
Everything You Need to Know About CFDs 
 

Contracts for Difference, or CFDs, have been used for more than 20 years, but did not become popular 

with retail traders until after 2000.   Essentially, a CFD is a derivative – its value is based on the 

performance of an underlying financial instrument, such as stocks, mutual funds, bonds, commodities, 

currencies, and market indices – used to speculate on the future value of an asset by taking either a 

“long” or “short” position.   The investor, or “buyer,” and CFD provider, or “seller,” agree to pay the 

difference between the current asset price and its value on the contract date.   For a long position, the 

seller would pay the difference to the buyer if the asset price rises, and the buyer pays if it lowers.  For 

short positions, those results are reversed. 

 

The History of CFDs 

 

London traders created the first CFDs as a way to hedge risk when trading equities without paying a UK 

tax applied to stock transactions.  The CFD served as an equity derivative that enabled investors to 

speculate on stock movements, up or down, without owning the actual shares.   CFDs exploded in 

popularity when brokerage houses allowed them to be traded on margin and packaged them with 

electronic trading platforms that provided investors with real time price information and enabled live 

trades.  Using the leverage of margin trading, investors had the potential for higher returns (and losses) 

since they only put down a small percentage of the underlying asset’s actual value.  

 

Brokerage houses jumped into the market with CFD products.  Initially limited to equities on the London 

Stock Exchange, their offering soon expanded to include the commodity, bond, and currency markets.  

The most popular CFD products are those based on the major worldwide indices, such as the CAC, DAX, 

Dow Jones, FTSE, and NASDAQ markets. 

 

The US Securities and Exchange Commission does not allow trading in CFDs under its regulation of the 

Over-the-Counter (OTC) market.  The derivatives are traded in many other countries, including Australia, 

Canada, Germany, France, Ireland, Italy, Japan, New Zealand, Norway, Poland, Portugal, Singapore, 

South Africa, Spain, Sweden, and Switzerland. 

 

CFD Trading 

 

Trading of CFDs occurs between individual investors and CFD providers – typically, a large brokerage 

house.  Contract terms for CFDs are not standardized among the different providers.  Each provider can 

dictate its own terms or change those terms for any particular CFD.  However, almost all CFD contracts 

contain a number of common elements.     

 

The CFD contract is initiated by the investor taking a position in a particular financial instrument through 

an opening trade.  The position is only closed when the trade is reversed with a second transaction – the 

contract has no expiry date.   At closing, the profit or loss is determined by the price differential 



between the opening and closing trade.  The CFD provider may assess several fees or charges on the 

trade or open position, including account management fees, bid-offer spread, commissions, and 

overnight financing.    

 

Because the CFD never expires, if a position is left open overnight, it is rolled over and the profit or loss 

is credited (or debited) to the investor’s account, after any finance charges are deducted.  Most markets 

allow CFDs to be traded on margin.  As with other margin trading, the investor must maintain a 

qualifying account balance.  Modern brokerage technology constantly calculates the required margin 

requirement in real time and provides a web interface for the trader to view his/her account balance, 

margin balance, and trading profits and losses.  Of course, if the trader’s account balance drops below 

the minimum level required, s/he can be subject to a margin call.  If the account balance is not quickly 

increased to the new minimum level, the brokerage house can liquidate the position.     

 

CFD Costs 

 

Most CFD providers charge a daily financing charge fee to long positions left open overnight.  The charge 

is typically based on an established benchmark, such as the LIBOR in the UK or the Reserve Bank rate in 

Australia.   If the investor takes a short position, s/he may receive a daily fee in lieu of deferring 

transaction proceeds, so that the CFD is still settled upon the closing trade for the cash difference with 

the opening trade.  A CFD that controls equity shares is also usually charged a commission based on the 

size of the position.  The trader does have the option with most CFD providers to forego commissions in 

favor of a larger market maker bid/offer on the equities. 

  

The Use of Margin to Invest in CFDs 

 

A CFD trade provides two types of margin – initial and variation.  The initial margin requirement can 

typically range between 3% and 30% for equities and 0.5% - 1% for other instruments, including 

commodities, currencies, and market indices.  The rate depends on the quality of the financial 

instrument contracted and perceived risk.  For example, following the collapse of the US brokerage 

house Lehman Brothers in 2008, initial margins rose precipitously across all markets in response to the 

volatility it caused. 

