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         Publisher’s Preface, 1979 

         (Some very important notes) 

         IN PUBLISHING THIS far-reaching book on the Elliott Wave Principle, material which has for too long laid undeservedly neglected, it is hoped that we will have helped in opening new vistas to the study of market timing. And further to this book, at the end of this Preface, we offer a way that some readers will want to pursue in looking for a deeper enlightenment in the unique approach of R.N. Elliott, and possibly other approaches, to the continuing analysis of the action in the trading marketplaces. 

         Having been associated with the Author for a number of years, we can attest to the high place he holds in our esteem in his knowledge and utilization of the Elliott Wave theory in actual investment practice. And especially in the light of the contents of this book, we feel that a few additional words about the Author will help in the enjoyment and understanding of this work. Following several years of active involvement in the investment field on Wall Street, leaving his native land he settled in London, England where he saw a great opportunity in the various fields of finance. Just a few years later he was instrumental in starting the prestigious Investors Bulletin, a weekly advisory service to British investors and institutions, in which he continues to apply his American market knowledge and training to analysing the movement of shares on the London Stock Exchange. 

         With an intimate knowledge of both New York and London markets and with both rich in their own historical movements, it was only natural that he would draw from both in presenting examples of Elliott’s precepts. The major part of this work was originally written in 1976 by Mr. Beckman for his British audience where he is very well known from his daily radio broadcasts of market analysis and opinions. Naturally, some British references and examples were included for this audience, and in adapting the work for its American publication some were removed and others have been left as originally set forth since they certainly have something to add to their own knowledge of financial conditions in other parts of the world. 

         Taking the past 10 years as a single period, and comparing movements of the major stock exchanges around the world, the London market has undoubtedly been the most dynamic in its swings in plunging to extreme major lows and rising to all-time highs. This alone makes it a splendid market to use for good examples of Elliott’s wave system, and for readers mainly familiar with only moves of the New York Stock Exchange and the Dow-Jones 30, the experience of seeing the detailed action of another very important market should prove equally rewarding. 

         From time to time Mr. Beckman also makes reference to some of the broad movements in London over this 10 year span of time and to help in following these references we have added the chart on the following page. This graph shows the monthly movement of the London F.T.30 Index, or to give its full and proper title – the Financial Times Ordinary Share Index. This is the direct and comparable equivalent of our own Dow-Jones 30 Index. Turning to this particular chart when Mr. Beckman discusses some of the historical movements of this Index will give the reader the perspective to follow the points he makes.  

         To clear up a term that will be found to be unfamiliar when first seeing it, on the chart found on page 14, which shows the daily action of the F.T.30 over the stated period, the words “Bargains total” can be seen. In London this is the measurement of the daily volume, and it is actually the volume as measured by each reported dealing in each company’s shares. One Bargain represents one trade whether it is for 10, 100 or 1,000, or whatever number of shares. Another fact that should be noted is that the F.T.30 is only compiled and reported once an hour and at the close of trading each day as compared to the D.J.30 where we have minute to minute reporting. 
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         Throughout the text of this book can be found slight differences in the spelling of several words, and these reflect the small variations in the two usages of the English language in each country. As these differences are so few and so slight, we have left them as they were originally set out to avoid giving any added confusion to our typesetters. We doubt that they will prove of any bother to the reader. 

      

   
      
         Introduction 

         DURING AN ILLNESS in the mid-1930’s, the late R.N. Elliott undertook the painstaking procedure of attempting to classify share price movements for the preceding 80 years on Wall Street. It was during the course of this work that Elliott discovered a definable basic rhythm in share price movements which he felt had forecasting value when correctly applied. In 1938 Elliott published his findings in a monograph entitled “The Wave Principle”. Eight years later, as a result of further discoveries, he updated the original work in another thesis entitled “Nature’s Law”. Since then, with the exception of a few notable analysts who have achieved outstanding success with Elliott’s theory, the work has drifted into relative obscurity, both of these works being long out of print while the only practitioners of the Elliott Wave Principle are now in North America.  

