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HOW TO GET THE MOST OUT OF THIS BOOK
 
If you’re looking for some magic bullet or secret formula that will double your account in only 3 months, then you’ve picked up the wrong book. If you aren’t serious about learning the concepts and frameworks needed and want a robot to do your trading for you, simply ask Amazon for a refund as you won’t find what you're looking for here.
But if you are committed to acquiring serious knowledge about options trading and how you can generate a long term edge in the markets, then you are in the right place.
However, you can’t just read your way to financial success. Your financial education needs to include books, videos, interactive webinars, and actual experience trading the markets.
That is why this book has extra bonuses.
You will receive:
- a covered call spreadsheet to track trades
- further video training about covered calls
- a covered call process map for you to use in your trades
These key resources will help you learn about covered calls and give you the tools needed to become a more successful trader. These are my gift to you for reading this ebook.
Get the bonuses here
              http://courses.investingwithoptions.com/covered-call-bonuses/
 






 



WHY YOU NEED TO READ THIS BOOK
This book is all about how you can become a better trader through stock options. Specifically, it’s about covered calls and how you can make the most from this trading strategy.
I hate finance textbooks. They either go into the hard math behind derivatives, or stick with super high level concepts. In essence, it’s very hard to get practical, actionable information from "traditional" finance learning channels.
This book will give you real-world applications about covered calls and related trade strategies, along with potential trade screeners and risk management techniques. That’s the extra edge you need, and the edge that this book gives you.
To become a successful trader, it’s not about a high win rate or about hitting homeruns.
It’s about consistency.
Covered calls are a strategy to reduce risk, enhance returns, and give you an edge in the market. This strategy will make you more consistent as an options trader and investor.
The problem with covered calls is that this strategy includes options, which means that there are additional risks. If you understand the risks involved, then you can look for actionable trade ideas.
And aside from trade ideas, you need a sound strategy from picking the right stocks, picking the right options, and knowing how to manage your risk. We will be going over all of that.
I’ve taught and mentored hundreds of options traders, so I know what novice option traders need when it comes to mastering key options concepts. I also know why you don’t even want to consider covered calls.
 



3 BELIEFS THAT KEEP YOU FROM TRADING COVERED CALLS
1. A belief that you will double your money every 3 months.
Don’t get me wrong, there are ways to make a ton of money using options. Stock options can give you leverage on your capital, and if you are aggressive enough then you can make large returns on your account.
The problem is with higher rewards, you have higher risk. Using leverage means you take on a lot more risk.
Covered calls give you the ability to make higher risk-adjusted returns. It won’t double your account, but annual returns well over 20% are feasible given the right market conditions. Of course, returns will never be guaranteed, but that’s the same with traditional stock returns as well.
2. A belief that you have to be a perfect market timer.
One of the benefits of getting better risk-adjusted returns is that you don’t have to try and nail tops or bottoms. Covered calls allow you to buy a stock and lower your cost basis, so even if the investment starts to go against you, there are ways to adjust the position to reduce your risk.
3. A belief that options are super complex.
This goes back to the “textbook-problem” of traditional finance books. Options are complex if you spend your entire time trying to solve differential equations for options pricing.
But let’s leave the heavy math to the college undergrads and the computers. You need to focus on the practical applications of covered calls, and the risks involved. These option risks are known as the greeks, and we’ll go over all of that in this book.
Have a Belief In Yourself
Mastering covered call trading will give you a significant edge over the very long term. Having the ability to get higher risk-adjusted returns will set you up as a much more sophisticated investor for years to come.
But this isn’t a magic bullet, and it does require hard work and immersion into the craft of options trading. 
My website InvestingWithOptions was started in the middle of a market crash. I didn’t know if traders would listen to me as I was just some twenty-something with an engineering degree who learned how to make money with options. I have become what you would call a 5 year overnight success, and I believe that if I can make it, so can you.
The gap is closing between smaller retail traders and the hedge funds of the world. The software you have access to now wasn’t available 10 years ago. Investing education has also come by leaps and bounds from the shady infomercials of red/green light trading. If you take advantage of the opportunity now, then you will be set for a more comfortable financial future.
Let’s get started.
 
 
 



TABLE OF CONTENTS
 
 
Contents                            
Covered Call Trading:
Strategies for Smart Investing Profits
By Steven Place
How to Get the Most Out of This Book

Why You Need to Read this Book

3 Beliefs That Keep You From Trading Covered Calls

Have a Belief In Yourself




Table of Contents

Introduction

Financial Disclaimer

What is a Covered Call?

Risks and Rewards




Why Trade Covered Calls?

The Downsides of Covered Calls

Key Covered Call Metrics.

Exmple Basis Calculations

Covered Call Greeks

The Major Tradeoffs

A Secret Strategy

What Plays to Avoid

Designing Covered Call Screeners

A Baseline Screener




An Alternative List




Some Trading Systems

A Covered Call Lifecycle Map

Delta Band Trading




TRADE EXAMPLES

WRAPPING IT UP

DISCLAIMER

WHERE THE CHARTS COME FROM

QUESTIONS OR COMMENTS?



 
 



INTRODUCTION
 
I first started in the stock market a decade ago using more traditional investing methods. The classic buy and hold and value approach appealed to me due to my belief that ownership in companies was a way to grow wealth.
My approach was a derivative of the Peter Lynch cliché “invest in what you know.” I would carry around a Moleskine notebook in my back left pocket and would write down investment ideas as I walked through a mall or when I commuted to work. This was valuable education, but I know now that this approach is not suited for my personality and risk profile.
What I know now is that figuring out investment ideas will only take you so far. You can’t just pick stocks without a good idea about position sizing, risk management, and yes-- a little technical analysis thrown in there as well.
I also know now that being too smart can actually hurt your returns. I am an engineer by trade and my entire life I was rewarded for being right. In the stock market you must figure out where you are wrong, because if you don’t know that then you can’t manage risk. Many trading accounts have been blown out by super-smart people who thought they could outsmart the market.
Luckily my math background did give me an edge in derivatives. I gravitated towards options because I understand how markets price risk and how volatility works when trading stocks. My ability to structure risk around a stock using option trades is where my edge lies.
I believe that consistent success in the market comes from the ability to systemize trade setups. It seems that much of the financial media is about trade idea generation-- what stock to buy, what to sell, what hot industry is around the corner and so on. But you rarely hear about the framework that leads investors and traders to make their decisions about entering and exiting these ideas.
My main trading strategies tend to be more complex and more short term, but retirement portfolios with a slightly larger timeframe are definitely suited towards covered call trading.
 



FINANCIAL DISCLAIMER
 
Here is my commonsense disclaimer. If you want the full legal rundown, it is available in Appendix A.
As with any financial speculation, you can lose a lot of money trading options. Because of the leverage available in the options markets, there are ways to lose your entire account very quickly. That’s why you need to learn how to manage risk.
I’m not a broker, and nothing in this book is advice on how to buy or sell securities. You should not take this book as the gospel truth, and any investment decisions you make should go through a financial advisor.
This book is for educational purposes only, and that means you are personally responsible for your gains and losses.
 



WHAT IS A COVERED CALL?
 
A covered call is a very simple option position. This is one of the simplest trading strategies to master-- I believe that it is easier to learn than option buying!
A covered call is the combination of buying stock and then selling a call against the stock. The process of selling a call is also known as “writing,” which is why a covered call is also known as a “buy-write” trade.
Let’s talk about the mechanics of options so you can better get an understanding of what this trade accomplishes.
The options market is completely different than the stock market. When a company needs money to fund operations, they can raise capital through the sale of stock. The stock market is also known as a capital market.
The options market is not a capital market-- it is a risk market. Two parties come together to exchange risk. An option buyer is looking to remove risk, and the option seller is looking to take on risk. The main element in this exchange is the premium that risk is worth.


Figure 1: A Breakdown of the Risk Exchange in the Options Market
The options market is the kind of an insurance market. If you are trying to buy hurricane insurance in Florida in June, you will have to pay a high premium. If you try to buy hurricane insurance in Oklahoma in December, you will have to pay a low premium.
The premium is how much risk is currently being priced into the market.
Buy or Sell?
Now there are two kinds of options-- calls and puts. Because of this, we can add an extra dimension of risk as you can buy and sell either.
Calls give you the option to buy at a certain price. In exchange for this right, you pay a premium.
Puts give you the option to sell at a certain price. In exchange for this right, you pay a premium.
So far, so good, right?
There is also a difference between a call buyer and a call seller. The option buyer gets the legal right to transact stock, and the option seller gets the legal obligation to transact stock.


