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A time for

but don't show when?
for a rally with minimized

What if all your indicators point toward a market surge,
Covered-call writing allows a trader to position himself
risk and earn a profit even if prices stall,

By Rick Thachuk

overed-call writing is an

invesiment sirategy that

has great appeal to the

stock and futures trader
who expects prices to rally, but
does not know when that will hap-
pen. Rather than attempt to fine-
tune timing signals for the outright
purchase of a stock or futures (with
dubious sucecess), or pay for time
premium of a call option [which
becomes more expensive the longer
the time to expiration) — covered-
call writing enables the trader to be
profitably positioned for a market
rally. yet still earn income even if
prices languish.

Covered-call writing consists of
buying a stock or futures contract
and then selling an out-of-the-
money call option on that contract.
An out-of-the-money call oplion is
one that has a strike price that is
above the market price. For exam-
ple, with shares of America Online
trading at $44 in mid-October, a call
option having a strike price of 55
per share is oul-of-the-money. The
option sold s protected or “covered”

by the long
stock position,
as opposed to
a naked option
sale, which has
no correspond-
ing long posi-
tion in the
underlying
contractl.
Covered-call
wriling is an
advantageous
strategy in both
stock [that
Is, when invesi-
ing in indi-
vidual stocks)
and commodity
markets.

How does it work? With a covered-call
write, a trader buys a stock or
futures contract that will earn a
profit if prices rally and will incur a
loss Il prices decline, The trader also
sells a call option and immediately
receives the premium from the sale
of this option. This premium income
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is retained regardless of what hap-
pens, If prices range trade or decline
up to the time of the option's expira-
tion, then the option will expire
worthless and the premium received
will help offset the loss, il any, on
the long stock or futures position.

If prices rally beyond the strike
price of the option by the time of the
oplion’s expiration, then the opton
will be exercised and the long stock
or fulures position will be closed
automatically at the strike price.
Although the trader will realize a
profit, the maximum profit is limited
by the strike price of the option.
There is a trade-off between maxi-
mum profit and premium Income:
The higher the strike price of the
option sold, the greater the potential
for profit, but the lower the premi-
um income nitially recefved.

The revenue received from the
sale of the call option enables the
trader to sel a stop order on the
long stock or futures position that
is more accommidative than other-
wise would be the case with a













