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Chapter 1

What is Covered Call Writing?

Introduction and preview example

Introduction

Covered call writing is a low-risk investment strategy that combines two different
strategies:

e Stock ownership
e Selling options

Most of you are familiar with buying and owning shares of stock but a low percentage of
retail investors trades stock options. Let me premise my remarks by saying that this is
NOT rocket science and can easily be learned. Explaining this strategy to novice
investors is the purpose of this series, Beginners Corner Information. With this series as
a steppingstone, our mission statement is to help take you from novice to master in a
short period of time. We call this becoming “CEO of your own money”. Ultimately, we
would like to see all our members become financially independent.

Let us first define the three words in the strategy name:

e Covered means we first buy the stock before selling the option. As you will learn
later in this series that protects us from catastrophic capital loss.

e Call is the type of option we are selling. The option buyer is given the right, but
not the obligation, to buy our shares at a price that WE determine, by a date that
WE determine.

e Writing means that we are SELLING the option, not buying it. It is the initial sale
of the option.
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To sum up: we buy a stock and sell an option which gives the option holder the right to
buy our shares at a certain price (strike price) by a certain date (expiration date). In
return for undertaking this obligation we receive a cash premium that the market
determines.

Preview example

In this hypothetical, we will buy 100 shares of BCI Corp. at $48.00 per share for a total
investment of $4800.00. Now that we own the shares, we are free to sell the option. We
select a sales price of $50.00 (as an example) and select a 1-month expiration date. An
average return for this option sale could be $1.50 per share or $150.00 for the contract.
This represents a 3.1%, 1-month return based on a cost basis of $4800.00.

At the end of the contract month (most options expire on the third Friday of the month, 4
PM ET) the option holder will decide whether to exercise the option and buy our shares.
If the price is below $50.00, the agreed upon sales price, the option will not be
exercised, and our shares will remain with us. Now we are free to sell another option on
those same shares for the following contract month. Our 1-month option profit is 3.1%.

If the price of the stock is above $50.00 as the contract is expiring, the option will be
exercised (we’ll discuss later in this series how to avoid this if you choose to) and our
shares sold at $50.00 per share. In this scenario, we generate an additional $2.00 per
share profit or $200.00 for the 100 shares. Our total profit becomes $450.00, $200.00
from the sale of the stock and $150.00 from the sale of the option. This represents a
7.3%, 1-month return.

Now, there is some risk in this strategy. The risk is in the stock, not in the sale of the
option. If share value declines by more than the option premium received (known as the
breakeven), we can start to lose money. That is why we must have a series of exit
strategies in place to mitigate losses or turn losses into gains. We will discuss exit
strategies later in this series.

Summary

Covered call writing is a conservative, low-risk, cash-generating strategy that combines
stock ownership and options selling. Stock selection, option selection and position
management are critical skills needed to achieve maximum success.

In Chapter 2 of this series we will address Option Basics.
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Chapter 2

Option Basics

When selling covered call options

Definitions- General

e Covered call writing is a strategy where you buy a stock and then sell the right to
purchase those shares from us at a price called the strike price, by a date called
the expiration date. We receive a cash premium for undertaking this obligation.

e There are two types of options:

Call- the right to buy 100 shares of stock
Put- the right to sell 100 shares of stock

Definitions- The strike price as it relates to the stock price

e At-the-money (ATM) strikes are the same price as the current market value of
the stock. For example, if you buy a stock for $30.00 and sell the $30.00 call
option, it is at-the-money.

e Near-the-money (NTM) are close to the current price of the stock. For example,
if a stock is trading at $29.96 and sell the $30.00 call option, it is near-the-money.

e Out-of-the-money (OTM) strikes are higher than the current market value. For
example, if you buy a stock for $48.00 and sell the $50.00 call option, it is out-of-
the-money.

e In-the-money (ITM) strikes are lower than the current market value of the stock.
For example, if you buy a stock for $56.00 and sell the $50.00 call option, it is in-
the-money.
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Definitions- The option premium as it relates to the stock price

An option premium consists of intrinsic value and time value:

Option Premium = Intrinsic value + time value

e Intrinsic value is the dollar amount the strike price is in-the-money. It is NOT
profit. In the above example (ITM) if we buy a stock for $56.00 and sell the
$50.00 call the intrinsic value is $6.00, the amount we will lose when the stock is
sold.

e Time value is the total option premium minus the intrinsic value (if any). For
example, if we buy a stock for $56.00 and sell the $50.00 call for $8.00, $6.00 is
intrinsic-value (not profit) and the balance of $2.00 is time-value, or our profit.

Only in-the-money strikes have intrinsic-value. Both at-the-money and out-of-the-money
strikes have only time-value and therefore are all profit. There are advantages and
disadvantages to using each of the four strike price types and we will address these
issues later in the E-Book.

What is an option chain?

This is a list quoting option prices for a particular stock.

How do we access an option chain?

All online brokerages have option quotes available and there are many free sites as
well. Here is one:

www.finance.yahoo.com

Enter ticker symbol of stock
Get quote

Click on option link

See screenshot below
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How do we read an option chain?