Figure 2: The Tradeoff Between Call Buyers and Call Sellers
Now remember, a covered call is a stock buy with a call sale, so let’s consider what selling a call does.
If you sell a call that means you are assuming the legal obligation to sell stock at a certain price. This tends to trip up a lot of people because call = buy, right?
That’s just for the option buyer. The call option buyer gets the right to buy, but as a call seller you have the obligation to sell.
If you just had the call sale on, this is known as a “naked sale” because you don’t have stock to transact. If the call buyer wishes to transact stock, then you would end up being short stock, which is not always the best place to be. The naked sale is also a net short position, meaning you lose money if the stock rises. 
But the covered call has both a long stock position and a short call position. This means the covered call is a net long position -- you make money as the underlying stock rises.
Since we are option sellers, that means we are taking on a risk in exchange for some reward.
The risk in covered calls is both to the upside and downside. The downside risk is that the underlying stock tanks, which still leaves us at a loss. 
But there is also upside risk-- because by selling the call we are in effect limiting our upside, which means if the stock rips higher, we make money but not as much as if we had just bought the stock straight up. This is a risk related to opportunity cost.
Well if we are taking on risk, we gotta get compensated for that, right?


Figure 3: Option Values Are Split into Two Components
There are two components to an option price: the intrinsic value and the extrinsic value. The intrinsic value is the relationship between the strike price of an option and the underlying stock. It shows us how advantageous the option would be to transact.
Anything left over is the extrinsic value. This is also known as the time premium, or the risk premium. This extrinsic value is the premium paid for those who want to take on the risk, and it is the cost of insurance to those who want to reduce risk in a position.
 



 
Risks and Rewards
In order for me to properly explain how covered calls work, you will get a brief option greeks as it relates to this position. We will go into the option greeks more in detail later, but for a full, in-depth understanding of how option greeks work, check out my book “Option Greeks In Plain English: Mastery in Under 60 Minutes.”

One cool thing about the option greeks is that complex positions aggregate the greeks-- that just means that they are added together.
Now while straight stock positions are not complex, they do have a single option greek: delta. This greek is the directional exposure in a position. This will also be the main greek to consider when entering and managing covered call positions.
Specifically, the delta is the sensitivity of the position value relative to the underlying stock price movement. Since a stock position’s sensitivity is the same as the stock price movement, the delta will always be 1.
In a covered call setup, the position deals with 100 shares of stock for every short call. So for the stock position, we have a delta of 100.
We can represent this graphically with a payout diagram:


Figure 4: The Risk in a Long Stock Position
The delta of a short call is not constant so it gets a little more complex when analyzing this part of the position. In order to best understand it, we will look at the relationship of intrinsic, extrinsic, and expiration.
Imagine today is options expiration and you had purchase a call option with a strike price of $50, and the underlying stock is trading at $45. Would you exercise the call option? Of course not-- the call gives you the right to buy shares at $50 but you can just go purchase stock on the open market for $45 instead.


Figure 5: How Intrinsic Works on a Call Option
But if the stock were trading at $55, then it would be advantageous to use that call option. The intrinsic value is the relationship between the option strike price and the underlying stock price. It tells us exactly how advantageous it is to use that option.
Moneyness refers to how advantageous it is to use that option. An option that is "in the money" will have some intrinsic value.
Let’s go back to the $50 call option. If the stock is trading at $55, what kind of value would you expect it to have? Keep in mind that options deal in 100-share increments.
At least $5.00, because that’s the difference between the stock price and the strike price. If it were any less, the market makers would arbitrage the play by selling stock and buying the call.
What would happen to the value of the call if the stock went from $55 to $56? The option value would rise by $1. 
In fact, at expiration the intrinsic value follows a 1:1 tracking, just like long stock!
Now what about options that are “out of the money”? These are options that have no advantage to exercise at expiration. If the stock is trading at $45, then our $50 strike call option doesn’t do us any good.
And what happens to the intrinsic value if the stock rises from $45 to $46? Nothing, because it’s still not advantageous to use the option to buy stock.
So at expiration, the intrinsic value follows a 0:1 tracking, as if there were no exposure at all!
Notice how we are only talking about intrinsic value. There is another component called extrinsic value, which is related to the risk premium in the option. But since we are at options expiration, there is no time value in the option, and therefore no risk premium.
So here’s what we know
- 100 shares of stock will always have 100 deltas
-"in the money" calls at expiration will have 100 deltas
- "out of the money" calls at expiration will have 0 deltas.


Figure 6: Opex Payout of a Short Call
 



And since the directional exposure is in aggregate, we can simply add up the two positions together to get the payout for a covered call:


Figure 7: Constructing a Covered Call Payout
 
 



But what if we want to model a position payout before options expiration? What do we need to consider?
Remember that long stock doesn’t change. 100 shares are 100 shares. So all we need to do is focus on the short call option.
Up until now, we’ve been discussing how a call acts around options expiration. This is so we can isolate the intrinsic value. But now we need to look at the extrinsic value, also known as the risk premium.
The extrinsic value is whatever is left over in the option price after intrinsic value is looked it. This is the premium you pay to buy the option, or the premium you receive to sell the option. 
The option market is a risk market, and the extrinsic value is the risk pricing.
I don’t want to step you through big ugly equations that show how risk is priced in the market-- we just need to know it is there and it adds to the value of the option.
Here is what a covered call payout looks like at t-0 -- this means “right now” instead of at options expiration.


Figure 8: Covered Call At Opex vs. Right Now
If you notice the difference between the two, you will see that you make money if the stock moves higher but doesn’t move at all. You also can lose money if the stock sells off, and you can lose money faster if the stock sells off very quickly.
With that description we know that this position greeks are:
- long deltas (you make money if the stock goes higher)
- long theta (you make money if the stock doesn’t move)
- short gamma (you lose money if the stock moves fast)
We will discuss the greeks in detail later.
Risk And Reward
When you trade options, it’s not just about knowing whether the stock will go up or down. It’s about how fast the stock will move, and how long it will take to hit certain price targets.
So we can consider two additional factors - price, and volatility. 


A covered call is bullish on price, it means that your risk/reward is tied to the stock going higher.
Also, a covered call is bearish on volatility. This means your risk/reward is tied to how fast the stock will move.
 
 



WHY TRADE COVERED CALLS?
 
From looking at the payout diagram above, you should have a pretty good idea how a covered call will operate. With that in mind, you can learn about the main reasons why covered calls are an attractive trade.
1. You don’t have to be a perfect market timer. 
Because you are selling a call against your long stock, this gives you a lower directional exposure, which reduces the volatility in a position. On top of that, the position makes money over time, even if the stock doesn’t really move. The covered call gives you a way to reduce your basis in a position, so trying to “nail a trade” doesn’t matter as much. This has a profound impact on your trader psychology as you no longer feel forced into a trade or worry that you are chasing.
2. Better risk adjusted returns.

By reducing your risk and increasing your potential reward, you have the ability to gain a further edge in the market. If you combine covered call tactics with sound asset selection then you have the formula for a great investment strategy.
3. Reduce your basis over time.

There are times in a covered call where you can close out the short call for a profit and open up a new short call further out in time. This gives you the ability to reduce the cost basis in your position even further, thereby decreasing your risk and increasing your reward.
4. Does great in choppy markets.

Stock markets tend to have two or three really good trends in the year, and then are directionless as market distribution comes into play as well as sector rotation. Covered calls do really well in this environment as you can make money even if the market goes nowhere.
Essentially, if you can get a good feel for when a stock will rise, you don’t have to have a perfect entry and can still make money. Couple that with a solid risk management system and you’re set for a stronger portfolio.
But, there is a problem....



THE DOWNSIDES OF COVERED CALLS
Just like any other investment or trade out there, covered calls are not a perfect strategy. In fact, it’s a good idea to have some discretion about the trade, and use market context to dictate whether covered calls are the best idea. Here are some downsides of covered calls-- learning to avoid these downsides will make sure you only select the best trades available.
1. You get limited upside.

A covered call position is a net option selling position. You are a receiving a premium in exchange for reducing the upside risk in your position. Most traders don’t even consider upside risk, but it can have a significant impact in your trading.
Let’s say you are long stock at $50 and you short the $55 call. If the stock farts around (technical term) or moves up $5 then this was a good trade. But if the stock gets acquired and jumps $70, then you have a problem. Sure, you made money, but you also missed out on further upside gains. There is an opportunity cost to consider when trading covered calls. If you think there is much more upside in a stock, then you need to take the other side of the trade and go long calls.
2. Covered calls underperform in big bull markets.

