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Introduction to Liquidity Provision 

Welcome to DeFiSwap, where you can put your crypto assets to work! This guide will walk 
you through the process of becoming a liquidity provider (LP) on our platform. 

What is Liquidity Provision? 

Liquidity provision is the process of depositing pairs of tokens into a decentralized 
exchange to facilitate trading for other users. As a liquidity provider, you're essentially 
stocking the shelves of a digital marketplace, making it possible for traders to swap tokens 
efficiently. 

Benefits of Providing Liquidity 

• Earn Passive Income: Collect trading fees from swaps that use your liquidity 

• Support the DeFi Ecosystem: Help create efficient markets for all participants 

• Utilize Idle Assets: Put your crypto holdings to work instead of letting them sit idle 

• Access to Additional Rewards: Participate in liquidity mining programs for extra 
token incentives 

Who This Guide is For 

Whether you're a DeFi novice just getting started or an experienced user looking to optimize 
your strategy, this guide provides the information you need to make informed decisions 
about liquidity provision on DeFiSwap. 

 

Understanding the Basics 



Before diving into the process, let's understand some fundamental concepts of liquidity 
provision. 

What Are Liquidity Pools? 

Think of a liquidity pool as a digital reservoir containing two different tokens. When you 
provide liquidity, you're adding equal values of both tokens to this reservoir. The pool uses 
an automated market maker (AMM) formula—typically x × y = k—to determine exchange 
rates. 

The Reservoir Analogy: Imagine two connected water tanks, one filled with Token A and 
the other with Token B. As traders take from one tank, they must add to the other to 
maintain balance. This constant shifting of levels determines the price. 

 

 

How Do Liquidity Providers Earn? 

When trades occur through the pool, a small fee (typically 0.3% on DeFiSwap) is charged. 
This fee is distributed proportionally to all liquidity providers based on their share of the 
pool. 

Example: If you provide 5% of the total liquidity in a pool, you'll receive 5% of all trading 
fees generated by that pool. 



What Are Liquidity Provider (LP) Tokens? 

When you deposit your token pair into a liquidity pool, you receive LP tokens in return. 
These tokens represent your proportional share of the pool and are required when you want 
to withdraw your liquidity. 

Think of LP tokens as receipt tickets: Just as you need a ticket to reclaim your coat from a 
coat check, you need LP tokens to reclaim your deposited assets. 

 

Preparing Your Wallet 

Before you can provide liquidity on DeFiSwap, you'll need to set up a compatible wallet and 
ensure you have the necessary tokens. 

Supported Wallets 

DeFiSwap supports several popular Web3 wallets: 

• MetaMask 

• WalletConnect 

• Coinbase Wallet 

• Trust Wallet 

• Ledger (via MetaMask or WalletConnect) 

Setting Up Your Wallet for the First Time 

If you're new to DeFi, we recommend MetaMask for its user-friendly interface and wide 
compatibility. 

1. Visit metamask.io and install the browser extension or mobile app 

2. Follow the setup instructions to create a new wallet 

3. Securely store your recovery phrase offline – never share it with anyone 

4. Add the appropriate blockchain network to MetaMask (Ethereum, Binance Smart 
Chain, etc.) 

Funding Your Wallet 

To provide liquidity, you'll need: 

1. Both tokens of the pair you wish to provide (in equal value amounts) 

https://metamask.io/


2. A small amount of the network's native token (ETH, BNB, etc.) for transaction fees 

Important: Always keep some extra native tokens (like ETH) for future transactions, 
including withdrawal of your liquidity. 

 

Connecting to DeFiSwap 

Now that your wallet is set up, it's time to connect to the DeFiSwap platform. 

Accessing DeFiSwap Safely 

1. Open your web browser and navigate to defiswap.exchange (always verify the URL to 
avoid phishing sites) 

2. Check for security indicators: secure connection (https), correct domain name, and 
valid certificate 

Connecting Your Wallet 

 

1. Click the "Connect Wallet" button in the top right corner of the DeFiSwap interface 

2. Select your wallet provider from the list of options 

3. Approve the connection request in your wallet 

https://defiswap.exchange/


4. Verify that your wallet address appears in the top right of the interface and that your 
token balances are visible 

Security Tip: Only connect your wallet to trusted DeFi platforms. Check official community 
channels to confirm the correct website URL. 

