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Module 1- Chapter 12 – Elliott Wave Theory 

 

 The Elliott wave theory is a technical analysis approach used 

to analyze financial markets, particularly stocks and commodities. 

This theory, developed by Ralph Nelson Elliott in the 1930s, is 

based on the idea that market trends move in repetitive patterns 

or waves, which can be predicted and traded accordingly. The 

theory is based on the idea that human psychology plays a 

significant role in the movements of the financial markets. 

According to Elliott, human emotions such as fear, greed, and 

euphoria drive market trends.  

 

 

The Elliott wave theory is based on five core principles: 

 

1) The market moves in waves: According to Elliott, the 

market moves in a series of waves that can be 

categorized into two broad categories - impulsive and 

corrective waves. 

 

2) The market follows a specific pattern: Elliott believed that 

market waves move in a repetitive pattern that can be 

identified and used for trading purposes. 

 

3) Waves have a fractal nature: The Elliott wave pattern is 

said to have a fractal nature, meaning that the same 

pattern can be observed on different time frames. 
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4) Waves alternate in direction: In a five-wave pattern, 

waves 1, 3, and 5 are in the direction of the trend, while 

waves 2 and 4 are counter-trend. 

 

5) Waves are related by Fibonacci ratios: Elliott believed that 

market waves are related by specific Fibonacci ratios, 

such as 0.618, 1.618, and 2.618. 

 

 

 

How the Elliott wave theory applies to trading in the stock 

market 

 

 The Elliott wave theory can be used by traders to identify 

potential price movements in the stock market. The theory 

suggests that market trends move in waves, with five waves in 

the direction of the trend, followed by three corrective waves. 

Traders can use this pattern to identify potential trading 

opportunities. 

 

 For example, if a trader identifies the first wave of an 

uptrend, they may expect two more impulsive waves to follow, 

each followed by a corrective wave. The trader can use this 

information to enter trades in the direction of the trend, with a 

stop loss below the previous wave low. 
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 The Elliott wave theory can also be used to identify potential 

reversal points in the market. When a five-wave pattern is 

complete, traders may expect a three-wave corrective pattern to 

follow. If the corrective pattern fails to reach the previous wave's 

low, it could be a sign of a potential trend reversal. Traders can 

use this information to exit long positions or enter short positions. 

 

 It's important to note that the Elliott wave theory is not 

foolproof and can be challenging to apply in practice. Market 

movements can be erratic and unpredictable, making it difficult to 

identify and trade the pattern accurately. Additionally, not all 

traders use the Elliott wave theory, so market movements may 

not always follow the expected pattern. 

 

 It's essential to use the Elliott wave theory in conjunction 

with other technical analysis tools and fundamental analysis to 

make informed trading decisions. 

 

 

 

 

 

 

 

Disclaimer: - The information provided in this content is for educational and information purpose only. It is not 

intended as financial investments or trading advices. Financial decisions taken based on this information are at 

your own risk. 