This is an extension of the previous point. If the stock market enters some brave new world where stocks are moving up 3-5% daily, then your covered call strategy will have you missing out on a lot of gains. There is a time to be aggressive with risk, and times to be conservative-- there is no easy way to distinguish between the two, and I believe that the understanding of market context comes through experience.
3. New psychological issues.

Because you are now short volatility and short gamma, you will run into what’s known as “mean-reversion bias.” This often happens with option traders who always think the market has gone up too far or down too far, and are often late to the trend. I know this, because I am one of them.
There is also something called “anchoring bias” with your short call. If you sell a 65 call against stock, your mind will now be imprinted with that 65 level, even if there is no clear market structure around it. Time spent too far away from that number will be met with mental anguish as you want a “perfect pin” at that level.
4. Falling into a value trap.

Just because a stock is oversold doesn’t make it a buy. And just because you can use covered calls to reduce your basis doesn’t mean you should. Be wary of “value traps” -- stocks that start to look appealing because they’ve been hit aggressively by sellers. Sometimes the sellers are justified and the stock continues with its downward momentum.
Using covered calls as an investment or trading strategy is a great idea, but not always the best idea. Learning to identify riskier market environments-- both upside risk and downside risk-- will help you decide whether being an option seller is the best choice at that time. 
 



KEY COVERED CALL METRICS.
 
Let’s now talk about important numbers to consider when looking for potential trade candidates with covered calls. We will first cover the definitions, and then go directly into some examples.
If you don't want to calculate these by hand, don't worry-- your options brokerage can calculate these for you, or you can use the Covered Call spreadsheet provided to you in the bonus section.
The Basis
In normal stock trading, the basis is short for “cost-basis.” It is the value of the position. If you buy 100 shares at $50, your basis is $50. 
If you buy 100 shares at $50 then buy another 100 shares at $45, your basis will be $47.50.
With covered calls, your basis is calculated as the initial cost of the stock minus the premium that you receive. Do note that the calculation doesn’t include the overall value of the option, because the intrinsic value is related to the stock price.
The basis calculation is calculated conditionally:
If the option is OTM, the basis is the value of the stock minus the value of the option. We can do this because the entire option value is extrinsic value.
If the option is ITM, the basis is the strike price of the option minus the extrinsic value of the option.


Figure 9: Finding the Basis for a Covered Call
There are other methods to calculate the basis, but I choose this way because you will understand covered calls better if you focus on the extrinsic value in the option and how extrinsic changes over time and over price.
The Return on Basis
The RoB is critical to understanding risk, reward, and odds. If you are putting on a ton of risk for not enough justifiable reward, then the trade may not be worth it. But if the extrinsic value is high enough to make the call sale worth it, then you want to take the trade.
To calculate the return on basis, we must figure out the max return the covered call can receive. Because the reward in a covered call is limited, this is fairly straightforward.
Maximum return is the difference between the option strike and the basis. This is effectively the highest transactional value that you can receive.
Now if your call is "in the money" (ITM), it means that the value of the stock is higher than the value of the option strike. It may seem as though the transactional value would be lower. But because we calculate the basis for ITM options a little differently, then this issue is worked out fairly simply.


Figure 10: Calculating the Max Return
A quick note: if you own the stock during a dividend, then you will need to include the dividend in either the basis or the max return.
Now to calculate the return on basis, you simply divide the Max Return by the Basis. This will give you a percentage.


Figure 11: Calculating the Return on Basis
This value will tell you the max net return that you will receive, and it can also be a good guide as to whether you want to enter the trade or not. If a covered call gives you a return of 3% but you think the stock will move higher by 6%, then you want to just buy the stock and maybe roll it into a covered call later. 
Calculating the return on basis gives you a more practical approach when valuing options, especially if you haven’t fully grasped exactly how options are priced.



EXAMPLE BASIS CALCULATIONS
Let's take a look at a potential trade in Freeport McMoran & Gold (FCX)


This covered call is where we buy 100 shares of FCX at a price of 36.78 and then sell 1 Dec 37 Call against it for 1.20.
This trade makes money as long as we stay above our basis before December expiration. 
To figure out our basis, all we have to do is subtract the value of the option from the buy point of the stock. 


36.78 - 1.20 = 35.58
To calculate the max return, simply take the strike price of the call and subtract it from the basis:


37 - 35.58 = 1.42
So that means you can make $142 at most on this play.
Placing the max return in percentage terms is important so you can analyze different stocks with different prices and volatilities. Let's calculate the return on basis (RoB):


1.42 ÷35.58 = 0.039 →3.9%
This means that if this trade is successful you can make about 4% return on your capital.
These are the main metrics you will be dealing with when using covered calls. Let's take a look at some other calculations:
Annualized Return on Basis
This value is what you would expect to make if you were able to take a single covered call trade over and over for a year. If you had a covered call that gave you an RoB of 3% in 30 days, then the annualized return on basis is 36%.
These calculations are done automatically with most option software. Here is an example from TD Ameritrade (thinkorswim):


The left hand column shows us the "Covered Return," which annualizes out potential returns from the call sale alone. It is a function of strictly the extrinsic value.
The "Max Covered Return" shows you the annualized gains of both stock price movement as well as any gains from upside movement in the stock. This is a more "idealized" scenario.
Notice that while the Max Covered Return value continues to increase, the Covered Return will decrease. This shows us that if we choose higher strikes for our covered calls, more and more gains will be a result of the stock price movement instead of gains from the call sale. This will be important when we discuss tradeoffs. 
If you're impressed by these "annualized" numbers, be wary. Advertisers will sneak in the annualized RoB to show you the potential of covered calls, but this assumes optimum conditions-- meaning that the stock goes higher every single month. When we include volatility and drawdowns, the actual returns will be lower than that-- but still very impressive.
Calculating the Odds of Max Return
Because of market volatility, you won’t know if you will get max return-- but with option pricing we can figure out the odds that you will get that max return.
An option delta is the directional exposure the option has relative to the stock price movement. If an option has a delta of 40, that means for every $1 the stock moves, the option will move by $40
By some mathematical trickeration, the option delta is also related to the odds that the option will expire in the money.


Figure 12: You can see how delta values are directly related to the odds of expiring in the money
Through a little common sense we can see how this works. An at-the-money option will have a delta of around 50. We also know that at any point in time, a stock has about a 50% chance of going higher or lower-- at least that’s what the option pricing models tell us. 
The more out of the money we go, the lower the delta and lower the odds. The more in the money we go, the higher the delta and higher the odds.
So when will a covered call get max return? When the option goes in the money. What are the odds we go in the money? It’s about the delta of an option.
If you buy stock and sell a 30 delta call, the statistical odds that the option will expire ITM is 30%, which means your odds are around 30% of max return.
Keep in mind that these odds are based off mathematical models. It assumes price movement is pretty random--if you can time stocks or use technical analysis, you can get an edge.
Why is this important?
Because there is a tradeoff between risk, reward, and odds. If you sell a higher delta call, you will have lower directional risk, higher odds, and lower rewards. If you sell a lower delta call, you will have higher directional risk, lower odds, and higher rewards. This fact is inescapable, and it is the main issue we address when choosing the best options to sell in a covered call.
Before we can address the tradeoffs, we need a look at the true risks of an option, also known as the Greeks.
 



COVERED CALL GREEKS
 
What do you care about when you trade stocks, futures, commodities, forex, and bonds? You care whether or not the asset goes up or down. That’s where the risk is-- higher or lower.
With options there are other things to worry about. Because an option eventually expires, the market tries to price the option as a function of risk. But the risk isn’t just about higher or lower, it’s how fast and how long it takes to get to certain prices.
These risks are known as the greeks. It’s about how an option position changes over price, time, and volatility.
This is going to be a cursory overview of the greeks as they relate to covered calls. For a more in-depth explanation about how the greeks work, check out my book “Option Greeks in Plain English: Mastery in Under 60 Minutes.”

