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Introduction
Risk management is often a sadly overlooked, but by no means unimportant aspect of trading in
general, and more precisely Forex. Many traders often focus on coming up with a strategy that will give
them signals when to get in the market, and in the excitement of making money, will throw caution to
the wind.
Knowing when not to trade is just as an important skill as knowing when to trade. Arguably, it’s
even more important, because speaking practically, most of the time you are not trading. Being
able to manage your exposure to the market is often the defining trait between a successful
trader, and one who eventually gives up on the markets.
It’s neither an unusual nor a bad sign for a trader when starting out to get overzealous
when starting out to take on too many positions, and suddenly wake up to the reality
of risk in the markets when they have a substantial loss. Frequently enough, this
will lead the trader to seek out information on how to manage their risk, and once
they take the lessons to heart and incorporate them into their trading, they
become a lot more successful in the markets.
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1. Why Should You Care About Risk Management?
Obviously, managing your exposure to the market is an intrinsic

In general, unsuccessful traders tended to lose more than successful

part of trading, but there is a statistical explanation of why it’s so

traders, because they took excessively larger risks, and didn’t take

important, and how much it impacts your trading. More importantly,

themselves out of the market when they had losing trades. In other

how it relates to your profitability.

words, they had poor risk management skills.

A study done in 2013 by a major NYSE-listed Forex of their millions

This isn’t all that surprising for anyone who has studied psychology,

of clients found that on average, the success rate of each trade was

because it’s an established fact that humans are just bad at evaluating

67.2%. That is, the percentage of trades that closed with a profit,

risk properly. We are also not good at understanding large numbers,

indicating that the trader had made the right decision about when to

and probabilities. This makes us all naturally predisposed to ignore

get in - and, just as importantly - out of the market.

risk management which is why it takes a little extra effort to pay
attention to it.

More importantly, however, they tracked their traders who were
consistently profitable in their strategies and compared them

Since being able to keep losses in check so they don’t exceed your

to traders who were not. There was no statistically significant

gains is ultimately how you profit in forex, risk management should

difference in the number of “good” trades each made. Both were just

be an integral part of your trading and market strategy.

as good at predicting the market. However, successful traders were
consistently profitable because they managed their risk much better.
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2. Taking the Bull by the Horns
Perhaps the biggest obstacle when it comes to understanding risk
within market dynamics is that it’s just not fun to think about. It

2.1 Being Apprehensive is Useful

necessarily implies thinking about losing, and since forex traders

The problem is, that when you started trading, you had to overcome

tend to be an optimistic lot, they’d much rather put their time into

that hesitancy to start trading. You have to be in the market, take

thinking about the full half of the glass, but that doesn’t make risk

some risk, in order to gain experience. So, at the outset, it’s almost a

go away.

prerequisite to be a bit insensitive to risk, so you can overcome your
natural inclination to avoid unknowns. If this becomes a long-term

When you first start out, the market is an unknown, and our natural
instinct is to be afraid of the unknown. The markets are the same;

habit, however, you won’t make an adequate evaluation of risk, and
that can lead to bad results in your trading.

when there is uncertainty about the future - an unknown - generally
you will see markets underperform as investors and traders hold

So, once you’ve gained experience and made a few mistakes, it

off. They are risk averse. Being aware of and hesitant when it comes

becomes apparent why this otherwise unpleasant aspect of trading

to risk is what multi-billion-dollar trading institutions do, so you

is not only useful, but if done properly can be quite interesting,

shouldn’t be all that different.

intriguing and even fun. If you integrate risk avoidance into your
money-making strategy, then it’s no longer a chore. It’s how you
become a successful trader. And what could be better than that?
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3. Understanding Risk in the Markets
Every time you are in the markets, you are making decisions. Of
course, you want to make the right decision, and there are a host
of indicators and techniques out there to help you in that task. The
thing is, every one of those decisions comes with two options: the
right choice, and the wrong choice.
Statistically speaking, we will make the right choice more often than
not; but where risk management comes in is to limit the effect of
those wrong choices. Since we don’t know ahead of time whether
the decision will be the right one or not (because if we did, then…
well, we’d never make a mistake) then risk needs to be taken into
account every time we make a decision in trading.
“If I make this trade, what will I gain?” is a perfectly good question. It
needs to be accompanied by “what could I lose?” Finding the balance
between the two is how you incline the scales in your favour.
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4. How to Minimise Losses
There are lots of people, books and websites that will give you tips

