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Options Strategy

Writing Covered Calls - A Yield Enhancement Strategy

“Writing” covered call options involves buying an underlying stock and, at the same time, writing - or selling - a call option on
the same stock position at a specified strike price (i.e., the price at which the option holder can buy the underlying security).

A covered call strategy may be used when the outlook for the stock is neutral or mildly positive. The strategy will outperform
stock ownership itself if the share price of the stock falls, is stable, or rises modestly during the life of the option (i.e., before its
expiry date).

When an investor sells a call option, they earn a premium - the price the buyer pays the seller for the right granted by an option
contract. In return, the investor agrees to deliver the underlying stock to the option buyer if the shares trade at a specified strike
price by a specified expiry date. Having to deliver the underlying stock to the option buyer is called being assigned.

The option writer retains all of their rights as a common shareholder, including voting privileges and entitlement to dividends.
At the same time, they are also exposed to fluctuations in the value of the underlying stock and, as such, face the same risks
as if the call option had not been written. However, the option premium earned lowers the cost of buying the common stock,
which provides some downside protection if the share price falls. If the stock is not assigned, the strategy generates income,

as the call writer retains both the common stock and the premium.

It's important to note that there is a potential opportunity cost to writing call options. For example, if the option is assigned,
upside potential on the underlying stock is limited to the strike price. For this reason, the option writer should be neutral
between continuing to own the shares and “selling” them at the strike price.

If the underlying stock price falls
As mentioned above, an ideal time to write covered calls is when the outlook for the underlying stock is stable or moderately
bullish. However, if the share price falls, the premium earned will offset some of that loss in value.

If the underlying shares fall more than expected, the call writer has several options available. They can either continue to hold
the stock and let the options expire naturally or, if they turn more bearish on the stock, they can close out the entire position by
buying back the options and selling the stock in the market.

An alternative strategy is to continue holding the stock, buy back the options, and sell a different option series with a lower
strike price. This is called “rolling down.” Rolling down creates an additional option premium, which increases downside
protection. The risk to rolling down is that if the stock rebounds, it will cause the option to be assigned at the lower strike price.

If the underlying stock price rises

If the share price rises more than expected the call writer has several choices. They can “do nothing” and potentially lose their
stock at the strike price or, if they turn more bullish on the stock, they can buy back the options, allowing the underlying shares
to rise without the risk of being assigned.

An alternative strategy is to continue holding the stock, buy back the options, and sell a different option series with a higher
strike price - in this situation, “rolling up”. Rolling up allows the underlying stock to appreciate further without risk of being
assigned, but generally reduces the amount of downside protection.
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Options Strategy - Writing Covered Calls

The strategy at work
An investor buys 100 XYZ common shares at $52.40 per share, and at the same time they then sell one XYZ January 55 call for
$2.50. The option expires in 30 days.

Scenario #1
If, at expiry, the stock price trades at $55 or higher and the option is assigned, the return is calculated as follows:

Simple Return =$2.50 + (555 - $52.40)
$52.40
=9.7%
Annualized Return =9.7% X 365
30
=118%
Scenario #2

If, at expiry, the stock price is below $55, the option will expire worthless.
The option writer keeps the stock and the premium. In this case, the return is calculated as follows:

Simple Return =$2.50
$52.40

=4.8%

Annualized Return =4.8% Xx 365
30

=58%

Seek advice

It's important to remember that options carry risks. Please speak to a BMO Nesbitt Burns Investment Advisor to determine if

an options strateqy is appropriate for your situation. Because there are risks associated with options, it’s important to weigh the
risks before you get started to determine if options are a good fit for you.
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Options are not suitable for all investors. Investing in options carries substantial risk and tax consequences. Investors may realize losses on any investments made utilizing leverage.
Future returns are not guaranteed, and use of leverage may magnify trading losses.

BMO Private Wealth provides this publication for informational purposes only and it is not and should not be construed as professional advice to any individual. The information
contained in this publication is based on material believed to be reliable at the time of publication, but BMO Private Wealth cannot guarantee the information is accurate or complete.
Individuals should contact their BMO representative for professional advice regarding their personal circumstances and/or financial position. The comments included in this publication
are not intended to be a definitive analysis of tax applicability or trust and estates law. The comments are general in nature and professional advice regarding an individual’s particular
tax position should be obtained in respect of any person’s specific circumstances.

BMO Private Wealth is a brand name for a business group consisting of Bank of Montreal and certain of its affiliates, including BMO Nesbitt Burns Inc., in providing private wealth
management products and services. BMO Nesbitt Burns Inc. is a wholly-owned subsidiary of Bank of Montreal. BMO Nesbitt Burns Inc. is a Member - Canadian Investor Protection Fund
and is a Member of the Canadian Investment Regulatory Organization. Please contact your BMO Nesbitt Burns Investment Advisor if you have any questions.

“BMO (M-bar roundel symbol)” is a registered trademark of Bank of Montreal, used under license. 2 0F 2
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