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At London Stone Securities there are two main ways in which you can trade CFDs.

You can either trade in:

Individual shares or on the

FTSE100 index.

In this report we will show you the basic principles behind both of these forms of trading.

The Easy Guide to CFDs

1

2 

As with any investment product including shares and bonds, CFDs (Contracts For 
Difference) can be as simple or as complex as the user chooses to make it. However 
at London Stone Securities we try to keep things simple so that you, the client, can 
understand the basic and most common strategies.

You should still of course read the various other 
documents and reading materials that you will 
have been provided with as well as conducting 
your own research. It’s also a good idea that you 
work through some of the numerical examples 
yourself to see how it works in practice.

After reading this document, and even if you 
have never traded in CFDs before you will 
hopefully see why trading CFDs is really not that 
difficult to understand.

Of course that’s not to say CFDs are not risky. 
CFDs are VERY risky which is why you should 
only invest a relatively small amount of money 
that you can afford to comfortably speculate 
with and potentially lose. But the understanding 
CFDs and how they work should be relatively 
straight forward. If you need more assistance 
then we are always here to help.To find out more 
about preferenceshares or any of our services 
please call one of our advisors on 0203 697 1700 
or email info@londonstonesecurities.co.uk

TWO BASIC APPROACHES

1. Individual Shares
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1. Individual Shares

1.1 BUYING A CFD (LONG)
If you believe that a company will go up in price you can buy a CFD in that 
share. If it goes up you make a profit, but if it goes down you will make a loss.

CFDs work in exactly the same way as shares i.e. there are two prices: a 
buying price known as the ‘offer’ and a selling price known as the ‘bid’.

The buying price is always higher than the selling price and the difference 
between the two is known as the ‘spread’. In this example you can buy at 101p.

Scenario 1 – Share goes up by 5%

If the share goes up by 5% the share price will go from 100-101 to 105-106.

If you now want to take a profit you can do so by selling (remember that 
you always sell at the lower price). You will sell at a price of 105.

The profit that you make will be 105 – 101 = 4p.

Therefore if you bought say 10,000 shares you would make 10,000 x 4p = 
40,000p = £400.

This is your gross profit. In order to calculate your NET profit you need to 
deduct the commission.

The commission for CFDs is 0.5% to buy and 0.5% to sell – in other words 
it costs 1%.

Net profit = Gross profit – Commission = 400 – (1% x 10,000) = £300

Scenario 2 – Share goes down by 5%

If the share goes down by 5% the share price will go from 100-101 to 95-96. 
If you sell, you will sell at a loss

(remember that you always sell at the lower price). You will sell at a price 
of 95.

The loss that you make will be 95 – 101 = 6p.

Therefore if you bought say 10,000 shares you would lose 10,000 x 6p = 
60,000p = £600.

This is your gross loss. In order to calculate your NET loss you need to 
deduct the commission.

Net loss = Gross loss + Commission = 600 + (1% x 10,000) = £700

Buy (go Long)

Selling 
Price
(Bid)

Buying 
Price

(Offer)

100 101

Sell

Selling 
Price
(Bid)

Buying 
Price

(Offer)

105 106

Sell

Selling 
Price
(Bid)

Buying 
Price

(Offer)

95 96
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1.2 Selling a CFD (short)

Net loss = Gross loss + Commission = 600 + (1% x 10,000) = £700

Scenario 2 – Share goes down by 5%

If the share goes down by 5% the share price will go from 100-101 to 95-96. 
If you now want to close this position you can do so by BUYING (remember 
that you always buy at the higher price). You will buy at a price of 96.

The profit that you make will be 100 – 96 = 4p.

Therefore if you bought say 10,000 shares you would make 10,000 x 4p = 
40,000p = £400.

This is your gross profit. In order to calculate your NET profit you need to 
deduct the commission.

Net profit = Gross profit – Commission = 400 – (1% x 10,000) = £300

Buy (go Long)

Selling 
Price
(Bid)

Buying 
Price

(Offer)

100 101

Sell

Selling 
Price
(Bid)

Buying 
Price

(Offer)

105 106

Sell

Selling 
Price
(Bid)

Buying 
Price

(Offer)

95 96

One of the advantages of using CFDs (over shares) is that you can take advantage of a falling share price. 
In other words if you believe that a share will fall in value you can make money using CFDs.