 

Selecting Token Pairs 

Choosing the right token pair is crucial for successful liquidity provision. Here's how to 
make an informed decision. 

Understanding Different Types of Pools 

DeFiSwap offers several types of liquidity pools: 

• Standard Pools: Equal 50/50 value allocation of two tokens 

• Stable Pools: Designed for stablecoins with low slippage 

• Weighted Pools: Different allocation ratios between tokens 

• Concentrated Liquidity Pools: Allow focusing liquidity within specific price ranges 

Factors to Consider When Choosing Pairs 

• Correlation: Tokens that tend to move together in price minimize impermanent loss 

• Trading Volume: Higher volume means more fees but potentially more price impact 

• Volatility: More volatile pairs can lead to greater impermanent loss 

• APR/APY: Annual percentage rate/yield indicates potential returns 

• Token Fundamentals: Consider the long-term outlook of the underlying projects 

Popular Token Pairs for Beginners 

For those new to liquidity provision, consider these lower-risk options: 

• Stablecoin pairs (USDC/USDT, DAI/USDC) 

• Stablecoin + Major crypto (USDC/ETH, USDT/BTC) 

• Major crypto pairs (ETH/BTC, ETH/WBTC) 



Risk Assessment: Stablecoin pairs typically offer lower returns but also lower risk of 
impermanent loss. As you become more comfortable, you can explore higher-yield 
opportunities. 

 

Providing Liquidity: Step-by-Step Process 

 

Follow these steps to add liquidity to your chosen pool on DeFiSwap. 

Step 1: Navigate to the Liquidity Section 

1. From the DeFiSwap homepage, click on the "Liquidity" tab in the main navigation 
menu 

2. Select "Add Liquidity" to begin the process 



Step 2: Select Your Token Pair 

1. Choose the first token from the dropdown menu or by entering the token address 

2. Select the second token in the same manner 

3. If a pool already exists for this pair, you'll see the current pool information 

4. If no pool exists, you may be prompted to create a new pool (advanced users only) 

Step 3: Enter Deposit Amounts 

1. Enter the amount of one token you wish to deposit 

2. The interface will automatically calculate the equivalent value of the second token 
needed 

3. Ensure you have sufficient balances of both tokens 

Balance Requirement: Remember that liquidity must be provided in equal value amounts 
of both tokens. The actual number of tokens will vary based on their relative prices. 

Step 4: Approve Token Access 

1. Click the "Approve" button for each token (if this is your first time using these tokens 
on DeFiSwap) 

2. Confirm the approval transactions in your wallet 

3. Wait for the blockchain to confirm each transaction 

Note: Token approvals are one-time permissions that allow the DeFiSwap smart contract 
to use your tokens. 

Step 5: Review and Confirm 

1. Review the details of your liquidity provision:  

o Amount of each token 

o Your share of the pool 

o Current exchange rate 

2. Click "Supply" or "Add Liquidity" to proceed 

3. A summary modal will appear showing the transaction details 

4. Confirm the transaction in your wallet 



Step 6: Transaction Confirmation 

1. Wait for the blockchain to confirm your transaction 

2. Once confirmed, you'll see a success message 

3. Your newly minted LP tokens will be added to your wallet (though they may be 
hidden by default) 

Congratulations! You are now a liquidity provider on DeFiSwap. 

 

Understanding Impermanent Loss 

One of the most important concepts for liquidity providers to understand is impermanent 
loss—a potential downside of providing liquidity to AMMs. 

What Is Impermanent Loss? 

Impermanent loss occurs when the price ratio of your deposited tokens changes compared 
to when you deposited them. The greater the change, the greater the loss relative to simply 
holding the tokens. 

 



 

The Seesaw Analogy: Imagine your liquidity position as a seesaw that must stay balanced. 
As market prices shift, the AMM adjusts by adding or removing tokens, potentially leaving 
you with a different composition than what you started with. 