 

Variation margin is required if the CFD position moves against the investor.  For example, if the trader 

bought  1,000 shares of a stock at $1 per share and the price lowered to 90 cents, the CFD provider 

would deduct $100 in variation margin (1,000 shares x -10 cents) from the client's account.  These 

calculations are all marked to market in real time.  The effect of variation margin on the trader’s account 

balance is ongoing and occurs instantly; however, initial margin is deducted from a customer's account 

at the time the contract is purchased and then is recouped at settlement when the trade is closed. 

 



Many investors think of initial margin as a deposit towards the CFD’s purchase price.  The margin 

percentage depends on the broker’s policies and the trader's relationship with the broker.  Margin can 

also be low for the most popularly traded stocks and high for stocks that are less liquid. 

 

CFDs and Stop Loss Orders 

 

Like other trades, CFDs can be controlled with a stop loss order that triggers a closing transaction if the 

underlying security’s price reaches a pre-determined level.  Once triggered, the sell order is executed 

according to the CFD provider’s business terms and with consideration for market liquidity.   If market 

liquidity is insufficient, the stop loss sell order may not be executed, and the investor’s position will 

remain unchanged.  Be aware that the stop loss order is only a target price – the market actually has to 

trade at that price to trigger the stop loss.  If the price moves past the stop loss order price in one step, 

the order may be executed at the next price traded or it could not be traded at all if that’s the CFD 

provider’s policies.  That scenario does not often happen with highly liquid instruments such as market 

indices and currencies but can be a problem with thinly traded equities.  If the stock market is closed, it 

can also be problematic because the price difference between one day’s closing price and the next day’s 

opening price can be significant.    

 

To mitigate that risk, many CFD providers offer a Guaranteed Stop Loss Order (GSLO) that ensures a stop 

loss order is executed if triggered.  The trader pays a premium for GSLO and there are usually other 

restrictions.  For example, most providers do not allow the GSLO to be more than 5% below the current 

price of the security.     

 

CFDs are typically bought over-the-counter through a brokerage or through a market maker, and that 

choice will affect the price of the contract.  The CFD provider dictates the terms of the CFD contract and 

its margin requirements, and lists the financial instruments available for trade.   Market makers (MM) 

are the most popular source of CFDs.  The MM provider sets the price for the CFD and accepts the risk of 

all payouts.  Most MMs hedge their positions, either by buying or selling the underlying security, using 

portfolio hedges, or through consolidation of their clients’ positions and then offsetting their long and 

short positions.   

 

Acts by the Corporation on Equity-based CFDs 

 

Corporate acts, such as the payment of dividends, stock splits, and rights issues, affect their share prices 

and, therefore, the price of a CFD for those shares.  However, because the holder of a CFD position does 

not actually own the underlying shares, s/he would not receive those dividends, split shares, or rights 

issued.  Instead, the CFD provider pays an equivalent sum to the holders of a long CFD position and 

deducts that sum from short positions.  In general, any corporate act that has an economic effect on the 

underlying security is applied to the CFD; however, the holder of a CFD never receives non-economic 

benefits, such as voting rights. 

 



CFD Risks 

 

Trading in CFDs comes a number of risks, including charges, fees, and loss of principle. The following is a 

summary of the primary risks traders in CFDs face. 

 

Market Risk 

 

The obvious risk is that the market will move in the opposite direction of the investor’s contract.  The 

same market risk traders of any security face increases with CFDs because they are traded on margin.  

Margin leverage increases potential gains and losses.    However, it is that risk/benefit that motivates 

most CFD traders, either as a way to increase profits or hedge positions to minimize losses on other 

trades.  Market risk can be mitigated with the use of stop loss orders.   

 

Liquidation Risk 

 

CFD providers require investors to maintain minimum variation margin, and if the price of the 

underlying asset moves against the trader’s position, additional margin can be required.  Investors that 

cannot provide that margin quickly risk having the provider liquidate their CFD contract at a loss to 

them.  The investor is then liable for paying that loss.    

