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form of losing trades. If a trader
starts with $5,000, and has five
consecutive losing days, he could
be down 30% in his account (or
$1,500) if risking only $100 per
trade, three trades per day.

Nothing To Fear

Why Do Traders Love
Binary Options?
The answer is simple—you can avoid most pitfalls that cause failure in trading.
by Gail Mercer

T

he reason traders love binary options is simple. Most pitfalls that cause a
trader to fail can be avoided with binary options. This gives the trader a
greater chance of success. Most traders fail for one or more of the following reasons:

1. They are undercapitalized. Most traders only have $5,000–15,000 to initially
fund their accounts. They need to make enough money to support themselves
and their families. Each week is going to present at least two to three days of
sideways movement. Sideways movement will cause them to lose money in the
Copyright © Technical Analysis Inc.

3. At this point, the trader decides
to find new indicators and a new
methodology. After all, “it can’t
be me,” the trader tells himself.
The trader will then follow a
new methodology and lose more
money. A trader may even pull
money out of his savings account
and justify the action by saying it
was the first set of indicators that
lost the money.
4. Usually, one of two things will
happen next. The trader may
decide that it is the stops that are
causing his losses. He may decide
that they are too tight, so he will
widen them, resulting in even
bigger losses. Or the trader will
simply sit and stare at the screen,
never able to pull the trigger. He
feels like a loser. He wants to make
this work so badly, but he simply
cannot pull the trigger. Words cannot describe the depth of despair
he feels. He questions his ability to
trade and wonders how he could be
that stupid. The trader’s emotional
anguish may be extreme.
5. Usually, by this point, the trader
decides to take a break from tradwww.Traders.com

Blue digital cube: Mmaxer/Austrialian coin: Robyn mackenzie/US Eeagle coin: Hein Nouwens/Collage: Christine Morrison

2. This leads to the fear of losing
more money. Most traders understand that they need to increase
their risk-to-reward per trade to
overcome losses, but they have a
limited supply of capital. A trader
will then begin to question every
entry. Typically, because of the
fear they are experiencing, a trader
will not take the first, second, or
even third setup. After seeing the
market move in his direction and
calculating how much he would
have made, the trader may finally
choose to enter a trade only to be
stopped out yet again.
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ing. He will need to find a job, but he will still watch the
markets. The trader has been “bitten” by the trading bug
and nothing compares to trading. The trader remembers
the highs of making money quickly in the market and it is
hard to get excited about any other type of work.
6. The trader saves up money again and comes back to the
markets, determined to make it work this time. He has increased his knowledge of the markets and of price action,
and is convinced that this time it will be different. The
first couple of trades are awesome. He doubles his account.
“Oh yeah, he knows what he is doing this time!” Then the
market hits and hits hard. He loses a couple of trades and
he is angry. He is not going to let the market take his hardearned money again. What happens next? The markets take
all the gains and then some. Again, desperation returns.

Figure 2: capped risk. On this equity graph, you can see that the first few trades
were rocky but evened out. The account steadily increased and there was sufficient
money in the account to withstand the drawdown of approximately $800.

Typically, this cycle repeats itself over and over. Breaking the
cycle is one of the hardest obstacles in a trader’s path.
Now, if you’re trading binary options with Nadex, there are
some differences.

the potential reward is a maximum of $76.50 or a 1:3 risk
to reward ratio.” Instead of dreaming about the hundreds
of dollars he can make on the trade, the maximum profit on
each side is known upfront. Because this is shown upfront,
it encourages the trader to “think through” the process of
the trade before entering the market. This is a realistic approach. This is intraday trading and day traders typically
do not take thousands of dollars in profit at a time. Instead,
day traders take small profits throughout the day. Look at a
successful trader’s equity graph and chances are the equity
graph slowly increases. Traders make money, give money
back, make more money, give some more back, make more
money, and give some more back. The key to an equity
graph is limiting the losses. Nadex does exactly that — it
limits the losses upfront.

2. Losses are capped going
into the trade. This means
that when the trader enters
the trade, his total potential
loss is paid up front. Because
the loss is paid up front,
the trader has more control
1: capped losses. In this
and realizes what he can Figure
AUD/USD position, the maximum loss
lose before ever placing the on the offer side is $85.75 and the
trade. For example, in the maximum risk on the bid side is $15.
AUD/USD image in Figure If you buy the binary option for $85.75,
is immediately deducted from your
1, the maximum loss on the itaccount.
offer side is $85.75 and the
maximum risk on the bid side is $15.00 ($100 - $85). If a
trader buys the binary option for the AUD/USD, $85.75 is
immediately deducted from his account.
3. In the example I have shown, the Nadex binary options
are worth $100 at expiration of the contract and the profit
potential is only $14.25. If the trader opted to sell the binary
option, $15 would be deducted from his account. In this
example the options would be worth $0 at expiration and
the profit potential would be $85. However, the probabilities
are greater on the buy side and are less on the sell side.
4. Profits are also capped. The order entry on every Nadex
binary option shows the maximum loss and profit on
every trade. This encourages the trader to think his trade
through. For example, “the risk on the trade is $23.50 and

Nadex

1. There are no margin calls. The risk is paid up front (the
strike price). This means that a trader cannot move his stop
farther away from price or have the markets jump over his
stop (which happens frequently during market volatility).