Delta
We've already discussed delta in detail when it comes to how to construct an option. But now we will see how delta acts in a covered call.
Let's start with an example of an AAPL covered call:


For quick reference-- the top line is what the position looks like at expiration, and the bottom line is what our position looks like right now.
Again, the delta of an option is simply how much money you make or lose when the stock moves. Since covered calls are bullish positions, it means this is a long delta position.
But delta is not constant. It can change. And that leads us to...
Gamma
This is where things get a little tricky. 
This greek is the change in delta relative to the change in the stock. 
Instead of getting into heavy math, think about this intuitively.
If the stock sells off, the sold option becomes worthless, and all your exposure is related to the stock position along.
And if the stock rallies, the sold option will start to negate the exposure, meaning your directional exposure (delta) comes close to 0.
Taking a look at the graph, we can look at the delta-- it is simply the slope of the p/l line.


By this reasoning, it proves that your position risk is not constant. In fact, it increases if the trade goes against you. That's the main tradeoff when you are a net seller of options-- you feel that the risk isn't that great relative to the premiums (rewards) the options market is giving you.
So why would you have such an adverse risk profile?
That leads us to...
Theta
This is a greek that tells you how much money you make or lose as time goes on.
Remember, options are decaying assets-- and since you are short calls, the premium decay works in your favor.


The theta rewards are what make the gamma risks worth it.
Finally there's one more greek to discuss...
Vega
Let's start back with a foundation that we can construct the concept of vega. An option value is composed of intrinsic value and extrinsic value. 


The extrinsic value is also known as the risk premium. We can measure the risk premium across assets by doing some fancy math and we come up with a number called the implied volatility, which tells us how much volatility the options are implying-- simple, right?
If the perception of risk rises, then what do you think happens to the risk premium? It goes up, which means that the extrinsic value goes up and the option value goes up.
Since covered calls are an option selling strategy, you will be net short vega. This means you make money if the implied volatility goes lower, and you lose money if the implied volatility goes higher.
When you pick covered call candidates, you want to get into names that you expect volatility, both implied and actual, to decline. 
There are many instances in which implied volatility is too low. This means that the premiums available are not worth the risks you take. 
 If you think that the volatility in a name will be much higher, then you want to use a different strategy that is net long vega.



THE MAJOR TRADEOFFS
With a clear understanding of the risks (Greeks) involved, you should have a good picture as to that the tradeoffs are in covered calls. Let's take a look at some of the main considerations.
Premium vs. Risk
If a stock option has a higher amount of premium, then you can get larger returns from selling that option.
The problem is... option premium is "rich" for a reason. It may have earnings coming up or may be a takeover target.
Conversely, the boring, low-risk stocks will have option boards that are low-priced. These will be more "certain" plays, but the market often prices that risk (or lack thereof) accordingly.
In other words, you get what you pay for.
There will, of course, be times in which an options market will over or underprice the stock's volatility. As you develop volatility analysis techniques, you can use those to help get an edge in your covered call trading.
Theta vs. Gamma
If there is one tradeoff you will never get away from, it's the tradeoff between theta and gamma. If a call sale offers you a massive amount of theta (time premium gains), it will always be tied with massive gamma risk. 
This is especially true when dealing with weekly options. Due to the exponential decay function related to theta, the bulk of your theta gains will come through in the last few weeks of an options lifecycle. 
But that also means you are exposed to a higher position variance. This is a function of how your delta changes over time (also known as charm). At expiration, the delta of a covered call is either 0 or 100. That means if a trade starts going against you right at expiration, it will go against you really hard.
It's what I call the gamma knife edge. And I've been cut on it plenty of times.
The tradeoff is-- if you select a call option that is too far out in time, it will take forever to realize any sort of theta gains. The benefit would be that you aren't stuck on the gamma knife edge
 
 



A
SECRET STRATEGY
There's an alternative to a covered call strategy that offers you the same risks and rewards, but with a reduced cash outlay.
A put sale gives you the legal obligation to sell stock at a certain price by a certain time. This is a long delta trade, with a limited risk payout for theoretically unlimited reward.
Let's take a look at the payout diagram for a put sale:


Looks awfully familiar, doesn't it? That's because covered calls and put sales are equivalent with respect to the risks.
There are a few advantages for using put sales over covered calls:
Reduced capital requirements. If you are using a margined account, selling puts will require a fraction of the capital compared to buying stock in a covered call position. The risk here is that you can get overleveraged, but if you use that extra capital wisely (like for hedging positions) then it can actually help you manage your risk.
Reduced Commissions. Instead of having to pay to trade stock and options, you can just trade the option. That "discount" can add up over time.
Simpler Exit Execution. If you are right on a short put, then all you have to do is let it expire worthless or buy it back at a very low price. Many option brokerages will not charge commission if you buy an option back at very low prices. 
Compare that to a covered call. If you are right, then the stock will rally and your call will go in the money. This also means that the bid/ask spread will widen out (it's what happens to ITM options) which makes it difficult to exit if you want to.
When we get into the trade lifecycle, I will show you how it's a great idea to first start with put sales with the potential to evolve into a covered call.
 



WHAT PLAYS TO AVOID
Here is the main tradeoff when it comes to covered calls: if the risk premium available in the calls is higher than the risk we take, then we should get into the trade. Let me explain a little further.
The option market is all about probabilities. We don’t know if a stock will go up or down $5, but we can assign odds. Those odds are how the market determines the risk premiums (extrinsic) available in the options. 
If the market is pricing in a $7 move to the upside, but we think that the stock will move up only $5, then we should pick up covered calls. However if we think the stock will move up $15, then we should use a different strategy like call buys.
A covered call position is great when you are bullish on a stock, but don't think there will be an explosive move higher. In more advanced terms, you think that the probabilities of asymmetric rewards are lower, but you can still think that stock ownership is a wise choice.
What does this mean practically? 
Let's take a few examples to show you when covered calls are a terrible idea.
Keep in mind that there will always be exceptions, but these rules hold up fairly well.
FDA Events
There are a select group of stocks called "biotechs." These companies often have binary risk around an event-- generally an FDA event. These companies have been working hard on drugs to help people, but they don't know how well those drugs work and whether they will be approved in the U.S. 
Often the company will have a date in which they release a clinical trial that shows the result of those drugs. If the drug works, it will give the stock a massive boost as a new revenue stream is opened up. However, if a trial fails or the FDA rejects it, then the stock collapses as it has no potential for future cash flows.
Because of this binary risk, the options market will see a massive rise in the premiums. This is like how home insurance premiums rise if a hurricane is about to hit.


Figure 13: Dendreon is a great example of biotech risk
Many investors will think that the "fat premiums" that are available make covered calls an attractive choice-- but too many times the asymmetric risk takes hold and wipes out a position. And even if the trade works, the covered call limits the upside which means you aren't paid enough to justify the risk that you take.
Momentum Stocks
Companies that have an opportunity for massive growth will not be the best candidates for covered call trading. It comes back around again to the idea of risk and reward. With covered calls you are limiting your upside reward.
This means that if you are investing in a company with asymmetric rewards then it's not the best idea to limit your upside. Sure, you may now have better odds on the trade but over time it will not be a profitable system.


Figure 14: Covered Calls Will Lock You Out of Potential Upside
One of the main components of a momentum based trading strategy is to have that 10% of your investments make 80% of your profits. You can't accomplish this using covered calls.
Low Volume Stocks
A major risk in options trading is liquidity risk. If a stock doesn't trade much volume, it stands to follow that there won't be many options traded as you need a lot of market participants that need ways to reduce risk.
The problem with low volume stocks ends up being that if you enter an option position and want to exit, you won't be able to exit with good fills. This slippage is part of that liquidity risk, and it can add up over time.
Low Price Stocks
All other things being equal, a $20 call option will be more valuable than a $2 call option. This means on an absolute basis you will receive more premium on higher priced strikes.
Why does this matter? It comes down to commissions.
Let's say you pay $1.50 per option contract and $5 for stocks. That means to enter into a covered call, it will cost you $6.50. And if you need to exit, then that's another $6.50 for a $13 roundtrip.
If you are putting on a covered call on a low-priced stock, the trading commissions will eat up a significant amount of your trading profits. 


Figure 15: Even though this option board is liquid, it's not worth trading
 
 
 



DESIGNING COVERED CALL SCREENERS
 
The Problem With Most Screeners
There are plenty of solutions out there for you if you want to find the "best covered call" to trade. 
But many of these solutions are lacking.
It comes back to the "fat premium" trap. Just because a stock option has a very high amount of premium, that doesn't make it a sale.
But that's the starting point for many of these screeners. They look to maximize the reward in the covered call without taking into account any sort of risk. This means that any list you pick up will be full of companies that report earnings in the near term or are biotech hand grenades.
A Baseline Screener
To fix this problem, you need to first find the best stocks from a risk management perspective. These are going to be larger cap companies with plenty of liquidity and are in uptrends.
6 Simple Steps to a Good Stock Watchlist
Key Resource: Finviz.com -- I love this site. There's a ton of data visualizations that can give you a better feel for how the market is trading, as well as screeners and tools to make you a better trader. We will be using their free screener in this section. You can find it here.
When you first open up the finviz screener, you will see a list of over 6,000 stocks and etfs.