 

Counterparty Risk 

 

CFD counterparty risk is the potential for financial instability or insolvency on the part of a counterparty 

to the CFD contract.  If the counterparty cannot meet its financial commitment, the CFD will have little 

or no value regardless of the paper value of the transaction.  Counterparty risk exists in many derivatives 

traded over-the-counter (OTC).   Counterparty risk can result in severe losses to the CFD investor even if 

the underlying security’s price moves in the trader’s predicted direction.   Providers of OTC CFDs are 

required by market rules to separate client funds from their own accounts in order to protect clients in 

case the company becomes insolvent.    

 

CFD Risk Compared to Other Investment Options 

 

CFD providers promote the contracts as an alternative to other investment products, such as direct 

investments in equity shares and in other derivatives, including futures, options, and covered warrants.   

Because CFDs are traded outside of the exchanges, no firm statistics are available on their use; however, 

it is estimated, for example, that CFDs account for between 20% and 40% of the volume of the London 

Stock Exchange.  Among those alternative investments, CFDs are most closely associated with futures 

and options.    

 

Futures 

 



For most professional traders, futures are the preferred investment vehicle for trading in indices and 

interest rates because they are traded on the exchanges.  On the other hand, CFDs have advantages 

over futures in that the contract can be smaller in size and its pricing more transparent because it 

mirrors the underlying financial instrument.  The price of futures contracts tend to decay as they reach 

their expiry date. 

 

Interestingly, CFD providers often use futures to hedge their open positions.  To protect against price 

decay, traders typically roll over their CFD positions into the next future period as liquidity for the 

futures option dries up in the last days before its expiry.     

 

Options 

 

Professionals also like options because, like futures, they are exchange-traded and centrally cleared.  

Options can also be used by traders to hedge risk or speculate on markets.  The primary advantage that 

CFDs have over options is the simplicity of their pricing structure and diversity of financial instruments 

that can be controlled through the CFD.  Like futures, the pricing of options is complex and decays as the 

option nears its expiry date.  However, CFDs are not suitable for use in risk reduction as options are. 

 

Covered warrants 

 

Like the trading in options, the popularity of trading in covered warrants has increased in the last decade 

as an inexpensive strategy for speculating of market movements, albeit CFDs offer a wider range of 

investment asset options.  Compared to covered warrants, CFD costs are usually lower.    

 

Exchanged Traded Funds 

 

As with CFDs, exchange-traded funds (ETFs) are popular vehicles for making short-term bets on market 

movements and can be bought for a wide range of financial instruments, including  commodities, 

indices, and shares on foreign markets. 

 

CFD Trading Strategies 

 

The two most popular CFD trading strategies are those based on technical analysis and trading on 

financial news.  CFDs can be used as a pure market direction bet, although investors looking to make 

such a bet are typically employing a more advanced strategy. 

 

Applying technical analysis and observing market indicators improves the investor’s probability of 

correctly calling the market direction.  Combined with the availability of leveraged CFD trading through 

margin, an investor can earn impressive gains.  Technical analysis is critical for the short term trader who 

should consider when key support and resistance levels are broken and other indicators, such as 

moment indicators, moving averages, and trend lines. 

 



Financial news can also predict market direction.  Earning reports, insider trading reports, mergers and 

acquisitions, and executive turnover are all news events that could foreshadow changes in the value of 

associated financial instruments.  Of course, early access to the news is important.  The market reacts 

quickly, and if you don’t hear news until hours or days later, the chances are that the valuations have 

already changed. 

Still, even if one correctly assesses each indicator, trading CFDs is not risk-free.  No trading strategy 

works all the time so investors need to plan their CFD positions carefully to maximize their chances of 

success.  Predicting short-term price fluctuations can be hugely profitable, but investors need to keep in 

mind that valuations react to many influences.  Systematic trading can override market indicators and 

any stock can be affected by unexpected news.   Other variables that can affect markets include 

agricultural reports, foreign exchange rates, inventory data, unemployment figures, and weather 

forecasts. 

 

Investors should establish a trading plan that determines entry and exit points, ensures risk mitigation, 

and applies sound money management principles to maximize trading success.  Consider a trial period 

using the various trading systems available to identify the one that works best for your trading style.    