Going Short

A term known as ‘going short’ means you sell a share before you actually 
own it. This may seem at first a bizarre concept but is actually very simple. 
It simply means that you sell the share now and then buy it back at some 
point in the future later (hopefully at a lower price).

If during that time the share price falls then you make money but if it goes 
up then you lose money. In the example of a share price which is 100-101, 
you would sell at 100p.

Scenario 1 – Share goes up by 5%

If the share goes up by 5% the share price will go from 100-101 to 105-106.

If you now want to close this position you can do so by BUYING

(remember that you always buy at the higher price). You will buy at a price 
of 106.

The loss that you make will be 106 – 100 = 6p.

Therefore if you bought say 10,000 shares you would make a loss of 10,000 
x 6p = 60,000p = £600.

This is your gross loss. In order to calculate your NET loss you need to add 
the commission.

The commission for CFDs is 0.5% to buy and 0.5% to sell – in other words 
it costs 1%.
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1.3 How does this compare  
with shares?

In terms of pricing, share dealing is almost exactly the same as CFD dealing. The only difference is that 
with shares the commissions are higher (1% to buy and 1% to sell) and there is also stamp duty to pay of 
0.5%.

In other words the comparison of buying and selling a CFD compared to shares is as below:

For shares to calculate the net profit of a trade you therefore need to deduct 2.5% rather than 1%.

For short term trading and if your objective is to take advantage of relatively small movements in price 
(less than 10%), it is likely to be more advantageous to trade in CFDs than shares.

However, for a longer term buy and hold investment strategy it would be better to invest in shares.

Of course there are higher risks associated in CFD trading which you also need to be aware of but purely 
from a cost point of view CFDs are considerably cheaper to trade than shares.
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1.4 Stop Losses
A stop loss is used to protect you from a significant loss on any single trade and gives you peace of mind 
by knowing what your ‘worst case scenario’ is.

For example if you buy £10,000 of shares but you don’t want to risk more than say 10% of your capital, 
you can use a stop loss - this is where the shares are automatically sold if the share price reaches a certain 
price.

The maximum downside you are prepared to accept is  £10,000 x 10% = £1,000

The cost for share dealing is     10,000 x 2.5% = £250

Therefore if the share falls by £750, this will equate to a net loss of 10% or £1,000. In other words the share 
price can fall up to £750 which equates to a fall of 7.5%.

You would place a stop loss at 7.5% below the purchase price.

Example

If you buy a share at 100p and don’t want to risk more than 10% you would place a stop at 92.5p.

If the share price falls to 92.5p, an AUTOMATIC sell order would be triggered and your shares would be 
sold. This would protect you from a further fall in the share price.

In the case of a CFD it works in exactly the same way. The only difference would be that the stop loss 
would be at 91p as the cost of CFD trading is only 1%.
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1.4.1 Moving Stop Loss  
To Make A ‘Free’ Trade

This is a principle where an investor tries to make the trade ‘free’ as soon as possible. In other words if the 
share price moves up by more than the cost of the trade (in the case of shares 2.5% and in the case of 
CFDs 1%), you place a stop exactly at this ‘breakeven price’.

You are not selling the share and so you still have the opportunity to make money if the price continues 
to rise. However at the same time you are ensuring that if the share price falls in value you do not lose any 
money. In other words this is now a ‘free’ trade because whatever happens, you can’t lose.

In a worst case scenario the share falls back down to hit your stop and the position is closed out. In this 
case you don’t make any money but more importantly you don’t lose any money.

Example

If you buy shares in a company at 100p and the share price goes up to say 105p you could make this a free 
trade by putting a stop loss at 102.5p which covers the costs of the transaction.

That’s because the cost of the trade is 2.5% (1% to buy, 1% to sell and 0.5% stamp duty).

Remember that the share price has to go up by at least 2.5% to make the trade free so that even if the 
share price now falls, the stop loss at 102.5 will mean that the share will automatically be sold if the price 
falls to that price.

