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What We Will Cover

» Option basics

» Covered calls

* How options work

« Definitions

» Advantages/Disadvantages
» Actual examples

» How to get started
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Option Basics

A contract between a buyer and a seller
Based on underlying stock - Derivative
Two types of options — Puts and Calls
Selling Covered Calls

Covered means that you own underlying stock
(security)

You, the seller of an option, are said to be short

© Mary Ann Davis

Option Contract

1 option contract = 100 shares of stock

3 option contracts = 300 shares of stock

You must own 100 shares of a stock for every
option contract you sell

Recommendation - Start by selling one
option contract when learning

© Mary Ann Davis 3

Buyer & Seller

The buyer of an option has the right, but not
the obligation, to buy or sell a stock for a
specified price on or before a specific date

The seller of the call is the option seller,
also called writer — that would be you
You, as the seller, are obligated to sell your
stock if the buyer chooses to exercise his
option

© Mary Ann Davis

How Options Work

You are paid a premium (money) for selling
someone the right to buy your shares at a
specific price, strike, on or before the
expiration date

Money received from premium is yours to keep :

Premium deposited the following day into your
account

Options trade by book entry, no certificates

© Mary Ann Davis

How A Call Option Works

If the price of stock is less then the strike
price at expiration, the buyer will not
exercise his option — It is said to expire
worthless

If the price of the stock is greater then the
strike price, the buyer will almost always
exercise his right

IF your call is not exercised by buyer, and is
in the money by .01, your broker will
exercise the option

© Mary Ann Davis
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Who Is the Buyer? Definitions

Speculator - trader + Premium « Out of the money

Can control large number of shares at a low

cost (leverage) « Strike Price » Bid/Ask

He can win big if he’s right
+ Expiration + Open interest

But he will lose when wrong

Remember: Stock must reach strike plus the
cost of premium paid to break even

* In the money + Volume

+ At the money * Limit Order

© Mary Ann Davis 10 © Mary Ann Davis

Premium Strike Price

» Money paid to you by the buyer + The actual price at which the buyer has the

» You receive the money the following day right to purchase your stock

» The money is deposited directly into your Strike prices are usually listed in $5
increments
broker account
» When stock price is lower or an ETF -

* You are free to use that money as you wish increments of $1 - $2 1 are often used

© Mary Ann Davis © Mary Ann Davis
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Money, Money, Money
Calls

+ In the money: Strike price is less than

Option Chain
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In, and Out of Money
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Out of Money — Bid/Ask

[3] AMERITRADE
Apes

] « Bid: The price the buyer offers per share
i « Ask: The price the seller is asking per share

Bid/Ask

e e S e - Average: Add bid + ask then divide by two

T e mw we o + Option prices are quoted per share
—— + Option price is in .05 increments
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Bid - Ask

Option Chains

e Open Interest

Hon

Symbol Symbo lockus  Chain type Options range Expiration Strike
[en | [cas 9 [earnctney 9] [ 3
3] AMERITRADE
Symbal eid sale Las: Change Changs 5 e/asiza Hish Lon Volums Aoex
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Limit Order Option Basics Review

+ An order to buy or sell a security at a
specified price

» The premium you set is the lowest price you
will accept

» Can place order when market is closed

» Two types
— Good for day
— Good until cancelled

» An option is a contract between a buyer and
seller

» One option contract equals 100 shares
* The buyer is the holder and is long the option §
* The seller is the writer and is short the option &
* You, the seller, keeps premium (money)
» Options expire on a specified date

© Mary Ann Davis © Mary Ann Davis 29 [N

Actual Contracts Written Contracts Written

» CECO, Career Education — 2/14/07
— Price: $29.30 when option written
— March strike price: $30
— Premium: $1.15

« CHKP, Checkpoint Software — 2/14/07
— Price: $24.74
— March strike price: $25.00
— Premium: $0.65

« SNDK, Sandisk — 2/14/07
— Price: $40.22
— Strike price: $42.50
— Premium: $0.80
» SHLD, Sears Holdings — 2/16/07
— Price: $183.54
— Strike price: $190
— Premium: $4.40