Figure 16: The Starting Blocks for Our Screener
It would be foolish to think that we can step through every single stock to find the best trading instrument, so we will first apply some common sense filters to give us a baseline stock list.
Step 1: Remove ETFs
The first one is to select "Industry -> Stocks Only." This will remove all ETPs out of the picture-- there is a time and place for market and sector bets but we are looking at companies for now.
This takes us down to around 4,750 stocks.
Step 2: Make Sure they Have Options
The next filter to apply is "Optionable and Shortable." If the stock has no options then we can't do covered calls, and having the ability to short makes sure that the market can be a little more 2-sided. 
This takes us down to 3,350 stocks. 
Step 3: Remove Liquidity Risk
With the introduction of weekly options and the maturation of the algorithmic industry, the options market has become a little bit more "inbred." This means that the majority of the trading volume tends towards the same stocks.


Figure 17: An Example of a Non-Liquid Options Board
This means that even though a stock is optionable, it doesn't make it a good trade. Many times a stock's options will have very little trading volume as well as a wide bid/ask spread. You can end up with liquidity risk, meaning that exiting the trade will be very difficult and you will incur further slippage.
To reduce this risk, we will apply a volume filter: "Average Volume -> Over 1M"
If the stock has a demand for liquidity, it often means that the options have a demand for liquidity. 
This takes the list down to 1,000 total stocks, but we can go further. 
Step 4: Higher Share Price
Due to the cost of commissions, trading covered calls on low priced stocks is not always the best trade. Instead, focus on higher priced names by applying the filter: "Price -> Over $10"
We are now down to around 800 stocks to look at. It's getting a lot more manageable.
Step 5: Bigger Companies
Smaller capitalization companies are stocks that can generate higher rewards but with higher risk.
When you invest in smaller cap companies, the bulk of your gains will come from price appreciation. When you put on covered calls, you limit the price appreciation, so it can actually reduce your risk-adjusted returns. 
Covered calls are best suited to larger companies, not high growth firms. We can filter this out by selecting "Market Cap -> +Mid (over $2bln)."
We are now down to around 700 companies. 
Step 6: Stick With The Trend
A major issue with covered calls is the "value trap," where you think the stock is low enough to justify a wise investment. 
I don't have deep pockets, which means I don't have the patience or the need to stay in losing stocks forever until their value is realized. Instead, I can wait for the bigger participants do the heavy lifting for me to turn a stock around.
A simple technical filter can be applied here:  "200-Day Simple Moving Average -> Price above SMA200"
This takes the list down to around 600, and will depend on how mature the market trend is. This is the baseline screener.
Link to Your Finviz Baseline Screener
Quick note: Some of these filters may need to be adapted depending on market conditions. For example, the 2008 market crash led to share price, trends, and market cap shrinking across many stocks, so reducing those to find candidates was a good idea back then.
An Alternative List
If all you want is a list of stocks with liquid options, the simplest thing to use is the Penny Pilot Program List.
The Penny Pilot Program is an initiative by the CBOE to tighten up the bid/ask spread on option markets. This allows traders to achieve better fills on their positions, which in turn (should) increase liquidity. These stocks are chosen by investor interest and pre-existing liquidity. So if you want to focus on liquid options, this is a great place to start.
You can learn more about the PPP here.
 



SOME TRADING SYSTEMS
Understanding the mechanics of covered calls is simple compared to developing profitable trading systems. In this section we will discuss some of my favorite setups that use this strategy.
Pullbacks or Breakouts?
Because covered calls are a short gamma, long theta kind of strategy, I tend to focus on contrarian plays. There's a very specific reason for this.
When a stock sells off, investors get scared. They either start to dump the stock (which leads to more selling) or they will buy protection. If they buy protection, it means that the demand for options rises, which means the premium rises.
By selling covered calls in this environment, it allows you to sell higher premium. This means you can get a better risk-adjusted return compared to a market that is more complacent.
Keep in mind, by going long when a stock is selling off aggressively, it often means that you won't see "instant" profits.
The timeframe on these kinds of trades are months, not weeks. The goal is to enter into a position with the intent of selling options against it to work down the stock basis to very low risk levels.
Setup 1: Bollinger Band Buy
On a daily chart, overlay a Bollinger Band with a sampling period of 50 days and bands of 2 standard deviations.
If a stock sells off into the lower Bollinger Band, start looking for signs of support on a 30 minute timeframe. From there you can enter a position.


Setup 2: Failed Breakdowns
When it comes to basic technical analysis, sometimes the best bet is not to play the chart, but to understand what everyone is thinking about the chart.
There are times where a "captain obvious" support level exists on a chart, and a ton of discretionary traders are anchored onto that level.
Then the level breaks, and it looks like all hope is lost, right? Not so fast. What happens here is that all those traders will stop out of their trades, but an institution is willing to buy at those prices. Then we see a sharp reversal back above that level, leaving the new stock holders in a position of power.


This "failed breakdown" strategy is a great opportunity to put on a covered call strategy.
Setup 3: Buy the Blood
The final setup to observe is more of a market based setup. This is a good timing mechanism if you are waiting for a general oversold indicator to occur in equities.
In this setup we look at the VIX, which is the supply and demand for S&P options. When the VIX spikes higher, it often indicates fear in the markets-- but we don't stop there.
Like the failed breakdown strategy, we are looking for smart money and dumb money. 
The first thing to look for is a statistically significant move above the upper Bollinger band - 20 day sampling period this time. The first spike in the VIX is often smart money getting ready for a downside move. We use that candle's high as a reference level.
The next thing we look for is a pullback, then a spike above that reference level. This is the equivalent of a jab, right hook-- the first hit isn't that bad, but the followup can be downright nasty. 


This second spike is indicative of true fear coming into the markets. This is the "blood" we were looking for. From here, it's often a good spot to go shopping for stocks that you've been wanting to pick up for a while but wanted to wait for a good entry point.
Setup Warnings
Just remember, that these setups are not always perfect and won't guarantee success in your trading. You must figure out your risk tolerance and build systems that are right for your trading style.
 



A
COVERED CALL LIFECYCLE MAP
Imagine that you want to buy a stock, then sell it for a profit. Your stock investment lifecycle would look something like this:


Pretty simple, right? If you want to get more active about it, a proper lifecycle map would look like this:


When it comes to options trading it gets a little more complicated because we are dealing with more than just stock, we have to include options that are much more dynamic in terms of directional exposure. You will also have to deal with potential assignment issues since you are short options.
In order to fully grasp the process, let's build out the entire lifecycle map from scratch. First, we begin with opening a cash-secured put sale.


Now there are a few outcomes to consider from this trade. We could close the trade out entirely, or it could expire worthless:


You could also get assigned. When you are short a put, you have the obligation to buy stock. So if you are assigned, then you will end up with long stock.


And you could also adjust the trade by rolling the short put to a new contract that is lower in price or further out in time. This leads you to still have a short put.


 
If we end up with long stock, we can then sell a call against it and further reduce our basis:


Now from here we are only going to look at the covered call lifecycle. Assuming our stock position stays constant, we only have to worry about the short call.
So what are the possibilities for our short call?
Well, we can get assigned on our short call position. This is known as getting "called away," and it just causes you to exit the position.


You can also have the short call expire worthless, and then you can decide to exit the trade, keep just long stock, or cover up with another call.


 
You could also take your pre-existing short call and "roll" it to a longer duration call.


So from here we have a pretty detailed map of all the possibilities and permutations that are available during the lifecycle of a covered call. This may seem overwhelming, but remember you don't have to deal with each of these possibilities at once-- you just need to know where you are on the map and what the next available step is.
From this map we can develop conditions that would require you to move from one condition to the next. This is where it gets tricky-- if you are looking for a magic bullet you won't get one as each person has different risk characteristics, but we can layout an example decision tree that you can modify for your own purposes.
 



