of the trend. These
three lines should function as support and resistance points on
subsequent reactions by mensuring 38%, 50% and 62%
Fihonacci retmcements.

Fibonacci numhbers

A number sequence rediscovered by Fibonacei. In Liber Abaci,
the Fibonacci sequence is first presented as a solution to a
mathematical problem involving the reproduction rate of mb-
bits. The number sequence presented is 1,1,2,3,5,8, 13,21, 34,
55,114 and so on to infinity.

In technical analysis, the Fibonacci numbers arc used to predict
or measure future moves in stocks or to predict retracement
levels,

Filter rules

The rule for confirming a breakthrough or a breakout. An exam-
ple of a filter rule is the 3% penctration criterion. This price fi-
ter is used mainly for breaking off longer-term trend lines, but
requires that the trend line he broken on a closing basis by at
least 3%. The 3% rule does not apply to some financial futures,
such as the interest rate markets,

Another example is a time filter, such as the two-day rule.

Flags (continuation pattern)

A flag looks like a flag on the chart. That is, it looks like a flag if
it appears in an uptrend. The picture is naturally upside down
in a downtrend. It might be described as a small, compact paral-

lelogram of price fluctuations, or a tilted rectangle which
slopes back moderately against the prevailing trend.,
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Flow of funds

Flow of funds analysis refiers to the cash position of the differ-
ent groups, such as mutual funds or large institutional accounts,
The thinking here is that the larger the cash position, the more
funds which are available for stock purchases, While these
forms of analysis are generally considered to be of secondary
importance, it often seems that stock market technicians place
more reliance on them than on traditional market analysis.,

Gann angles

Gann divided price actions into eighths: 1/8, 2/8, .... 8/8. He also
divided price actions into thirds: 1/3 and 2/3:

1/8=125%
2/8=250%
173 = 33.0%
378 = 37 5%
4/8 = 50.0%
5/8 = 62.5%
23 =67.0%
O/8 = 75.0%
T8 =BT A5
B8 = 100.0%

The 50% rctracement is the most important to Gann. Gann
believed that the other percentages were also present in market
action, but with diminishing importance,

Gaps

Gaps are simply areas on the bar chart where no trading has
taken place. In an uptrend, for example, priccs open above the
highest price of the previous day, leaving a gap or open space
on a chart which is not filled during the day. Tn a dowmntrend,
the day’s highest price is below the previous day's low:

Upside gaps are signs of market strengeh, while downside gaps
are usually signs of weakness.
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Group rotation

The overall market consists of many stock groups which are a
reflection of the companies making up the various segments of
the economy. The economy, defined by an aggregate measure
such as Gross National Product (GNPY, 1s either rising or falling
at any given time. However, there are very few periods in which
all segments are advancing or declining simultaneously. This is
because the economy is not vne homogeneous unit. Group rota-
tion is the rotation within the different groups of stocks depend-
ing on at which stage the cconomic cycle is at the moment.

Hedging

To obviate risk and avoid speculation, Futures and options can
be used for hedging.

High-low indicator

The new high-low cumulative indicator is a long-term market
momentum indicator. It is 3 cumulative total of the difference
between the number of stocks reaching a new 52-week high
and the number of stocks reaching a new 52-week low. This
indicator provides a confirmation of the current trend, Most of
the time the indicator =il move in the same direction as the
major market indices. However, when the indicator and market
mowe in opposite directions (divergence), the market is likely
Lo reverse,

Insiders

Any person who directly or indirectly owns more than 10% of
any class of stock listed on a national exchange, or who is an
officer or director of the company in question.

Intermediate trend

An intermediate, or secondary, trend is the direction of the
trend in a period from three weeks o 28 many months,
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Intra-day

A record of price data during the day, such as 15-minute har
charts. These intra-day charts are extremely important for the
timing aspects of trading.

Key reversal day

The term *key reversal dayv” is widely misunderstood. All one-
day reversals are potential key reversal days, but only a few
actually become key reversal days. Many of the one-day rever-
sals represent nothing more than temporeary pauses in the exist-
ing trend after which the trend resumes its course. The true key
reversal day marks an important turning point, but it cannot be
correctly identified as such until well after the fct; that is, not
until after prices have moved significantly in the opposite direc-
tion from the prior trend.

Kondratieff cycle

The Kondratieff wave, a S4-vear cyele, is named after 2 Russian
economist. This is a long-term cycle identified in prices and eco-
nomic activity. Since the cycle is extremely long term, it has
repeated itself only three times in the stock market.

The up-wave is characterized by rising prices, a growing econo-
my and mildly bullish stock markets. The plateau is character-
ized by stable prices, peak economic capacity and strong bull-
ish stock markets. The down-wave is characterized by falling
prices, severe bear markets and often a major war.

