The Elliotte Wave Theory


The Elliotte wave theory is a theory whereby mass human behaviour

and emotions are translated into chart patterns.


Chartists use these chart patterns to figure out at which point in time of the

wave trading cycle they are in or when they are about to enter the market.

In an uptrend there are 5 wave counts and in a downtrend there are three wave

counts. This completes a cycle. The uptrend has wave 1, 3, and 5 as upward moving  waves and the corrective waves of wave 1 is wave 2,  for wave 3 is wave 4, as depicted

in the diagram below.


The downtrend is accompanied by a wave “A” downwards followed by a

corrective upwards, wave “B”. The final completion of the downtrend is completed

by wave “C”.


What do all these chart patterns mean:

WAVE  1 : 
This is the first stage where a trend is beginning. It is accompanied by many disbelievers because of the previous losses incured by the majority of traders.

Volumes are not very high and the slightest negative news will cause the market to sell off as seen by the emergence of wave 2.

WAVE  2:
If the sell off after wave 1 falls to about between 33% to 66% of the rise of wave 1, and traders begin to enter the market, this signals confidence in the bulls, ie traders feel confident and more positive about the market. 

WAVE  3:
This is the most important wave to any trader. Wave 3 signifies that the 

market and traders believe that the worst is over and this wave is accompanied by large

volumes buying into the market pushing prices higher very aggressively. Wave 3 is

generally longer than wave 1 and the best profits in terms of percentage are made in this 

wave. The end of this wave is accompanied by the corrective wave 4.

WAVE  4:
Wave 4 does not correct in the same way as wave 2 downwards. Wave 4

is accompanied by traders who buy into a market which they feel have missed out of the great rally. The movement in this corrective wave is more sideways and prolonged in time. Traders who entered since wave 1 and wave 3 are probably taking their profits

which is well absorbed by the new entrants into the market.

WAVE  5:
This is the final thrust up in this trend. It is not as powerful as the previous

wave 3.  It is here that all the rosy corporate announcements  appear regarding performance. In comparison to wave 3, which moved because of anticipated good company performance, this wave five will be accompanied by  “sell on news”  traders

leaving the innocent market participants to pick up the stock due to the rosy announcements. 

WAVE  A:
Wave  A is the beginning of the end of an uptrend. Volumes are low, just

as wave 1 of an uptrend. This is because, now, there are those who believe that the trend up is not over yet. Though the market drifts down with smart money leaving the market,

it is accompanied with those who feel that they are getting prices cheaper than the previous peak of wave 5. The market may fall between  33%  and  66%  of the rise of

wave 5 and then rebound upwards. This period is one I refer to as when “the drunkards

who haven’t realised yet that the party is over”.

WAVE  B:
This rebound upwards reassures the buyers that they were correct about buying on wave A,  but the signal to watch is when this rise upwards fails to rise above

wave 5 and forms a lower high compared to the high of wave 5. This is where one should

exit if he has not done so from the final uptrend  wave of wave 5. 

WAVE  C:
This wave is the wave that wipes out values from the market the fastest.

Negative news begins to appear. Traders begin to realise that market is not going upwards and want out as soon as possible thus creating a selloff. This would be the 

“hangover period” for the drunkards.


This is only a simple explanation of how human emotions behave be it in

trading or any walk of life. The Elliotte wave theory is subjective and can be interpreted

by different people in different ways. What we need to establish here is to understand

the big picture and about what is actually happening.  
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