         The Elliott Wave theory will probably never achieve the acclaim it deserves for many reasons. Firstly, it is somewhat of a hybrid theory. It belongs in the category of those tools which attempt to analyse the stock market on technical grounds yet is anathema to most “chartists” who only have confidence in “trend chasing” methods. In addition, the Elliott Wave principle makes no claim to predict the future, although far more startling results have been achieved with Elliott than with certain popular methods which do make such claims. Probably the most severe impediment to the popularity of the method is the initial apparent complexity and variations that must be recognised. The technical methods of dealing with share price movements that have gained popularity usually rely upon a mechanical approach which gives definite buy, sell or hold “signals”, the technique of which can be mastered in a few short hours. I warn you, this is not the case with the “Wave Principle”. Mastery of this technique will take a great deal of time and patience and judgement in its application. Furthermore, before one can apply the principle with sufficient confidence to make it a profitable experience, most conventional stock market theory will have to be placed in “suspense” in the recognition that the stock market offers no absolutes and there is no man alive who can predict with any useful, meaningful degree of accuracy where share prices will be one day hence, much less one year or more hence.  

         The far-sighted investor who has recognised the basic weakness in the many analytical approaches to the stock market will find the “Wave Principle” intellectually appealing. He will recognise the fact that although the probabilities governing share price behaviour may be 100:1 in his favour, there is always that “1”. He will neither be intimidated nor dismayed by the emergence of the improbable as he watches the varying possibilities and probabilities unfold in the Wave Principle, and will incorporate the results in an investment strategy geared to his own personal requirements. He will not use the Wave Principle as a substitute for thought but will allow the theory to provide the information necessary to quantify the probability of risk or reward in the stock market at any given time.  

         The Wave Principle will not be used to forecast or predict, but rather to establish targets of probable achievement within the context of broad market movements. The targets will not be absolute targets but will vary in accordance with the changing cyclical pattern of both the economy and the stock market. The Wave Principle will adjust itself to compensate for the unforeseen fundamental developments which are so often the nemesis of technical analysts, producing those treacherous “false signals”. The Wave Principle is the only stock market tool that has ever been devised to compensate for alterations in fundamental conditions. 

         In many cases, investors have learned to distrust the information and opinions of popularly expressed stock market forecasts, for in the final analysis it has become nothing more than a matter of how long the forecaster will be right before he is ruefully wrong. The “Wave Principle” provides an entirely new approach to this problem. Conceptually, the words “right” or “wrong” should now be eliminated from the approach to stock market price movements. A study of the Wave Principle will train one to recognise the occurrence of the improbable and its frequency. On the odd occasion, the improbable and the losses that result are completely unavoidable. However, one will witness the self-adjusting mechanism of the Wave Principle realising that any losses that occur as a result of the improbable will be more than compensated for, provided the correct compensatory action is always taken.  

         The Wave Principle will discipline its user to anticipate rather than follow. A return to the grass roots philosophy of “Buy Low and Sell High” will be the credo of the investor who studies the Wave Principle, allowing him to act independently of the emotionally driven stock market players who habitually buy too late and sell too late. The concept that one should “Buy High and Sell Higher” has long been refuted by the many studies of the academicians.  

         In 1938 Financial World printed a series of articles written by R.N. Elliott entitled “The Wave Principle”. I have chosen these articles as offering the most suitable guide for studying Elliott’s theory. Of great interest should be the “Publishers’ Note” which states: 

         “During the past seven or eight years. Publishers of financial magazines and organizations in the investment advisory field have been virtually flooded with ‘systems’ for which their proponents have claimed great accuracy in forecasting stock market movements. Some of them appeared to work for a while. It was immediately obvious that others had no value whatever. All have  been looked upon by THE FINANCIAL WORLD with great scepticism. But after investigation of Mr. R.N. Elliott’s Wave Principle THE FINANCIAL WORLD became convinced that a series of articles on this subject would be interesting and instructive to its readers. To the individual reader is left the determination of the value of the Wave Principle as a working tool in market forecasting, but it is believed that it should prove at least a useful check upon conclusions based on economic considerations.” 

         The Editors 

         These articles comprise the appendix to this book and it is recommended that the student review the basic Elliott principles as outlined before commencing with the text. The object of my text is threefold. In reviewing the original work by Elliott one will find many “grey” areas which require further elucidation while several of the tenets will appear somewhat vague in terms of practical application. It will be the function of this work to focus on the various obscurities in an attempt to devise a workable format which in turn can be incorporated into an overall investment strategy. In addition, there are a few modifications to the theory which will be necessary in order to apply the method to share price movements on the London Stock Exchange. This will be accomplished by incorporating the work of several other analysts who have made observations on the Elliott Wave theory and have used it successfully. Finally, and probably most important, if one is to work with this tool and achieve maximum benefit one must adopt the correct conceptual approach and be sufficiently conversant with the rationale of the method so that one can act with confidence and consistency. For this purpose an entire chapter has been devoted to the empirical record of achievement by those who have used the Elliott Wave Principle in both London and Wall Street. In addition an extensive bibliography has been included for those who would like to undertake further investigation into the rationale behind the method. 

