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Options Strategy – The Covered Call
The covered call is a strategy used to generate income from holding a long position in a stock. Additionally it offers limited protection
on a decline in the underlying share price. It is a strategy that is normally executed when an investor who is long on the underlying
share has a short term neutral view on its share price. It is also commonly referred to as a ‘buy-write’
In order to execute the covered call you must ensure you hold sufficient quantities of the underlying, that is if each call option
represents 1,000 shares and you are looking at selling 1 call option you must be holding 1,000 shares of the underlying to ensure the
call is fully covered. No margins are required to be paid on a covered call.
The covered call is executed as follows;
st

The investor holds 1,000 shares in XYZ as at 1 January 2010; the share is trading at $54. The investor has a short term neutral view on
its share price for the month of January 2010. As such the investor sells (writes) 1 x (out-of- the- money) XYZ JAN $55.00 Call option for
$0.70 premium.
The income the investor derives from writing the call option is 1 x 0.70 x 1000 (1,000 shares per contract) =$700 (excluding brokerage).

Three possible Scenarios will occur;
1)
2)
3)

XYZ will trade sideways for the month of January and at expiry closes lower than the $55 strike price. The result is the call
option expires worthless, the investor keeps the premium and the investor retains a long position in the XYZ shares.
XYZ falls in value far below the strike price of the call option at $55. The result is the option expires worthless; the investor
keeps the premium and retains a long position in XYZ shares.
The XYZ share price increases above the strike price of $55. The result is the call option is exercised (The investor sells 1,000
share at $55) and the upside on the share is capped at $55, plus the call options premium.

Alternative action prior to expiry
If the investors view on the share price changes significantly prior to the call option expiring, the investor can close out (buy) the call
position on the ETO market. The closing transaction thus relieves the investor of the obligation to sell their shares at the strike price of
the call option (in this example $55). Prior to taking this action the investor should weigh up the profit and loss that could be realized
from the option transaction against the unrealized profit or loss from holding the underlying share.
Overall, while this strategy can offer limited protection from a decline in price of the underlying share and limited profit with an
increase in stock price, it generates income because the investor keeps the premium received from writing the call. At the same time,
the investor can appreciate all benefits of underlying stock ownership, such as dividends and voting rights, unless he is assigned a on
the written call and is obligated to sell his shares. The covered call is generally regarded as a conservative strategy because it decreases
the risk of stock ownership.
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For more information on this strategy please call New York Securities Pty Ltd on (08) 9363 1700 to speak to an
Accredited Derivatives Advisor.
www.nysecurities.com.au
Disclaimer
The information provided is designed to give the user an understanding of options strategies. Options are derivative products and are not suitable
for all investors. The unauthorised use of this information may result in liability for breach of confidentiality, privilege or copyright. New York
Securities Pty Ltd AFSL 317392 its Directors and their Associates declare that they from time to time hold interests in/and earn brokerage, fees,
commissions or other benefits from the financial products mentioned in documents to clients. Any financial product advice contained in this
document is unsolicited general information only and has been prepared without taking account of your objectives, financial situation or needs.
New York Securities Pty Ltd believes that any information or advice (including any financial product advice) contained in this document was
accurate when issued. However, New York Securities does not warrant its accuracy or reliability. New York Securities Pty Ltd, its officers, agents and
employees exclude all liability whatsoever, in negligence or otherwise, for any loss or damage relating to this document to the full extent permitted
by law. Before making an investment decision based on the above, you need to consider whether the advice is appropriate for your own personal
financial circumstances and risk profile.

