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The increase in popularity of Contracts for Difference (CFDs) has been one of 
the hottest topics in personal finance over the last few years. Rarely can you 
pick up a financial magazine or paper without being bombarded with adverts 

from CFD providers. From a standing start just six years ago, CFDs have grown to 
be the most popular retail derivative product available in the marketplace today. 

So what exactly are CFDs? How do they work? And is there a place for them 
among the financial planning community?

History of CfDs
CFDs were first developed in London in the early 1990s when they were known as 
‘Equity Swaps’. CFDs provided a way for institutional clients to trade in large quantities 
of stock without having the burden of actually delivering or receiving shares.

Transactions were simply cash settled when the contract was ended. In addition, as 
no shares physically changed hands, the transactions did not attract stamp duty – an 
expensive tax levied on UK share purchases.

Towards the end of the 1990s CFDs were modified for the retail investor by a 
number of UK brokerage houses. The sophisticated nature of these products meant 
that the initial retail clients were typically high net worth individuals.

Over time, CFD offerings became more attractive to smaller clients and were 
typically characterised by online trading platforms that were easy to use and offered 
clients the scope of trading on hundreds of markets in real time.

Their popularity was exacerbated in the early 2000s as the dot-com boom introduced 
a whole new demographic to the market place – the day trader. Growth continues 
in the UK and today it is estimated that more than 30 per cent of the UK’s market 
turnover is related to CFDs.

CFDs were introduced to Australia in July 2002 by IG Markets – the first CFD 
provider to be licensed by ASIC. Since then the market has grown dramatically and 
the number of providers has increased to almost twenty. The largest players are IG 
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Markets, CMC Markets, MF Global and City Index. The 
majority of the smaller companies act as ‘white labels’ for larger, 
more established companies.

Globally, CFDs are now offered in the United Kingdom, 
Australia, Germany, Switzerland, Italy, New Zealand, Singapore, 
South Africa, Canada, Sweden, France and Spain. Pre-existing 
restrictions on short-selling and off-exchange transacting dictates 
that CFDs are not offered in the United States by any provider. 
This is a situation unlikely to change in the short-term.

WHat is a CfD?
Put simply, a CFD is an agreement between two parties to 
exchange the difference in value of a particular share (or other 
financial instrument) between the time at which a contract is 
opened and the time at which it is closed. 

Clients can ‘buy’ or ‘sell’ a variety of markets both in Australia 
and overseas. The most popular CFD products are, in order of 
preference, shares, indices, F/X and commodities.

A CFD is highly geared – a client need only put forward a small 
deposit or margin to trade. For example, a $20,000 share position 
could be opened for an initial outlay of $1000, allowing the 
remaining capital to work elsewhere.

With CFDs there is no expiry date, so the position is opened 
until the client decides to close it. When the position is closed 
the client’s account is credited or debited according to the 
performance of the underlying market. As should be obvious, 
this leverage is not without risk, which is covered later.

traDing sHares WitH CfDs
In many respects, CFD trading replicates conventional share 
trading in that clients deal at the cash price of the share and pay 
a commission which is a percentage of the transaction value.

However, clients do not have to fund the full value of the shares. 
Instead a deposit is lodged which is typically 5-10 per cent of the 
underlying contract value.

If the position begins to lose more than a prescribed amount, the 
CFD provider will request that further funds be sent to top up 
the account – the dreaded margin call.

With CFDs clients can also ‘short sell’ a share, if they believe it 
will fall.

Short-selling with a traditional stockbroker can be difficult and 
prohibitively expensive. CFDs give clients the freedom to buy 
or sell immediately on any quoted price.

Temporary restrictions recently have been introduced on most 
global stockmarkets that preclude clients from short-selling a 
number of shares unless they are hedging an existing position.

Some providers have no minimum deal sizes, and just like share 
trading there is no fixed expiry date. While your position remains 
open your account is debited or credited to reflect interest and 
dividend adjustments.