Contract Name Last Trade Date Stnke Last Price Bid Ask Change % Change Voiumé Open intérést Implied Volatiity
ALX 11:47PMEDT 100.00 3922 4350 4500 0.00 - 10 10 68.31%
ALX ALXN: $144.08 11:47PMEDT 12000  18.90 23.40 2560  0.00 - 1 1 46.06%
AL 6-week retumns 3:10PMEDT 12500 1550 19.60 20.80  0.00 - 3 7 40.28%
ALX 10:00AM EDT 13000  14.80 1490 1620 +060 +4.23% 1 30 35.50%
ALXN171020C00135000 2017-09-01 3:52PM EDT 13500  12.00 10.90 12.00 +120 +1111% 14 39 32.08%
ALXN171020C00140000  2017-09-01 1:47PM EDT 140.00 H067% 820 1020  31.93%
ALXN171020C00145000 2017-09-013:38PM EDT 14500 574 500 600 +074 +14.80% 33 26 30.85%
Mllf."%“.@mg@@ 2017-09-01237PMEDT 15000  3.63 3’2? 410 033 +10.00% 45 70 13&1:-'?..5’_‘.‘1]
ALXN171020C00155000 2017-09-01 3:38PMEQ#F 15500 227 #.85 250 +032 +16.41% 47 77 30.37%
ALXN171020C00160000 2017-09-01 1:13PMEDT 160.00 128 070 140 +021 +21.43% 10 33 29.46%
ALXN171020C00165000  2017-08-25 11:47PMEDT 16500 050 030 050 0.00 - 10 10 26.12%
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Note the following:

e Top left = current stock price; 6-week returns
e Blue arrows:

o Strike price ($150)

o “Bid” premium price ($3.20)

The “multiple tab” of the Ellman Calculator shows that this trade will result in an initial 5-
week time-value return of 2.2% with a potential additional return of 4.1% if share price
moves to or above the $150.00 strike. More on calculations later in this E-Book.

Summary

Options are contracts that give the holder the right to buy or sell 100 shares of stock.
Strike prices can be ITM, ATM, NTM or OTM. Option premiums consist of intrinsic-value
(for ITM strikes only) and time-value.

In Chapter 3 we will discuss stock selection for covered call writing using fundamental
and technical analysis.



THE BLUE COLLAR

BE CEO OF YOUR OWN MONEY

Chapter 3

Stock Selection Using Fundamental
And Technical Analysis

When selling covered call options

The 3-Required Skills

To achieve the highest levels of returns, we must master:
e Stock or ETF selection

e Option selection
e Position management (exit strategies)

What is Fundamental Analysis?

This is a method of evaluating the financial health of a company by looking at earnings,
sales and assets among other items. There are also many ratios used to measure the
financial well-being of a company. Today we have a myriad of online screening services
that can be used to evaluate corporate fundamentals.

Fundamental Analysis- BCl Methodoloqgy

In the BCI system a stock must pass three (predominantly) fundamental screens to be
considered for covered call writing:

IBD 50

IBD SmartSelect Ratings

Institutional Components
o On Balance Volume (OBV) to assist in identifying trend
o Mean analysts rating (MAR)

Finviz.com screener
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The IBD 50 Index favors stocks with stellar earnings and sales growth:

IBD 50 STOCK LIST: IBD's flagship screen of leading growth stocks gives you 50 companies showing strong relative
price strength'and top-notch fundamentals. Before you decide what stocks to buy, always check out these new and
innovative stocks that historically far outperform the S&P 500. Click ticker for latest chart analysis.

You can trade the IBD 50 in just one transaction with Innovator Capital Management's IBD 50 ETF (FFTY).

Symbol/ Rank Price Vol EPS Sales Tools
Company - Price % Chg %Chg %Chg %Chg
o 1 3827 2032  $21 112 s (v] 4 (L]
Kirkland Lake Gold Ltd
i 2 16641 4108  §47 52 25 (v] 4 (L]
Veeva Systems IncCl A
TEAM

3 130.92 40.78 $-56 133 38 [Z [Z @
Atlassian Corp PlcCIA

The IBD SmartSelect ratings use both fundamental and technical parameters and rate
the top-tier stock with a “green circle” in their “check list”:

10
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CTAS
is ranked
2" in group

IBED RATINGS FOR CTAS

Rating Checklist
Composite Rating 98 Q
EPS Rating 98 Q@
RS Rating 92 @
Group RS Rating A (@)
SMR Rating B Q
Acc/Dis Rating A- Q

On balance volume adds volume on “up” days and subtracts volume on “down” days:

11
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[CTAS Cintas Curp.|Nasdaq GS + BATS @ StockChartscom
17-Jun-2019 2:11pm Open 23595 High 237.07 Low 233.02 Last 233.02 Volume 300.2K Chg -3.35 (-1.42%) ~
= CTAS (Daily) 233,02 |

Price
movement

——_— e ss i e e T L T o ST, S 155
17 24 20197 414 22 22 Feb 11 410 25 Mar 11 18 25 ADFXﬁ 22 Mayc 12 20 22 Jun 10 17

= On Balance Vol (14 Jun) |/‘_/ I

17 24 20187 14 22 28 Feb 11 15 25 Mar 11 18 25 Apr & 15 22 May® 13 20 25 Jun 10 17

Median analyst rating (MAR) averages analysts’ rankings of stocks where 1 is the best

and 5 the worst:

12
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Recommendation Trends »

15

15 15
14 14
2
M Sirong Buy
0 & B Buy

B Underperiorm
W Sell

. e e .
Jun  May  Apr Mar

Recommendation Rating >

The Finviz screener is a free screening site (www.finviz.com):

FINVIZ SCREENER

www.thebluecollarinvestor.com

o= I (3) || Fondamentaits) | vechoicaita) | ican) [

[ Exchange Any v Index Any i Sector Any y Industry
Market Cap. +Miid (over S2bln) ¥ P/E Any v]  Forward P/E PEG
bre Price/cosh Prcefree Cash low €3 aronth
T ) Saeah )
post 5 years | next S years Fositive (S0 v past S years soskive(o0% X atr over gtr ]
Dividend Yield Any v Return on Assets Return on Equity Return on Investment
it T oebeasty [amy T oeveasy ot Harg
Net Profit Margin Any v Payout Ratio Any M ln.-.ide:‘ Any v Insider Any 3
pationd [, T Fomshen ooyt fecom e T —
retomce [y O T o — T r—
20w Srecis 35 S i 2000 st i Crm—
Average | Any v | Average Price above SMASO ¥ ‘Average SMA200 below SMAS ¥ Change !
20-Day High/tow  [Any v]  50-DayHightow  [any v]  s2wWeekHigh/low  [Any v Pattern
Beta Any ¥ | Average True Range | Any v|  Average Volume Relative Volume
| pice  JoverS1s  v]  Targetprice  [Any v]  wpopate [Any 2 i ] —— )
| Overview Valuation |  Financial | O hij hnical | Custom | Charts Tickers Basic | TA |

[EEN
w
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Here are the BCI screen requirements:
e SmartSelect: all 6 check list ratings must be “green”.
e MAR: “3” or lower
e OBV: consolidating or in an uptrend

Here are the links to some fundamental screens:

www.investors.com (paid service, not needed if you are a premium member)

www.finance.yahoo.com (free)

www.finviz.com (free)

All stocks not listed in the IBD 50 must pass both the SmartSelect, MAR and OBV
screens.