So, the first aspect of risk management is to understand your own

and tricks to avoid or reduce risk. Many, if not most, are probably

financial position. You need to consider the best-case scenario, of

useful, but on a basic level, trading is inherently risky, and while tricks

course; that’s what usually motivates people to become traders. Then

are helpful, as you’ve seen, you’ll need more than a few tips to avoid

there is the most likely scenario, which is what realists generally

risk. Managing your money, exposure and risk is an integral part of

bring themselves to look at. Then there is the worst-case scenario,

trading and needs to be included in your trading strategy.

that most people generally only think about briefly.

A common tip that is often offered is a simple “make sure your

One of the warnings is that you should only risk money you can

profits are bigger than your losses” by setting your take profits at

afford. The problem is, we don’t think about what happens after that.

2:1 compared to stop losses. Or 3:1. This generally doesn’t work. It’s

If you go through the trouble of creating an account, and learning

one of those things that sounds good on paper, gets shared a lot, but

how to trade… but unfortunately through some combination of bad

it really doesn’t consider the circumstances, the trader’s psychology,

luck, inexperience, and other factors, your trading account drops to

the size of the trade, the proportion of the account, and a lot of

zero, are you really going to give up? Or are you going to want to

other factors. Oh, and of course it’s completely useless if you have

fund the account again, learn from your experience, and try to make

trailing stops.

back your losses? So, when you consider how much money you can

4.1 The Trader is Where it Starts

afford to risk in the markets, are you considering your psychology?

Risk management starts from the moment you open your account.
After all, you are deciding how much money you want to risk
in the markets. Are you going to put in a lump sum, and then
trade until you either make a profit or it’s gone? or are you going
to put in a certain amount each month? Both come with their
advantages and disadvantages.

Make sure your profits are
bigger than your losses.
|7|
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4. How to Minimise Losses
4.2 You are Your Mind
Managing risk isn’t just about calculating money, but also
understanding your own reaction to given situations. There is a
common phenomenon where people will start with a demo trading
account and do well with it. After some time, they will then switch to
a live account, and suddenly their trading edge disappears, and they
see their profitability drop off. What happened? Frequently they will
blame the broker, thinking there is some kind of trick. But there is
also a similar group who make money by trading mini or micro lots,
but as soon as they break a certain threshold in their trade sizes,
their profitability drops off.
Same strategy, same account. What happened? They were dealing
with more money and became more aware of the risk. This leads
them to being more nervous, which changed their decision-making
patterns. So, they hesitated more, didn’t cut their losses as much,
hoped the market would bounce back, etc. Effectively, by being more
afraid of risk than being strategic, they ended up losing more money.
Risk management needs to start with managing your own reaction
to risk and developing strategies to keep you focused on making
strategic decisions that are based on a rational evaluation of as
many factors as possible.
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5. It’s a Matter of Chance, so Have Fun
One of the best tools to get insight in improving your risk management
is having a good understanding of game theory. This might not be

5.1 The Solution is in the Game Theory

obvious at first, but we have to understand that there are two parts

Game theory allows us to understand probability, randomness,

of trading: information and luck. When we make a trading decision,

variance and pattern identification that doesn’t exactly allow us to

we want to be as informed as possible in order to ensure the trade

plan for luck (counting on luck is the definition of gambling), but to

will work out. This includes technical analysis, keeping track of the

mitigate the effects that luck will have when our analysis doesn’t work.

markets, the news, understanding the economy, having skill and

Like how Batman is Batman not because he’s got alien superpowers,

experience. That’s what gets you the winning trade.

but because he’s got a plan for everything. He even has a plan for
when he doesn’t have a plan - and that is what risk management is.