Calculating Impermanent Loss 

The following table illustrates impermanent loss based on price change ratios: 

Price Change Impermanent Loss 

1.25x 0.6% 

1.5x 2.0% 

2x 5.7% 

3x 13.4% 

4x 20.0% 

5x 25.5% 

Example Calculation: If you deposit equal values of ETH and USDC, and ETH doubles in 
price, you'd experience approximately 5.7% impermanent loss compared to holding both 
assets separately. 

When Is Impermanent Loss "Permanent"? 

Impermanent loss only becomes permanent when you withdraw your liquidity. As long as 
your funds remain in the pool, the loss is theoretical and can decrease if prices return to 
their original ratio. 

Mitigating Impermanent Loss 

Several strategies can help minimize impermanent loss: 

1. Choose Correlated Pairs: Tokens that tend to move together in price experience 
less impermanent loss 

2. Stable Pairs: Stablecoin pairs have minimal price divergence 

3. Fee Accumulation: Trading fees can offset impermanent loss over time 

4. Liquidity Mining Rewards: Additional token incentives can compensate for 
impermanent loss 



5. Long-Term Horizon: Temporary price divergences may correct over time 

 

Monitoring Your Liquidity Position 

 

Active monitoring of your liquidity positions helps you make informed decisions about 
when to add, remove, or rebalance your holdings. 

Accessing Your Position Dashboard 

1. Navigate to the "Liquidity" section on DeFiSwap 

2. Connect your wallet if not already connected 

3. Your active liquidity positions will be displayed 

4. Click on a specific position to view detailed information 

Key Metrics to Monitor 

• Current Value: Total value of your liquidity position 

• Token Amounts: Current amounts of each token in your position 

• Pool Share: Your percentage ownership of the pool 



• Fees Earned: Trading fees accumulated since deposit 

• APR/APY: Current annualized return rate 

• Price Range (for concentrated liquidity): Whether the current price is within your 
active range 

Setting Up Alerts 

Configure alerts to stay informed about significant changes to your position: 

1. Consider third-party portfolio tracking tools like DeBank, Zapper, or APY.vision 

2. Set price alerts for your token pairs on CoinGecko or CoinMarketCap 

3. Join the DeFiSwap Discord or Telegram for platform-specific alerts 

Regular Position Review Schedule 

Establish a routine to review your positions based on your investment strategy: 

• Daily: For active traders or those in volatile pools 

• Weekly: For moderate-term liquidity providers 

• Monthly: For long-term, "set and forget" strategies 

 

Risk Assessment Framework 



 

Use this framework to evaluate and manage the risks associated with liquidity provision. 

Types of Risks 

1. Impermanent Loss Risk: Potential value loss due to price divergence 

2. Smart Contract Risk: Possibility of bugs or exploits in the protocol 

3. Token Risk: Risk related to the underlying tokens themselves 

4. Market Risk: General crypto market volatility and trends 

5. Liquidity Risk: Difficulty exiting positions during market stress 

 

 

 

 

 



Risk Assessment Matrix 

 

Risk Factor Low Risk Medium Risk High Risk 

Impermanent 
Loss 

Stablecoin pairs 
Major crypto/stable 
pairs 

Volatile alt-coin pairs 

Smart Contract 
Audited, established 
protocols 

Recently audited, 
newer protocols 

Unaudited, new 
protocols 

Token 
Major cryptocurrencies, 
stablecoins 

Mid-cap, established 
tokens 

New, small-cap 
tokens 

Market Bull market, low volatility 
Ranging market, 
moderate volatility 

Bear market, high 
volatility 

Liquidity 
High-TVL pools, deep 
liquidity 

Medium-TVL pools 
Low-TVL pools, 
shallow liquidity 

Personal Risk Tolerance Assessment 

Consider these questions to determine your risk tolerance: 

1. How long do you plan to provide liquidity? 

2. What percentage of your portfolio are you committing? 

3. Can you actively monitor and manage your positions? 

4. How would a significant loss affect your financial situation? 

Risk Mitigation Strategies 

• Diversification: Spread liquidity across multiple pools and protocols 

• Position Sizing: Limit exposure to high-risk pools 

• Regular Monitoring: Check positions more frequently for higher-risk investments 

• Insurance: Consider DeFi insurance protocols for major positions 

• Stay Informed: Follow project updates and security announcements 

 

Liquidity Strategies for Different Market Conditions 



Adapt your liquidity provision strategy based on current and anticipated market conditions. 

