TRADING SYSTEMS

A New Way To Manage Your Position
Surfing Your Position
With Wave Stops

When is a good time and place to exit a position?

hether inspired by Ralph Nelson Elliott’s

___ works or by just acasual observation of a
: price chart, you can’t help but notice how
prices advance, then pause and correct in
= awavelike action. What if you could take
that basic price movement on the part of
buyers and sellers, supply and demand, and use it to
manage your position? That is the basic objective of
wave stops, the method I developed to determine a
good time and place to exit

three waves; more or less is fine. This process also
works with down movements.

Let’s look at the wave stop rules on a price move-
ment (Figure 1). For this case, let’s use a simple long
position. Take a position and set an initial profit target.
Once the price gets to or above the initial profit target,
apply wave stop rules. The rule states that you must
monitor the position’s profit. If it corrects more than
a fixed value (x%), that signals that a correction is
in process. This is wave 1. Continue to monitor the
profit drawdown until a second point is hit (y%). This
1s your exit or sell-stop level.

a position.

|
WAVE STOPS \
Wave stops are unusual be- |
cause the concept does not
rely on price or volatility
directly. It is a method to | |
setastop and exitaposition ‘
based on the profit draw- | |
down of the position. Price
and volatility are taken into
account, but in an indirect
manner. We assume that
most moves will come in
a three-wave movement
— that is, a strong move
up, followed by a price
correction, followed by the
nextmove up, and so forth. ﬁ?)
It is not necessary to have '
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FIGURE 1: WAVE STOP RULES ON PRICE MOVEMENT. Once price hits the initial profit target, you start to apply the wave stop
rules. If price movement corrects more than a fixed value, it signals a correction is in process. You continue monitoring the profit
drawdown till a second point is hit. This will be your exit or sell-stop level.
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Initial profit target 4% of purchase price

TRADING SYSTEMS

Wave 1 drawdown ~ 30% wave & 60% exit
Wave 2 drawdown ~ 30% wave & 50% exit
Wave 3 drawdown  30% wave & 40% exit
Beyond drawdown  30% exit

FIGURE 2: SUGGESTED INITIAL SETTINGS. Here
you see a rule set of 30-60% for wave 1, 30-50% for
wave 2, 30-40% for wave 3, and 30% for all those
beyond wave 3.

If the profit drawdown never reaches the exit point of y%,
continue by applying the second set of wave-stop parameters.
If the x% level is never reached, remain in the first wave. Each
wave can have adifferent set of parameters. My suggested initial
settings can be seen in Figure 2. Continue to follow the profit
of the position, and the price, until you are eventually stopped
out of the position.

APPLYING WAVE STOPS

Let’s look at an example of wave stops in action to clarify the
concept (Figure 3). Say you assume a long position, buying a
stock at $100. Your initial profit target (where wave stop rules
start) is 4%. Thus, once the price of the stock hits $104 per share,
start monitoring the position with wave stop rules. Let’s assume

arule set of 30-60% for wave 1, 30-50% for wave 2, 30-40%
for wave 3, and 30% for all those beyond wave 3.

Monitor the position once the price is at or above $104 until
you have a 30% profit drawdown. This will signify the begin-
ning of wave 1. Let’s assume the price rises to $110, at which
point your profit becomes $10. If the profit drops by 30% to
$107, you watch it closely. If it drops 60% to $104, then you
sell. As long as the profit drawdown does not exceed the second
parameter (60%), you will remain in the position. If it drops
below 60%, sell and exit your position.

As price enters wave 2 of its climb, use the second set o
wave stop parameters (30-50%). Again wait for a drawdown
from the profit’s high-water mark by 30% to indicate the second
price correction. In this example, you will exit the position i
you have a 50% or greater drawdown. If not, you continue.

As price enters wave 3 of the movement, use the third set o
wave stop parameters (30-40%), each one tighter as the pric
increases. The same rules apply here: You use 30% as the sign
for wave 3, and 40% as the profit drawdown amount to sell an
exit. If price continues beyond a third wave, you would use the
last parameter (30%) as a trailing-profit loss.
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It is important to note I am not talking about
30% drop in price but a 30% drop in profit, fro
the highest measured point (that is, the high-wate
mark). Since the stop level is dynamic, it mus
be monitored every day, either manually, by a
formula set or software designed to monitor it. In
fact, I added wave stops as an exit option to my
software.

DIFFERENT WAVE STOPS

FOR DIFFERENT MARKETS

The settings for the wave stop rule will v
from security type to security type. More gently
trending markets like foreign exchange and bonds
would have different parameters than a large-cap
stock, while a small-cap tech stock may in tu
have an entirely different setting still. Like an
other stop rule, you will need to adjust settings
to fit the market. I hope this article has given you
some insight into a different way of monitoring
your position, setting your stop, and harvesting
your profits.
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FIGURE 3: APPLYING WAVE STOPS. You monitor the position till you have a 30% drawdown in profit.
This signifies the beginning of wave 1. If the drawdown drops below 60%, you sell and exit your position.
When price enters wave 2 of its climb, you use the second set of wave stop parameters. You would exit the
position if the drawdown is 50% or greater. You continue in the same way as price enters wave 3 of price

movement. Beyond the third wave, you use 30% as a trailing profit loss.
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