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Position sizing is a crucial aspect of trading that can determine the success or failure of a trading

strategy. Among the various experts in the field, Dr. Van Tharp stands out for his comprehensive

approach to position sizing. In this definitive guide, we will explore Van Tharp's principles of position

sizing, its importance, factors to consider, and practical applications to enhance your trading

performance.

Understanding Position Sizing

Position sizing refers to the amount of capital allocated to a specific trade. It’s a fundamental

component of risk management and can significantly impact the overall profitability of a trading

strategy. Proper position sizing helps traders manage their risk exposure and maintain a balanced

portfolio.

The Importance of Position Sizing

1. Risk Management: Position sizing is vital for controlling risk. It allows traders to limit their losses on

a per-trade basis.

2. Capital Preservation: By judiciously sizing positions, traders can protect their capital from significant

losses, thereby ensuring longevity in the market.

3. Psychological Stability: Appropriate position sizing can reduce the emotional stress associated with

trading, allowing traders to stick to their plans without fear of devastating losses.

4. Maximizing Profits: Effective position sizing can enhance the potential for profit by enabling traders

to take advantage of favorable market conditions without overexposing themselves.



Van Tharp's Position Sizing Methodology

Dr. Van Tharp emphasizes the concept of “position size” as a tool to manage risk effectively. His

methodologies revolve around several key concepts:

The Risk of Ruin

The risk of ruin is the probability of losing enough capital that the trader can no longer continue

trading. Tharp emphasizes understanding this risk in relation to position sizing.

1. Calculate Risk Per Trade: Determine how much of your capital you are willing to risk on a single

trade. A common guideline is to risk no more than 1-2% of your total trading capital on any one trade.

2. Assess Probability of Success: Evaluate the probability of winning trades based on historical

performance and market analysis.

The Position Sizing Formula

Van Tharp introduces a straightforward formula for calculating position size:

\[ \text{Position Size} = \frac{\text{Account Equity} \times \text{Risk Percentage}}{\text{Trade Risk}} \]

- Account Equity: The total amount of capital in your trading account.

- Risk Percentage: The percentage of your account you are willing to risk on a single trade (typically

1-2%).

- Trade Risk: The difference between the entry price and the stop-loss price.

For example, if your account equity is $10,000, you are willing to risk 1% ($100), and your stop-loss is

placed $10 away from your entry price, the position size would be:



\[ \text{Position Size} = \frac{10,000 \times 0.01}{10} = 100 \text{ shares} \]

Determining Trade Risk

Understanding trade risk is essential for effective position sizing. Here are some methods to assess

trade risk:

1. Technical Analysis: Use support and resistance levels to determine where to place your stop-loss

orders.

2. Volatility: Consider the volatility of the asset. Higher volatility may require wider stop-loss levels,

impacting position size.

3. Market Conditions: Evaluate current market conditions. In volatile markets, you might want to reduce

position sizes further to manage risk.

Factors Influencing Position Sizing

Several factors can influence how traders approach position sizing. Understanding these factors can

help you tailor your strategies effectively.

Market Conditions

Market conditions can change rapidly, affecting volatility and potential price movements. Traders

should adjust their position sizes according to:

- Current market volatility.

- Economic news releases.

- Overall market sentiment.



Personal Risk Tolerance

Every trader has a unique risk tolerance. Factors to consider include:

- Psychological comfort with losses.

- Financial situation.

- Trading experience and knowledge.

Trading Strategy

Different trading strategies may require different approaches to position sizing. Consider:

- Scalping: Requires smaller position sizes due to quick trades and tight stop-losses.

- Swing Trading: May allow for larger position sizes as trades are held for several days.

- Long-Term Investing: Typically involves larger position sizes but with a focus on overall portfolio

balance.

Practical Applications of Van Tharp's Position Sizing

Implementing Van Tharp's position sizing concepts can dramatically improve your trading results.

Here’s how to apply them effectively:

Step-by-Step Implementation

1. Determine Account Equity: Regularly assess your total trading capital.

2. Set a Risk Percentage: Decide how much you’re willing to risk per trade, considering your personal

risk tolerance.



3. Calculate Trade Risk: Identify your entry and stop-loss levels for each trade.

4. Use the Position Sizing Formula: Apply the formula to find the optimal position size for each trade.

5. Monitor and Adjust: Continuously monitor your trades and adjust position sizes based on market

conditions and portfolio performance.

Creating a Position Sizing Plan

A well-defined position sizing plan can help you maintain consistency in your trading. Consider the

following steps:

- Define Your Risk Tolerance: Clearly outline how much of your account you are willing to risk on each

trade.

- Establish Guidelines: Create specific guidelines for different trading scenarios and market conditions.

- Review Regularly: Periodically review your position sizing strategy to ensure it aligns with your

trading goals and market conditions.

Conclusion

The principles of position sizing articulated by Van Tharp are fundamental to successful trading. By

understanding and implementing these concepts, traders can effectively manage risk, preserve capital,

and enhance their chances of profitability. Position sizing is not merely a mathematical calculation; it's

a strategic approach to trading that combines risk management with psychological stability. By

adhering to a defined position sizing methodology, traders can navigate the complexities of the market

with greater confidence and control.



Frequently Asked Questions

What is position sizing according to Van Tharp?

Position sizing, according to Van Tharp, refers to the method of determining how much capital to

allocate to a particular trade based on the trader's risk tolerance and market conditions.

Why is position sizing important in trading?

Position sizing is crucial in trading because it helps manage risk, protects the trader's capital, and

enhances the potential for long-term profitability by ensuring that losses are kept within acceptable

limits.

What are the key principles of Van Tharp's position sizing model?

Key principles of Van Tharp's position sizing model include understanding risk per trade, calculating

the optimal position size based on account size and risk tolerance, and using a consistent

methodology for every trade.

How does Van Tharp recommend calculating risk per trade?

Van Tharp recommends calculating risk per trade by determining the dollar amount the trader is willing

to lose on that trade, which is typically a small percentage of the total trading capital.

What is the 'Position Size Formula' introduced by Van Tharp?

The 'Position Size Formula' introduced by Van Tharp is a mathematical formula that helps traders

calculate the number of shares or contracts to buy or sell based on their risk tolerance and stop-loss

distance.

How can traders implement Van Tharp's position sizing techniques in



their trading strategy?

Traders can implement Van Tharp's position sizing techniques by assessing their risk appetite, using

his position size formula for each trade, and regularly reviewing and adjusting their approach based on

performance.

What role does psychological factors play in Van Tharp's position

sizing approach?

Psychological factors play a significant role in Van Tharp's position sizing approach, as traders must

be aware of their emotions and biases to stick to their risk management rules and avoid over-

leveraging.

Can position sizing methods evolve over time according to Van Tharp?

Yes, according to Van Tharp, position sizing methods can and should evolve over time as traders gain

experience, understand market dynamics better, and refine their risk management strategies.
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