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A 5-Minute Introduction to Binary
Options
Most traders buy and sell securities with their profit or loss determined by
changes in the security’s value over time. In contrast, options provide traders
with the ability to purchase the right to buy or sell a security at a set price
on or before a certain time in the future. Traders generate a profit or loss on
options contracts depending on the difference between the current price
and the strike price.

Binary options are classified as an exotic type of option, but they are actually
much simpler to use than traditional options. As the name implies, traders
must only choose whether to bet on an increase in a security’s value (“call”)
or a decrease in value (“put”) without worrying about any different strike
prices. The option is all-or-nothing in nature with a set payout in the case the
trader’s prediction is correct.

Figure 1 – Binary Option Trading Screen – Source: RTBO
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Binary options can be traded on a number of different underlying securities,
rangingfrom stock indexes like the Dow Jones Industrial Average to
commodities like gold. In Figure 1 above, a trader might purchase a binary
call option on the EUR/USD currency pair for $25 that would pay out $45.75
if the price moved above the strike price, representing an 83% payout on the
trade as a whole.

Binary options can also be purchased over different timeframes. For
instance, traders can purchase intra-day binary options that expire in only
an hour or longer-term options that don’t expire for several months. These
attributes provide a greater level of flexibility than traditional options that
have standardized expiration dates and enable traders to execute more
specific trade ideas.

To execute binary option trades, traders simply select the asset they’d like
to option, the desired expiration date for the option, the amount they’d like
to trade with, and whether they’d like to bet on a rise or fall in price. After
the binary option is purchased, the indicated payout is made or the trade
amount is lost, depending on whether the underlying security moves above
or below the strike price of the trade.

The major advantages of trading binary options are the flexible timeframes,
fixed risk-to-reward profile, low fees, and the lack of liquidity risks, since
traders aren’t actually purchasing the security or index. Trading binary
options is as simple as deciding whether a security of index is going to
increase or decrease over a specified period of time, which makes analysis
much simpler and to-the-point.

The downside is that binary options involve the possibility of a complete loss

4

of the trade amount and the reward (70% to 90% payouts) is always less than
the risk (100% losses). In essence, these dynamics mean that traders must
correctly predict the direction of a security or index more often than not to
generate a profit, since it’s not an even money proposition like traditional
equity markets.

In the end, binary options provide traders with a unique way to capitalize on
the movement of securities or indexes. With flexible timeframes, fixed riskto-reward profiles, low fees, and no liquidity risk, they are a great and simple
way to make money from correct predictions of security or index price
movements.
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Modern traders have the ability to buy and sell many different assets,
ranging from simple stocks to complex options. While stocks remain the
most popular asset class, trading currencies in the foreign exchange (“forex”)
market has been growing in popularity due to their high volatility, flexible
hours, and other attributes.

Traders should carefully considered the benefits and drawbacks to each
market before committing to either of them.

In this article, we’ll take a look at some important considerations when
deciding between these two popular asset classes in order to help make this
decision easier.

Why Trade Stocks?
Stocks have been a popular asset for hundreds of years due to their stability,
regulation, and upward bias over the long-term. Since the 1990s, the Internet
has significantly lowered the barrier for retail traders to buy and sell stocks
over the short-term for a profit rather than investing in them over the longterm. Day trading, swing trading, and position trading became popular ways
to take advantage of predictable short-term trends in these assets.

The core advantages to trading stocks include:
• Stability – The stock market has been around for hundreds of years
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CHAPTER 1

Trading Stocks vs. Currencies

and securities are highly regulated by private and public bodies,
which makes them much more stable than the less-regulated foreign
exchange market where currencies are traded.
• Predictability – The stock market has been studied for hundreds
of years, which has led to the development of many technical
analysis techniques. In contrast, the forex market is considerably less
predictable in the short-term given the lack of research.
• Less Risky – The stock market involves considerably less marginrelated risk than the forex market, since margin is limited to 50% by law
in the United States. While limiting profit potential, these dynamics also
limit the odds of a margin call.
• More Choices – There are thousands of different stocks traded every
day on U.S. exchanges, which means that traders have many more
options than they do in the forex market where only a handful of
currency pairs are traded.