5. Since Nadex offers the capped risk and each option contract
has a maximum payout of $100, being undercapitalized is
less of an issue. The same $5,000 account in Nadex, with
proper money management techniques and sensible trading
guidelines, allows for drawdowns. For example, the equity
graph in Figure 2 shows hypothetical results after 700
trades, using a $50 maximum loss, a $50 maximum profit,
a 52 percent winning percentage rate, and a $1.80 round trip
commission for each trade. The red line shows the drawdown
and the blue line shows the profits and losses. The first few
trades were rocky and then it evened out. Profits went up
and down several times, but steadily the account increased
and there was sufficient money in the account to withstand
the drawdown of approximately $800.
6. Since the trader would not be undercapitalized, his fears
would tend to lessen. The trader would be more apt to
concentrate on the charts and on the indicators rather than
keep an eye on the profit/loss window (DOM). He would
tend to feel more in control of his trade because he cannot
be stopped out and the stops cannot be jumped. A loss of
$50 is much easier to take than a loss of $300—mentally
and financially.
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You can trade during times
of market volatility with the
confidence that your risk is
capped.

you can lose more money. For example, if a sudden surge of
volatility occurs, price can jump over the stop and keep going,
thereby exposing the trader to an even higher loss. Periods
of market volatility do happen. The nice thing about Nadex
binary options is that you can trade during times of market
volatility with the confidence that your risk is capped.

Fringe benefits
7. Sideways markets are not an issue when trading binary
options on Nadex. In fact, markets that are not trending
are much easier to trade. Here’s an example. On June 4,
2014, a trader could have taken a binary option trade on
the USDJPY. The trade could have been taken because
volatility in the USDJPY had decreased substantially in the
last few months. On June 4, 2014, price was at the average
true range (ATR) stop with no buying volume (a desirable
entry point). A trader would have entered a short position
believing that price would not go above $102.60. Price
moved down five ticks from the trader’s entry point and
stayed below $102.60. If a trader entered the trade at 5:03
am and the option expired at 6:00 am (EDT)—57 minutes
from the time of entry—price would have moved five ticks.
The trade would have netted $89 on two contracts after
commissions.
Now let’s compare what would have happened if the trader
had been trading futures or forex contracts.
On the spot forex side, the minimum pips spread for the trade
would have been at least one pip each side or $40 roundtrip
(trading two contracts). The margin requirement would have
been $2,000. The best-case scenario would be if the trader
exited at the low, 102.56 (after the pip spread eight ticks of
profit or $80). The worst-case scenario would have been a loss
of at least 12 pips or $120 (pip spread of one tick going in and
one tick on exit plus a four tick stop with two contracts).
On the futures side, the typical margin requirement for the
Japanese yen is $500 per contract ($1,000 for two contracts). A
trader would pay $10 minimum round trip for two contracts,
and the best-case scenario would be a profit of eight ticks
(four ticks for each contract) minus commission ($70). The
worst-case scenario would be a loss of five ticks per contract
plus commission ($110).
Which trade gave the trader the highest percentage gain?
The highest percentage gain was with the Nadex binary option trade. Entering the option with two contracts was $108
($54 per option). The profit would be $89 after commissions
or a net gain of 82%. On the spot forex trade, it took $2,000
to make a 4% gain. On the futures side, it took $1,000 to
make a 7% gain.
You could argue that the Nadex binary option trade was
worse than the futures trade if the binary option had lost money.
Theoretically, it may seem that way. However, that would be
the maximum loss that the trade could incur. On the futures
and spot forex side, although you have a stop set, theoretically,

Binary options offer traders the ability to trade with smaller
accounts, the ability to limit their risk, and the opportunity
to avoid the emotional pitfalls that cause many traders to fail.
That is why traders love the binary options.
Gail Mercer is a trader, an indicator expert, an instructor,
and founding director of TradersHelpDesk.com. She hosts a
free live trading room where she teaches forex traders and
index traders how to approach the markets. She currently
trades futures, forex, indexes, and stocks.
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