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                    Derivatives trading takes place across more than 50 organised exchanges
                        around the globe, with Asia Pacific and North America being the largest markets for this
                        category of financial instrument. Volumes in the global derivatives market hit a record high of
                        30.28 billion contracts in 2018, up from around 25 billion contracts in 2017. In currency
                        derivatives alone, volumes crossed 3.5 billion contracts in 2018. In recent years, this market
                        has witnessed accelerating growth, driven by Asia-Pacific and North America. These regions
                        accounted for more than 77% of the contracts traded in 2018, with volumes surging by 31.7% and
                        57.2% respectively.
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                    What is a Financial
                        
Derivative?
                    

                    A financial derivative is a contract that derives its
                        value from an underlying asset. It is treated as a financial security, which means that traders
                        agree to purchase or sell the asset at a predefined date at a specific price. While some
                        financial derivatives are based on a single underlying asset, like a specific stock, others
                        derive their value from a group of assets such as stock indices.

                    Derivatives trading covers a range of underlying assets, including
                        bonds, stocks, commodities, currencies, indices, and even interest rates.
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            There is no
                shortage of financial instruments available to trade in the CFD market. The number
 varies depending
                on the CFD provider with stocks, commodities, currencies, and indices among
 the tradable
                instruments. There are several reasons why traders have turned to derivatives:

            There is no
                shortage of financial instruments available to trade in the CFD market. The number varies depending on
                the CFD provider with stocks, commodities, currencies, and indices among the tradable instruments. There
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                        They allow traders to speculate on the price
                            movements of various assets without having to buy or own the asset.
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                        Brokers typically offer derivatives with the
                            chance to use high leverage, like 500:1. This gain high exposure and exponential potential
                            profits with a small outlay. By using leverage, traders can make meaningful profits when the
                            market moves in their favour. Leverage is a high risk trading strategy that requires the
                            employment of risk management techniques such as stop-loss orders.
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                        A small movement in the price of the underlying
                            asset can result in a significant difference in the value of a CFD contract. As a result,
                            trading opportunities exist even in a largely flat market and CFD traders look to take
                            advantage by opening and closing a large amount of contract in a short-term period. This is
                            commonly referred to as day trading.
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                        Derivatives present trading opportunities in
                            both rising and falling markets. On global stock exchanges traders purchase the actual stock
                            meaning they take a long position. With derivatives, traders can take a short position if
                            they expect the price of the underlying asset to fall.
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                        These financial instruments are often used as
                            hedging tools. When a trader has a particular asset in their portfolio, they mitigate risk
                            by gaining exposure to a derivative whose value moves in the opposite direction.
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                        Another reason to trade CFDs is the ability to
                            gain exposure to certain instruments that cannot be otherwise bought or sold. An example of
                            this is interest rate derivatives.
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                financial derivatives are CFDs, options, forwards, futures, and swaps.
 Understanding what each of
                these are will help highlight the differences between CFDs and options.
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                        CFDs

                        Contracts for difference (CFDs) are an agreement to
                            exchange the difference in the value of a security or underlying asset between the time the
                            contract opens and closes (expiration date). These enable traders to speculate on the rise
                            or fall in the price of a financial instruments such as stocks, currencies, commodities,
                            indices, and cryptocurrencies. With CFDs, traders enter a contract rather than taking
                            possession of the underlying asset. CFDs allows traders to trade in both rising and falling
                            markets.

                    

                    
                        Options

                        Option contracts offer the buyer the opportunity to
                            buy or sell an underlying asset at a predetermined price, on or before a specified date. The
                            holder has two trade options - buy or sell. The contract is called a call option (to buy) or
                            a put option (to sell).

                        Traders compare futures and options because the primary purpose of
                            these derivatives is to enable the holder to lock-in the price of the underlying asset
                            before the date of the actual trade. The key difference between futures and options lies in
                            the obligation to purchase or sell the underlying asset. In futures, the holder is obligated
                            to buy or sell the underlying asset at the specified price on the due date. However, with
                            options, there is no such obligation. The holder has the option (hence the name) to
                            relinquish the contract. The option prices at the nominated expiration date will determine
                            the decision. 

                        Of the two securities, futures are more popular and have larger
                            liquidity than the market for options. Higher levels of liquidity translate to narrower
                            spreads and lower transaction costs. Despite this, traders do consider options as a good
                            financial instrument given the flexibility they offer to back out of the trade if the price
                            movement is unfavourable.