         During the post-war era there has been a great deal of complacency in the securities industry. Because the business cycle and the stock market cycle have been in a major cyclical upward trend, offering only shallow corrections, there seem to be many people, even with the securities industry itself, who have blinded themselves to the historical precedents of share price behaviour. Up until 1973, the post-war procedures were working well for the newcomers while many of the old-timers had been annihilated by previous market catastrophes. With the advert of the cyclical collapse in share prices between 1973-4 many analysts discovered to their dismay that the rules of the post-war era were just as useless as those which had been discarded previously. To those who still say “times have changed”, that the old rules of the 1930’s and 1940’s no longer apply, and that any attempt to predict the future collapse of the economy and the stock market from the long term cyclical precedent is the height of folly, there is very little useful that can be said. 

         For those, however, who are willing to approach the subject of stock market behaviour with an open mind, who have faith in the fundamental laws of economics and the consistency of human nature, who would like to avoid the pitfalls that have deluded the investment community for decades, who wish to learn how to read the message of the stock market in its entirety, for those investors and analysts the Wave Principle is resurrected, and the precept, explanations, experiences, and observations are disclosed, in the hope that their study will prove financially rewarding as well as the most fascinating method of stock market analysis that they have ever encountered. 

         R. C. Beckman 

      

   
      
         One: The Origins of the Wave Principle 

         “More zeal and energy, more fanatical hope, and more intense anguish have been expended over the past century in efforts to ‘forecast’ the stock market than in almost any other single line of human action.” 

         Richard Dana Skinner 

         VERY LITTLE LITERATURE is currently available on the Elliott Wave Principle; Elliott died in 1948 and his monographs and “educational letters” have been out of print for decades. This factor alone will make this work all the more valuable to those interested in this highly intriguing theory of cyclical movements in the stock market. 

         While it is difficult to obtain the original work carried out by R. N. Elliott, his background and emergence into the securities industry would appear to be even more obscure. The late A. Hamilton Bond, president of Bolton, Tremblay & Company, and probably the world’s principal exponent of Elliott’s work had very little information to provide about Elliott the man, and in fact was never closely associated with him. In 1953, Bolton decided to publish a small pamphlet on what he thought the Elliott Wave Principle was saying about the U.S. stock market at that time. This was the first widely recognised publication of any material on Elliott since his death in 1948. For some reason none of Elliott’s students had seen fit to carry on his work. Bolton had become intrigued with the possibilities of the Wave Principle when he first discovered the series of articles authored by Elliott in The Financial World, circa 1938. Following Elliott’s death in 1948, only one or two students were willing to discuss the Wave Principle in any way. In his work, “The Elliott Wave Principle – A Critical Appraisal” Bolton refers to Garfield Draw, a student of R. N. Elliott, and author of New Methods for Profit in the Stock Market. In this publication no mention is made of Elliott’s background by the notable Mr. Drew and a mere two pages of the 365-page volume are devoted to an explanation of the Wave Principle. It would appear that those who were unable to grasp the theories of Elliott merely dismissed them, while those who studied with him, kept his principles a well-guarded secret. 

         

            First contacts with Wall Street 

            In 1966 we have the sudden appearance in print of Charles J. Collins. Having learned of Collins’ previous association with R. N. Elliott, A. Hamilton Bond commissioned him to make a contribution to the 1966 annual supplement of the Bolton, Tremblay Bank Credit Analyst, such supplements being usually devoted to a dissertation on the current placement of the U.S. Stock Market within the Elliott Wave Cycle. 



            Collins tells of his first encounter with R. N. Elliott in late 1934. According to Collins, Elliott wrote to him from California in the autumn of 1934 claiming that a bull market in Wall Street had begun and the particular move was likely to carry the Dow-Jones Industrial Averages for a considerable distance. Elliott also proposed that Collins investigate his work on cycle theory upon which the forecast was based. Collins countered with the usual request, that Elliott go on record with his predictions for the period. Collins then let the matter rest. 