© Mary Ann Davis © Mary Ann Davis

Total Premiums Received Options Expired Worthless
CECO: $115 Stock Premium |Strike Price |Price @ Exp
" CHKP: $65 CECO $1.15 $30.00 $29.44
+ SNDK: $80 '
« SHLD: $440 CHKP $0.65 $25.00 $21.50 |
Total - $700 SNDK $0.80 $42.50
Deposited in your account the day following the sale SHLD $4.40 $190.00
© Mary Ann Davis © Mary Ann Davis 33 [N
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Option Return - Not Called

Risk/Reward

Stock Premium Contract Annualized
Received Yield Return
CECO $115 3.58% 43.60%
CHKP $65 2.22% 27.05%
SNDK $80 1.74% 21.18%|
SHLD $440 2.34% 30.54%
Totals $700 9.8%
© Mary Ann Davis 34 [
Calculations

+ Choice is yours, to include or not include
— Commissions
— Dividends
+ Keep it simple, takes less time
» Purpose is to get an estimate of possible gain
+ Be consistent for comparison purposes
+ Exact records will be kept of all options filled

© Mary Ann Davis 36

Return If Called

« Strike Price: $190.00 x 100 = $19,000

» Stock Cost: SHLD $183.54 x 100 = $18,354 &%

* Premium received: $4.40 x 100 = $440
‘ $19,000 - $18,354 = $646 + $440 = $1,086 ‘

Net Profit $1,086
$18,354

= .059x100=5.9%

© Mary Ann Davis 33

+ Calculate return if called (or exercised)
—Stock appreciation (gain)
—Premium

+ Calculate return if option not called
—Premium

+ Sell option only if you would be happy
IF it is exercised (called)

© Mary Ann Davis

Return If Called

+ Calculate profit

— Subtract price when written from strike
(stock appreciation) + premium = profit

» Profit is divided by
* Price when written

Profit )
— =.0x X 100 =% Yield
Price when written

© Mary Ann Davis

Return - If Not Called

* Example: SHLD
« Divide profit (premium) of $440
» By cost of investment $18,354

Profit $ 440
Investment $18,354

— .02397 x100 = 2.4%|}

© Mary Ann Davis 30 [N
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Income Recap

Advantages of Short Term

Covered Calls

+ Receive premium (money) up front

* You keep stock and premium

+ Pay no commission if option not called
+ Will pay a commission if stock is called
 Income varies per contract

+ Percent gain: approximately 1.7% - 10.25%
per contract per month

© Mary Ann Davis

Greater yield on investment

There is less time for stock to go up in price

Less chance of stock being called away

Greater opportunity for capital appreciation if

stock not called
Lowers cost basis on stock

© Mary Ann Davis

Advantage of Covered Calls

Disadvantage of Covered Calls

» Generate additional income 7% -
20%

* Reduce portfolio risk

* Reduce volatility of portfolio

* Planned exit strategy

+ Create monthly cash flow

© Mary Ann Davis

Limits upside gain on your stock

The seller, that’s you, is obligated to

sell at the agreed upon price

regardless of the current price of the

stock

© Mary Ann Davis

Disadvantage of Covered Calls |

Risk

» Lower premiums when the market is down §

» Lower open interest and volume

Holder of option, also called buyer, can
exercise prior to expiration

« Stock price can drop below insured level

© Mary Ann Davis
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February 27, 2007 (China Meltdown)
Big market correction

SHLD dropped to $172.53

Option acts as insurance/protection
Cost: $183.54
Premium Received -4.40
Lowered breakeven $179.14

© Mary Ann Davis

$179.14

-$172.53
- $6.61

45 [
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Stock Price Drops

* You can

— Close out the option

Buy to close

+ Will usually cost less then premium received

» When option is closed, you can then sell stockj

« If you have any questions, call your broker

© Mary Ann Davis 46 [N

Recommendation

+ |F stock price rises above strike at
expiration

—Let the option be called

— Collect your profits

IF stock price is below strike price

— Option will expire worthless

—Your profit is the premium received
+ Can write another option next month

© Mary Ann Davis

Need to Get Started

+ Basic knowledge of stock market

* Must have a broker account

» Must be approved for an options account at §

same broker in same account

» Complete application form at broker web site &

© Mary Ann Davis 50

Write Options

+ Stocks with good fundamentals that you
currently own

« Stocks that have premium of >= $0.50
» Stocks that you wish to sell
— Underperformers IF good premium

