Basic Elliott Wave Tutorial
History of Elliott Wave Principle:

The Elliott wave principle is a form of technical analysis that attempts to forecast trends in the financial markets and other collective activities. It is named after Ralph Nelson Elliott (1871–1948), an accountant who developed the concept in the 1930s: he proposed that market prices unfold in specific patterns, which practitioners today call Elliott waves. Elliott published his views of market behavior in the book The Wave Principle (1938), in a series of articles in Financial World magazine in 1939, and most fully in his final major work, Nature’s Laws – The Secret of the Universe (1946). Elliott argued that because humans are themselves rhythmical, their activities and decisions could be predicted in rhythms, too. Critics argue that the Elliott wave principle is pseudoscientific and contradicts the efficient market hypothesis.

Elliott based part his work on the Dow Theory, which also defines price movement in terms of waves, but Elliott discovered the fractal nature of market action. Thus Elliott was able to analyze markets in greater depth, identifying the specific characteristics of wave patterns and making detailed market predictions based on the patterns he had identified.

 Elliott Waves Theory Basics:

Definition of Elliott Waves

In the 1930s, Ralph Nelson Elliott found that the markets exhibited certain repeated patterns. His primary research was with stock market data for the Dow Jones Industrial Average. This research identified patterns or waves that recur in the markets. Very simply, in the direction of the trend, expect five waves. Any corrections against the trend are in three waves. Three wave corrections are lettered as "a, b, c." These patterns can be seen in long-term as well as in short-term charts. Ideally, smaller patterns can be identified within bigger patterns. In this sense, Elliott Waves are like a piece of broccoli, where the smaller piece, if broken off from the bigger piece, does, in fact, look like the big piece. This information (about smaller patterns fitting into bigger patterns), coupled with the Fibonacci relationships between the waves, offers the trader a level of anticipation and/or prediction when searching for and identifying trading opportunities with solid reward/risk ratios.

There have been many theories about the origin and the meaning of the patterns that Elliott discovered, including human behavior and harmony in nature. These rules, though, as applied to technical analysis of the markets (stocks, commodities, futures, etc.), can be very useful regardless of their meaning and origin.
Types of Elliott Waves:

There are 2 types of Elliott Waves:

A. The Impulse Wave Pattern

B. The corrective Wave Pattern

The Impulse wave pattern is considered providing the main trend direction while the Corrective Wave pattern is counter trend. We will go into more details about the specifics of each pattern but the figure below demonstrates the market cycles in terms of impulse and corrective waves.
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This figure depicts the market in an uptrend and  shows the Impulse wave pattern numbered 1 thru 5 and the corrective wave pattern numbered  A, B and C. Notice how each primary pattern (top) can be broken down in sub pattern (lower line chart) themselves.  This figure can easily be imagined in a down trend as well, simply imagine placing a mirror underneath this figure and look at the reverse pattern.

Anatomy and Psychology of the Impulse Wave Pattern:
For simplicity it is only described here in terms of a bullish trend and at the primary trend level, since as we have previously seen the pattern breaks down to lower time frames as well.

The Impulse Wave Pattern consists of five waves; 3 in the direction of the trend and 2 countertrending.
Wave 1:  The first wave is usually a weak rally with only a small percentage of the traders participating. it is the beginning of the accumulation phase of the market cycle.
Wave 2:  This 2nd wave represents a sell-off of the first wave  as traders become uncertain about the previous advance. However here again participation is weak in volume but rather vicious in price but will not take back the full advance of the first wave.  Typically , does not exceed 78% Fibonacci  retracementof Wave 1.
Wave 3: This wave represents conviction in the part of traders who are now convinced that the trend is up and this is always the largest of all waves. It represents the final part of accumulation phase  and mark-up phase of the market cycle. To qualify as a Wave 3 of an impulse wave it must at a minimum reach the 162% fibonacci extension of the wave 1. Wave 3 is never the shortest wave in the sequence.
Wave4: The fourth one represent an orderly profit taking , hence market sell-off. Typically a 38% to 50% of the Wave 3.
Wave 5: While profit taking is occurring , the majority of traders are still convinced the  trend is bullish and will either rejoin the rally  or join it because they were late in getting in having been n the sideline, creating a rebound and new advance for the market. Participation/ volume is going to be moderate as most traders originally participating in the 3rd wave will not re-enter and sit on their gains. As wave 5 tops up, the distribution phase [image: image1.png]


will now start. Rarely equal to the Wave 3, frequently fail at the double top, matching Wave 3, otherwise  50% to 78 of Wave 3.
Anatomy of the Corrective Wave Pattern:

As its name suggests the corrective pattern establishes sizable correction to the main trend. It is the hardest part of the Elliott Wave theory to master. They typically develop in a 3 waves patterns  at the larger degree.

They can be categorized in 2 categories: simple and complex.

Simple:  Zigzag correction. also known as the ABC pattern
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Complex:

Flat:  a zigzag but flat in nature:

[image: image3.png]Larger trend is up:

4

»

Larger trend is down:





Triangle: a tight consolidation.
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Irregular:  The irregular correction is a form of zigzag where the B wave generally exceed the high of the previous impulse wave.
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Disclaimer:  This tutorial is my interpretation of the multiple readings on the matter I did over a long period of time. Be sure to do the same and check other resources as well. This tutorial was written to provide a basic understanding and introduction to the concept of Elliott Waves. Like all tools, it requires "practice, practice and more practice" to fully develop into a skilled EW trader. 
