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MONEY MANAGEMENT

Determining Your Exit Strategy

Elliott Wave Risk
And Reward

Establish your exit stop strategy before
placing your next trade.

by Tony Beckwith

I raders have no business

trading if risk/reward
analysisisnot at thetop of
their concerns. If atrader
hasnoideaof thepotentia
profit return on any given
traderelativeto theinitial risk of taking the
trade at dl, hislong-term profitability isin
question.

Elliott wave (EW) analysishascomein
for its fair share of criticism over the
years, due at least in part to theinevitable
overcomplication by analystsand thefal -
libility of someof their forecasting. How-
ever, by steering clear of these two pit-
falls, some of the basic premises of EW
analysiscan be stripped out and used in a
highly consistent risk/reward trade plan.

JUST REWARDS

To evaluate the reward part of the equa-
tion, Elliott wave analysis can help by
pointing to where the reward is likely to
be strong. Accepting the premise of mar-
ket movement in EW meansacceptingthe
five-wave sequencethat hasbecometrad-
ing legend.

Elliott wavetheory statesthat amarket
tendstounfoldwiththreeimpulsive(trend)
waves and two correction waves linking
them. It worksthisway: wave 1 up, wave
2 correcting down, wave 3 back up to new
highs, wave4 correcting down, thenwave
5 back up to new highs to complete the
sequence (and vice versa).

In combining thiswith the more easily

understood axiom that “the trend is your friend,” the ideal . .
place to enter a trade is, by implication, at the end of a Acceptmg the premise of market

correctiontoatrend. InElliott waveterms, thismeansoneof  iImovement in Elliott wave analysis means
only three places: the end of a corrective wave B into an accepting the five-wave sequence that

impulsive (trend) wave C; theend of acorrectivewave 2 into
animpulsive wave 3; and the end of acorrectivewave 4 into

has become trading legend.
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FIGURE 1: ATYPICALELLIOTT FIVE-WAVE SEQUENCE. The wave analysis nailed the October 2002 low.

an impulsive and final wave 5.

Figure 1 shows atypical Elliott five-wave sequence on
the S& P Depositary Receiptst tracking the Standard &
Poor’ s500index (SPY), which nailed the bear market low.
Thereward sizemust beclear, calculable, and unmovable.
Onedifficulty for tradersusing conventional EW analysis
isthe potential confusion from having to assess different
timeframesand previous EW patternsthat may or may not
link with the present. The nine recognized time frames of
Elliott analysis— from grand supercycleal | theway down
to subminuette — may keep you occupied and be an
enormous source of complication in actual trading.

Thealternativeisnot havingtofit, say, anintermediate-
level ABC correction-to-trend into amajor level pattern or
to link it with any standard EW pattern immediately before.
This eliminates the confusion typical of most EW ap-
proaches. Inaddition, it enablesyou to carry out the Elliott
calculations to pinpoint the price targets for a trade into
the appropriateimpulsive (reward) wave. These zonesare
known and unmovable.

CLEAR RISKS...

TWO, ACTUALLY
» _, Asfar asrisk isconcerned, it too must
. Dbe clear, calculable, and unmovable.
| This applies to the two different ele-
% mentsof risk.

First, if you enter atrade at the end of a corrective wave,
thethreecriteriaare met perfectly; for example, if your entry
isat onetick beyond thelatest bar and theinitial stop-lossis
one tick beyond the extreme price reached in the potential
correction (wherepricemovement hasinvalidated thetrade).
The money risk is known and the size of position to trade
(number of shares, futures lots, and so on) can aways be
determined as aresult.

Second, the probability risk in a trade at the end of a
corrective wave can meet the three criteria as closely as any
mathematical uncertainty ever can. Confusion caused by
complex corrections to trend can be avoided by demanding
that the correction subdivide cleanly into the basic EW waves
a, b, and c. Thereisroom only for the simple abc correction.

Confusion over where the correction should stop can be
avoided by requiring that it reaches a price level anticipated
in Fibonacci/Elliott numerology. For example, wave ¢ of the
simple correction is a certain ratio of the length of wave a
(0.618x,1.000x, 1.618x) andwaveb (1.272x, 1.618x, 2.618x).
Thisiscrucial, asit allowsyou to establish minimum, typical,
and maximum price zones for the correction to stop.

Y ou can avoid confusion over when the correction may be
reversing by requiring that the market itself show signs of
price reversal — for example, atype of strong price reversal
action, an oscillator turn, an indecisiveinside day, a Japanese
candlestick pattern, and so on.

Figure 2 shows a typical ABC correction trade setup on
Comerica(CmA) with clear reward and risk levels, yielding
aminimum 7x risk/reward.
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FIGURE 2: ABC CORRECTION. Here, you can clearly see the risk/reward levels.

| DEAL RISK/REWARD TRADING
With both theinitial risk calcul ated and the appropriate Elliott
wave price (reward) targets determined and fixed, you can
ensurethat only tradeswith aminimumrisk/reward ratio of, say,
2x are ever actualy entered. This approach to EW ensures that
you can operate a consistent exit stop strategy on each trade,
with, for example, partia profitstaken at thefirst price (reward)
target, andtheremaining positiontakenoff thetabl eif thesecond
profit zone isreached.

Notetheif. Thisrisk/reward trading operation is not based
onthedelusion of hopeor forecasting, thedownfall of many an
EW practitioner. Inthismultiple-positionexample, if theprice
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manages to close beyond the first profit target, the exit stop
could be moved into that first zone to protect the solid profits
ontheremainingposition. Theentireexit stop strategy can (and
should) be determined before any trade is ever placed.

So you see, asset-stripping Elliott waves can be highly
profitable!

Tony Beckwith is director of sales at MTPredictor
(www.mtpredictor.com), an Elliott wave risk/reward trading
softwarecompany, andisan associate member of The Society of
Technical Analysts in the UK. He may be reached at
sales@mtpredictor.comor +44 (0)20 8977 6191. [S&C|
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