On the other hand, there are factors that go into the markets that we
can’t control. A large bank suddenly needing to withdraw funds. A

As a trader, your objective isn’t to make one trade, and then retire.

war breaking out. Or simply we make a mistake and forget something

That’s what people playing the lottery are trying to do. You want to

or misunderstand the implications of certain data. This is bad luck,

accumulate probably tens of thousands of trades over your career

generally, but, it’s luck.

as a trader, and this constant reiteration over time that allows you to
take advantage of game theory to improve your profitability.
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6. Trading is About Knowledge, Risk Management is About Luck
Let’s consider this psychological question: if you were offered the

See, in the initial scenario, you have your money and you get to keep

exactly 500 times heads, but it will be closer to the mean. The same

chance to put up $100 and with the flip of a coin you could either

it. There is no risk. If you accede to the game, then you have the

principle applies when trading.

lose it or make $200. Would you do it? It’s a trick question, obviously,

opportunity to make $100, but the risk of losing $100. Since a coin

but you’re probably not seeing why considering the chance of a coin

flip has a 50/50 chance of landing, then you can evaluate that you

flip landing in your favour is not the right answer.

have just as much chance of winning as you do losing. Statistically,

6.2 Establishing a Baseline

it’s an even risk.

There is a mantra drilled into every trader by their broker that past

The thing is, though, it’s a risk. So, if you participate in the game,

flip doesn’t tell you how the coin will land next time. But, if you can

results don’t predict future results, and that’s true. Just like a coin

you are taking a risk; but if you don’t participate, then you don’t take
a risk. Therefore, even though the game is perfectly even, and you
have just as much chance of winning as you do of losing, it’s not in
your interest to participate.

flip a coin enough times, you can have a reasonable projection that
around half of the time it will come up heads. This is the principle at
work with your strategies.
If we take the statistic mentioned earlier that around two thirds of

6.1 More Trading is Better

trades will work, then you need to have a risk management strategy

The important question, though, is how many times you are going to

333 of them will not work out. Having that many negative trades

be able to trade. Because if it’s once, then you can either win, or you

is quite likely to wipe out your account balance if you don’t handle

can lose. But if it’s twice, then you have one chance of winning twice,

them correctly.

for the remaining third. If you trade 1,000 times, then around at least

one chance of losing twice, and two chances of breaking even. It’s
not all that common to get two heads in a row, for example, but the
more you practice, the more likely the chances will tend towards their
statistical probability. If you flip a coin 100 times, it’s very unlikely
that all 100 will come out heads. If you do it 1000 times, it won’t land
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6. Trading is About Knowledge, Risk Management is About Luck
6.3 The Tools

When it comes to forex, there is statistical evidence to show us how

will be adamant, for example, about the necessity of setting a stop

much you should risk in each one of your trades, thanks to tracking

loss in order to minimise a trade going the wrong way, but how much?

There are quite a few tools that you can use that are built into your

millions of accounts for extended periods of time. Studies repeatedly

Well, that depends on your trading style, so you’re better off learning

trading platform, such as stop losses, margin requirements, expert

show that taking a position that risks between 2% and 3% of your

the principle behind stop losses, so you can apply them to your own

advisers, etc. that you can use to force yourself out of a losing

available funds maximise the return on your account. Less than 2%,

situation, rather than automatically applying a fixed number.

trade and while they are certainly helpful, in order to maximise their

and you are missing out on potential gains, more than 3% and the

effectiveness, you need to understand how and why to limit your

chance of a string of bad luck trades is enough to seriously impact

exposure in order to set the right levels.

your account. If you risk 3% of your account, it means you can get up
to 33 trades in a row before depleting your funds. How likely is that

Let’s modify the coin throwing example from earlier and make it
profitable. You have $100s, and if the coin lands heads, you lose
your money; but if it lands tails, you get triple. This is certainly worth
the risk, because you have the chance of making a $200 profit. If you
do the game several times, you have the chance to win a substantial

to happen?

