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Learn Essential Strategies for Position Sizing, Stop Losses, and Reward-to-Risk
Ratios
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Introduction

In trading, success is not just about predicting market movements accurately—it's about
managing risk effectively.

Risk management is the backbone of long-term profitability, helping traders survive market
volatility and thrive over time. This guide will teach you the essential components of risk
management, including 1) proper position sizing, 2) use of stop loss orders, and 3) Reward-to-
Risk Ratio (RRR).




1. Understanding Proper Position Sizing

Proper position sizing is the foundation of any robust risk management strategy. This concept
ensures that no single trade can significantly damage your portfolio. One popular rule is the "2%
rule," which states that you should never risk more than 2% of your total portfolio on any single
trade.

Be careful! This rule does not mean simply taking 2% of your portfolio value. That's wrong. The
2% rule states that a trader should not risk more than 2% of portfolio value.

In layman's terms, if you place a trade that goes against you, the losses should be less than 2% of
your total portfolio.

Formula for Position Sizing:
Position Size = (Max Loss * Portfolio Equity) / Max Downside

Let’s use the following scenario. Filecoin (FIL) price has broken out of Channel Down. We want
to BUY this breakout.

What should be our trade size? Where should we place our Stop Loss order?
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e Assuming a portfolio with a current value of $10,000.

e We use a maximum risk of 2% or $200. That’s the maximum we are willing to lose on one
single trade.

e Filecoin (FIL) price has broken out of Channel Down. We want to BUY the FIL tokens at the
current price of $5.00.

e We place a Stop Loss (SL) level just below the prior swing low at $4.60.

e That implies a potential loss of 8% from the current price of $5.00.




e Recommended trade size is $2,500 calculated as $200 / 8% or $200 / 0.08

e If price goes down by 8% to $4.60, our Stop Loss level, we lose $200, which is 2% of our
total portfolio value of $10,000.

Calculation: )
(valuesin S)

e Portfolio Equity: $10,000

e Max Loss: 2% of $10,000 = $200 Portfolio value 10,000
e Max Downside of Trade: 8%
e Position Size = ($200) / 8% = $2,500 Risk per trade 2.00%
Risk per trade 200
This means if the trade moves against you and you lose Entry price _ >.00
8% of the $2,500 trade position, your loss will be $200, Stop Loss price 4.60
which is only 2% of your total portfolio. Risk (loss) (0.40) -8%
Trade size 2,500

Benefits:

e Keeps losses manageable
e Reduces emotional stress
e Helps maintain trading discipline

1.2 How to Calculate Position Size with the 2% Rule

Calculating your position size correctly is critical for staying within your risk limits. Here's a step-
by-step guide:

1. Determine Your Maximum Loss: Typically, 2% of your portfolio.

2. Assess the Trade's Max Downside: Analyze potential losses if the trade goes wrong. This
usually means how far is your Stop Loss level from your trade entry level.

3. Calculate Position Size: Use the formula Position = (Max Loss * Portfolio Equity) / Max
Downside.

Proper position sizing ensures you can withstand multiple losing trades without severe impact.




2. Stop Loss Orders

Stop loss orders are a key tool in risk management, designed to limit potential losses by
automatically closing your position when a predetermined price is reached. They are used for
both Long (Buy) and Short Sell trades.

Setting Stop Loss Levels:

e Allow for normal market movement while protecting against large losses.

e Common techniques include placing the Stop Loss below the most recent trough (low) in
an uptrend or below key support levels.

Techniques for Setting Stop Loss:

1. Below Recent Troughs: Ideal for trending markets.
2. Key Support Levels: Useful in range-bound or sideways markets.
3. Using RRR: Set based on desired reward-to-risk ratio, such as 2:1 or 3:1.

Stop Loss orders help you stay disciplined and prevent emotional decision-making during trades.