Delta Band Trading
Due to some mathematical voodoo, we know that the delta of an option is directly related to the odds that the option will expire in the money. This means we can use the delta to be consistent with our entry and adjustment techniques across different asset classes.
One of the best risk management techniques is the roll. This is where you close out an option position and open a similar option position, but with different strikes or months.
Rolling put sales and covered calls at key areas allows you to keep your overall directional risk low while maximizing your potential returns. There is a ton going on, but if you focus on triggers around your position's delta, it can help to take some of the emotion out of the trade.
Here is a roadmap to consider when considering a covered call strategy. This is broken into if/then statements, but if you want a more graphical representation, refer to the decision tree available in the bonus materials.


If you want this entire flowchart in a full color pdf, signup to get the bonuses.
 



TRADE
EXAMPLES
We're going to go through a handful of trades that I have put out on my site IWO. This will include winners as well as hilarious losers. 
We'll start with some simple ones first.
Fading Rate Risk in XOM
In August of 2013 I wrote:
Exxon Mobile has seen a significant selloff off its recent highs.
Much of the selling has to do with "rate risk." As treasury yields rise, funds go out of high-dividend yield names because if you can get the same rate of return with less risk, then you reallocate accordingly. That's why stuff like consumer staples and REITs have not done so well.
But with XOM coming into long term support, this is a good area to play some put sales.


Here's what to do:
Sell Oct 85 Puts for 1.10 or higher.
You keep the credit if XOM stays above 85 by October expiration. If you are assigned, it puts your basis at 83.90. From there you can sell a November call against it for around 1.50, which reduces your basis down to around 82.50. You'll also catch a dividend of around 0.80 next quarter, so if you include that into the basis calculation, you can end up getting a basis of 81.70. That's a great price to own XOM from.
A Post Earnings Fade in TGT
In September 2013 I wrote:
After a not-so-stellar earnings report, TGT has dropped over 12% back to levels not seen since March:


The stock has a bit of a bear flag look to it, but I think any further movement to the downside will give you a good opportunity to sell premium and get a great basis on this stock for a long term hold.
Here's the trade I like:
Sell TGT Oct 62.5 Put for 1.15 or higher
So if TGT drops under 62.50 then you get assigned with a basis of 61.35. If you can pick up a November call to sell against your stock and it puts your basis in the 60s. From there you catch a dividend and it puts you around 59, which is a great price to own this stock.
Statistically Oversold in TLT
The short bonds trade is hilariously obvious by now. I'm sure Bill Gross is now booked solid on CNBC to talk is long bond book.
And don't get me wrong, treasuries have been hit with a ton of volatility. We've had a 30-year (40?) secular bull market in bonds, and I'm sure many still believe the risk-freeness of Treasuries.
But with that context, check out a weekly chart of ZB (bond futures) with a 20-week rolling return indicator:


[Note: This indicator is available in the Bonus materials]
The rate of change over the past 20 weeks is pretty unprecedented. And I think that you can get away with a cash-secured put sale:
Sell TLT Oct 100 Put for 1.05 or higher
You sell an Oct 100 put for about a dollar and you got a basis of 99. If assigned, you then sell an ATM call against and it puts your basis around 97.50. The etf has a monthly dividend of around .25 so you are down to around 97.25. If you do that a few more months and you've got yourself a good looking long bond position for a long-term hold.
 
Buying the Blood in Oil
In November 2013 I wrote:
Crude oil has been hit very hard over the past month. We're now down 10% on a rolling basis.


Given we are oversold and heading into key support in the low 90's, this is a good place to pick up some exposure in USO for a long term hold.
Here is the trade I like:
Sell Jan 33 Put @ 0.97 or higher
Basis: 32.03
Return on basis: 3%
If assigned in January, we will sell the Feb 32 call against, which will move the basis down to 31. From there we just keep selling covered calls against it until called away.
Avoiding disaster in CCJ
Cameco Corporation is a company that deals with Uranium mining. Back in 2011 the stock was nailed on the Fukishima incident, where a tsunami+earthquake+godzilla disaster caused the nuclear facility to overload.
This lead to a nasty move overnight.
But this isn't about that time. This is about a month beforehand.


On February 8th, I called out a put sale trade:
Sell Feb 40 puts @.60






Basis: 39.40






Return on basis: 1.5%






This trade is known as a pb2bo pattern, or pullback to breakout. The idea was that as it pulled into previous resistance, it will find support and rally.
Fortunately, the put expired worthless into February opex. If I had chosen to roll the trade out to March, I would have been left with this:


So I dodged a bullet. I got lucky.
But let's say I got stuck in this position, would it have been salvageable? Let's go through a hypothetical scenario.
It's February options expiration and I decide to roll the put out a month in time. So I would go out and sell the 41 put for 1.10.
Assuming I want to account for the profits from my original trade, this would put my theoretical basis at 38.30.
Then we see a nasty gap down to 31. I'm now at an unrealized loss of $730 per put sale.
We open up on March 14th around 32. At this point I can decide whether to add to the position, roll the put down, or close it out for a loss. Just for simplicity's sake, let's assume I just hold the short put through expiration and I end up with stock at a basis of 38.30.
At March Opex, the stock is trading at 29.40. So from here I can sell the Apr 31 call for 1.30, which puts my basis down to 37.30, and if called away I would be at a loss of $630 per covered call.
April comes around, and it doesn't look like it's getting any better:


At April opex, the call expires worthless, and I can sell the May 30 call for 0.80, which puts my basis down to 36.50. I also caught a dividend of .10, so basis is now down to 36.40. If I'm called away, I'm at a loss of $640 per spread.
Let's move to May opex-- not much has improved:
 


Now that the May options are worthless, I can now sell the Jun options. Because the risk from Fukishima continues to head down, the implied volatility is low which means I am not collecting as much premium anymore.
Selling the Jun 28 call for 0.70 reduces my basis to 35.70. If called away I end up at a loss of -$770.
June is not any better:


Again, the June options expire worthless, and I can roll out to July.
The Jul 25 calls are going for 0.60, which moves my basis down to 35.10. If called away, I'm looking at a loss of -$1100 per covered call.
July comes around and I am called away:


At the loss of $1,000, once you include all dividends and rolls. That sucks.
Keep in mind this was all hypothetical, and it shows you the problems with trying to play covered calls in broken stocks. It can be a very tricky endeavor.
Now in hindsight, "averaging down" may have given you fewer losses. But if you don't time it just perfectly, here's what you are left with:


Could you have finally ended up with a profit in the trade? Sure it would have just taken you 18 months to work your basis down. 
What this does is it ties up both your investing capital as well as your emotional capital. You can't focus on the best opportunities because you're too busy managing a dog of a position. Sometimes it's best to just exit out of a busted trade.
 



A Failed Fade in RAX
RAX had an ugly earnings report and was coming into key support at its inclining 200 day moving average as well as price support.


So my brilliant idea would be to fade the momentum here, thinking that the nastiness from earnings would already be priced in.
Not so fast.
This was the start of a fugly downtrend, on the back of price competition across the board in the company's space.
The trade was: 
Sell Jun 55 Puts for 3.00 or higher
I wrote:
If we are assigned, we will have a basis at 52 and then we will sell some calls for around 1.50-2.00 which will move our basis further down to 50, which is a great cost basis for RAX.






Sounds like a great plan, right?
Keep in mind, that we're currently in February, so these puts are longer dated, meaning we've got 4 months before we even deal with expiration.
Here's what happened:


Yeah, stock got cut in half.
Now this is one where I did end up averaging down, but in a very specific fashion. First, I went in with half size and intent to add, so while it wasn't a perfect risk management strategy, I still had some planned risk involved.
So I'm coming into June with a basis around 50. When assigned, the stock is trading at 35.38. So from here, I do something called a "covered strangle," which is simply a combination of a put sale and a covered call. I sell the Aug 40 call at 1.35 and the Aug 35 put at 2.75. 
To figure out potential outcomes, let's break the trade up a bit. If the stock sells off under 35, I've got a covered call with a basis of 48.65 and then I have new stock at a basis of 32.25 (from the put sale). That puts my new basis at 40 bucks, which is a lot better of a basis to manage.
If the stock rallies, then the put sale expires worthless and I can get called away. I then put the credit of 2.75 towards my basis in the stock. Combined with the call sale, my new basis is now 45.90, and if called away I will then sit at a loss of $590.
By doing the covered strangle I had the ability to reduce my potential losses by 50%.
RAX eventually traded back up above 50 by September. I wish I could tell you I was a market genius and somehow rolled my Aug options out to September, but I was happy to be out with a not-as-big loss.
Moral of the story: if you are playing higher-risk stocks, you may want to consider only starting with 1/2 size and plan an add if you are assigned.
 