Limit mowve

A move limited by the uptick or downtick rule in commodity
trading,
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Log scale

Prices plotted on ratio or log scales show equal distances for
similar percentage moves. For example, a move from 10 to 20
(a 100% increase) would be the same distance on a log chart as
a move from 20 o 40 or 40 to B0,

Long-term cycle
A long-term ovele is basically two or more years in length.
Major market trend

The major market trend is the primary direction of the market.
The Dow theory classifies the major trend as being in effect for
longer than a vear. Futures traders would be inclined to shorten
the major trend 1o anvthing longer than six months.

Margin

This cccurs when an investor pays part of the purchase price
for a security and borrows the balance, usually from a broker,
the margin is the difference berween the market value of the
stock and the loan which is made against it

Margin: commodities versus stocks

The most important difference between stocks and commodicy
futures is the lower margin requirements on stock futures. All
futures are rraded at a margin, which is usually less than 10% of
the value of the contract. The result of these low margin
requirements is tremendous leverage. Relatively small price
moves in either direction tend to be magnified according to
their impact on overall trading results.

Margin debt

Debt caused by margin requirements

Market averages

In stock market analysis, the starting point of all market analysis
is always the broad market averages, such as the Dow _]urncs
Average or the Standard & Poor's 500 Index. A market aversge is
usually an index of the most important stocks in the market or
a broad market index that covers 98-99% of the market as a
whole,

Member short sale ratio

The member short mtio (MSR) is 4 market sentiment indicator
which measures the short selling activity of the members of the
New York Stock Exchange. “Members” trade on the floor of the
cexchange, either on their own behalf or for their clients,
Enowing what the "smart money” is doing is often a good indi-
cation of the near-term market direction.

The MSR is the inverse of the Public Short Sale Ratio.

Minor market trend

The minor, or near-term, trend usually lasts less than three
weeks and represents shorter-term fluctuations in the interme-
diaie trend.

Momentum indicator

The momentum indicator measures the amount 2 security's
price has changed over a given time span, It displays the rate of
change as a ratio,

Most active stocks

The most active stocks are stocks that are traded the most over
a certain period. Statistics on the most active stocks are pub-
lished in the general press on both a daily and weekly basis.
Usually the 20 most active stocks are recorded.

W, TRADIFG-SOFTY ARE-COLLECTION. GOM
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Moving average

A moving average is the average of the closing prices of x peri-
ods added up and divided by x. The term *moving” is used
because the calculation moves forward in time, Moving aver-
ages arc uscd 1o help identify the different kinds of trends
(short-term, intermediate medium, etc.).

A smoathing device with a time lag.

The moving averuge is one of the most versatile and widely
used of all technical indicators, Because of the way it is con-
structed and the fact that it can be =0 easily quantified and test-
ed, it is the basis for moest mechanical trend-following svstems
in usc today,

Moving average crossovers

One method used by technicians in terms of moving averges.
A buy signal is produced when the shorter average crosscs
ahove the longer-term moving average. Two popular combina-
tions are the 5 and 20-day averages and the 10 and 40-day
AYETAZCS.

Meckline

support or resistunce level in o Head & Shoulders pattern. The
neckline connects the lows or highs of the “shoulders™ depend-
ing on the situation (H & 3 bottom or top formation).

Nominality

The principle of nominality is based on the premise that,
despite the differences which exist in the various markers and
allowing for some variation in implementing cyclical princi-
ples, there scems to be a set of harmonically related cyeles that
affect all markets. A nominal model of cycle lengths can be used
as a starting point lor any market.
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Odd-lat ratios
There are a few odd-lot ratias:

- Odd-lot balance index (OLBI)
- Odd-lot short ratio
- Odd-lot purchases/sales

The OLBI is a market sentiment indicator that shows the ratio
of oddHot sales to purchases (an "odd-lot" is 2 stock transaction
of less than 100 shares). The assumption is that “odd-lotters,” the
market's smallest traders, do not know what they are doing,

When the oddlot balance index is high, odd-lotters are selling
more than they are buying and are therefore bearish on the
market. To trade contrarily to the odd-lotters, you should buy
when they are selling,

On-balance volume

On-balance volume (OBV) is a momentum indicator that rel ares
volume to price. The OBV is a running total of volume. It shows
whether volume is flowing into or out of a security. When the
security closes higher than the previous close, all of the day’s
volume is considered up-volume. When the security closes
lowrer than the previous close, all of the day’s volume is consid-
ered down-volume.

The basic assumption in OBV analysis is that OBV changes pre-
cede price changes, The theory is that smart money can be
seen as flowing into a security by a rising OBY. When the pub-
lic then moves into a security, both the security and the OBV
will surge ahead.

Open interest
Open interest is the number of open contracts of a given
futures or options contract, An Open contract ¢an be a long or

short open contract which has not been exercised, or has been
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closed out or allowed to expire, Open interest is really more a
dara field than an indicator.