                    

                    
                        Swaps

                        Swaps are over the counter (OTC) contracts between
                            two parties which means that they are not traded on any exchange. This, and the fact that
                            they are customised, makes them popular only among highly seasoned traders. Swaps get their
                            name from the fact that the two parties exchange (swap) cash flows from two different
                            financial instruments. Generally, one cash flow is fixed and the other is variable. The
                            variable cash flow is determined by a benchmark interest rate, index price or even currency
                            exchange rate. Such contracts are mainly used by large businesses and financial
                            institutions. Although such contracts can be used to exchange almost anything, they are most
                            commonly used for trading the difference in interest rates. These are called interest rate
                            swaps.

                    

                

            

            
                
                    
                        Futures

                        This type of financial derivative is most commonly
                            used to hedge or offset risk. For instance, a shipping company that needs to buy oil to run
                            its vessels can purchase oil futures. This would allow the company to lock in a future price
                            for oil and define its expenses. The bottom-line would not impacted by any sudden
                            fluctuations in crude oil prices.

                        Many large exporters or importers protect themselves from the risk
                            of a change in the currency exchange rate or even changes in the interest rate by using
                            futures. Companies sometimes liquidate these derivates before the due date by selling them
                            in the underlying market.

                        The price of futures is determined by changes in the demand and
                            supply of the underlying asset as well as changes in the demand and supply of the contracts
                            themselves. The most popular futures exchange is the NYMEX (New York Mercantile Exchange).
                        

                        In order to make their trading on exchanges simpler, futures have
                            been standardised. They are mostly used for trading commodities, currencies, and stocks.

                    

                    
                        Forward Contracts

                        These contracts are more informal in nature and
                            provide flexibility as they can be customised. They, too, constitute an agreement to buy or
                            sell the underlying asset at a predetermined price on the agreed date. Such contracts are
                            typically used for foreign exchange by large exporters and importers for hedging currency
                            risk. Forward contracts are also used by traders for speculation, although they are not a
                            highly popular financial instrument as they are not standardised. While the price is
                            predetermined, they are often renegotiated and can be extended or closed before the due
                            date.
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                    Contract trading for speculation has gained popularity over the years by
                        retail traders. However, not all contracts are equally popular in the global financial market.
                        Each presents unique opportunities and risks. To choose the right one, traders need to consider
                        their financial goals, risk appetite and overall portfolio. It is also important to understand
                        the differences between them.

                

            

            
                
                    If you are trying to choose between CFDs and options, you need to know
                        the advantages and drawbacks of both to make an informed decision. Let’s look at how they work.
                        Both CFDs and options are financial derivatives that enable traders to speculate on the
                        markets., however, they work in different ways.

                

            

        

    





    
        
            
                
                    How Do CFDs Work?

                    CFDs are available in a wide range of assets, including currency pairs, shares, commodities, metals, indices and cryptocurrencies.

                    Let’s say you wish to gain exposure to Amazon stock. Let’s assume that
                        the bid and ask rates (buy and sell prices) are 3,000/3,002. You believe that the stock will
                        rise in the future and decide to buy 100 CFDs at $3,002 each.

                    The market moves in your favour and a couple of days later Amazon’s
                        stock rises to a closing price of $3,052. You decide to realise your gains and close the CFD
                        position. The amount of profit you make (before adjusting for fees) is $5,000. This is
                        calculated by taking the difference between the selling price ($3,052) and the buying price
                        ($3,002) and multiplying the difference ($50) with the number of CFDs (100) or ($3,052 - $3,002)
                        x 100 = $5,000.

                    With CFDs, you can trade the price movement in Amazon’s stock without
                        actually purchasing any shares. Since you are not purchasing the shares, CFDs offer what is
                        known as leverage. This enables traders to higher levels of exposure by only contributing the
                        margin requirement.

                    Let’s say you decide to use leverage of 100:1 in the previously
                        mentioned trade (100 CFDs at $3,002 each). Of the complete exposure of $300,200, you would be
                        required to contribute only $3,002 which represents 1% of the total value. This is known as the
                        margin requirement.

                

            

            
                
                    How Do Options Work?

                    Let’s assume Amazon’s share price was $3,000 on October 15. With
                        options, there is always a premium associated with the contract. Assume the premium is $10. You
                        expect Amazon’s share price to rise. So, you buy an option for 100 shares that expires on
                        October 30 at the predetermined price (known as the strike price) of $3,500. The contract value
                        is $1,000 ($10 x 100).

                    As long as Amazon’s share price remains below the strike price ($3,500),
                        you will not execute the option since it means incurring a loss. So, below this price, the
                        option is worthless for you. Let’s say that the market moves in your favour and Amazon’s share
                        price rises above $3,500 on October 28. You can now execute the contract. The premium is now
                        $11.67 (using the same percentage as the earlier example). The contract is worth $1,167 ($11.67
                        x 100). Your profit is the difference in the premiums multiplied by the number of shares or
                        ($11.67 - $10) x 100 shares = $167. You can now sell your option (closing your position).
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                        What are the Advantages of
 CFDs Vs Options?