            At that time Charles J. Collins was the editor of a weekly investment bulletin in America distributed on a national basis. As is common to most publishers of investment advice Collins was subject to frequent letters and a stream of visitors all claiming to have developed “infallible” methods or systems for forecasting the stock market. I have had them in my offices over the past few years and have adopted an approach similar to that of Collins. In an effort to discourage repeated requests for assessment of these “beat the market” methods I usually suggest that the author of the system go on record with me over a complete up-and-down market cycle. If the record proved the method had some merit I would then determine whether or not to investigate the matter in further detail, possibly submitting the method to the London School of Economics who provide testing facilities. In practically all instances, at some point in the stock market cycle the system goes haywire and nothing further is heard from the author of the system. Collins makes it quite clear that Elliott and his work were one of three notable exceptions in his lifetime.  

            In March 1935 the Dow-Jones Rail Averages collapsed under the 1934 low while the Dow-Jones Industrial Averages shed over 11 per cent in tandem. According to classic Dow theory, a shuddering “sell signal” was produced and in Collins’ mind it looked as if another so-called “infallible” stock market system was ready for annihilation. Obviously, with the disaster of 1929 still fresh in the minds of the U.S. investing public, the development scared the daylights out of most people. Completely unperturbed by the decline, Elliott cabled Collins on the very day the Dow-Jones Industrial Averages plumbed what subsequently proved to be an important low. As was always his way, Elliott dogmatically affirmed that the break in the market was over and that another leg of the bull market was just beginning.  

            As Collins was reading the telegram the Dow-Jones Industrial Averages were racing upward. However, the time stamp on the telegram clearly showed that Elliott had issued the wire two hours before the Dow-Jones Industrial Average had hit bottom. For the two months that followed, the U.S. market continued to forge ahead. So impressed was Collins with the accuracy of the Elliott forecast, not to mention his dogmatism, that Elliott was invited as the house guest of Mr. Collins at his splendid estate in New England. 

            Elliott accepted the invitation and the two men spent several weeks together thoroughly investigating Elliott’s Wave Principle. As intriguing as the principle was the modest background from which it emanated. Elliott was an American citizen, but said he had been a wireless operator in Mexico before he was stricken with illness. Upon the instructions of his medical adviser Elliott was forced to move back to his original home in California, where, for almost three years, all he could do was sit on the front porch. For want of any other intellectual stimulation and in order to keep his mind occupied, Elliott began to study the stock market. He was a complete novice at the time. It was probably this factor more than any other which allowed him to pursue the subject with the necessary openness of mind. During his studies he covered the classical work produced by Dow, Schabacher and other analysts of the era. However, he discovered a pattern of previous share behaviour that went beyond the accepted methods of most analysts. Underlying the repetition of configurations which formed the cornerstone of most technically oriented methods at that time, Elliott discovered a form which seemed to account for the many times that the accepted patterns failed. In due course the wave theory thus evolved.  

            When Elliott approached Collins he was a fledgling in the securities industry, just trying his wings. He wanted to join Collins’ organisation. However, it was the firm’s policy never to base any decision-making on one single tool or on any single approach, while Elliott refused to allow any extraneous factors to deflect him from his Wave Principle. Collins offered to help Elliott set up on his own and was instrumental in obtaining some risk capital which Elliott was to supervise. Collins was then to edit Elliott’s first monograph, “The Wave Principle” which was later supplemented by “Nature’s Law”, a more comprehensive document prepared by Elliott in which he added many philosophical points, including reference to Fibonacci Summation Series, all of which formed the basic rationale for the Wave Principle.  

            In these two monographs, Elliott postulates that all fluctuations in the stock market are fragments of a great rhythmic system of waves and cycles in ascending and descending orders of magnitude. This great rhythm is supposedly repeated in various forms of nature throughout the universe. Elliott himself was an agnostic, leaning towards mysticism, somewhat along the lines of thought established by the great W. D. Gann. It was Gann’s contention that the stock market continually traced a pattern of perfect mathematical balance and that share price behaviour could be seen as being mathematically symmetrical when one finally established the starting point of the various forms of cyclical activity. Elliott also believed in this view and felt that the Fibonacci Summation Series formed the basis of all points of cyclical departure. I will describe exactly how the Fibonacci Series fitted into Elliott’s scheme. It is remarkable how Josef Schillinger operating in a totally different area arrived at the same conclusion in his superb volume, The Mathematical Basis of the Arts. As we continue, the reader will no doubt be astonished at the manner in which this concept of mathematical symmetry weaves in and out of the various aspects of human behaviour. 

