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The 2% Rule

The following slides are from a special workshop 
presentation entitled “Follow my Trade”.

These slides explain the so-called “2% Rule”,
which is used for:

● Evaluating Reward to Risk ratio
(to help rank stocks in a useful sequence);
and

● Determining the Position Size.
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The 2% Rule

In this example we are using what is widely 
referred to as the “2 Percent Rule”; and

● We are using the amount of 2 percent; but

● A more conservative approach would be 
to use a value less than 2%, and 
perhaps as low as just 1%.

Also see: https://www.incrediblecharts.com/trading/2_percent_rule.php  

Also see: Colin Nicholson’s web site discussion: 

http://www.bwts.com.au/index.cfm/resources/ask-colin/817-could-you-explain-the-6-rule-as-opposed-to-the-2-rule-and-sugges/ 
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Explaining the 2% Rule
● Recent trading range $10-$13

● Anticipate a
break out and 
rising trend.
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Specific example

1) Identify three key price points:

Target price
= $20

Preferred Entry 
Price (ie. likely 
purchase price)
= $13

Initial Stop Loss
= $9.50
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Example (cont)

2) Determine:
– Reward amount

$20-13 = $7

– Risk amount
$13-$9.50
= $3.50 per share

3) Calculate:
– Reward/Risk

Ratio

– Ideally greater 
than 2
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Example (cont)

Reward/Risk Ratio

   =  $7.00 
       $3.50

   =     2

The greater the
reward, the better
the ratio.

Great if 3, 4 or 5+
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If it falls… we sell…

If the share price falls and we close the position, 
how much money have we actually lost?

● The amount
“at RISK”

● Assuming that
we can sell at our 
Initial Stop value
(ie. no slippage).
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The amount “at risk”
● Many experts suggest to 

set the amount “at risk” at 
something like 2% of total capital

● This has led to the “ 2 Percent Rule”  *

● More conservative approach — 
use 1.5% or 1%

* - The “2 Percent Rule” is very widely used.
More details: Van K. Tharp, 
“Trade your way to Financial Freedom”
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Position Size

Position size (the number of shares to buy):

Total amount at risk
[R]isk per share

Assume we have $10,000 in total to invest.
Total amount at risk = 2% of $10,000 = $200
and with $3.50 at risk per share:

Position Size = $200 / $3.50 = 57.14
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