                    Let’s have a look at the reasons why CFDs are preferred to options.

                    Easy to understand: CFDs are
                        probably the easiest to understand in derivatives trading. This is why people tend to begin
                        their journey in trading contracts with CFDs. Options are a little more complex due to the
                        existence of premiums.

                    Similar to the underlying asset:
                        CFD trading mimics trading in the
                        underlying asset. For instance, trading in Amazon or Apple CFDs will be similar to trading the
                        actual stock.
                    

                    Wide variety of assets covered:
                        CFDs can be traded for almost every financial instrument in the global marketplace. There are
                        CFDs for forex, commodities, metals, stock, indices and cryptos. The most popular CFDs have
                        higher liquidity. So, traders new to CFDs prefer to begin with these. For example, you may
                        prefer to begin with CFDs for popular indices like AUS200, US100 or UK100, rather than exotic
                        indices like NZX50 and KOSPI100.

                    Do not expiry: CFDs do not have
                        any expiry date, giving traders the flexibility to keep their positions open for as long as they
                        wish. On the other hand, options come with expiry dates after which they are worthless. In fact,
                        as the expiry date approaches, the price of options decline.

                    Transparent pricing: The price of
                        other contracts is determined by the demand and supply of the underlying asset plus the demand
                        and supply of the contact. However, in CFD trading, prices are driven only by the price
                        movements in the underlying asset. So, the price of your Amazon CFD will rise and fall in tandem
                        with Amazon’s share price. On the other hand, the price of options is based on the premiums, the
                        date of expiry, and the extent of volatility in the market, apart from the price of the
                        underlying asset.

                    Leverage: CFDs are highly
                        leveraged products. Some brokers offer leverage of as much as 500:1. This facility enables
                        brokers to gain significant exposure to the price movement of the underlying asset with an
                        extremely low amount of capital investment. For instance, if you wish to open a position for
                        $5,000 and decide to use 500:1 leverage, you need only $10! However, traders must exercise
                        caution when using leverage. If the market moves as the trader predicted, leverage can lead to
                        high profits. However, if prices move in the opposite direction to what a trader had
                        anticipated, leverage can magnify losses as well.
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                        What are the Advantages of
 Options Vs CFDs?

                    Here’s a look at why traders sometimes choose options over CFDs.

                    Lower risk: Since CFDs are
                        usually traded with leverage, it increases risk along with magnifying profits. The risk
                        associated with options, on the other hand, are limited to the price paid for the premium. In
                        case the price of the underlying asset moves in the direction opposite to what you had
                        anticipated, you can simply let the contract expire. Although you lose the premium, this is far
                        lower than what you would have lost if you were trading the underlying asset or trading CFDs
                        with extremely high leverage. Of course, with options, your profits are also limited to the
                        difference in the premium.

                    Can use advanced strategies:
                        Traders sometimes buy a call and put option at the same time to earn a profit irrespective of
                        the direction in which the market moves. They execute the option that will earn them a profit
                        and simply let the other one expire. On the other hand, CFDs do not offer such flexibility.

                    Trade Sideways: While CFDs offer
                        trading opportunities in a rising and falling market, options offer trading opportunities even
                        in a market that is expected to remain range-bound (or a market with low volatility). Traders
                        use a strategy known as the short strangle. In this, they enter an option to buy the underlying
                        asset at a specific strike price and one to sell the same asset at a different price. Traders
                        buy such options if they expect the price of the underlying asset to remain between the two
                        strike prices.

                    Both CFDs and options can be used for hedging. For instance, if you have
                        100 Amazon shares in your portfolio, you may buy a CFD or option that benefits you if its share
                        price falls.

                

                
                    
                        [image: ]
                    
                

            

        

    





    
        
            
                [image: ]
            
        

        
            
                
                    Why Do Traders New to

                        Derivatives Trading Prefer CFDs?

                    Why Do Traders New
 to
                        Derivatives Trading
 Prefer CFDs?