         

         

            Elliott and the Economists 

            Elliott explained the historic movement of share prices on the basis of irresistible cyclical forces acting over long periods of time. Obviously, he was not alone in his direction of thought, although he was the only man ever to apply these long-term cyclical influences to the stock market. N. D. Kondratieff, in his essay “Die langen Wellen der Konjunktur” discovered the 54-year cycle of economic life which confirmed the findings of the Dutchman J. van Gelderen, who in his book Springvloed; Beschouwing Over Industriele Ontwikkeling en Prijsbeweging, observed that in addition to the 10-year cycle discovered by W. Stanley Jevans in 1878, a much longer cycle of economic activity existed. Joseph Schumpeter later formalised the work of the main cyclical theorists: Kondratieff (54-year cycle), Juglar (18-year cycle), and Kitchin (4-year cycle). It was Schumpeter’s concept in his Theory of Economic Development that each Kondratieff Cycle contained 3 complete Juglar cycles and 14 Kitchin cycles.  



            Professor Schumpeter wrote of his model: 

            “No claims are made for our three-cycle scheme except that it is a useful descriptive or illustrative device. Using it, however, in that capacity, we in fact got ‘ex visu’ of 1929, a ‘forecast’ of a serious depression embodied in the formula: confidence of depression phrases of all three cycles.” 

            Of the stock market Schumpeter states: 

            “It is natural to expect that upward movement on the stock exchange will, in general and in the absence of unfavourable external factors, set in earlier and gather force more quickly than the corresponding upward movements in business, i.e. often come about already in the later stages of revival when things are beginning to look better every day, with new possibilities showing themselves. Similarly, it is to be expected that stock prices will turn before other indicators, i.e. when in the latter stages of prosperity limitations and difficulties emerge and it becomes clear that possible achievements have been fully discounted.” 

            Whether or not Elliott was influenced by the work of the great cyclical economists it is not possible to say. From what one can gather, Elliott was intellectually honest yet there appears no mention of cyclical economic studies in any of his work. Should Elliott have drawn the conclusions in his work quite independently of those set out by Schumpeter and others, the nature of his findings becomes all the more intriguing.  

         

         

            The Grand Super Cycle 

            Like Schumpeter’s work relative to economic forces, Elliott began with one major long-term force which he sub-divided into lesser, shorter-term forces. However, his sub-divisions were far more detailed than Schumpeter’s, the most distinct feature being the complete absence of any form of cyclical periodicity. He coined a system of terminology in order to classify the various wave dimensions. The major long-term cycle would be compatible with the Kondratieff Cycle. Elliott called this the Grand Super Cycle which spans a period of 50 years or more. The next cycle down the scale, obviously compatible with the Juglar cycle of economic activity, was Elliott’s Super Cycle, spanning 15 to 20 years or more, depending on the duration of the Grand Super Cycle. Compatible with the work of Kitchin and his shorter term economic model, Elliott referred to the Primary Cycle, from which point there is a departure. Continuing his regressive categorisation we find the Cycle, Intermediate, Minor, Minute, Minuette and finally the smallest cycle of all, the Sub-Minuette.  



            Thus we start with a cycle of approximately 54 years in duration and continue sub-dividing downward until we arrive at the tiniest measurable degree. In London this “tiniest measurable degree” would be the hourly movements recorded by the Financial Times Industrial Ordinary Share Index. In Wall Street we have pure perfection, for the “Stock Master” provides minute-by-minute price changes in the Dow-Jones Industrial Averages, adjusted instantaneously for every single transaction that occurs in the thirty Dow-Jones Industrial Shares.  