What is Technical Analysis?

This is a method of predicting future stock price based on historical price movements.
The price of a stock is plotted over time. We view these charts to determine trend and
momentum. Here is a link to a free site to access price charts:

www.stockcharts.com

Technical Analysis- BCl Methodology

We look at the following 4 parameters:

Exponential moving averages to determine trend

MACD Histogram to determine trend and momentum

Stochastic Oscillator measures momentum

Volume is used to confirm the other indicators/ identify negative divergence

14
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AMAT Applied Materisls, Inc. Nasdag 65 + BATS @ StockChartscom
18-Sep-2017 3:09pm Open 47.80 ﬂgh 4353 Low 47 .74 Last 43.15 Volume 8.4 Chg +1.01 (+2.14%) &
W AMAT (Daily) 48,15 | | | | | | (@845)
— EMA[Z0) 45,45 i
—EMA(100) 43.32 &=

20-dand 100-d ||
EMAs e

?-34
?32
MACD %“
Histogram L2e
Cest  Thew | bes 2047 Feb | mar  Ap  Msy den g awg  NSep
- MACD(12,26,9) 0,792, 0,435, 0.357 | 16

oscillator

- AWS A Y
TRV T T T T T T T T T TR T T T stochastic

Note the following:

e The moving averages (20-d and 100-d EMASs) are trending higher with the short-
term (blue line) higher than the longer term (red line). These are bullish or
positive signals.

e The MACD Histogram is the blue bars that oscillate above and below the zero
line. Above zero is bullish; below zero is bearish.

e The Stochastic Oscillator is the black line that measures price momentum. Each
point describes where the price is in relation to the past 14 trading days. If the
14-d trading range is between 30 and 40, a price of $38 is in the 80" percentile.

15
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e Volume bars at the bottom of the chart will confirm changes in the other
parameters. If MACD turns positive (for example) on high volume it is more
significant than had it turned positive on low volume.

The Premium Stock Report

Chart:

Next ER
PRICE Tech

Dato
Pass Moan BAR Ind, OK: ? NT™M Commeants
Running % (Tentative

Wk
Price Industry Segment Fundl& Analyst above MACD Wkly ol (The last or next
List Company Name oBV Chart Commeonts Beta Div.  Unless
(S US) Segmont Rank Toch Rating 20 EMA & Avall >100 Ex-Div dato Is

Yiald
= o) Contr shown)
SEE NOTE

IN KEY

Screens  (MAR) above  STOCH.
100 EMA  (Y/N?)
)

PASSED PREVIOUS WEEKS & PASSED CURRENT WEEK
HE|  |Heico Corp Otner | 10411 | Aerospace AA Y 210 A @ ? vISTO. & 108 [ 010 | os2e19 Y 3 01/02/19
DG  |Dollar GeneralCorp | Otner | 12195 Retall A Y 200 | » @ ? v ISTO & 080 | 100 [ os3ote | ¥ Y 1 04/08/19
FIVE  |Five Below Inc Otner | 13210 Retall A Y 1.80 v @ ? Y ISTO & 129 080519 | Y N 1
RHT  [Red Hat nc Otner | 18569 | Soware AB Y 260 A Y ? MACD: A /STO. Y | 033 06724119 Y Y 4
TEAM |Atiassian Corp Pic 1 12952 | Sotware NA Y 220 A Y Y 164 07719 Yy | 21
"T85 [romsyemsece | Omer | trods | rmance | am | v | 20 [ 41 v | v | | a6l oso| orzsne | | v | 5 | Pemeenimes

Note the following:

e The blue row at the top of the screen shows the fundamental and technical
screens we discussed plus a few common-sense parameters that will be
highlighted in Lesson 4.

e Itis not a difficult task for average retail investors to do the screening procedures.
The BCI Premium report will save the time and effort.

Summary

Stock selection for covered call writing begins with locating the stocks with the greatest
earnings and sales statistics or fundamentals. We then evaluate the price chart or
technical analysis to determine price trend and momentum.

Screening can absolutely be accomplished by average retail investors. To save you
time, the BCI team produces a weekly report of screened stocks.

In Chapter 4 we will discuss common-sense parameters that must be factored into our
stock selection process.

16
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Chapter 4

Stock Selection: Common Sense Considerations

When selling covered call options
After screening our stocks fundamentally and technically there are several common-

sense considerations that need to be factored into our investment decisions. Adding
these additional screens will bring our profit level up even higher.

Avoid Earnings Reports

The rule is to NEVER sell a covered call option when there is an earnings report coming
out in the current contract cycle. The report may disappoint or positively surprise. Either
way, it represents added volatility and risk. It caps the upside of a positive surprise but
gives inadequate protection against a bad “miss”. It is okay to use the equity after the
report passes if the stock still meets the system criteria. Two places to access earnings
reports data are:

e WWW.earningswhispers.com

e The BCI Premium report

Avoid Stocks That Report MONTHLY Same Store Sales Stats

In my books and online streaming DVDs, | refer to these equities as “banned stocks”.
These monthly reports have the same impact as earnings reports and represent risk
that conservative investors are not willing to take. Also restricted are the airline stocks
that produce monthly capacity reports. The list is in my books, the “Free Resources” link
on our web pages and on our premium site.