6.5 Don’t Forget that It’s Personal
Now, of course these are statistical averages, and your trading might

amount of money.

differ. That’s why it’s important to understand the reasoning behind

6.4 It’s not all About How Much You Win

world trading. If you are a very cautious trader, for example, you

However, there is a small problem. See, if you only have $100, and the

every opportunity the market offers, then maybe you want to keep

first time you play the game, you lose… you have no way of making

your trades on the smaller side to minimise your risk.

why certain amounts are suggested, so you can apply them to realmight benefit from having larger trade sizes; if you like to jump on

your money back. You are better off risking a smaller amount of
money, say $10, and reducing the chances that there will be a string

This is one of the frustrating things that people learning about risk

of heads just by pure bad luck, that will deplete your account.

avoidance have to face within the literature on the subject. Authors

| 11 |

www.tickmill.co.uk

An In-Depth Look at Risk Management

Demo Account

Create Account

7. Risk and Reward
The bottom line is that practically speaking, all investment is about

to slowly grow your account, then the chances of losing your entire

Which one of those strategies are better? If you don’t have any risk

balancing the return against potential risk. If there were no risk to

account are smaller. You might not make as much money at the

management, you would probably want to go with the surer thing

trading, then everyone would do it, and the market wouldn’t exist.

start, but you will accumulate more over time.

and get it right 80% of the time, but another trader with good risk

In fact, the whole purpose of the forex market is to offset risk.

management would be able to make substantially more money by

Businesses (primarily) need to access currency markets in order to

The other way is trading frequency. Trading smaller amounts more

trading more frequently but limiting his exposure. By having more

invest overseas, export, etc. Currency is not their primary concern,

frequently, as discussed previously, brings statistics on your side.

trade opportunities, he can still make the same amount of money

and in order to not have to deal with the risk of exchange rates, they

You’re less likely to get a string of 40 bad luck trades than 4, so your

by trading smaller amounts, and effectively have a lower risk than

will pay a premium to the market. Your job as a forex trader, in a

account will last longer, and you increase your chances of long-term

using a “better” trading strategy.

practical sense, is to figure out how to exchange money with less

profitability.

risk than other participants in the market, so you can then make
money on the premium.

7.2 Low Risk Isn’t Always the Best Idea

Consequently, there is a direct connection between your risk level

Let’s say for purposes of an example you come up with a strategy

and your profitability. Generally, the greater the risk, the bigger the
reward; so, in order to maximise the growth of your trading account,
you need to figure out how to manage your acceptable risk levels.

7.1 Risk Avoidance Schemes

that works 80% of the time. That’s well above the average and sounds
great. Thing is though, it gives you a signal to trade once a day, for
example. That means, eight days out of ten, you are going to make
money.
But there is another strategy that only works 60% of the time. It

One of the ways is to manage how much money you put into your

doesn’t sound so good, even though it gives you 100 signals a day.

account; if you put in a lump sum at the beginning of your trading,

That means in any given day, you can lose 40 trades, but gain on 60.

then there is a chance you might have some bad luck and lose your
account, but if you set aside a smaller amount each month as a plan

| 12 |

www.tickmill.co.uk

An In-Depth Look at Risk Management

Demo Account

Create Account

7. Risk and Reward
7.3 Getting a Feel for it

For example, if you have an account with $10,000 and you can risk

Managing your trading is a methodical process, and just as you need

are going to set your stop loss such that it will close out after you’ve

to keep a trading journal to constantly evaluate your trading, you

lost $300. You set your stop loss, and you do not extend it.

up to 3% in a trade. That means that when you enter the market, you

need to take a similar approach to your risk assessment. Just as you
would calculate the potential upside of a trade, you need to calculate
the potential downside and include it in your trading pattern. Thus, it
really isn’t something you can leave up to just having a feeling for it.

Once you make your trade, you consider that money as “gone”. It’s
not in your account anymore; it’s in the market. Your objective is to
maximise the return on that investment you just made that cost you
$300. If that means you’ll make $500, good, but it also means that if

It can be a challenge to overcome the psychological bias that keeps

you “make” $200, it’s a lot better than “making” $100. These are still

people from thinking enough about their potential losses. It might be

part of your return on investment.

useful instead to consider risk mitigation as part of your profitability
strategy, and not just an afterthought you tack on after thinking about
the fun part of making money.

