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Mathematics of low risk / high reward trading 
For those who haven't already done the math, here is the basic math, as I see it, of our low risk / high reward experimental trading system that is in development.

(Of course, "low risk/ high reward" is only true of the parameters of a single given trade set-up; if very few of the trade set-ups are successful, then one's account will diminish. The risk  of the overall trading program is a product of a combination of the reward/risk ratio and the win / loss ratio. If the win / loss ratio and reward / risk ratio  aren't high enough, or if the risk factor employed is too large, then the account will diminish or be liquidated.)

Let take yesterday's Trade Signal - "TS#67 Sell EUR/AUD at 1.6878"  as an example (entire trade signal as sent out is reproduced at the bottom of this message for reference).

Let's assume for this example that you are trading in a standard Forex mini-account with  200:1 leverage. Your initial capital is $1,000.

Let's assume that the trading system has been fully developed and back-tested, so the performance characteristics combined with your personal risk tolerance should logically determine the risk factor you will employ. (Risk factor is the percentage of your capital you will lose when you are stopped out in a trade.) Let's say you are an adventurous person, and you are trading with this system as an alternative to buying lottery tickets or day trading in the options market. In other words, you are highly risk tolerant and want to create an opportunity (or chance) of making a fortune quickly - like buying a lottery ticket, except with much better odds. This isn't your way of paying your rent, it's your way of opening a way to possibly becoming a millionaire in a short time.

So, if you are that kind of person, and in that situation, then you might employ a risk factor of 20%. (Our projected system characterisics when the system is perfected suggest that a 20% risk factor could be realistic.)

So, we will assume a risk factor of 20%. That means that you will be risking 20% of your capital going into each trade.

In the first trade, you will therefore risk 20% of $1,000, which is $200.

In this example, the stop plus the spread equals 33 pips. If you hit the stop and thus lose 33 pips, you want to limit your risk to $200. So the number of lots entered into will be 200 divided by 33 which equals 6.06. Therefore you will enter the trade with 6 mini-lots. For each mini-lot, one will either win or lose $1 per pip.

 If one hits the stop, one will lose 33 pips, which is equivalent to 33 pips times 6 lots times $1 per pip per lot, which is about $200. It one hits the stop (loses the trade) then one will lose 20% if your capital.That is what you want - to limit your risk to 20% of your capital.

On the other hand, if one wins the trade (hits the first target at least, and exits there), then one will win 172 pips. With 6 mini-lots at $1 per pip per lot, the result of the win will be 172 pips gain times 6 lots times $1 per pip per lot equals $1032.

So in this example, with a 20% risk factor, entering the trade one is risking $200 to create an opportunity of earning $1032. The ratio of $1032 to $200 is about 5.2 to 1. That is the Reward : Risk ratio.

A win of $1032 starting with $1000 means one's account will grow to $2032. That represents a multiplication of one's account by 2.032 times.

If the trading program has a win : loss ratio of 2 : 3 (in other words, one wins two trades for every three trades one loses), then the number of winning trades in a fifteen trade sequence of trades will be about six, and the number of losing trades will be about nine. In this example the multiplication factor of the capital over 15 trades will be 2.032 multiplied by itself  six times, and .80 multiplied by itself nine times.

2.032 (exponent 6) X .80 (exponent 9) = 9.45

That means that based on the above assumptions of a 20% risk factor and a win:loss ratio of 2:3,  a trading program consisting of 15 similar trades to TS#67 will produce a multiplication of capital of 9.44 times.

One's capital after 15 such trades will be $9,440 using such a trading system.

After 30 such trades the capital will grow to $89,000.

After 60 such trades one's capital will grow to $7.9 million.

Eureka!

_________________________________________________-

Original trade signal as sent out yesterday:

Friday 5/19/2006 9:00 ET

TS#67

Sell EUR/AUD at 1.6878 or higher

Stop is 1.6896

Target #1 is 1.6690

Target #2 is 1.6650

Target #3 is 1.6585

Reward is min. 172 pips

Risk is max. 33 pips

Reward : Risk ratio is min. 5.4 to 1

This is a trade that might not be tradeable by others, as the market is moving very fast, however, it is system compliant and appears like a good trade if it is tradeable and meets the system criteria of independent traders as well.

For research and testing purposes only. Trade at your own risk. Trade risk capital only.