17
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Minimum Trading Volume

Never buy a stock with an average trading volume less than 250, 000 shares per day.
These stocks will tend to have larger bid-ask spreads and generate unfavorable trade
executions for us. Also, we should favor selling call options with a minimum open
interest (OI) of 100 contracts. The screenshot below of an options chain (also
highlighted in Lesson 2) shows the rows that give bid-ask and open interest:

Contract Name Last Trade Date  Strike  Last Price Bid Ask Change % Change Volume [ Opénintérest Implied Volatiity
ALY 11:47PM EDT 100.00 39.22 4350 4500 0.00 / 10 68.31%
ALN ALXN: $144.08 11:47PM EDT 120.00 18.90 2340 2560 0.00 - 1 1 46.06%

AL 6-week returns 3:10PMEDT 12500 1550 19.60 20.80  0.00

7 40.28%

ALX 10:00AM EDT 130.00 1480 1490 1620 +060 +423% 30 35.50%

ALXN171020C00135000 2017-09-01 3:52PM EDT 135.00 12.00 1090 12.00 +1.20 +11.11% 14 39 32.08%

'ALXN171020C00140000 2017-09-01 1:47PMEDT 14000 830 ’s.so +080 +1067% 820 1,020 31.93%

Stock and Industry Diversification

To decrease the chances of one particular stock or industry having a major negative
impact on our total portfolio we have the following rule in our BCI methodology:

We must have a minimum of 5 different stocks in 5 different industries in our covered
call portfolios with no one stock or industry representing more than 20% of the portfolio
value.

Our BCI Premium Watch Lists have industry information. Using exchange-traded funds

(ETFs) is another way to diversify with less securities. These are mutual funds that
behave like stocks. | go into detail about these securities in my books and DVDs.

Cash Allocation

It is important to make sure that no one stock or industry has an excessively high
percentage of cash allocated to it. We should NOT have the same number of shares of
a $10.00 stock as we would a $100.00 stock. If we had $50,000.00 to invest in 5 stocks,
we would allocate approximately $10,000.00 per equity. Before we execute the trades,

18
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we must also make sure that some cash is left over for possible exit strategy
executions, a subject we will address in a later lesson. Here are the steps we take:

Divide the price of the stock into $10,000.00
¢ Round off the number of shares to the nearest “100”

e Make sure 2% to 4% of the cash is available for exit strategy execution
($1000.00 to $2000.00 in this case)

e After purchasing the shares sell the options on a 1 contract per 100 share basis.
For example, if you buy 300 shares, you then sell 3 contracts

Here is a chart that highlights such a calculation:

A | B | C | D | E | F | G | H |
:STO—CK Price # shares/10k Rounded off £ contracts
A $10 1000 1000 10
B $20 500 500 5
C $30 333 300 3
D 50 200 200 2

E 100 100 100 1

19
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The Premium report

The Premium report, a weekly BCI publication, shows information related to these

common-sense principles as shown in the screenshot below:

Next ER
Date

Pass Mean
% (Tentative
;:m;:: g kl FT h& Ew OBV a5 Chart Comments Betn Div. Unless A 'l )::n
T ul el ing Yicid Boki) SEE |3

n
Sereens (MAR) STOCH. Contr Liot

PSDO [Prasidio nc oher | 1602 | Busn Sws ¥ 250 | » Y ¥ o074 | 100| owiae 7 [ 9 [Tt

CPRT [COPART NG 13 | 7530 | Retal ¥ 260 [ - @ 2 | e | 102 01819 v |1

INFO (IS Markit Lid Omer | 6561 | Finance | AR ¥ 20 | » ¥ ¥ 059 025119 v |3

CTAS  [cintas Corp, BC20-11| 26380 | BusnSws | A ¥ 240 | » ¥ 7 | maco:wrstoia | 108 | oso| wiss v | 108ne
T ececem | 21 | 8415 |Aewsmes] A | Y ] 2 | x| ¥ | v | ] [Toa]osa| Sazwrs [ | v | 1| owowa

EEFT |FuronstWorldwideine| 14 | 15314 | Finance A ¥ 190 | » e ¥ Pice@2eEmA | 101 w2ang L
Summary

In addition to fundamental and technical analysis we must also factor in several

common-sense principles:

Earnings reports

Same store monthly sales stats
Minimum trading volume

Stock and industry diversification
Cash allocation

In Chapter 5 we will address Calculations

20
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Chapter 5

Calculations: Stock and Option Selection

When selling covered call options

After screening our stocks fundamentally and technically and factoring in our common-
sense principles we must then determine our premium calculations before entering our
covered call positions. Many investors have a phobia when it comes to mathematics so
let me premise this lesson by telling you that | will provide you with a FREE copy of the
Basic Ellman Calculator which will compute all the statistics for you.

3 Basic Formulas

When calculating our option returns or profit there are 3 formulas important to
understand:

e ROO or initial time-value option return for at-the-money (ATM) and out-of-the-
money (OTM) strikes

e ROO for in-the-money (ITM) strikes

e Upside potential for OTM strikes

e Downside protection (of the time-value profit) for ITM strikes

® Breakeven

21
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Real-life example with Alexion Pharmaceuticals, Inc. (NASDAQ:

ALXN)