Remember, your objective isn’t one single trade; it’s part of a strategy
that has a given success rate. If your strategy has an objective of

7.4 A Comprehensive Approach
How this works is that when you set up a trade, you consider the
investment you are making as a cost. Don’t think of a trade in terms
of how much money you could make; before you enter a trade,

making $300 on each trade, and losing a maximum of $300 on
each trade, then in the end, every dollar you prevent yourself
from losing is added to your final profit. Under this concept, risk
management is all about figuring out how to maximise your profit,
and not about loss.

you’ve calculated your acceptable risk exposure, and consider it the
baseline for your trade.
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7. Risk and Reward
7.5 It’s Mathematical
Understanding that the forex market exists to offset risks, and forex

For example, let’s say your take profit and stop losses are equidistant.

with going by gut instinct, but they are rare, and most likely talented by

traders are profitable by using their skills in the market to mitigate

If you have a 60% success rate, and make 10 trades, then statistically

being able to make many of these calculations in their head without

risk, then the result of your trading is governed by maths. Particularly

speaking you will have four trades missing, and six ending in the

really being aware of it.

the return/risk ratio. In fact, this is the definition of profit in a forex

money. The four losing trades cancel out four of the winning trades,

context.

leaving you with a profitability of two trades. If you were to cut
your exposure in your losing trades by half, then you are making an

There are two ways to do this; increase your numerator by improving

additional half times the four losing trades. That comes out to an

your skills at predicting the market or reduce the denominator by

additional two trades worth of profit.

managing your exposure to bad luck in the markets. Using this
equation, we can see the importance of risk mitigation, because, for

You can cut your exposure by making a more thorough examination

example, you can double your profitability by cutting your exposure

of your stop losses. You can cut your exposure by taking smaller

in half.

trades but trading more frequently. Once you’ve back tested as

7.6 How Does this Work?
Reducing exposure can have an outsized impact on your profitability,
because the difference between the number of successful trades
and unsuccessful trades typically is a relatively small fraction of the
total number of trades. This is especially true with people who don’t
manage their stop losses, and typically take bigger losses on their
trades than they take in profit.

much as possible and accumulated enough data, you can review
your profitability ratios with different settings to fine tune your
return/risk ratio.
In the end, like most areas of finance, forex is about the maths. The
more you can calculate in your trading and justify your expectations
based on data-driven equations, the more likely your trade will work
out, and the more money you will make. Some traders can get away
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7. Risk and Reward
7.7 Studying the Luck Factor
Most traders will be adamant that what they do is in no way gambling,
and they would be quite correct. Trading is about studying the market,
using skill and knowledge to leverage returns, but as with all things
that are based on identifying patterns that help predict the future,
there is a certain amount of uncertainty that is unavoidable. That
uncertainty leads to the luck factor.
Interestingly, a significant amount of research has been made to
study luck, chance and probability in trading, shedding light on how
to assess risk and devise a trading strategy that reduces a trader’s
exposure to potential bad luck.
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8. Conclusion
Risk management is such an intrinsic part of trading that it is an
unavoidable of your trading profitability. Most successful traders
make money more by managing their exposure to the markets than
by having some kind of brilliant strategy that sets them apart from
everyone else. In fact, consistent trading that accounts for the most
variables possible will be much more profitable in the long run.
Taking control of your exposure is calculated, but not formulaic. As
trading is intensely personal, how you manage risk will depend on your
strategy, your psychology and your particular circumstances. Some
traders are open to different kinds of risks, some have strengths that
allow them to handle certain situations better than others. There is
no magic formula that always applies and will guarantee your trades
will be successful.
Trading is about constantly improving and refining your process, and
that should include your assessment of risk and exposure. It’s more
useful to focus on understanding the fundamentals of risk, how
your psychology plays into them, and how to calculate probabilities,
than to rely on simple and quick tricks. While they might be useful,
especially as you develop your strategies, in the long run you need a
risk mitigation strategy that is tailored to your trading.

The risks associated with trading long term after you come home

making lots of trades, and your strategy ought to reflect that. It’s

from work are very different than someone day trading the LONNY

not about making one big score; profitability is garnered through

session. Both might have great ideas that can inspire the other, but

consistent trading of small amounts of your account that reduces

they are fundamentally different circumstances that need different

the amount of risk you are exposed to. Developing risk management

risk mitigation strategies.

strategies that suit you the best will also take time, but that’s how
you maximise your profitability.

It takes time to learn how to trade forex and get good at it, so naturally
you will want to be doing it for some time. This means you will be
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