Why Trade Currencies?
The forex market is the single largest market in the world, with over US$1
trillion in daily turnover/volume. While retail currency trading is relatively new
to the scene, institutional currency trading has existed for many years as a
way for multinational companies to convert foreign income into domestic
currencies. Speculation in the currency market has been on the rise over the
past several years, particularly given the market’s volatility.

The core advantages to trading currencies include:
• High Leverage – Many forex brokers provide leverage of up to 400:1
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or greater, which makes it possible to earn high returns on investment.
By comparison, stock brokers can only provide up to 50% margin by
law in the United States.
• Flexible Hours – The forex market is open 24 hours per day six days
per week, while the U.S. stock market is only open for 7.5 hours five
days per week. Many forex traders enjoy the flexible hours that permit
trading around the clock.
• Low Cost – The majority of forex brokers do not charge any
commissions, but rather, generate income based on the bid/ask
spread. In contrast, most stock brokers charge a commission and
traders must also pay a bid/ask spread.
• Big Opportunities – There are some instances in the forex market
where money can be easily made by virtue of central bank actions. For
instance, the Bank of Japan’s predictable interventions helped some
traders earn an easy profit.

Deciding on a Market
Traders choosing between trading stocks and currencies must consider
both risk and reward when making their choice. The forex market provides
much greater reward potential given the additional trading hours and higher
leverage, but the cost of that reward is a higher risk of a margin call that
could erase an entire account’s value. Stocks provide a safer vehicle for
traders, but there’s significantly less reward potential when trading them.

When trading derivatives of these markets, such as binary options, many of
these considerations don’t come into play. A binary option trader is taking
an equal all-or-nothing risk when they buy a stock option versus a currency
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option. In these cases, traders may prefer stocks when the market is open
given the greater number of potential opportunities and currencies when the
stock market is closed given the flexible hours.

In the end, the decision between stocks and currencies depends largely on
the traders risk tolerances, return requirements, and trading preferences.
Traders should also make sure they’re familiar with each market before
getting involved in it. Of course, the decision is made easier when trading
derivatives like binary options, when the decision may simply be a matter of
what market is open and the trader’s experience in trading each asset class.

Take Away Points
• Traders can trade many different asset classes, ranging from simple
stocks to complex options, depending on their risk tolerance, return
requirements, and preferences.
• Stocks provide a safer venue for most traders, since they are highly
regulated and have lower leverage, although they don’t offer quite as
much return potential.
• Currencies provide greater return potential, since they have high
leverage and flexible trading hours, although there’s a greater risk of a
margin call.
• Binary options even out these risks to the point where traders can
trade both markets without worrying about the margin-related risks.
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Charts provide an easy way for traders to visualize price patterns and
identify trends over time. While bar and candlestick charts are the most
commonly used chart types, there are many other chart types that might
prove useful in certain situations.

Traders should familiarize themselves with these unconventional chart types
in order to improve their edge in the market and ultimately increase their
risk-adjusted returns over time.

In this article, we’ll take a look at Point & Figure charts, how to properly use
them, and important considerations to keep in mind.

Returns and Refunds
Point & Figure (“P&F”) charts are easily recognizable with columns of X’s and
O’s that distinguish them from any other chart type. While these figures may
seem foreign at first, the charts are easy to understand after a bit of practice.

Each column of X’s or O’s represents a price trend where X’s indicate bullish
trends and O’s indicate bearish trends. These trends can help traders
instantly determine if a trend is bullish or bearish.
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CHAPTER 2

Quickly Identify Trends
with Point & Figure Charts

Figure 1 – P&F Chart – Source: RTBO

The first step in creating P&F charts is defining a box size, which is
essentially the price range for each X and O that appears on the chart. After
defining a box size, the second step is determining the reversal amount,
which is the price movement required for a reversal to occur. A column of
X’s would continue unless the price reversal exceeded the reversal amount,
where a new column of O’s would follow.

In some cases, traders may use different metrics to set the box sizes
or reversal amounts, such as the average true range (“ATR”) or other
technical indicators. Setting the right sizes depends largely on the asset
being analyzed, which means that traders should experiment with different
settings to find what works best for them in a given market. Many charting
applications make changing these settings very easy to do.
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P&F Strategies
Point & Figure charts provide a great way for traders to discern trends at a
glance, but there are many other strategies that can be used to gain deeper
insights.