Coniract Name Last Trade Date  Shrike  Last Price Bid Ask Change % Change Velume Openinfersst  Implisd Valatiity
ALM 11:47FPM EDT 100.00 39.22 4350 4500  0.00 = 10 10 68.31%
AlLM ALXN: $144.08 11:47PM EDT  120.00 18.90 2340 26560  0.00 - 1 1 46.06%
ALX B-week returns 3M0PMEDT 12500 1550 19.60 2080 0.00 - 3 7 40.28%
AL X rrrrerrrerrrrr——rrrerrrr 1 0:00AM EDT  130.00 14.80 14.90 1620 +060 +4.23% 1 30 35.50%
ALXN1T1020C00135000 2017-09-01 3:52PM EDT  135.00 12.00 1090 1200 +120 +11.11% 14 35 32.08%
ALXN171020000140000 2017-08-01 1:47FM EDT  140.00 8.30 880 <080 +1067% 820 1,020 31.93%
ALXN1T1020C00145000 2017-09-01 3:38PM EDT 145.00 574 500 600 +074 +14.80% 33 26 30.85%
ALXN171020C00150000 2017-09-01 2:37PM EDT  150.00 3.63 410 +033 +10.00% 45 70 31.25%
ALXN171020C00155000 2017-08-01 3:38PM EDT 155.00 227 185 250 +032 +16.41% 47 v 30.37%
ALXN171020C00160000 2017-09-01 1:13PM EDT 160,00 119 070 140 +0.21 +21.43% 10 33 29.46%
ALXN171020C00165000 2017-08-25 11:47PM EDT  165.00 0.50 030 050 000 - 10 10 26.12%

The information gleaned from the option-chain is entered into blue
cells on the left side of the spreadsheet and the calculation results
will appear in the white cells on the right:

RETURN ON OPTION (ROO) CALCULATOR - MULTIPLE STOCKS

Intrisic

Stock Name or Symbol Stock Sish  Option Sish Strike § Expires Upside Breakeven RO Up Potential

Dawn Protect

Calculating ITM Strikes (Initial Returns)

Since the $140.00 ITM strike premium has intrinsic value, we must deduct that part of
the premium to determine our initial time-value profit. For example, The ITM $140.00
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strike for ALXN generates an initial time-value return of 2.6% with downside protection
of 2.8% of that time-value profit.

The $150.00 OTM strike generates 2.2% with upside potential of an additional 4.1%.

Both strikes have a breakeven (BE) which is represented by the stock price minus the
entire premium.

How to populate a covered call portfolio

We first create a watch list of eligible securities using fundamental
and technical analysis as well as common-sense principles. WE
then select the appropriate strikes (moneyness and strikes) and
make sure the time-value returns meet our stated goals.

Summary

The key calculations we use when establishing a covered call trade include initial time-
value returns, upside potential, downside protection and breakeven. The multiple tab of
the Ellman Calculator will generate all these stats.

Free copy of Basic Ellman Calculator

Premium Member Log In Video Member Log In About Us Glossary for Covered Call Writing Free Resources including Ellman Calculator Ask Alan Training Videos

Free Training Videos Events Calendar Efj FAQ Testimonials © 2013 The Blue Collar Inv_sior. ALl Rights Reserved.

THE BLUE COLLAR

[ Home Video Members Create Success Premium Membership Blog Store Beginners Corner

Blue Hour Webinars

In Chapter 6 we will discuss executing covered call trades
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Chapter 6

Executing Covered Call Trades

When selling covered call options

In lessons 1-5 we discussed the basics of stock options and covered call writing. We
then learned how to select the best covered call candidates based on both fundamental
and technical analysis as well as common-sense principles like avoiding earnings
reports. We then focused on using our calculations to determine portfolio returns and
portfolio make-up. Now it is finally time to make some money! Our objective is to
generate a monthly cash flow using a low-risk strategy so let us begin executing these
trades. To do so, we will need a reliable online discount broker. The BCI website has a

file of some the reliable brokers:

Ask Alan Training Videos

Fremium Member Log In Video Member Log In About Us Glossary for Covered Call Writing Free Resources including Ellman Calculator

Free Training Videos Events Calendar _’_fj FAQ Testimonials © 2013 The Blue Collar Inv_swor. All Rights Reserved.

THE BLUE

i R

[ Home Video Members Create Success Premium Membership Blog Store Beginners Corner

Blue Hour Webinars

Types of Broker Orders

There are two basic types of trade orders:
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e Market order: An order to buy or sell a stock or option at the current best
available price (use for most stock or ETF purchases and sales)

e Limit order: An order to buy or sell a stock or option at a specific price or better
(use for option sales and purchases)

Types of Online Forms Used to Execute Covered Call Trades

There are two basic types of forms:

e Legging in: Here we first buy the stock and once owned, sell the corresponding
option

e Buy-Write combination Form: Here we buy the stock and sell the option at the
exact same time for a net debit or expense. For example, if we buy a stock for
$30.00 and sell the call option for $1.00, the net debit will be $29.00 per share or
$2900.00 per contract
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Legqging in- Buying the Stock

Legging-In: Stock Purchase

Seeikia =l
7 Baiy Stock 1 Sell Steck
[mm View Real-Time Quate | Symbol Losi-ep
fje =
" umit & Mokt © Stap T Step Umit
Mprig!
Burntlai Biay Orly
Accouit Tvpa ™ Cash & Margin

Funding Frem Availabls Cash in Your Accours

www. thebluecollarinvestor.com

Enter the information:

Buy stock transaction
Stock ticker symbol
Number of shares
Limit or market order

Type of account...usually “cash”

Duration- day only
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Leqgqging in- Selling the Call Option

Legging-In Option Sale

Transaction
Actien
Underlyling Symbol

Expiration Date [Facme =
Stelke Peice S |
Quantity B comreas

Qrder @ Umk © MHarker © Sw0p © Stop Limat
Limit Price s

Duration @ Oay Oely © Geod-umd-Canzeles (30 Davs)
Qualificrs ™ allor tipng

Account Typa € Cazh @ Margin

Procecds To Available Cosh in Your Accourt

www.thebluecollarinvestor.com

Enter the information:

Option transaction
Sell covered call
Stock ticker symbol
Option expiration date
Option strike

Number of contracts
Limit order/ price

Type of account... cash, margin, option
Duration- day only
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Buy-Write Form: Net Debit (Enter trade)