 

Bull Market Strategies 

During periods of overall market growth: 

• Higher Risk Tolerance: Consider more volatile pairs for potentially higher returns 

• Trend Following: Focus on pairs with strong upward momentum 

• Active Management: Be prepared to adjust positions as relative values change 

• Consider Concentrated Liquidity: Tighten price ranges to maximize fee generation 

Strategy Example: In a bull market, an ETH/mid-cap token pair might generate substantial 
fees from increased trading volume while both assets appreciate. 

Bear Market Strategies 

During market downturns: 



• Capital Preservation: Shift toward stablecoin pairs to minimize impermanent loss 

• Fee Harvesting: Focus on pairs that maintain trading volume despite price declines 

• Reduced Exposure: Consider decreasing overall liquidity provision 

• Wider Ranges: For concentrated liquidity, set wider price ranges to stay in-range 

Strategy Example: During a bear market, a USDC/DAI pair provides steady, low-risk 
returns while you wait for more favorable conditions. 

Sideways/Ranging Market Strategies 

When markets lack clear direction: 

• Balanced Approach: Mix stable and volatile pairs 

• Fee Optimization: Identify pairs with high trading volume relative to price volatility 

• Rebalancing Opportunities: Take advantage of price oscillations 

• Strategic Entry: Prepare positions for eventual breakouts 

Strategy Example: In a ranging market, an ETH/USDC pair in a concentrated range around 
the current price can generate significant fees from traders speculating on the range 
boundaries. 

Market Transition Planning 

Develop plans for shifts between market conditions: 

1. Identify trigger points for strategy changes 

2. Prepare alternative allocations in advance 

3. Implement changes gradually to avoid timing mistakes 

4. Maintain some stability in your overall strategy 

 

 

 

 

 

 



 

Withdrawing Liquidity 

When you're ready to exit your position, follow these steps to withdraw your liquidity safely 
and efficiently. 

When to Consider Withdrawing Liquidity 

Common reasons to withdraw include: 

• Significant price divergence causing impermanent loss 

• Better opportunities elsewhere 

• Need for funds 

• Changing market conditions 

• End of liquidity mining programs 

Step-by-Step Withdrawal Process 

 

1. Navigate to the "Liquidity" section on DeFiSwap 

2. Connect your wallet 

3. Locate the position you wish to exit 

4. Click on the position to view details 

5. Select "Remove Liquidity" 

6. Choose the amount to withdraw (partial or full) 

7. Review the expected output of both tokens 

8. Click "Approve" if required 

9. Confirm the withdrawal transaction in your wallet 

10. Wait for blockchain confirmation 

Partial vs. Full Withdrawals 

• Partial Withdrawal: Removes only a portion of your liquidity, allowing you to 
maintain some exposure 

• Full Withdrawal: Completely exits the position, returning all tokens to your wallet 



Tip: Consider partial withdrawals to gradually exit positions or to take profits while 
maintaining some liquidity. 

Tax Considerations 

Depending on your jurisdiction, liquidity provision activities may have tax implications: 

• Providing liquidity may not be a taxable event 

• Earning fees typically constitutes taxable income 

• Withdrawing liquidity may trigger capital gains tax 

• Impermanent loss might be considered for tax loss harvesting 

Disclaimer: Always consult a tax professional familiar with cryptocurrency for advice 
specific to your situation. 

 

Troubleshooting Common Issues 

Solutions for frequently encountered problems when providing liquidity on DeFiSwap. 