         

         

            The Five-wave Concept 

            In addition to the concept of symmetry in descending magnitude with each of the larger waves divisible into smaller waves and still smaller waves still, ad infinitum, Elliott discovered that the individual components of the cycles of similar magnitude revealed specific behaviour patterns. While these behaviour patterns did not lend themselves to a fixed periodicity or repetitive patterns there was a distinct relationship to the various movements. Elliott concluded that, regardless of the magnitude of a cycle, a complete cycle consisted of eight distinct movements. Beginning with an upward cycle, Elliott discovered three basic ascending waves which he called “impulse” waves. Each of the first two “impulse” waves was followed by a wave which acted in correction of the entire upward cycle, and this correction wave itself consisted of two downward “impulse” waves interspersed by one upward corrective wave. In essence, we thus have an upward move consisting of five waves, three up and two down. Naturally the two down waves are of smaller magnitude than either of the preceding up waves. When we get to the fifth and final wave of the pattern we then have a major down move consisting of three waves; two downward waves interspersed by an upward wave, such upward wave being smaller in magnitude than the preceding down wave. This, in a nutshell, is Elliott’s basic form. As we go on we will see certain behavioural characteristics of the various impulse waves and corrective waves, the relationships between which will establish targets, and help to serve in formulating an investment strategy.  



            The successful modern advocates of Elliott’s work rank its precepts as comparable in importance to the work of Charles Dow, the grand-daddy of all technical market theory. It has been said that Elliott’s work begins where Dow left off. Charles Dow also discovered the vast cyclical forces which govern share price movements but was very limited in his classification. According to Dow, the basic force of the market was the primary bull trend which contained intermediate moves categorised as “secondary corrections” with the bull trend. The minor moves of the market were of little concern to Dow. Elliott’s thesis of “three upward impulse moves” comprising each bull market would appear to be compatible with the three phase bull market concept developed by Dow. However, as has already been established, Elliott takes the work much further. 

            Figure 1 
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            Some eminent technical analysts believe that the Elliott Wave Principle offers the only significant explanation of stock market history, accurately describing the upwards sweeps of share prices from 1857 to 1929, the corrective tidal wave from 1929 to 1949 then the great upsurge from 1949 to 1973 followed by the characteristic “Wave IV” plunge in Wall Street between 1973 and 1974. 

            In my view, the most astute of all technical analysts and probably the most pragmatic, is John W. Schultz, one of the few stock market technicians to develop a keen understanding of the Elliott Wave Principle. In his most excellent book, The Intelligence Chartist, Shcultz makes the following observations: 

            “The man who – so to speak – formally opened up Dow’s trend structure was Ralph Nelson Elliott. He wrote very little about what he called the ‘Wave Principle’, and what he did write has long been out of print. He died in 1948. So far as I am aware, the only description of his theories currently available is one written by A. Hamilton Bolton.” 

            “In formulating his wave principle, Elliott opened up not only Dow’s trend structure, but a Pandora’s box as well. He was willing to recognise four trend categories smaller than intermediate, and four larger than intermediate, nine in all including the intermediate category itself. And – to use our terminology – he instead that no trend category could have more than three components of the next-lower order running in its dominant direction. The idea must have been to set up a rigid standard of definition. But the fact is that trends develop more than three thrusts.” 

            “Elliott got around this problem by permitting third legs to become very complex – that is, more thoroughly articulated than second and first legs. But, whether the rigidity of his theory yields a practical benefit or not is debatable. Attempts to implement Elliott’s principle quickly run into mind-wrenching frustrations as multiple alternatives of definition suggest themselves.” 

            Schultz’s observations are quite correct. One of the most difficult aspects of The Elliott Wave Principle is magnitudinal classification of the waves and correct identification within the cycle. As mentioned previously the Elliott Wave Principle does not offer absolutes but alternatives. Anyone who seeks an absolute will find the Wave Principle quite unsatisfactory. But, equally, those who seek absolutes will ultimately find all stock market methods unsatisfactory simply because absolutes do not exist in the stock market. 

         

         

            The Need to be a Genius? 

            An approach to the Elliott Wave Principle is to accept this fact, and subsequently deal with the alternatives that are offered while building an investment strategy in accordance with the probabilities offered by the various alternatives. This sounds a lot more difficult than it actually is in practice. For example, if the “Wave Count” suggests we are beginning an upward move in Wave III or possibly an upward Wave V, the only factor to consider at that time is that we are beginning an upward Wave and that downside risks are limited. When confronted with these two particular alternatives the message that one would accept is the limitation of downside risk and act accordingly. At a terminal juncture the precise nature of the Wave is relatively unimportant. On the odd occasion one will find there are several alternatives offered by the Wave principle, where risk and reward are not satisfactorily definable. On those occasions, we merely step back and wait for the Elliott Wave pattern to produce a situation which can be defined with greater precision. I have always stressed the need for “masterly inactivity” on various occasions in the stock market. One need not seek a message with every single price movement every single day. Some price movements cannot be categorised until we move further on in the cycle. The most rewarding aspect of the Elliott Wave Principle is that when only one alternative is offered the probability for success is extraordinarily high as will be demonstrated as we proceed. The longer term investor need only deal with the longer term Wave developments whose terminal junctures are easily recognisable. There are two aspects of prime importance when embarking on a study of the Wave Principle. The first is mastery of the tenets which is not very difficult. The second is learning how to work with the Wave Principle, a subject badly neglected by practitioners. That particular subject is the primary function of this book.  