ICovered Call Order Form |
| | |
|
|

iAccounf No: Passwore:

| | |

§fock Symbol: Quantity: jAcﬂon:

[ BCI] [ 300 ] (*) Buy

| ’ () sell
fOpﬂon Symbol: Quantity: Action:

| | (*) Sell to
‘ ‘ ( )Buyto
; | Close

| | |
Duration: Advanced Order: |

E[') Day Order E(°) None ]

[ ) Good until [ ) Contingent

cancelled order

HE BLUE COLLAR

BE CEO OF YOUR OWN MONEY

i[ ) Limit Net Credit
[ |

(*) Limit Net

| Debit [27.50 )

|
|
|
l
|
I
|

Enter the information:

Duration- one day
No advanced orders

The stock symbol and number of shares you want to buy
The option symbol and number of contracts you want to sell

Enter the maximum you will pay and enter as a “net debit”
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Buy-Write Form: Net Credit (Exit trade)

Buy-Write Combination Form:
Exit Trade

overed Call Order Form
Account No: Password:
Stock Symbol: Quantity: Action: Price:

[8CH] | 300 ) { Buy [ ) Market

[ « | bmil Net Credi

[ $28.40 |
[ } Lmil Net Debit
t

{ «)sel

Opfion Symbaol: Quantity: Action:
[BCI-AF | | 3] | ) Sell fo Open
{*)buyto

Close

Duration: Advanced Order:
(*) Day Order [*) None

{ ) Good untl | | Conlingent
cancelled order

[Preview Order] [Clear]

www.thebluecollarinvestor.com

Enter the information:

The stock ticker and number of shares you want to sell

The option ticker and number of contracts you want to buy back
Duration- one day

No advanced orders

Enter a minimum limit net credit order you will accept
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Summary

e Covered call trades can be executed by legging-in or with buy-write combination
forms

e Orders can be entered as market or limit orders

e Select an inexpensive but reliable online discount broker

e In Chapter 7 we will discuss exit strategies, a critical skill needed for successful
covered call writing
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Chapter 7

Exit Strategies: Monitoring Your
Stock and Options Positions

When selling covered call options

Once we execute our covered call trades it is critical that we monitor our positions. It
won’t take an excessive amount of time but can generate substantial cash into our
accounts by implementing one or more exit strategy plans. Being prepared to act when
the conditions dictate the need for such plans is critical to maximizing our covered call
profits.

Events Requiring Exit Strateqgies

There are three basic scenarios to look for:

The stock price drops significantly prior to expiration Friday

The stock price moves up significantly prior to expiration Friday

The stock price is above the strike price on or near expiration Friday
Dividend distribution considerations

*** The first step in all exit strategy executions is to buy back the option.

This will ensure that we are never in an uncovered or naked options position which
could create substantial risk. When we sell a call option, we are obligated to sell shares
of stock at the strike price by the expiration date. If we sold a $30.00 call and the stock
price moves to $50.00 and we don’t already own it, we would have to purchase the
stock at the current market price and sell it at the strike resulting in a major loss.
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Exit Strateqies Prior to Expiration Friday

There are several exit strategy opportunities to consider prior to expiration Friday (up to
the final week of the contract):

e Rolling-down- We first buy back the option using the 20%/10% guidelines. If we
sold the original option for $1.00, we would buy it back for $0.20 or less (20%) in
the first half of the contract cycle or $0.10 or less (10%) in the second half of the
option cycle. Once our option obligation is removed, we then sell a lower, same-
month strike price for the same stock. For example, had we originally sold the
$30.00 strike we can roll down to the $25.00 strike.

e Plan to “hit a double”- Here we buy back the option using the 20%/10%
guidelines and wait for the stock price to recover and sell the exact same option
in the same contract month to generate a second income stream with the same
cash investment.

e Convert dead money to cash profits- If stock news, chart technicals or market
conditions dictate, buy back the option, sell the stock and use the cash to initiate
a new covered call position with a different equity. No need to adhere to the
20%/10% guidelines.

e Take no action- Although this is not an exit strategy per se, we need to be aware
that this is always a choice if the above alternatives do not appeal to us.

e Mid-contract unwind exit strategy- We consider this strategy when the stock price
appreciates well above the stock price leaving the option trading at nearly all
intrinsic-value (lile or no time-value). We can buy back the option at little or no
cost to us and sell the stock. The cash is then used to open a new covered call
position with a different equity thereby generating a second income stream in the
same month with the same cash. Let us take a look at some examples of these
strategies.

e The 2 timeframes to consider are:

e Prior to expiration Friday
e On or near expiration Friday
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Prior to expiration Friday

Plan to “Hit a Double’- Classic V-Pattern

V-Shaped “Hitting a Double”
General Chart Pattern

\ =%
1.2
\ 110
100

0.90

BTC at
$0.40

www.thebluecollarinvestor.com
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Rolling Down

Rolling Down with World Wrestling Entertainment
(NASDAQ: WWE)

% | Market decline creating an |
le 3‘” opportunity to roll down
$96.73; STO

$100 call at ;
$1.74

10/12/18: 10/19/18:
& sTOS$85 call || Option
10/4/18: BTC at$1.10 expires
$100 call at - worthless
$0.35 . \

" N
mmmmlmu:lllun=

www.thebluecollarinvestor.com

Take no action

The definitive reason to execute an exit strategy. This will be the
case with most of our positions.
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Mid-Contract Unwind- Stock Price Rises Rapidly

Real-life example with Thor Industries (NYSE: THOR)

« 1/21/2017: Buy THO at $100.00

« 1/21/2017: Sell 2/18/2017 $100.00 call for $3.00 (3% initial 1-
month time-value return)

« 2/6/2017: THO trading at $108.64

« 2/6/2017: Bid-ask spread on short call is $6.30 — $9.00

When the time-value cost-to-close approaches zero, both legs of
the trade are closed and the cash is used to enter a new position,
a second income stream.