Transaction Failures 

If your transaction fails: 

1. Check that you have enough native tokens (ETH, BNB, etc.) for gas fees 

2. Verify that you approved both tokens for the DeFiSwap contract 

3. Try increasing the gas limit (not gas price) for complex transactions 

4. Clear your browser cache and restart your wallet 

5. Try a different browser or device 

Price Impact Too High 

When seeing "Price Impact Too High" warnings: 

1. Reduce the amount of liquidity you're adding or removing 

2. Consider using a different pair with deeper liquidity 

3. Split your transaction into multiple smaller transactions 

4. Wait for more favorable market conditions 

Tokens Not Appearing After Withdrawal 



If you don't see tokens in your wallet after withdrawal: 

1. Verify the transaction was successful on the blockchain explorer 

2. Add the token contracts to your wallet's token list 

3. Check if the tokens were sent to a different wallet address 

4. Contact DeFiSwap support if all else fails 

LP Tokens Not Visible 

If you can't see your LP tokens: 

1. Add the LP token contract address to your wallet 

2. Use the "Import Token" feature in your wallet 

3. Note that LP tokens are often hidden by default, but still exist in your wallet 

Impermanent Loss Higher Than Expected 

If experiencing severe impermanent loss: 

1. Verify calculations using an impermanent loss calculator 

2. Check for extreme price movements in one or both tokens 

3. Consider if additional fees or rewards offset the loss 

4. Evaluate whether to hold the position longer or cut losses 

 

Frequently Asked Questions 

General Questions 

Q: What is the minimum amount required to provide liquidity? 
A: There is no technical minimum, but very small amounts may result in transaction fees 
exceeding potential returns. 

Q: How often are fees distributed to liquidity providers? 
A: Fees accrue in real-time with each swap and are automatically included in your liquidity 
position. 

Q: Can I provide just one token instead of a pair? 
A: No, AMM liquidity pools require both tokens in the pair in equal value amounts. 



Technical Questions 

Q: What networks does DeFiSwap support? 
A: DeFiSwap currently supports Ethereum, Binance Smart Chain, Polygon, Avalanche, and 
Arbitrum. 

Q: How do I find the APR/APY for a specific pool? 
A: Navigate to the "Pools" section of DeFiSwap to view current APR/APY for all available 
pools. 

Q: Does DeFiSwap offer insurance against smart contract failures? 
A: DeFiSwap itself does not offer insurance, but third-party DeFi insurance protocols may 
cover some DeFiSwap pools. 

Strategic Questions 

Q: How long should I provide liquidity to make it worthwhile? 
A: This depends on your strategy, but generally, longer timeframes (weeks to months) allow 
fee accumulation to potentially offset impermanent loss. 

Q: Is it better to provide liquidity to many small pools or fewer large pools? 
A: Diversification can reduce risk, but larger pools typically offer more stability and lower 
risk of dramatic price swings. 

Q: How do I know which pools have liquidity mining rewards? 
A: Check the "Farm" or "Rewards" section of DeFiSwap for current liquidity mining 
opportunities. 

 

Glossary of Terms 

AMM (Automated Market Maker): A protocol that uses algorithms to price assets instead 
of using an order book. 

APR (Annual Percentage Rate): The annual rate of return on an investment without 
compounding. 

APY (Annual Percentage Yield): The annual rate of return that accounts for compounding. 

Concentrated Liquidity: A mechanism allowing LPs to provide liquidity within specific 
price ranges. 

Impermanent Loss: The temporary loss of value when providing liquidity compared to 
simply holding the assets. 



LP (Liquidity Provider): An individual or entity that supplies assets to a liquidity pool. 

LP Tokens: Tokens received in exchange for providing liquidity, representing your share of a 
pool. 

Slippage: The difference between expected and actual price execution due to market 
movement. 

TVL (Total Value Locked): The total value of crypto assets deposited in a protocol. 

Yield Farming: Strategies to maximize returns by moving liquidity between different 
protocols. 

 

Disclaimer: This guide is for informational purposes only and does not constitute financial 
advice. Cryptocurrency investments involve risk, and you should conduct your own 
research before making any investment decisions. 

 