— Goal, use premium to help offset loss

© Mary Ann Davis

Exceptions

» IF you own a stock with a low cost basis
« Two choices

— Do not sell covered calls on stocks with low £
cost basis or

— Always buy back option if price is above
strike on day of expiration

« Why? Avoid paying large capital gains on
stock with low cost basis

© Mary Ann Davis 49 [

How to Open Account

» Access online broker web site
— TD Ameritrade & Scottrade - used in this
presentation
» Apply for options account
— Download and complete options form from
website for each account
— Characteristics and Risks of Standardized
Options

© Mary Ann Davis 51 [




Mary Ann Davis, davismarya@sbcglobal.net

www.cboe.com/resources/into.aspx How to Place Order

» Go to broker site where stock is held

 Bring up option chain by clicking on
trade|option

» Enter underlying stock symbol: ATI

« Click on Get Option Chain

» Select strike price that is just out of the
money

« Select premium >= $0.50

« Available free from broker

» Can access PDF copy at
above address

 Official document
» Legalize language

« Difficult to understand

SNOILJO Q3ZICYYANYLS 40
SUSIY ANV SOILSIHILIVEVHI
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TD Ameritrade

snorteuts Get Quotes symbol lookup $9
3] AMERITRADE o
Apex

Option Chain

ex: MSFT, <BMAT AMERITRADE
Sefect. 9| [ex MsFT, B, [ JE D] Am
s Research&ldeas |  TradingTools | Planning & | \on Feb28 200 510.22 P EST

Order Status | Stocks|| Options | Mutual Funds | Bonds & CDs | Saved Orders | Trade Trig Opﬁon Chains
Sun May 18 2008 9:28:59 PM EDT e
Enter search criteria for underlying symbol | & Index List
Options Symbal symbollookup  Chaintype Options range Expiration strike
[am D ¥ [MearTretionsy ¥ [var ~ [ ]
["single order || BuyMrite || Spread || straddie || strangle |
Symbol o olc Last Chane Ghange % o/n size igh Lo Volume
2 pi [ ] [am auconeny TecoLoces e con an 10547 10850 197.08 0.3 0.8 100100 10367 107.00 1965466
BI85 0.95(1.48%) &
Symbol lockup N

Bid 8122 As Last 81

Market dats = delayed

e by NYSE @ 9:29

Mar 17 2007 Calls | 19 Days to Expiration
© Buy Otoopen  #ofContracts | | of Symbol +| | JECEHOES 8

Strike  symbol Bid sk Last High Lon Chenge Vol op 1nt
© Sell O toclose
95.00 +ATICS 1250 12.80 1250 15.10 125 0.0 a7 2131
O Exercise
100.00  +ATICT 8.20 £.40 8.40 10.34 8.4) -0.7¢ 153 2,772
105.0 +ATICA 4.70 4.80 4.70 6.50 4.6 -0.7C 627 2,972
N 110.00  :ATICX 2.20 2.25 2.15 3.40 2.1 -0.68 353 1,789
1500 | sATICC 0.80 0.90 0.1 50 0.5 024 7L 1155
120.0 +ATICY 0.25 0.35 0.30 0.60 0.3) -0.2C 127 55 455

Option Symbol

] AMERITRADE
- +ATICX
Hon Feb 262007 §:10:22 P EST 1 . Type Of Ol’deI’Z Sell | to open

Option Chains

Enter search criteria for underlying symbol | & Index List

Place Order

« Enter number of contracts

Symbol symbl lsokus  Chain type Opticns range Expiration Strik

W ¥ o= B i @ (e @[]
= —1 contract = 100 shares

ATL 105.47 108.50 107.08 -2.73 -0.68 100X100 109.67 107.00 1,955,466

e + Enter option symbol for expiration month
Mar 17 2007 Calls | 19 Days to Expiration 7]

strike [ 5 a e " i Lo Charse vel on 1t +ATIDX (TD Amentrade)

95.00 | +ATICS 1250 12.80 12.50 15.10 1250 -0.80 47 2,131
100.00| +ATICT 820 8.40 8.40 103 8.40 -070 153 2712 . . . $

. -

105.00 | +ATICA 470 4.80 470 6.50 .60 -0.70 627 2,972 Enter Ilmlt Se” prlce EX‘ 3'1 0
110,00 +ATICX 220 225 15 340 15 -0.65 353 1,789
115.00 | zaricC 0.80 0.90 0.1 150 0.85 024 171 1,196 ©Mary Ann Davis
120,00 +aricy 025 0.35 0.30 0.60 0.30 020 2 56 us ay Ann Davis