 



YHOO: The Holy Grail
My position in YHOO turned out to be a massive winner. It was a consistent, income-generating machine and then it finally did takeoff.
On May 20th, 2011, I called this out:
Sell to open -5 Jun 15 Puts @.22






Cost basis on stock: 14.78






Return on basis: 1.5%






This was on the back of YHOO coming back and testing key support. That level did eventually break and I was assigned with a basis of 14.78.


At June expiration, I had stock with a basis of 14.78. I then took this trade:
              Sell Jul 15 Calls @0.50
This would reduce my basis further to 14.28.
Then July comes around, YHOO is still trading in that range, so I roll the Jul 15 calls out to the Aug 15 calls out for a credit of 0.66. This puts the basis further to 13.62, and if I get called away I have a return of 10% on my basis.


We then get some nasty action to the downside, but by the time August opex rolls around I can roll the Aug 15 calls down and out to the Sep 14 calls for a credit of 0.40. My basis is now 13.22.
During this opex cycle, I end up dumping the calls for cheap and then end up selling the Oct 16 calls for .70. I have my basis recorded at 12.52, but I'm missing the cost of the roll from September. I will keep going with the numbers I have.
For some magical reason, YHOO continues to trade around that 14-17 range for a while. I end up selling the Nov 17 call for 0.50 and the Jan call for 1.10. I chose January because the December options did not have enough premium to justify entry.
Going into 2012 I've got a basis in the 11's for YHOO. The stock then spends the next 9 months in the same trading range:


If you could pick the "perfect" kind of covered call candidate it would be this-- something that is stuck in a big, dumb stupid range but has enough premium to sell calls against it month over month.
I head into the fall of 2012 with a basis in the 9's. This counts as a "homerun" trade when it comes to covered calls.
 
 
 



WRAPPING
IT
UP
At this point you are now fully versed in the risks, rewards, and tradeoffs of covered call trading. You know when to avoid this strategy and when to put it on. You have seen key trading systems and risk management techniques that will maximize this strategy.
If you're ready to take the next step, here are a few tips:
1. Develop a trade system. You need to know why you are getting into the stock in the first place, and that methodology should become a system if you want consistent profits. It doesn't matter if you are trading based off a company's fundamentals or some voodoo in tea leaves-- just make sure you aren't doing it "on a hunch."
2. Rope Up. Find a community of like minded traders that can help you on your journey. It's no fun to sit by yourself all day with no feedback on your trades. The right forum or chat room can be a great asset to your development.
3. Get a journal. Ah, the tip that nobody ever does. "Logging" things is tough whether you are counting calories or managing a sales team. It's hard, but you still need to do it. You'll see what is working and what isn't. You can get a covered call journal in the bonuses.
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This book is for informational purposes only. The views expressed are those of the author alone, and should not be taken as expert instruction or commands. The reader is responsible for his or her own actions.
Adherence to all applicable laws and regulations, including international, federal, state and local governing professional licensing, business practices, advertising, and all other aspects of doing business in the US, Canada or any other jurisdiction is the sole responsibility of the purchaser or reader.
Neither the author nor the publisher assume any responsibility or liability whatsoever on the behalf of the purchaser or reader of these materials.
Any perceived slight of any individual or organization is purely unintentional.
 



WHERE
THE
CHARTS
COME
FROM
All the option data and risk analytics come from TDAmeritrade and their awesome thinkorswim platform. 
Reading a book is one thing, but hands-on training is another. Get a hold of some option analytics software and just spend a few hours playing, seeing how to construct trades and what changes around the risk profiles.
I highly recommend thinkorswim to any new option traders.
 



QUESTIONS
OR
COMMENTS?
I'd love to hear your thoughts. Email me at steven@iwomail.com
Need Help?
I help people build wealth and live better lives through options trading. Check out my services at InvestingWithOptions.com.
One Last Thing...
On the next page, Kindle will give you the opportunity to rate the book and share your thoughts on social media. If you believe your friends would get something out of this book, I'd be honored if you posted your review.
 



Table of Contents
Covered Call Trading:
Strategies for Smart Investing Profits
By Steven Place
How to Get the Most Out of This Book

Why You Need to Read this Book

3 Beliefs That Keep You From Trading Covered Calls

Have a Belief In Yourself





Table of Contents

Introduction

Financial Disclaimer

What is a Covered Call?

Risks and Rewards





Why Trade Covered Calls?

The Downsides of Covered Calls

Key Covered Call Metrics.

Exmple Basis Calculations

Covered Call Greeks

The Major Tradeoffs

A Secret Strategy

What Plays to Avoid

Designing Covered Call Screeners

A Baseline Screener





An Alternative List





Some Trading Systems

A Covered Call Lifecycle Map

Delta Band Trading





Trade Examples

Wrapping It Up

Disclaimer

Where The Charts Come From

Questions or Comments?



images/00029.jpg





images/00028.jpg
b e e
D2 818201 01302 113,09 L1290 G296 RO sy

s

'WMM ol i

1550
150

&

s 10
% 3 - B
oo

25
2w
ey

s
10

Vohie 16,708317

=

3
T —— \ﬂuﬂmhulul\luu.m‘uhm\Imd\l\huhluhl\mwu\rﬂih-\lmmuu‘\hu‘m‘ﬂ“m |z
L A L A e





images/00031.jpg





images/00030.jpg
—_—

Covered Call

A






images/00033.jpg
Long
Stock






images/00032.jpg





images/00035.jpg
ORON Dendreon Corporation(NQ ) 256 0.00 0.00%
D7 075 757 L 48 €2 s v

dwm ‘I‘\Mwm“wﬂwhK"’ ”j"kl‘ur’.

WWWfJ

m}%n*

“hatng)
Whmes a8

k ®
R
sttty

| .|u||ihl|l||!n|n.|...|u..ul,
B il

ll
ol

il
Witk






images/00034.jpg
YGT Target Corporation 64.96 0.14 0.22%
D+ /2612015 03,42 WA3.91 L3.15 €357 Raz w

t

fpt® ' - S
it dgd L b4
n T H!W'

5‘,‘ |

i 'la

e 3761056

il
hn






cover.jpeg
M \ )f ' \
el 1 \n
t STRATEGIES FOR
ENHANGED INVESTING
" PROFITS

STEVE PLACE





images/00026.jpg
Eh USRS Loy 181V, G685 RN
D1 51262011 0:27.02 W27 L2660 €227.05 Ros ¥

It vﬁ i &

l ‘nﬂ gt "u"'n‘ H
Tyt . . 5
= B

h Z’,

U“w MlTw“"‘ aml"m' ' H

e o

[es (I

'vﬂ’ﬂ il 5

Vo 3272700






images/00025.jpg
0 Delta
22

0,
©
/’Q

Short Call





images/00027.jpg
Your theta will always be positive,
but s greatest f the option is at the






images/00058.jpg
Long | Short
Stock | Call






images/00060.jpg
Max Return:

Strike Price - Basis

4






images/00059.jpg
20¥ Joy Global Inc. 57.6501 03499
BSE 0oz 819 cozos R3S v

"

w%w"»r ‘W '

=
o=

5 $ECRUCHRCEASIREEAR & ¥ ¥ ¥

W,

e

=

Vot 944356
fa

il h.l\h\l“n\‘lhJhluhlﬁ il mw\m»M“L!\mhuul\!\‘Il\m\hn\nU\:u\»uhhumwlm bl 3=

1724068 15 22 Now 12 1976DSAI0 17 24 2am 14 22 Feb i 13 Parit 16 Apr 15 22 Faay 1320






images/00018.jpg
AT HFRECS SRR SRr. SR S
0040512011 059,61 H29.80 L2904 €29.90 Ro7 ¥

EE

38

8

Vohane3 272,700






images/00020.jpg
Your Delta decreases f the stock

/| Your Delta increasesif the stock sells






images/00019.jpg





images/00024.jpg
CC) Camece Corperation 15.12 0.14 0.74%
D 07/0712011 025,58 M25.69 15,08 C25.41 Ros vassmi

RUBUBERYSHNYY B

BEY






images/00023.jpg
The Risk
Exchange

Option Buyers Option Sellers

Reduce Risk Assume Risk

Pay Premium Get Premium






images/00015.jpg
SVIX Volatity SEP S00 1346 -0.45 324%
D:05/120013 01393 14 29 L1373 14 20 Ross vavis
EB20,20) upper o o1 4TSS 1119245