 

Characteristics of a Successful CFD Trading System 

 

There are many trading systems that have been devised and promoted.  Some are inflexible; others 

allow for some subjectivity by the trader.  Whichever system you choose or design for your own trading, 

it should have several characteristics to ensure success.  The system should identify potential 

investments that offer a positive reward-to-risk ratio.  It should have a methodology for determining a 

good entry point into the investment and safeguards that trigger an exit – whether for taking profits or 

cutting losses.  Finally, it should make a rational decision regarding the size of the position, so that you 

can benefit if it moves in your direction, yet not lose significantly if it doesn’t. 

  

Those characteristics are even more important when trading in a leveraged CFD.  Your system should 

identify an entry signal that strongly suggests the position will become profitable immediately.   It 

should determine where your stop loss should be set, whether based on a pre-determined value, 

percentage, or the support level of key market indicators.  And the trade’s potential reward should be 

indicated, and it should be at least two to three times the potential loss for the risks to be justified.  

Finally, your system must ensure an exit is made while the trade is profitable and not allow the price to 

swing back into negative territory before you close the trade.     

 

When Should You Invest in CFDs 

 

The flashy brochures offered by CFD providers list the benefits they claim you receive by investing in 

CFDs.  Obviously, they have a vested interest in convincing you to trade, but when should you really 

invest? 

 



The first thing potential CFD traders must determine is whether CFDs are even an appropriate 

investment vehicle for their portfolios.  By their nature, CFDs are designed for short-term trades, and 

the investor must compare the costs of speculating through the CFD versus trading the underlying asset 

directly.  In the UK, where CFDs originated, the cost of direct trades include the stamp tax that CFDs 

were designed to avoid.  The trader must calculate the savings gained by not paying the stamp duty and 

compare those to the additional finance costs of the CFD.   Setting aside any commission costs for the 

moment, calculating the break-even point between the two investing options is easy. 

 

The funding cost incurred by a CFD comprises the additional cost of taking a CFD position compared to a 

traditional direct stock purchase.  A typical funding charge is about 3% applied to the 80% of the 

position that is margin-financed by the CFD provider.  Comparatively, a traditional stock trade can incur 

an immediate stamp duty – in the UK, that fee is 0.5%.  The break-even point will occur when the CFD’s 

funding costs exceed the savings it provides on the stamp tax.   

 

In the UK example, the CFD funding costs match the 0.5% tax on the transaction value in about 11 

weeks. [(0.5/0.8) x (365/3) = 76 days].  Thus, if you expect to hold the position for less than 11 weeks, 

using the CFD to speculate on the asset has lower costs than trading the stocks directly.  Obviously, this 

is a simplistic calculation and there are other ancillary costs incurred; however, it is useful as a general 

comparison.   And, for the shortest term trades and day trades, which have zero financing costs, the 

argument for CFDs is overwhelming.   The economy of the CFD trade increases as the position is traded 

more than you may have initially anticipated, or as your exit price is reached more quickly, as the stamp 

tax’s dilution of net returns is avoided and financing costs are lower than expected. 

  

The Advantages of CFDs 

 

While the decision to trade CFDs should consider many factors carefully, in general, the following 

characteristics of CFD trading provide an advantage to traders: 

 

 Liquidity – the CFD price directly mirrors the underlying market for that asset, which means you 

benefit from the market’s liquidity and that of the CFD provider. 

 Margin Trades – most providers offer CFDs on margin so that investors need only deposit a small 

percentage of the trade value to control the entire asset value.  Margin leverage enhances the 

investors’ potential return.  For a lower cost per trade, margin allows you to gain 10 times the 

potential return (or more) versus a direct trade.   

 Tax-efficient trades – CFDs deliver tax benefits because their investment costs, such as interest 

payments, are usually tax deductible.  Also, rather than locking in a taxable capital gain through a 

direct share position, the investor can sell the CFD to manage how the capital gain is realized. 

 Lower transaction cost – broker costs are typically much lower than direct share purchase through 

full service brokers.  Also, in some jurisdictions, the stamp duty assessed against long stock 

positions does not accrue to the CFD since the investor never actually owns the underlying asset.    



 Transparent execution – CFD trades are no more difficult or complex than trading shares.  All 

transactions offer complete transparency. 

 Long and short trades – true speculation is enabled as CFD traders can profit from a down market.  