For CFDs this works in exactly the same way. The only difference is that the total cost of trading in CFDs 
is 1% and so the stop loss would be placed at 101p.

- For a long position (i.e. when you buy) the CFD price has to go UP by 1%

- For a short position (i.e. when you sell) the CFD price has to go DOWN by 1%

Advantage of using this approach

The advantage of making a ‘free trade’ is having the security that whatever happens, you cannot lose any 
money on the trade i.e. you have no risk. So whatever happens going forward, you are in a position where 
you cannot now lose any money. At the same time you can still make money if the price continues to go 
up.

Disadvantage of using this approach

The disadvantage is that the price might fall and hit your stop loss but then recover in which case it would 
have been more beneficial not to have used a stop loss.

Open Price Buy/Sell Cost of Trade Breakeven Price

100 Buy 2.5% 102.5

Open Price Buy/Sell Cost of Trade Breakeven Price

100 Buy (Long) 1% 101

100 Buy (Short) 1% 99
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What is the disadvantage of using a stop loss?
If a share price falls and hits the stop loss price, this means that the share will be automatically sold.

However this also means that if the share price quickly recovers and bounces back up, then you will not 
benefit from this price move as your shares have already been sold. This can obviously be frustrating and 
is the reason why some investors prefer not to use stop losses.

Scenario 1

Let’s say you buy a share at 100p and the share price goes up to say 105p. You then decide to put a 
stop loss in at say 102.5p to make it a ‘free trade’. Now let’s assume that the price falls to say 80p.

Because of your stop loss at 102.5p your shares are automatically sold at 102.5p which covers the 
cost of the transactions. In other words you won’t lose a single penny and you will be thankful for 
the stop loss.

Scenario 2

If however the share price only falls to just below 102.5p (say 101p) but then quickly recovers and 
shoots back up to say 130p then this would be bad news for you. That’s because the stop loss at 
102.5 will automatically be triggered as soon as the share price falls to this point and your shares 
will therefore be automatically be sold. In other words you will not benefit from the price going 
back up.

In this case if you had not used a stop loss you could have made a profit of 30% (130p – 100p). Instead you 
lost nothing but made nothing.

In the case of CFD trading we would always advise that you use stop losses because at least you have 
some form of control over your maximum potential downside. With shares using stop losses is not quite as 
important because you hold the underlying shares but with CFDs you are likely to be trading on borrowed 
money (known as ‘margin’) which is why in most cases you should use stop losses.

Trailing stop loss

A trailing stop loss is where a stop loss is moved to follow a moving share price. So if a share price goes up 
in value you can move a stop loss accordingly. As you do so, you continue to lock-in a larger profit. So if the 
share moves to 110p you can move the stop to say 105. If the share moves up to 120p you can now move 
the stop up again to say 115p and so on. The stop loss therefore is always ‘trailing’ behind the share price.

Non-guaranteed stop losses

On some occasions a share price can ‘gap up’ or ‘gap down’. This is where a share price jumps over your 
stop loss price. For example if you have a stop loss at say 90p on Monday but on Tuesday morning the 
share price opens at say 80p, then your stop loss will automatically be triggered at 80p.

In other words stop losses are not guaranteed i.e. you can still lose more than you originally had planned 
for.

Note: If you follow a break-even strategy you are likely to have more trades showing a nil or very 
small profit. Therefore it’s important that if you look back at your statement at a future date that you 
recognise why your account shows such a pattern, otherwise it may be misconstrued as ‘churning’. In 
other words please remember the rationale and strategy before you embark on it.
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2. FTSE100 Index
In addition to trading in individual companies you can also take a view on 
the direction of the

FTSE100 index and it works in exactly the same way. So if you think the 
market will go up you buy (i.e. ‘go long’) and if you think the market will fall 
you sell (i.e. ‘go short’).

If the FTSE100 is trading at 6510-6511 then you would buy at 6511 (remember 
that you always buy at the higher price and sell at the lower price).

If the FTSE100 goes up you make a profit but if it goes down you will make 
a loss.

How much is each point worth?

Each point in the FTSE100 has a monetary value which is typically £10 per 
point. Therefore for every 100 point move you will either make or lose 
£1,000. In some cases you may be able to assign a monetary figure less 
than £10 but you should be aware of the minimum commission costs of 
trading is £50 to ensure that this is cost-effective to do so.