Manaqging Stocks that have Gapped Down

Symbal Periods _
lBesi |[Dally [v]] Update | [inspect
BCSI (Blus Coel Systems, Inc) Nasdag G104 # BATS @StackChartscom

11 Jun 2090 Fpm Opren 2202 High 2288 Lew 2201 Lol 2282 Voluma 687 3K Chi 4035 (r1.50%) 4
Lt BCST (Dally) 22,82 | | 1 ] ] ] .

HES

down
§ from $29
to $22

,, MJMH{W _ | BCSI gaps

1:'_ " ¥ i
8 p@z LI

= 0 L bl

Jul Aug Sep Bel How Des 210 Fub Mar Apt May Jun
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» Unexpected bad news causes severe price decline (no trading between current
and previous price)

Determine cause of gap down: Sell or retain stock (www.finviz.com)

Has price stabilized?

Compare to S&P 500 after gap down

Buy back option and roll down to an out-of-the-money strike

Sell out-of-the-money calls to maximize profits

Exit Strateqgies On or Near Expiration Friday

¢ Rolling-Out- Here we buy back the original option and sell the next month same
strike price. For example, had we sold the January $50.00 call, we buy it back
and sell the February $50.00 call.

¢ Rolling Out-and-Up- In this scenario, we buy back the original option and sell th

next month, higher strike option. For example, had we sold the January $50.00
call, we would sell the February $55.00 call.

Rolling Options with Biotelemetry Inc. (NASDAQ: BEAT)

« Buy 100 BEAT at $33.63

« Sell August $34.00 call at $1.67

« Current share price is $36.65

« Cost-to-close the August $34.00 call = $3.10

« Sell-to-open the September $34.00 call = $3.40 (rolling-out)

« Sell-to-open the September $37.00 call = $1.50 (rolling out-
and-up)

e
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The calculations with the What Now tab of the Ellman Calculator:

| WHAT IF | ROLL OUT? | ]  wioupside pot.
The proceeds for 1 BEAT SEP 34.00 is: IE 340.00
The cost to buy back 1 BEAT AUG 34.00 is: S (310.00)
Your net return will be: & 3000
Your comparative basis in the stock is: 'S 340000
Your comparative returns are: ‘ 0.88%
You downside protection is: 7.20%| $265.00
WHAT IF | ROEL ¢ wiupside pot.  wio upside pot.

The proceeds for 1 BEAT SEP 37:00 is: 150.00 | § 150.00
The cost to buy back 1 BEAT AUG 34.00 is: (310.00)| § {310.00)

3
$
Your net loss on this option position is: $ (160.00) $ (160.00)
$
)

The “"bought up” value in the closing option is: 265.00 | § 265.00

Your upside potential return is: 35.00 |
Your net return will be: § 140008 10500
Your comparative basis in the stock is: $§ 340000 § 340000
Your comparative returns are: 4.12% EML
You downside protection is: 0.00% £0.00

« Buy 100 BEAT at $33.63

« Sell August $34.00 call at $1.67

« Current share price is $36.65

« Cost-to-close the August $34.00 call = $3.10

+ Sell-to-open the September $34.00 call = $3.40 (rolling out)

« Sell-to-open the September $37.00 call = $1.50 (rolling out-and-up)

Summary

Exit strategy execution is essential to maximize profits and mitigate losses. We must be
prepared to take advantage of all exit strategy opportunities. Use position management
if stock prices rise or fall significantly or if the stock price is above the strike on or near

expiration Friday. The first step for all exit strategy executions is to buy back the option.

In Chapter 8 we will demonstrate the entire step-by-step process for mastering the
covered call strategy.
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Chapter 8

Step-By-Step Process for
Mastering Covered Call Writing

When selling covered call options

In our final lesson we will put all the information learned in the first seven lessons into a
step-by-step formula for successful covered call writing.

Strateqy Overview: The Biqg Picture

Before risking even one penny of our hard-earned money, we must first master the 3-
required skills of stock selection, option selection and position management. We follow
that up with paper-trading (practicing with a hypothetical account and then we will have
years and decades to benefit from this great strategy.

Step 1: Stock Selection

Watch lists of elite-performing stocks and ETFs are created using a 3-pronged
screening process:

» Fundamental analysis

* Technical analysis
« Common-sense principles
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Pass
Industry  Segment Fundl & Risk!