Oscillators

Method of creating an indicator. The oscillator is extremely
useful in non-trending markets where prices fluctuate in a hor-
jzontal price hand, or trading range, creating o market situation
in which most trend-following systems simply do not work
that well.

The three most important uses for the oscillator

-The oscillator is most useful when 1ts value reaches an
extreme reacing near the upper or lower end of its hound
aries. The market is said to be overbought when it is near the
upper extreme and oversold when it is near the lower
extreme. This warns that the price trend is overcxtended and
vulnerable:;

. A divergence between the oscillator and the price action,
when the oscillator is i an exrenie position, is usually an
important warning signal; and

- Crossing the zero line can give important trading signals in
the direction of the price trend.

Overbought level

An opinion on the price level It may refer to a specific indica-
tor o to the market as a whole after a period of vigurous buy-
ing, after which it may be argued that prices are averextended
for the time being and are in need of a period of downward or
horizontal adjustment. :

Oversold level

An opinion on the price level. A price move that has overex-
tended itself on the downside.
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Overowned stocks

A stock is overowned when fashion-conscious investors are all
interested in buying 4 certain stock,

Point & Figure

Method of charting prices. A new plot on 2 P&F chart is made
only when the price changes by a given amount. P&F charts are
only concerned with measuring price.

P&F charts are constructed using combinations of X's and O's
known as "boxes” The X shows that prices are moving up, the
O that they are moving down.The size of the box and the
amount of the reversal are important.

Primary trend

This is the most important long-term trend, A primary trend
usually consists of five intermediate trends. Three of the trends

form part of the prevailing trend while the remaining two nin
counter to that trend.

Public/specialist short sale ratio

It measures the round-lot short selling by the public against the
New York Stock Exchange specialists on the floor of the
exchange. It pits the 5mart money against one of the least
informed categories of market participants.

Rally

A brisk rise following a decline or consolidation of the general
price level of the market.

Reaction

A temporary price weakness following an upswing.
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Relative strength (RS)

An RS line or index is calculated by dividing one price by
anothet. Usually the divisor is a measure of "the marker” such
as the DJIA or the Commodirty Research Burcau (CRD) Index. A
rising line indicates that the index or stock is performing better
than “the market” and vice versa. Trends in the RS can be moni-
tored by moving avemge crossovers, trend line breaks, etc. in
the same way as any other indicator,

Resistance

Resistance is the opposite of support and represents a price
lewel or area over the market where selling pressure overcomes
buying pressure and a price advance is turned back. A resist-
ance level is usually identified by a previous peak.

Retracement

Retracements are basically countertrend moves. After a particu-
lar market move, prices retrace a portion of the previous trend
before resuming the move in the original direction. These coun-
tertrend moves tend to fall inte certain predictable percentage
parameters. The best known application of this phenomenon is
the 50% retracement. For example: a market is trending higher
and travels from the 100 level to the 200 level The subsequent
reaction very often retraces about half of the prior move,

Seasonal cycle

Seasonal Cycles are cycles caused by the seasonal changes in
the supply-demand relationship (caused by factors that occur at
about the same time every year).

Secondary trend
Secondary trends are corrections in the primary trend and usi-
ally consist of shorter waves that would be identified as near-

term dips and rallies,
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Sentiment indicator
Indicators that measure the market sentiment, such as:

- Specialist Public Ratio
- Short Interest Ratio

- Insider Trading

- Advisory Services

Short interest

The short interest is a figure published around the end of the
modnth citing the number of shares that have been sold short on
the NYSE.

Speed resistance lines

Technigue that combines the trend line with percentage
retracements. The spoed resistance lines measure the rate of a
trend's ascent or descent (in other words, its speed).

Stock index futures
Futures contract on indices,
Support area

Support is a level or area on the chart under the market where
buying interest is sufficiently strong to overcome selling pres-
sure. As i result, a decline is halted and prices turn back up
again. A support level is usually identified beforehand by a pre-
wious reaction low,

Trend line

A trend line 15 a straight line deawn up to the right that con-
nects important points in a4 chart, An up trend line is a line that
connects the successive reaction lows, and a down trend line

connects the successive rally peaks.
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Upside/Downside volume

Measurements of upside/downside volume try ta separate the
volume into advancing and declining stocks. By using this tech-
nique, it can be subtly determined whether accumulation or
distribution is taking place.

Volume

Volume represents the total amount of trading activity in that

market or stock over a given period, ' About the Author

Whipsaws

Misleading moves or breakouts.

lif Droke is the editor of the weekly newsletters
Leading Indicators and Internet Stock Duiook; and
the bi-weekly Gold Strategies Review. And he is the
author of Tecbnical Analysis Stmplified. The author also
forecast the stock market crashes of 1997 and 1998 using
many of the techniques outlined in this book and the

newsletters lsted above,
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