The direction of interest and dividend adjustments depends on 
whether you use a CFD to create a long or a short position:

Long position: The client’s account is debited to reflect interest 
adjustments and credited to reflect any dividends. This mirrors 
the effect of buying shares in the normal way, where interest on 
the funds used to buy the shares is no longer earned, but 
dividends are received instead.

Figure 1. 
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Short position: The client’s account is credited with interest 
adjustments and debited to reflect any dividends. This mirrors 
the effect of selling shares, where you earn interest on the 
proceeds of the sale, but cease to receive dividends.

is tHere a plaCe for CfDs in tHe finanCial 
planning Community?
Undoubtedly, yes. CFDs have become popular with investors 
because of their flexibility, especially when discussing portfolio 
diversification and directional trading. Our clients use CFDs for 
many reasons and employ a myriad of different strategies – not 
just speculation. 

Two of the most popular strategies for using CFDs are short 
selling and Hedging. These strategies alone add much value to a 
client’s portfolio; now more than ever, the ability to manage risk 
is of huge importance.

sHort selling
One of the greatest benefits of CFDs is the ability to short sell. 
Many clients will have a view on a stock being overvalued, a 
stock which they believe is due a short term price correction.

When you short-sell, you are essentially selling something that 
you believe is too high with the hope of buying it back at a 
lower price in the future. With CFDs it is just as easy to ‘go 
short’ of an individual share than it is to ‘go long’, as per the 
example below, using Atlas Iron (IGO):

It is July and Atlas Iron is quoted at $2.90–2.91, after recovering 
slightly from sustained falls.

A client believes that this recovery will be short-lived and that the 
stock will fall again so he decides to sell 5000 IGO CFDs at $2.90.

Commission is typically 0.1% so the client pays $14.50 (5000 x 
$2.90 x 0.1 per cent). By 5th August, Atlas Iron has fallen to 
$2.21–2.22 in the market, the client decides to take profits and 
close the trade by ‘buying back’ 5000 CFDs at $2.22.

The gross profit on the trade is $3400 ($2.90-$2.22 = 68c x 5000).

Please note that at the time of writing, the Australian Securities and 
Investments Commission had banned short-selling on most stocks 
listed on Australian stock exchanges. Short-selling, however, is 
allowed when an investor is not increasing or introducing a short 
exposure to an overall position in a stock.

HeDging
The current volatility of world markets has forced investors to 
revise their overall approach to managing their portfolios. 
Strategies that protect investments are coming to the fore, with 
many investors actively looking for ways to limit risks.

One increasingly popular option is using CFDs to hedge a portfolio 
or individual position. This is a cost-effective and straightforward 
way of protecting an asset against short-term volatility.

Put simply, hedging protects a share position or portfolio against 
short-term falls without requiring the client to sell the existing 
holding – which may have undesirable tax implications.

The following example shows how clients can utilise a hedge 
using CFDs: 

As of 9 February 2008 a client holds 10,000 Boart Longyear 
shares. He believes that the shares may be due for a short-term 
fall but in the long term will continue to trend upwards, so 
doesn’t want to liquidate his holding.

The client short-sells 20,000 Boart Longyear CFDs at $2.00, as 
a hedge to the physical shares he owns.

Figure 2. 
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The client is correct and the shares fall significantly over the course 
of the next month or so. On 12 March, the investor buys back the 
CFDs at $1.65 giving a profit of 35 cents per share or $3500. The 
portfolio would have suffered a paper loss of the same amount.

The long-term uptrend resumes. The investor has used CFDs to 
protect his physical position during the fall period (and made a 
profit), but in the long-term the shares have remained in his 
portfolio allowing him to capture further potential gains.

It is important to note that a hedge is not designed to make any 
profits, merely to protect against losses without the need to 
realise an existing position. In this respect, hedging should be 
considered as a zero sum game.

managing risk WitH guaranteeD stop losses 
While leverage is one of the main advantages of CFD trading, it 
also magnifies losses and can be a dangerous tool if not used 
responsibly. Risk management is of utmost importance when 
trading CFDs and all successful clients will have some sort of 
policy in place to mitigate risk. 

Some providers will offer, at a small premium, guaranteed stop 
losses. These enable clients to put an absolute limit on liability in 
the event of a market movement against the client, without 
restricting the profit potential. 

