Option Strategy

Writing Covered Calls – A Yield Enhancement Strategy
“Writing” covered calls involves selling call options on a long common stock position. A covered call strategy is
used when the outlook for the stock is neutral or mildly positive. The strategy will outperform stock ownership
alone if the share price falls, is stable, or rises modestly during the life of the option.
When an investor sells a call option they earn premium. In return, the investor agrees to deliver the underlying
stock to the option buyer if the shares trade at a specifed strike price by a specifed expiry date. Having to deliver
the underlying stock to the option buyer is called being assigned.
An option writer retains all of their rights as a common shareholder, including voting privileges and entitlement
to dividends. They are also exposed to fuctuations in the value of the underlying stock and, as such, face the same
risks as if the call options 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 not assigned, the strategy
generates income for the portfolio as the call writer retains both the common stock and the premium.
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 brings in additional option premium, which
increases downside protection. The risk to rolling down is that the stock rebounds, causing 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 also 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. This is called “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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The Strategy at Work
An investor buys 100 XYZ common shares at $52.40 per share. They then sell one XYZ January 55 call for $2.50.
The option expires in 30 days.
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 + ($55 - $52.40)
$52.40
= 9.7%

Annualized Return

=9.7% x 365
30
= 118%

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% x 365
30
= 58%
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General Disclosure
BMO Nesbitt Burns Inc. and BMO Nesbitt Burns Ltée provide this commentary to clients for informational purposes only. The information contained herein is based on sources that we believe to be reliable, but is not guaranteed by us, may be incomplete or may change without
notice. The comments included in this document are general in nature, and professional advice regarding an individual’s particular position should be obtained. BMO Nesbitt Burns Inc. and BMO Nesbitt Burns Ltée are indirect subsidiaries of Bank of Montreal and Member-Canadian
Investor Protection Fund. “BMO (M-bar Roundel symbol)” is a registered trademark of Bank of Montreal, used under licence. “Nesbitt Burns” is a registered trademark of BMO Nesbitt Burns Corporation Limited, used under licence.
If you are already a client of BMO Nesbitt Burns, please contact your Investment Advisor for more information. BMO Nesbitt Burns, HNC or their affliates will buy from or sell to customers the securities of issuers mentioned in this report on a principal basis. BMO Nesbitt Burns,
HNC, their affliates, offcers, directors or employees may have a long or short position in the securities discussed herein, related securities or in options, futures or other derivative instruments based thereon. BMO Nesbitt Burns, HNC or their affliates may act as fnancial advisor
and/or underwriter for the issuers mentioned herein and may receive remuneration for same. Bank of Montreal or its affliates (“BMO Financial Group”) has lending arrangements with, or provides other remunerated services to, many issuers covered by BMO Nesbitt Burns’
Portfolio, Action and Research Team. A signifcant lending relationship may exist between BMO Financial Group and certain of the issuers mentioned herein.
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Dissemination of Reports

BMO Nesbitt Burns Portfolio, Action and Research Team’s reports are made widely available at the same time to all BMO Nesbitt Burns Investment Advisors. Please contact your Investment Advisor for more information.

Additional Matters

TO U.S. RESIDENTS: BMO Capital Markets Corp. and/or BMO Nesbitt Burns Securities Ltd., affliates of BMO Nesbitt Burns, accept responsibility for the contents herein subject to the terms as set out above. Any U.S. person wishing to effect transactions in any security discussed herein
should do so through BMO Capital Markets Corp. and/or BMO Nesbitt Burns Securities Ltd. TO U.K. RESIDENTS: The contents hereof are intended solely for the use of, and may only be issued or passed onto, persons described in part VI of the Financial Services and Markets Act 2000
(Financial Promotion) Order 2001.