CFDs trade on a financial asset’s the price movement only – the investor does not own the asset.  

Therefore, selling is as simple as buying.  Prior to the introduction of CFDs, shorting a share 

typically incurred an additional brokerage fee.  With CFDs, the provider usually pays interest to the 

investor on short positions.      

 Trade multiple markets from one account – through CFD derivatives, investors can speculate in 

many markets through the same account of record.  CFD providers offer products that trade in 

international markets, commodities, indices, oil, precious metals, bonds, and many other asset 

classes  

 After hour trades – providers extend their hours of operation so that investors can trade in the 

more active markets (such as the FTSE or Dow) after close of business on those exchanges. 

 No pre-determined expiry – traders can speculate across any time period. 

 Flexible contracts – the quantity and value of the CFD is at the investor’s discretion.  Any number of 

shares can be traded. 

 Less complex valuations – unlike comparable investments, such as options and warrants, the price 

of CFDs is a direct reflection of the underlying market. 

 Receive dividends sooner – CFDs pass the dividend to the investor on the share’s ex-dividend date, 

which can be up to a month sooner than the dividend’s actual payment date.  Over the long term, 

this feature of CFDs offsets financing charges. 

 Benefit from corporate acts – CFDs reflect the underlying market and, therefore, receive the 

benefits that corporate acts, such as share splits, dividend increases, and rights issues, provide.   

 Access to stop loss, guaranteed stop loss, and contingent order protections – execute sophisticated 

trading systems by locking in risk.   

 Hedge an existing portfolio – CFDs are an excellent hedging tool.  For example, the investor can 

hedge a long position using a CFD to short the stock.     

 

The Disadvantages of CFDs 

 

Conversely, CFDs are not for every investor, and these characteristics may represent the disadvantages 

of CFDs to many traders. 

 

 Margin leverage magnifies losses – just as margin leverage can exponential increase your trading 

profits, it magnifies your losses.   

 CFDs have higher risks – if the market moves in the opposite direction, you can lose more than you 

actual margin investment.  If you have to meet a margin call, other assets may have to be sold 

reducing those profits or locking in losses.  Investors in a short position are exposed to huge 

potential losses. 

 Too-low capital requirements – low margin requirements encourage undisciplined investors to over 

trade. 



 Daily Finance Charges – positions held overnight incur a financing charge typically based on a 

leading index (LIBOR, US prime rate, etc.) and applied as a percentage of the position value.  Those 

interest payments add up and increase for long positions held for an extended time to the point 

that they roughly equal the value offered by margin leverage after six months in many cases.    

 Interest charges – the CFD trader pays interest on the entire contract value as opposed to 

traditional margin lending for direct share purchases that only charge on the actual investment. 

 Collateral requirement – CFDs are marked to market and losses are applied to your account 

balance in real time.  This can result in margin calls for additional deposits to your account or 

liquidation of the position.    

 Provider inflexibility – CFD providers determine the margin level for each contract.  Traders are 

expected to set that level and manager their money around it.  Many providers also reserve the 

right to adjust margin level of open CFDs.  You may be forced to deposit more money to avoid 

having the position closed out. 

 No shareholder rights – as a CFD owner, you do not have shareholder rights because you do not 

own the underlying asset.     

 No broker transfers – again, you don’t own the underlying asset, you have purchased a two-party 

contract and must deal with the provider that opened the position for you.  Your position cannot 

be transferred to another provider or broker.   

 Pay dividends – the owner of a short CFD position is liable for payment of any dividend issued if the 

position is maintained past the dividend record date. 

 

In general, the disadvantages of CFDs are very apparent, understandable, and foreseeable to even non-

professional traders.  The risks are higher, as all margin trading is, but it can be expected that most 

investors will buy with eyes wide open. 

 

Summary 

 

The popularity earned by Contracts For Difference in the retail markets since 2000 has provided liquidity 

to CFD providers that has allowed the market to expand beyond equity shares to offer traders a wide 

range of investment opportunities.  CFDs have been a major source of funding to the Forex and Index 

markets.  Traders executing a short-term investment strategy or longer-term hedging see clear 

advantage in the CFDs’ risk profile and individual investors want the opportunity to speculate without 

paying high fees. 

 

  