            At the 1972 Investors Bulletin Annual Seminar, James Dines said, “A genius by the name of R. N. Elliott developed something called the Elliott Wave Principle but it takes a genius to understand it.” 

            Bear with me. You are about to become a “genius”! 

            Figure 2. F.T. 30. JAN 1975-FEB 1976 
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         Two: Reality in the Stock Market 

         “It is, of course, easy from any set of statistics to prove that it is or is not. The National Bureau of Economic Research under Wesley Mitchell and Arthur Burns refuse to have any truck with thoughts about periodicity or form. Perhaps they are right. Perhaps all changes in the economic scene are due to accidental impulses which when totalled up come to a net of plus or minus factors without rhyme or reason. On the other hand, nothing in nature suggests that life is formless. If life has form, then it is a logical assumption that economics (which is a form of life) have form as well.” 

         A. Hamilton Bolton 

         BEFORE EMBARKING ON a study of any of the technical tools of stock market behaviour one must accept some basic truths of the stock market itself. Failure to accept the truth of stock market action will result in a failure to comprehend the rationale for the methods being used, which in turn will result in a lack of confidence and, in all probability, an inconsistent approach to the method. There is nothing worse than a student of stock market behaviour who suddenly places all his faith in a particular tool, finds the tool lets him down on the odd occasion, then switches to another tool, and so on and so forth, until the results he achieves are totally random. The secret to stock market success is to find a tool with a high probability of success, stick with that tool and above all, be consistent in your approach. 

         

            $2,000 to $1,000,000 

            During my lectures I often tell the story of my client in New York who parlayed a sum of 2,000 dollars, his life savings, into the sum of close to one million dollars. He had no extraordinary formula. He wasn’t a dancer who pirouetted his way around the world with a “box system”. All he did was place his total funds in the stock market whenever the yield on the Dow-Jones Industrial Averages rose to above 6 per cent. When the yield in the Dow-Jones Industrial Averages fell below 3 per cent he took all his money out of the stock market and put it in a savings account. He left his money in the savings account until the yield on the Dow-Jones Industrial Averages rose to above 6 per cent and then began the process all over again. Nothing could be simpler. 



            He had mastered three important principles: that of being inactive over long periods, that of consistency of approach, and the recognition of a high success-ratio criterion. Compound interest did the rest. He was a long term investor and it took him over 30 years to build his fortune. However, his method should provide an example. Even better results can be achieved with the Elliott Wave Principle if similar mental disciplines are applied. 

            My client was relying on the long term cyclical repetition of the yield factor. He wasn’t particularly concerned with the time frame aspect, but merely the cyclical yield pattern. A theory based on cyclical repetition will always appear somewhat strange to those versed in the traditional approach to the socio-economic-world-of-finance type problems. The economy looks gloomy so we steer clear of the stock market. The economy looks bright so we are encouraged to participate in the stock market which will supposedly reflect the economic growth of the nation. A company turns in good results so we buy the shares of that company. All of this seems to be a perfectly logical approach but for some reason, share prices have a tendency to fall after a company turns in good profits. Furthermore, it is a fact that when the economies of various countries look their most promising, the stock market is usually on the brink of a disastrous decline. 

         

         

            The Future not the Past 

            There are reasons for this basic fact of stock market life. The stock market deals with the future not the past. Information that appears in today’s newspapers is a report of events that have already occurred. According to the work of the academics who have studied behavioural patterns in the stock market relative to the dissemination of news, the stock market is totally efficient, and such is the speed of communication that there is no advantage whatever to be gained by acting on material which has been published for mass consumption. 



            Variations in share prices are the factors that lead to stock market profits, and the major turning points in the stock market are rarely confirmed by corporate earnings or the trend of business. If we examine a typical cycle, applying a basic Elliott Wave classification, we can see how this works. 