                    Traders tend to begin their journey
                        in derivatives trading with CFDs. This is because they are simple instruments. Options trading
                        is far more complicated, and it can take some experience to know how to evaluate the risk and
                        reward. Moreover, if the price of the underlying asset doesn’t move too much, the premium
                        becomes a wasted expense. New traders are also a little apprehensive about the low transparency
                        with options. There is lack of clarity into how the instrument value is calculated.
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                        Begin by using a demo
                                account: The basics of trading CFDs are simple and easy to understand but it can
                            take some practice to develop a trading strategy and learning how to use trading platforms.
                            It’s a great idea to open a demo account with a
                            regulated broker and try trading CFDs here before making a capital investment.
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                        Always open stop-loss orders:
                            The importance of stop-loss orders as part of risk management cannot be overstated. A
                            stop-loss is an order that triggers the sale of the instrument when the price moves beyond a
                            certain level in the opposite direction to what you predicted. For example, you expected
                            Amazon’s share price to rise and purchased Amazon CFDs, but the share price falls. If you
                            have a sell-stop order, it will trigger a sell order if the share price declined below the
                            level decided by you.
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                        Limit the amount of leverage you
                                use: It may look exciting to gain exposure that is 500 times the capital you
                            invested into the trade. However, this also increases risk. Begin by capping the leverage
                            and consider increasing it gradually as you gain confidence and experience in CFD trading.
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                        Develop a trading strategy:
                            Live trading is not a place for experimenting or going with the flow to see how things turn
                            out. Set up a strategy for each position that you open. At a minimum, identify the trend to
                            determine the direction you expect the market to move and at what price you would like to
                            set up your stop loss order.
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                        Control your emotions: Once
                            you have a established a trading strategy, give it time to play out. Making sudden decisions
                            in the heat of the moment rarely work well for traders. When emotions run high, we tend to
                            make the worst mistakes. Don’t quit at the first sign of a loss: Even the most successful
                            traders have some rainy days. So be prepared to have some good days and some bad days.
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                        Diversify your portfolio:
                            Choose a variety of markets and assets to trade. To diversify effectively, you need to know
                            how markets are related. For example, if you have exposure to oil, you may not want to trade
                            the Canadian dollar as well, as it is a commodity currency. Both will probably move in the
                            same direction. Similarly, if you have exposure to CHINA50, you may not want to trade the
                            Australian dollar. Since China is Australia’s largest trading partner, the AUD may decline
                            when CHINA50 does.
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                        Finally, choose a reliable and regulated CFD broker. This will ensure a seamless trading
                            experience.
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                DISCLAIMER: This material on this website is intended for illustrative purposes and general information only. 
                    It does not constitute financial advice nor does it take into account your investment objectives, financial situation or particular needs. Commission, interest, platform fees, dividends, variation margin and other fees and charges may apply to financial products or services available from FP Markets. 
                    The information in this website has been prepared without taking into account your personal objectives, financial situation or needs. 
                    You should consider the information in light of your objectives, financial situation and needs before making any decision about whether to acquire or dispose of any financial product. Contracts for Difference (CFDs) are derivatives and can be risky; 
                    When trading CFDs you do not own or have any rights to the CFDs underlying assets.
                

                

                FP Markets recommends that you seek independent advice from an appropriately qualified person before deciding to invest in or dispose of a derivative. 
                    A Product Disclosure Statement for each of the financial products, as well as our TMD (Target Market Determination), are available from FP Markets and can be obtained either from this website or on request from our offices and should be considered before entering into transactions with us. 
                    FP Markets is a group of companies which include First Prudential Markets Pty Ltd (ABN 16 112 600 281, AFS Licence No. 286354), a company authorised and regulated by the Australian Securities and Investments Commission (ASIC), 
                    Registered Address: Level 5, 10 Bridge Street, Sydney, NSW, 2000, Australia and First Prudential Markets Ltd (registration number HE 372179), 
                    a company authorised and regulated by the Cyprus Securities and Exchange Commission (CySEC Licence number 371/18, Registered Address: Griva Digeni, 109, Aigeo Court, 2nd floor, 3101, Limassol, Cyprus. 
                    FP Markets does not accept applications from U.S, Japan or New Zealand residents or residents from any other country or jurisdiction where such distribution or use would be contrary to those local laws or regulations.
                

                
                Winner of ‘Best Global Forex Value Broker’ at the Global Forex Awards 2019 & 2020 

                ** Data acquired from our server shows our EURUSD spread to be 0.0 pips on average 63.56% of the time from 01-12-2022 to 31-12-2022 (available for our RAW Spread trading accounts only).

                 ^ For MT4/5 only. Terms and conditions apply 

                * The median order execution time between the trade being received, processed and confirmed as executed by us is 29 milliseconds. As observed from our bridge provider between 01-12-2022 to 31-12-2022. FP Markets was rated by Investment Trends as the Best for Quality of Trade Execution 2019  

                 ** Terms and conditions apply. 
   
                ^^ Sat & Sun 08:00am to 16:00pm (GMT+2) 
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                Thank you for visiting FP Markets

            

            
                The website www.fpmarkets.com is operated by First Prudential Markets PTY Ltd an entity that is not established in the EU or regulated by an EU National Competent Authority. The entity falls outside the EU regulatory framework i.e. MiFID II and there is no provision for an Investor Compensation Scheme. Read T & Cs

                Please confirm, that the decision was made independently at your own exclusive initiative and that no solicitation or recommendation has been made by FP Markets or any other entity within the group.
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