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Question of the Month: What Is a Covered Ca

By Aaron Skloff

Q: Can | turn the tables on Wall Street and pifoditn its greed? What are my options with options?
A: Many Wall Street firms are driven by greed —ttie detriment of clients, shareholders and ottadestolders.

The solution is covered call writing which turng tlables on Wall Street’s greed, generates a stoéamome and
protects your portfolio — all at the same time.

With this strategy, named covered call writing, yg&li (or write) the option for someone to buyacktyou already
own for a set price (called a strike price) in timeire. Covered call writing is considered to berewnore conservative
than simply owning a stock outright, as your rislactually reduced by the amount you receive (@allpremium)
when you sell a call.

Let's Look at an Example.On January 3, 2011, you write one ABC Decembera(each call represents 100 share
of stock) at a premium of $4, covered by 100 shafésBC stock you bought for $50 per share (footltinvestment
of $5,000). For ease of discussion, transactiotsagil be excluded in the examples below.

Stream of Income.When you write the one ABC December 60 call yaeiee $400; equal to $4 times the 100 share
of underlying stock the one option represents. $480 provides you an 8% return on your $5,000stent.

If ABC Advances to $60 on July 1 and your stocka#led away from you, you would be forced to selliyinitial
$5,000 investment for $6,000, generating a $1,006tmr a 20% return.

Your return would have been 20% (before divideridgdu simply invested $5,000 at the beginningha year, held it
throughout the year and sold it for $6,000 at tine @f the year. Since it only took half of a yeagenerate a 20%
return, your annualized return is 40%.

If your ABC stock paid you $100 in dividends on y&5,000 investment, you would earn another 2%. &elbrer, if
you collect 2% over the course of six months, yanumualized return is 4%. This brings the annualiaéarn on your
investment to 44%.

Don’t forget about the premium you receive when wwate the call. In the example above, the $400rgoeive
provided you an 8% return over six months on yd0®80 investment, for an annualized return of 1&#ts brings
the total annualized return on your investmentG&6

Often Overlooked. Let's assume ABC stock declines to $40 in a yetarie and you sell the stock for a 20% loss.
Offsetting your loss would be the 8% return youegated from the covered call you wrote and theyedlr's 4%
dividend — providing you an 8% net loss. Thus, cegeall writing is considered to be even more eoretive than
simply owning a stock outright, as your risk isuadly reduced by the amount you receive (calledeanpum) when
you sell a call.
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