The Importance of Stop Loss

A Complete Guide to Protecting Your Capital in the Stock Market

What is a Stop Loss?

First, let's understand the definition. When we buy a share or an options contract,
the market might move in the opposite direction of our prediction. A Stop Loss is a
pre-placed order designed to prevent massive losses when this happens.

For example, if you buy a share at ¥100, you can configure the system so that if the
price drops to ¥90, the share is automatically sold. Through this mechanism, you
safely exit the market taking only a small loss, rather than losing a significant
portion of your capital.
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Three Key Rules for Planning Your Stop Loss

When planning a stop loss, you must primarily focus on these three factors to
ensure long-term profitability:

1. Calculate Your Risk Tolerance

You must accurately gauge your capacity to take risks. Never wager your
entire account balance on a single trade. As a general rule, follow the
principle that you should not lose more than 1% to 2% of your total
trading capital on any given trade. Decide the maximum loss you can
comfortably bear based on your total available funds.
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2. Analyze the Charts for Precision

Do not set a stop loss based on a random number that pops into your head.
Instead, analyze technical charts and place your stop loss at precise, logical
points. Your decision should be based on Support and Resistance levels. For
instance, in Options trading, calculating your stop loss by observing the
support levels on the underlying Index chart is a highly effective strategy.
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3. Maintain Strict Discipline

Many traders make the mistake of moving their stop loss further down when
a trade starts going against them. They do this holding onto the false hope
that the market will bounce back. However, this lack of discipline usually leads
to devastating losses. Accepting the loss when your stop loss hits and
cleanly exiting the market is the true hallmark of a good trader.




A Simple Real-Life Analogy

Let's understand this easily through an everyday example.

Think about why we carry an umbrella when we step out of the house during the
rainy season. If it rains, the umbrella prevents us from getting soaked. Similarly,
when riding a bike, we wear a helmet to escape severe head injuries in the event of
an accident. Wearing a helmet does not prevent the accident from happening, but
it absorbs the fatal impact.

A Stop Loss is the helmet that protects our capital from massive financial
accidents in the stock market. Just as you wouldn't forget your umbrella in the
rain or your helmet on a bike, never forget to set a stop loss on every single trade.

Conclusion

In trading, protecting your existing capital is far more important than
making a profit.
If you maintain strict discipline and follow proper risk management, you can
successfully advance and survive in the stock market for the long term.
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