            As mentioned in the previous chapter, according to the wave principle, each bull cycle consists of three upward movements and two downward movements. Let’s take a look at the London Stock Market over the past 12 months (see Figure 2). 

            Figure 2. F.T. 30. JAN 1975-FEB 1976 

            
               [image: ]
            

             

            In January 1975, the U.K. economy was looking disastrous and the newspapers were printing a steady barrage of doom and gloom. But, as if by magic, following the announcement of the Burmah Oil crisis, in early January share prices started to rise. Not only did they rise but they virtually exploded. Very few members of the investment community believed in the rise and there certainly was a complete absence of any fundamental support for the rise. It was not until later in the cycle, after the stock market had almost doubled, that many began to find reasons for the move… after the fact of course. By June of 1975 the stock market had risen from the January low of F.T.30 146.5 to a peak of F.T.30 368. Since many felt there was little improvement in the economy over the entire period of the stock market ebullient advance, the only reason they could find for such a rise was that Britain was heading for hyper-inflation. Recollections of the manner in which the German Stock Market rose by 30 billion times its base level during the German hyper-inflation raced through the stock market. Just about the time this a priori judgement was receiving general acceptance, the market was beginning its first intermediate decline. Between January 1975 and June 1975, the British Stock Market completed the first Wave of what will subsequently be a five-Wave primary cycle. The second of the five waves began in June 1975 under the growing belief that the bear market was returning once again. By August 1975, the British investment community was forecasting a return to the lows of the previous bear market, and even lower. However, share prices began to rise again as the British Stock Market began “Wave 3” of its primary cycle, having complete Wave 2, the corrective down-wave according to Elliott. 

            1976 brought cheer to the investment community in Britain. The month of January produced a plethora of economic forecasts which pointed to a revival in the economy. Lead economic indicators were said to be turning up. Relations with the trade unions were improving. Share prices on Wall Street were doing well and all in all, a more bullish atmosphere couldn’t be found. Fund managers were quickly reducing liquidity positions and the private investor began nibbling at shares once again. Finally, after 12 months of rising share prices, the investment community discovered the reason. There was about to be a brand new export-led growth in the British economy. In response to the general feeling, share prices rose throughout the month of January to reach a peak of 417 in the Financial Times Ordinary Share Index on the 30th. There didn’t appear to be a cloud in the economic sky. Share prices then turned down and continued down through February and March. Wave 3 of the Elliott Primary was completed with the February-March move acting as Wave 4, the latter being given impetus by the resignation of Prime Minister Harold Wilson. 

            There were many bearish rumblings generated as a result of the political fiasco. However, the influence exerted on the stock market was short-lived with rallying action punctuating the end of March 1976. While there were many “bear scares” throughout the January 1975-March 1976 bull move in the F.T.30, students of the Elliott Wave Principle would not have been deterred, for the end of the bull market was not likely to occur until a completion of the fifth and final wave. 

         

         

            Cyclical Nature of the Market 

            The behaviour of the London Stock Market during the aforementioned period offers a test case example of the manner in which the inexorable cyclical forces act totally independently of the environment. History is replete with similar examples relative to stock market movements. News items can often cause extremities in the amplitude of a cycle, and sometimes affect the time frame of the Elliott Wave cycle, but never actually alter the cycle. More simply put, if the general psychological atmosphere is pessimistic, a bearish news announcement will cause an acceleration in any existing downtrend while a bullish pronouncement may mitigate the momentum of a down trend temporarily. If the general atmosphere is optimistic, a bearish announcement may slow down the momentum of the uptrend while a bullish announcement might accelerate the degree of rise. In both cases, the overriding major cyclical forces that govern the intermediate trend of the market will remain unaffected by daily fluctuations in share prices triggered by news announcements.  



            According to a study published by Draper Dobie, sources of price trends are foreseeable fundamental events, which account for 75 per cent of investors’ motivation. The balance of 25 per cent is attributable to human response to those unforeseeable fundamental events which add “specific randomness” to share price motion.  

            Sources of share price trends which are attributable to the large bulk of investor motivation and thus affect the overriding cyclical forces can be summarised as follows: 

            
               	   Events of an historic nature which may motivate the buying or selling of shares. 

               	   Events which can be anticipated, influence the economy as a whole and have specific effects on industrial groupings. 

               	   Events which can be anticipated and which affect the performance of a particular company. 
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