As with traditional candlestick and bar charts, traders can use the charts to
identify areas of support and resistance, short-term and long-term trendlines,
and price patterns that can be used to predict figure price movements to a
relatively high degree of accuracy.

Some common strategies include:
• Support & Resistance – Horizontal support and resistance levels can
be drawn onto P&F charts in the same way that they can be drawn on
traditional candlestick or bar charts, showing areas where trends are
likely to reverse direction.
• Trendlines – Trendlines may be used in the same way as they are
used on traditional candlestick or bar charts in order to show both the
direction of a trend and areas where the price is likely to rebound or
breakout/breakdown from.
• Chart Patterns – There are many chart patterns that are commonly
found in P&F charts providing bullish, bearish, or neutral predictions
for the future, including triangles, catapults, and traps among other
patterns.

The key to successfully using P&F charts is remembering to use them in
conjunction with other forms of technical analysis capable of providing
confirmation.
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For instance, a trader may identify an uptrend in a P&F chart and then move
to a traditional candlestick chart in order to find an exact entry and exit point.
These confirmations can help dramatically improve the risk-adjusted returns
of trades by looking at an asset from every angle.

P&F Charts in Action
Point & Figure charts are best used to identify trends and where the price
stands in the context of those trends without time as a context.

In addition to these basic premises, the charts can be used to determine
where support and resistance levels lie in the context of those trends,
helping traders avoid situations where trends may be about to change.

For binary options traders, P&F charts are a great tool for determining what
direction their options should be facing. A trader may find an asset, use a
P&F chart to determine the direction of a trade, and then use other forms of
technical analysis to identify specific entry and exit points for the trade.

After all, the key piece of advice to follow in any market is “the trend is your
friend”, which means that it’s usually best to trade alongside the trend.

Key Takeaway Points
• Point & Figure charts are great for quickly identifying trends, since they

13

look at price movements without taking time into consideration.
• P&F charts can be used in much the same way as traditional
candlestick and bar charts, although there are many important
differences.
• Binary options traders can use P&F charts as a way to determine the
direction of a trade and then use other forms of technical analysis to
handle the specifics.
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The first step in developing a trading system is creating an initial strategy
using technical analysis. With thousands of different technical indicators that
can calibrate in an unlimited number of ways, there are countless different
trading strategies that can be employed to generate profitable signals.

The key is finding the right strategy given a trader’s capital and risk
tolerance.

The process of developing a trading strategy includes:
• Identify – Identify an asset that you’d like to trade, such as currency
pairs like the EUR/USD equity indexes like the S&P 500 index.
• Choose – Choose the indicators that you’re most confidence using,
such as moving averages or the Relative Strength Index (“RSI”).
• Experiment – Try out different settings for these technical indicators in
order to see what readings work the best on a particular asset.
• Combine – Try combining different technical indicators to see what
combinations work best at predicting price movements.

At the end of this process, traders should have a set of specific rules
governing when trades are entered and exited based on technical criteria.

An example might be to buy an asset when the 25-day moving average
crosses above the 50-day moving average and sell the asset when the
Relative Strength Index (“RSI”) has a negative slope, indicating that the
security may be headed lower.
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CHAPTER 3

Developing a Strategy

Testing the Strategy
The next step in developing a trading system is back-testing the strategy
by applying it retrospectively to historical price data. While there are many
different ways to back-test a strategy, the most common way is to use backtesting software or websites, such as QuantConnect.com or ProfitSpi.com.
These programs produce actionable data showing the profitability of a
strategy over time.

When trading binary options, it’s important to remember that only shorter
timeframes are usually relevant and some strategies rely on prices only
touching a level rather than closing above them. These dynamics create a
different risk/reward profile than traditional trading systems used by active
traders that are actually buying and selling assets that they plan on holding
for a period of time.

Back-testing software produces a number of different metrics, including the
win-loss ratio, average win/loss, maximum drawdown, and others. For binary
option traders, the only ratio that’s really important is the win-loss ratio, since
the losses are always 100%, a broker sets the win amounts (e.g. payout),
and an asset only needs to reach a certain level in order for a trade to be
profitable.
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