The minimum commission for any CFD trade, whether it be a share or the 
index is always £50.

Commission on FTSE100 Index

The commission for the FTSE100 index is 0.02% of the value of the index.

In other words it is as follows:

Buy (go Long)

Selling 
Price
(Bid)

Buying 
Price

(Offer)

6510 6511

6500 x 0.02% = 1.3 points

Therefore the index has to move by a total of 1.3 points to cover the opening trade and 1.3 points to cover 
the closing trade. In total it needs to move by 2.6 points to cover the trades.

If you choose to assign £20 for each point, then this means that the trade will cost you

 2.6 points x 20 = £52 (This covers the minimum commission)

If on the other hand you decide to assign £10 for each point this means that the trade will cost you

 2.6 points x 10 = £26 (This is below the minimum and so you will be charged £50)

Spread on FTSE100 Index

As with shares the FTSE100 index also has a spread and so the index must move sufficiently in your favour 
order for you to make a profit i.e. it needs to move by enough points to cover the commission and the spread.

During times when the market is not heavily traded and there is low volume the spread is likely to widen 
i.e. increase. This means that the cost of trading during this time is more expensive. In other words the 
index has to move even more in your favour before you begin to see a profit.

The CFD FTSE100 index market also remains open after the cash market closes at 430pm and during this 
time the spread is likely to widen.
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Opening and Closing Trades - Terminology

Every opening trade will at some point have to be closed and will therefore have (at some point in the 
future) a corresponding closing trade.

• The ‘opening’ trade is the FIRST trade. In other words it opens a new position.

• The ‘closing’ trade is the SECOND trade. In other words it closes an existing position.

In the case of share dealing, the opening trade is always the purchase and the closing trade is the sale. 
However with CFD trading an opening trade could either be a long or a short position and the closing 
position is the opposite of the opening trade

Numerical Example

• If you feel that the FTSE100 will go down in value you would sell or ‘short’ the index.

• If you feel that the FTSE100 will go up in value you would buy or ‘go long’ the index.

You need to assign a monetary value per point at this point and this figure should be based on how much 
risk you are willing to take on the trade. By having control over how much each point should be worth and 
how far you place your stop loss you can dictate exactly how much your maximum downside is on that 
trade.

For example if the FTSE100 is trading at 6500 and you assign say £40 per point to this and you use a

stop loss at 25 points your maximum downside would be:

Commission (Buy) 0.02% x 6500 = 1.3 points

Commission (Sell) 0.02% x 6500 = 1.3 points

Commission (Total points) 2.6

Commission Cost 2.6 x 40 = £104

Stop loss 40 x 25 = £1,000

Total Loss 1,000 + 104 = £1,104 ( = Total points 42.6 x 40 )
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Scenario 1 – Index goes up by 30 points

If you sell the index at 6511 at £20 per point and the index goes up by 30 
points, the FTSE100 price will go from 6510-6511 to 6540-6541.

If you now want to close this position you can do so by BUYING at 6542 
(remember that you always buy at the higher price).

The gross loss that you make will be 6541 – 6510 = 31 points x £20 = £620.

In order to calculate your NET profit you need to deduct the commission.

6510 x 0.02% = 1.3 points  (Therefore to buy and sell costs 2.6 points)

Total points lost  =  31 + 2.6   = 33.6 points

Total Loss   =  33.6 x 20  = £672

Sell

Selling 
Price
(Bid)

Buying 
Price

(Offer)

6540 6541

Net loss = Gross loss + Commission = £672

Scenario 2 – Index goes down by 30 points

If you sell the index at 6511 at £20 per point and the index goes down by 30 
points, the FTSE100 price will go from 6510-6511 to 6480-6481.

If you now want to close this position you can do so by BUYING at 6481 
(remember that you always buy at the higher price).

The gross profit that you make will be 6510 – 6481 = 29 points x £20 = £580.

In order to calculate your NET profit you need to deduct the commission.