Segment Rank Tech Reward
Screens

PASSED PREVIOUS WEEKS & PASSED CURRENT WEEK
HQY  |Hesithequity Inc Other #4.21 Busn Sves AR h L] asl Iy MACD: A/STC:Y | OTE 00413 b 20
OLLl  |Ciie's Bargain Outiet Other ar.1o Retad A ¥ 7 hs i 053 owosIa v 1
FIVE |Five Below Inc 5 118,47 Retal AR ¥ 5 A7 i 071 ovoens | v i (]
PAN | Paio Alto Netwerks 26 23115 Sofwane AR Y 8 M 7 MACD: A/STO: Y | 0.92 oaoens | v ¥ 18
CPRT |Coparting 29 £4.31 Retal B ¥ 5 ¥ Y 088 0818318 Y 4
NFLX  |NETFLIXING 14 397.88 Leisura B Y e ? MACD: A /STO: Y | 1.63 1011518 Y N 1
CTAS  [Cintss Cop BC20-11| 21337 | BusnSves AR Y ] ¥ ? MACD: ¥/STC: & | 094 | 0830 | 1omans Y ] 17
o o o o o — ] —— o — o —— e —— i —— e ————— —— T ——————— — ] ——— —— —— — o ————
IRBT  |ircbot Corp Cther 11350 | Consumer BG ¥ 5 ¥ ? MACD: A /STO: ¥ | 2.28 1072318 Y Y 2
MDSO  |Medidata Sclutons Inc | Other a408 Sofware A Y ] A ki 107 1ozane A 1
ALGN |Align Technolegy Ino ] 338.49 Mesical A ¥ 5 ¥ ¥ 174 1072418 Y Y 16
ASGN  |ASGN Incorporated Other 22.5¢ Busn Sves BB h 8 A ? MACD: ¥ /STC: & | 1.08 10/2418 ¥ 5
BEAT |BicTelemetry Inc Other 81,80 Medical AR Y 5 ks W 127 10:2418 A 17
EHC  |Encompass Haalth 40 81.50 Medical AR ¥ 8 A ? MACD: ¥/STC: & | 068 | 1.30 | 1002418 A 5 o@ans
GRUB  |Grubhub nc 2 144,11 Intemat BiC Y 5 h 4 MACD: AJSTC: ¥ | 057 o248 Y A 5
NOW  |Servicenow Inc 24 108.36 Scofware AdR Y 7 A ? MACD: AJSTCE W | 119 102418 Y A 2
ORLY |O Reilly Autcmotive BC20-9 33542 Retad AB Y [} A ? MACD: ¥ /STC: & | 0.05 102418 A 4
v Visalnc 45 146.89 Finance BB Y -l A ? MACD: AJSTC: W | 1.15 | 0.80 1072418 A A 15 0snens
AEMD |ABICMED INC 3 408.58 Medical A ¥ [} A ? MACD: AJSTC: W | 130 1072518 A 1
AMZN  |Amazen.com Inc Other 20127 Retal AA Y -] A ? MACD: AJSTC: W | 122 1072518 A A 3
FICO |Fair lsaac Corp FRW 230.08 Sofware AA Y -] A ks 1.03 1002518 M 3
MA (Mastereard Ine C1A 3% 21588 Finance BB Y T A ? MACD: AJSTC: W | 118 | 0.50 1002518 A A k) 07088
TEAM |Atlassian Corp Fic 21 £0.01 Sothare AA h 5 A ? MACD: A/STCE W | 108 10/2518 hd 0
WWE  |Warld Wrestiing Ent 1 7.4 Medin B/C h 5 ks k' 077 | 080 10/2518 b 3 o8

www.thebluecollarinvestor.com
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Top 6 ETFs (ticker, name, recent price and 3-month return)

Top Chart

1. GDXJ- Lt. Blue- Vaneck Vect Jr. Gld Miner/ $42 +51%
2. GDX- Purple- Vaneck Vect Gold Miners/ $30 +49%
3. SIL- Pink- Global X Silver Miners/ $31 +42%

Lower Chart

1. SLV- Lt. Blue- Ishares Silver Trust/ $17 +27%
2. GLD- Purple- Spdr Gold Shares/ $145 +20%
3. TAN- Pink- Invesco Solar/ $30 +19%

Ideally, we would like to have a watch list of 40-60 securities which is a manageable
amount for most retail investors. This weekly list is referred to as the running list in our
premium site because the stocks are constantly being re-screened and updated. An
additional weekly ETF report is provided to our premium members as well as a monthly
Blue Chip (Dow 30) Report.
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Step 2: Option Selection

The moneyness of the options must be determined as well as a stated initial time-value
return goal range. Then an option-chain is accessed to assure that the option has
adequate liquidity (open interest). The multiple tab of the Ellman Calculator will generate
calculation stats.

Step 3: Trade Executions

Trades can be entered by legging-in (2 steps) or via buy-write combination forms (net
debit limit orders).

Step 4: Position Management

Preparation to take advantage of all exit strategy opportunities is critical to achieve the
highest levels of success. All exit strategies begin with buying back the options. Using
the 20%/10% guidelines will assist in protecting against share price declines.

Summary

Covered call writing is a low-risk stock and option strategy that can generate a
consistent monthly cash flow. It requires the meticulous selection of stock and options,
calculations, and position management to maximize profits. For many investors it
represents an opportunity to become CEO of our own money and ultimately financially
independent.
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For FREE Information

www.thebluecollarinvestor.com

Free Resources

Learn how to
invest by selling
stock options.

Alan Ellman guides us through his Lo TOPTIONS
system of options trading so TP AW - TRADING
you too can become x ad .. BLOGS

CEO Of Your Own Money. R Reng D 12

www.thebluecollarinvestor.com

Our store

www.thebluecollarinvestor.com/store/
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Best Book:

Alan Ellman's Complete E?:yqlo >
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Best DVD Program

COVERED CALL WRITING PACKAGE

4 PARY STREAMING VIDEO SERIES + 145-PAGE DOWNLOADABLE COMPANION WORKBOOK
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Advanced Covered Call Writing Books
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Premium Membership: Monthly or Annual

Membership

Allow Us To Do The Leg Work.
First Moren Tt 31995 e
Toerexter: $42.95 veurty 1 Premium Membership
Have you learned the options trading system FREE: $569.40
T, " X E3cn 13 Merens Thereatuer
but want to make it even easier to implement? 59940
Our membership service offers all the benefits of
our diligent research and analysis without all
the work.
Premium Member Benefits List

Allow us to provide a quality watch list of
securities that pass the strict BCI
fundamental, technical and common sense
screens and take that weekend outing with
the family instead!

DOWNLOAD PREMIUM MEMBER BENEFITS LIST HERE

wviw.thebluecollarinvestor.com
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PREMIUM MEMBER BENEFITS
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Qeariety High Dividend Yinld Stacks with LEAPS Rapors for drdend captai sxatagies
Mocehly Thse Clip Porttiko Reperts

Rasowrces and dowvbounds Giles (Loaens wiadatie) lice

“Bamsed siocks” s

P&L Cacelaies
Sactor Sle
Wark Sade Rede Sle
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6 FREE Biza Hoor webmars per yesr
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Contact Information
o www.thebluecollarinvestor.com
¢ alan@thebluecollarinvestor.com

® barry@thebluecollarinvestor.com

® 866-892-2187 x 1 (leave message)

www.thebluecollarinvestor.com
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