When placing a guaranteed stop loss on a share CFD the client 
will stipulate at what level they want the position to be closed 
out, in the event of the market moving against them. As this 
level is guaranteed the client knows exactly how much they are 
risking on the position.

Example

A client believes that NAB is attractive at current levels, but is 
worried about the chances of a further downturn. The prudent 
option is to open up a long position but utilise a guaranteed stop 
to insure against a sudden move downwards.

NAB is trading at $26.60–26.61. The client buys 1000 CFDs 
at $26.61. This position equates to $26,610 worth of 
underlying equity.

The client places a guaranteed stop loss at $24.90. This means that 
the exit price will be guaranteed at $24.90. The most that can be 
lost on the position (excluding interest and commission) is $1710.

After a few days, the market opens sharply lower one morning 
after negative overnight news from US markets.

NAB closed the previous day at $24.96, but now opens at 
$24.40. The guaranteed stop is triggered and the position is 
closed at $24.90, even though the market never traded there.

CfDs in super funDs
While the use of derivative products in superannuation funds is 
nothing new – options have been used for many years to generate 
income within super funds – the decision by the Australian 
Taxation Office (ATO) to allow the use of CFDs within some 
self managed superannuation fund’s (SMSF), under certain 
circumstances, is a recent development.

Clearly, the use of CFDs for speculative purposes would not be 
responsible within a SMSF environment as there are other 
investment products available which are more suitable.

However, there is an appropriate use for them for clients who 
wish to sporadically hedge their existing market exposure. CFDs 
are unrivalled in their capacity to hedge portfolios and their 
simplicity puts them ahead of using options.

By way of recognition of the fact that CFDs have a limited range 
of use within a SMSF, most CFD providers will have different 
rules for trading when dealing with DIY super fund investors.

For example, IG Markets will insist on clients using guaranteed 
stop losses or ‘double deposits’ (meaning that the margin 
requirements on all products are doubled). We also put in place 
a Concentration Rule for SMSFs which prevents overexposure 
to any one stock or individual market.

Despite these risk management steps it is up to a super funds’ 
trustee and their advisers to ensure the fund’s CFD accounts are 
run in a manner that meets the fund’s mandate and in accordance 
with the super and tax laws.

ConClusion
A CFD is a derivative and as such it has a higher risk profile than 
more traditional asset classes. Due to the powerful leverage involved 
(up to 20 times) it is not for ‘widows and orphans’. However, it is 
an essential part of a sophisticated client’s armoury, particularly 
when they are not risk-averse and have experience of other geared 
products such as options, warrants and margin lending. 

For those who want to trade more cautiously though, the 
availability of guaranteed stop losses, makes it possible to use 
CFDs in a way where the maximum clients risk is known from 
the outset and the client has no open-ended exposure at all. 

Used in this way, a CFD adopts a lower risk profile and may be 
more suited to clients with a fixed amount of risk capital to use.

CFDs can be very effective in hedging positions and entire 
portfolios. Assuming the hedge is placed correctly this can be a 
risk free use of the product – any losses on the CFD are cancelled 
out by profits in the portfolio and vice versa.

CFDs now have a very prominent profile in the retail investment 
sector, greater than both Warrants and Options.

CFDs are easy to understand and price (the CFD price matches 
the share price), are flexible and in most cases very cost effective. 
consequently, they are expected to continue growing in 
popularity for many years yet.

CFDs offer a degree of leverage which can be dangerous if used 
irresponsibly, equally they should not be used by clients who 
lack market knowledge and share trading experience. Most 
companies will decline to open a CFD account, if the applicant 
is clearly unsuitable.

However, the advantages of the product are numerous and 
financial planners would do well to at least have a basic 
understanding of the product and of its uses.

Many clients of financial planners may already be trading CFDs, 
so it is important for planners to understand both the risks and the 
benefits of the product so they can be discussed with clients. 

Used wisely, CFDs represents one of the most versatile and cost-
effective methods of trading which have ever been available to 
retail investors. 