20

20
s
20
x5

155
1500
s
e
us
v
1850
1500
1550
150
s
o)
ns
1w

ns

na

ul 15 2 E P " 1 T 1





images/00014.jpg
Bad to Exercise, OK To Exercise,
No Intrinsic Value Intrinsic Value Builds






images/00017.jpg
A Lt st et s
D 01212012 04,11 M43 L3392 €4 52

Bl
i
”Ml.mN',y-

I u' "'x"

Ross v

s
o
e
3
i o
nu.w"h 75
My i
Iy =

i

|
‘l ".w"“'l o

s
a2

 co0

i1

s





images/00016.jpg
I

2000
-





images/00049.jpg





images/00048.jpg
Return ... Max =R ET

L
on Basis Return





images/00051.jpg
1282
1,104
15
42
B
E
a5
2188
1,004
a5
1,520
)

1080 @
1000
atn
atc
780 ¢
S0 C
g0 c
amc
amec
285 ¢
2107
a5 1

0z

0z

0z

180Q
11300
1000 ¢
amc
at0c
710 C
610 C
108
amc
aanc
200N
T n
;e
1sc
15N

JUN13
a3
ams
a3
a3
a3
a3
a3
a3
ams
ams
s
ams
ams
SN 13

39
a
@
2
%
a
a5
a5
a7
a
a8
@
s
el
85

0z
0z
0sc
054
15
15
ac
mc
e
anc
mc
e
Py
azmc
14:e

30 ¢
e
anc
asc
asc
4T
asc
asn
508
BsC
a5
118 C
amc
am g
1540 N

1138
50
am

220
12783
1233
435





images/00050.jpg
Long
Stock






images/00009.jpg
ALANIRSL SR St T LS SN SR
x 22012 022,78 H22.91 L2255 €228 Ra% vesem

op
s
g

e
M"Mw ’ .oz

“n
#
H

oane 3272700

n

of

uﬂln-f-JII‘ll"l\l\\‘l\wmhnl‘lh'm\Iulwﬂ\Ilun-mulwn‘m\mml-mu\-mlmnﬂhl‘mmlllhﬂlmm\.l\au-\lummmuﬂmmmn
AN ot ol bl et s





images/00053.jpg
Covered Call Process Map

For Cash Secured Put Sales
If...

No Position

Delta>70 and >2 weeks to
expiration

Delta > 70 and <2 weeks to
expiration

Delta <20 and >2 weeks to
expiration

Delta <20 and <2 weeks to
expiration

For Covered Calls

If...

Delta >80 and >2 weeks to
expiration

Delta >80 and <2 weeks to
expiration

Delta <20 and >2 weeks to
expiration

Delta <20 and <2 weeks to
expiration

Then...
Sell a 40 delta put with 45-60 days to
expiration

Roll down to the 50 delta put sale
Roll to next month's 40 delta put sale or get
assigned

Roll up to the 40 delta put sale
Roll to next month's 40 delta put sale or expire
worthless

Then...

Roll the call down to the 50 delta call
Roll the call out 1 month and down to the 50
delta call

Roll the call up to the 50 delta call
Roll the call up to next month's 50 delta call or
get called away (then go to put sales again).





images/00008.jpg
0 Delta






images/00052.jpg





images/00011.jpg
cALLs

Deta . ProbiTh

<Dt () 100
7
7
e
6
s
55
st
8
2
=
En
£l
27
24

7328%
eBa3%
Ba53%
B024%
s5.70%
51.30%
B8
288
Er
483%
Ers
2733
2004%
21.00%.

Bl X

3430 X
E
2825 %
2525 %
2245 x
1985 X
17.45 X
1520
1330 H
1145 X
a8 x.
840X,
745 .
6.00/C.

sk

588 H
3205 x
2900 %
2585 4
2310¢
2015 x
1775 %
1588 C
1388 C
1188 C
1025 4
a7mc
7408
6.30B.

Strikes:

Bq
DEC13
DEC13
DEC13
DEC13
DEC13
DEC13
DEC13
DEC13
DEC13
DEC13
DEC13
DEC13
DEC13
DEC 13

Stike

420
485
500
505
s10
515
20
25
530
535
540
545
550
585





images/00055.jpg
et sk Bmlssd B a8 i d

o 010712014
5(50,2.0) —spes —lones ht=S1,0751/83.0165

250
10009
500

2%
s
=0
s
£y
750
70
7%

700

%0
00
ki 18,567,095

T s TN






images/00010.jpg
TLT 3yWD: 114130 10647 [H 106567

L 10368

C: 10377

(@200 70 Amervade  company e
@ iShares’

ln






images/00054.jpg
PR NSNS ) TN TN .
D 07/1S/2011 011475 14,9 Ll4 61 14,68 Ro3 v

= s

lw\M‘J WW"»
w o : =

e GY






images/00013.jpg
Investing
With Options





images/00057.jpg





images/00012.jpg
Call Buyers

* Reduce
Downside Risk

* Keep Upside
Reward

*Pay Premium

The Risk
Exchange

CallSellers

*Small
Downside Gain

*Upside Risk

*Get Premium






images/00056.jpg





images/00047.jpg
Company
Agilent Technologies Inc.

Alcoa, Inc.

Asset Acceptance Capital Corp.
iShares MSCI AC Asia Information Tech

Atfantic American Corp.

Aaron's, Inc.
AON Inc.

Se
Healthcare
Basic Mater
Financial
Financial
Financial
Services
Industrial G






images/00038.jpg
!

dl:s ““sa”ﬁssisgraagewz





images/00040.jpg
1tHT [ “p"
WY : ul%mﬂl ?.nl,n?”'é idh' g

iy

Vo 14302213

|||II||||.[|||||||||Innu|||I|||||||nl|I||||I|||||||||||mI||||I||I|||||III|||||||1||





images/00039.jpg
Basis if Stock Extrinsic

b P
oTM = Cost Value
Basisif | __ | Option Extrinsic

=

I™ Strike | Value





images/00042.jpg
Long | Short
Stock Call






images/00041.jpg
AX Rackspace Hosting, Inc 48.59 0.91 1.91%

> 625013 035,97 .7 1555 €281 e v
o0

50

i 0

g B

pane 733200

S 111

o 10 S e "L 19 75 Mar 11

il
= Apr






images/00044.jpg
Max Option

Return | == | sStrike |— | Basis





images/00043.jpg
140
214
1,424
1831
e
ES

o

218
3028
4062
7680

13791

11802
6032
3208

1581
111N
85
BN
nz
10
05
03X

182X
114 8
7N
anc
2
Mz
BN
051

DEC13
DEC13
DEC13
DEC13
DEC13
DEC13
DEC13
DEC13

15

25

En

45
s

0z
o
a1
29
o1
102
145 C
193¢

2N
05 %
2z
AN
81
104 1
153 %
200 X

40
a

21
0

930
255
4684
2504
2e02
a7
100
57





images/00046.jpg





images/00045.jpg
caLs

o et e Cav.

a7
81
1347%
1958%
2022%
1581
s
547%

sa7

asin
1347%
1958%
2858%
a0z
s4.52%
7073%

Bl
400 X
315 x
202
1741
148 H
oz
aBH
2BH

sk
410
325 %
205 %
1784
1218
T4
81
8z





images/00037.jpg
CCJ Cameco Corporation 19.06 0.08 0.42%
D3 G11/2011 035,15 Hi36 8 13,93 C35.98 RS ¥

|I Pl [
" ‘
lll mu n?ﬂ "ﬂ* 'ﬂ »

0
Mo
! [r






images/00036.jpg
How Fast

Stock Price





images/00002.jpg





images/00001.jpg
CL 1y 0D: 118130: 94.36 |H 94.71 |L: 839 |C 8431 |R 081

|
E

h17s

s

hi2s

1o

hors

fos

hozs

oo

a7

jas

la2s

laoo

200

hoo

s 7= en2 TR )





images/00004.jpg
L*..w,ﬁ'n'

L

¥
il vl'?‘uu lrﬂﬂ‘”

SHUeRyLEYsasas

T

%

vohme3.272700






images/00003.jpg
Intrinsic

Extrinsic (Risk
Premium)






images/00006.jpg
Buy Stock I:> Sell Stock





images/00005.jpg
D: 071292011 025,13 125,72 125,05 €539 Roe ¥

| =
Ml[»“"i. ﬂﬁ =

lTwrwm Li”'l b ' e
. . IW

Vokme 3,272,700

“II|I|I|I|IIIIIII|IIn|||||III||||I||||||||||||Im|||||II||||||||I|
LU ORI R ]






images/00007.jpg
o2
/

Long Stock