6510 x 0.02% = 1.3 points  (Therefore to buy and sell costs 2.6 points)

Total points gain  =  29 - 2.6 = 26.6 points

Total profit   =  26.6 x 20 = £532

Sell

Selling 
Price
(Bid)

Buying 
Price

(Offer)

6480 6481

Net profit = Gross profit - Commission = £532

The above examples are ‘short’ positions i.e. where you sell the index in the hope that it will fall in value. 
However exactly the same principle applies to buying (going long) the index.
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Hedging Strategies
There are two simple choices - you can use CFDs to do one of the following:

Speculate - you increase the risk in search of greater returns

Hedge - you reduce the risk of your share portfolio by going short with CFDs

Hedging Example

If you have a portfolio of say £250,000 and you are concerned about the stock market falling, you can take 
a short position on the FTSE100 index. If the market does fall, you will make money on this short position. 
This profit can then be used to offset the loss on your equity portfolio.

Let’s say that the FTSE100 falls from 6500 to 6000. This is an 8% fall and so your share portfolio might fall 
let’s say by 250,000 x 8 % = 20,000

1

2 

Loss on share portfolio = £20,000

However if you shorted the FTSE100 index at say £40 a point this means that you would make a gross 
profit of 500 points (6500 – 6000).

Profit on CFD portfolio = £40 x 500 points = £20,000

In other words the loss on your share portfolio would be offset by the profit made on your CFD portfolio.

This is intentionally simplistic and in reality it is unlikely that you will have a ‘perfect’ hedge where the fall 
in the share portfolio is exactly offset by the rise in the CFD portfolio. For example it’s possible that the 
share portfolio might go down by say 15% but the CFD portfolio only goes up by 10%.

If you wanted a ‘perfect’ hedge you could do so but you would have to short each of the shares that you 
hold in your share portfolio. This would completely neutralise the position. For example if you held £50,000 
of RIO TINTO and you were worried about RIO falling in price, you could short RIO shares.
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Other factors to impact CFD trading
The purpose of this document is to keep things intentionally simple so that you can understand the basic 
mechanics of how CFDs work. You can of course to execute very complex trading strategies but for most 
clients simple CFD dealing in individual shares and the index should really be the focus of CFD trading. If 
you wish to engage in more complex trading please speak to one of our advisors.

Interest payments

Holding a CFD position overnight incurs an interest payment. This payment is calculated at approximately 
4% per annum but may vary as interest rates change.

Therefore if you buy (or sell) a £10,000 position and hold this position for say one month you will incur an 
interest charge of approximately:

10,000 x 4% x 1/12 = £33.

It is therefore not a good idea to hold a position for a very long time (unless of course you feel that there 
is a good reason to do so).

Leverage

The risk of CFD trading is higher than normal share dealing because of the leverage. In other words with a 
£10,000 CFD account you can buy up to 10 x £10,000 positions. That means your exposure to the market 
can be as much as £100,000 i.e. you can potentially lose more than the original £10,000.

However through the careful management of your account and using stop losses it is unlikely that you will 
lose more than your deposit value (apart from under exceptional circumstances).

What is more likely is that you could see quite large swings in the portfolio. In other words your CFD 
portfolio could swing by 10-20% quite easily, and so £10,000 could fall to £8k or £9k with just a few wrong 
trades. Similarly it could increase to £11k or £12k with a few good winning trades.

With share dealing and unlike with CFDs the value of the portfolio is likely to be less volatile i.e. the swings 
in the portfolio will not be as severe and will take place over a longer period of time.

Spread

The difference between the buying and the selling price of a CFD can vary in the same way that the spread 
on a share can vary. In other words, during times of high volatility, the spread can widen which means that 
the cost of executing a trade is more expensive

The spread on the CFD FTSE100 index will typically be approximately 2-3 points but after 430pm this 
spread will widen to about 5 points. The spread on shares will usually be the same as the cash price.

Commission

The commission on CFD trading is on each trade. As CFDs are usually used for short term trading, you can 
expect to see more transactional activity on a CFD account than a share dealing account.

More transactions of course mean more commission. If the trades make money then investors are usually 
happy to pay the extra commissions. However if the trades do not work then you will still have to incur 
the commissions. If you are uncomfortable with a high frequency of trading and higher commissions then 
CFDs are probably not for you.
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