Examples of Effective Stop Loss Placement
Here are some examples to illustrate effective Stop Loss placement:

Scenario 1: Setting a Stop Loss for an uptrend near the recent trough. altFINS automated Chart
Pattern identified the following signal for Dusk Network (DUSK). Price is trading in a Rising Wedge
pattern, and it bounced off the support trendline. We want to BUY it.
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e Entry Point: $0.29
e Stop Loss: $0.24 (recent trough)
e Reasoning: Allows for normal pullbacks within the trend.




Scenario 2: Adjusting Stop Loss near key support levels.
Sometimes, the prior swing low may not be ideal.

Example with RPL (Rocket Pool), trading in a Sideways Channel. Here, we would be inclined to
BUY when price approaches the Channel support zone (~$25.50). But that level also happens to
be near the prior swing low! Hence, that’'s not a good point to place SL because we want to BUY
near support not SELL it.

Place SL below the key support level, avoiding interference with potential buying zones.

e Entry Point: Near support at $25
e Stop Loss: Below key level at $24
e Reasoning: Avoids getting stopped out on minor dips but protects from larger drops.
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These examples demonstrate how strategic Stop Loss placement can protect capital without
unnecessarily cutting off potentially profitable trades.

3. The Reward-to-Risk Ratio (RRR)

The Reward-to-Risk Ratio (RRR) helps traders determine whether a trade’s potential profit justifies
the risk. A favorable RRR ensures that even if your win rate is not high, you can still be profitable.
Traders typically aim for a 2 to 1 Reward to Risk Ratio (RRR) to ensure profitability even with a
lower success rate.

How to Calculate RRR:

e RRR = (Target Price - Entry Price) / (Entry Price - Stop Loss)




Let’'s demonstrate this concept with Filecoin (FIL) trade setup:
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Buy at current price: $5.00

Stop Loss: $4.60

Target: $5.80

RRR: ($5.80 - $5.00) / ($5.00 - $4.60) = 2

A 2:1 RRR means you're making twice the amount you're risking, which is generally seen as a
strong balance between risk and reward. Potential reward is $0.80, and risk is $0.40. That's a 2:1
RRR.

(values in S)

Portfolio value 10,000

Risk per trade 2.00%

Risk per trade 200

Entry price 5.00 Entry price 5.00

Stop Loss price 4.60 Target price 5.80

Risk (loss) (0.40) -8% Reward (profit) 0.80 16%

Trade size 2,500 Reward Risk Ratio (RRR) 2.0




4. Emotional Discipline in Trading

Continuous Learning and Trade Journals

Maintaining a trade journal is essential for tracking performance and learning from your trading
activities. Record every trade, including the rationale, entry and exit points, and outcomes.

Benefits of a Trade Journal:

e Provides insights into what works and what doesn't.
e Helps refine your strategy over time.
e Encourages disciplined and data-driven decision-making.

Use tools like altFINS to automate journal entries and analyze trades efficiently. Continuous
learning is key to adapting to ever-changing market conditions.

5. Conclusion and Additional Resources

Mastering risk management is the cornerstone of successful trading. By applying principles like
proper position sizing, strategic Stop Loss placement, and aiming for favorable RRRs, you can
enhance your trading performance and protect your capital.

Additional Resources:

e Trading Risk Management Guide
e Risk Management Excel File
e |esson 9 Risk Management

Stay disciplined, keep learning, and apply these strategies consistently to achieve sustained
trading success!

About altFINS

altFINS is a robust cryptocurrency trading and analytics platform built to help traders and
investors save time in discovering trading and investment opportunities.

The platform provides users with powerful tools for technical analysis, charting, and market
insights, enabling them to identify trading opportunities across numerous crypto exchanges.

altFINS offers features like advanced crypto screener, Al chart patterns, signals summary, on-
chain data, Coin Picks and more. With a focus on both beginners and advanced traders, it
simplifies complex market movements, helping users navigate the volatility of cryptocurrencies
more effectively.



https://altfins.com/knowledge-base/trading-risk-management/
https://altfins.com/wp-content/uploads/2024/03/Risk-mngt-altFINS-Trading-Education-Course.xlsx
https://altfins.com/education/trading-course/Risk-Management
https://altfins.com/