©



Mary Ann Davis, davismarya@sbcglobal.net

TD Ameritrade

1] AMERITRADE Shortuts (et Quofes Symbol ook Search Actount  Log Dff
Apex E El

Sekct, o [exus e targn racng | [ [aovststs —man v

‘I’ome‘ Portfdio & Accounts Research & ldeas Trading Tools ‘ Planning & Refirement ‘ Cient Services
Order Status | Stocks|| Options [|Mutual Funds | Bonds & CDs | Saved Orders | Trede Triguers™
Sat ar 20 2008 1:2803 PI EDT B pase heip
Options
Singe Order | Buyit |[‘spread | stradde | strange
pw— L

Underiying Symbol Get option chain Sunbol cokup
(- e

Oy #orconvacts[__ Jorsymools__] Avall. funds for trading. |
T Todose Stock B
OBercise Optons BP

Account value

ot e

Routing | Ao v

58

Home T Trade T My Account T Quotes & Research 1

Scottrade 3/12/07
OEtiuns Order Review I

Sell to Open 1 Contracts of .ATIDX (ATI APR 2007 110.000 CALL) at Limit Price of
$3.50. Duration of order is Good until Cancelled.

[ Help

ATI APR 2007 110.000 CALL
Price *Change *% Change Bid Ask B/A Size Open
3.80 0.80 28.57% 3.50 3.60 101x309 2.55

* Calculations [Change and % Change) based on previous day's close

Estimated Commission: $8.25

Estimated Order Proceeds: $341.75

Place Order Change Order

60

Cost at Scottrade

« Commission is $7.00

» For whatever the number of contracts

* Plus, $1.25 per contract

+ Cost for one contract would be:

« $7.00 (commission)+ $1.25 (fee) = $8.25
« If you sold 3 contracts your cost would be:
« $7.00 + (3 x $1.25) $3.75 = $10.75

© Mary Ann Davis

Scottrade

@H_E|E

Buy/Sell: Sell to Open v | Calculator Account Balance L4

Total Account Value:
Contracts: Clan or Nene Buying Power: Non-Marginable Securil
Symbel: ATIDX Option Chains Open Orders

Order Type:

Limit Price:  §3.50

Options Order Entry

‘View the status of vour option order(s

Advanced Help: Options

Duration: [ Goed until Cancelled | * Placing an option order
* Selecting a Buv/Sell Action

« Option Application

¢ Weeklvs: Short Term Options

59

Cost at TD Ameritrade

* Plus, $0.75 per contract

* Your cost for one contract would be:

+ $9.99 (commission) + .75 (fee) = $10.74

« If you sold 3 contracts your cost would be:
* $9.99 + (3x.75) $2.25 = $12.24

* Commission is $9.99
« For whatever the number of contracts

© Mary Ann Davis

Cost Comparison
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Compare Brokers Black-Scholes

« TD Ameritrade +  Premium is based on the following variables

. . % — Pri f underlyi tock
— Slightly more expensive for 1 — 5 contracts fice ot underlying sfoc

— Strike price of option

—Onlin ion —ver
Online option data - very good — Number of days to expiration

* Scottrade —  Volatility of underlying stock
— Dividend date

— Current interest rate

— Less expensive for 5 options or less

— Online data is not as complete or timely
»  Prices will vary due to volatility & time periods

© Mary Ann Davis 64 [ © Mary Ann Davis

Sell Covered Calls Sell Covered Calls

» On a day when the market/stock is up
* Premium will be higher

+ Write calls only using limit orders

+ Select average price of bid and ask

« Select the ask price in a slight up
market

* Look at high of day in up market

» Best in a flat to slight up market

+ Select stocks that are well known

+ Fairly liquid — volume and open interest

» Have good fundamentals

+ Select stocks that are slowly and steadily
moving up

+ Sell covered calls on stocks you own

© Mary Ann Davis © Mary Ann Davis

How to Evaluate Options Covered Call Summary

+ Select stocks that are in a neutral or slight
uptrend

+ Select the first or second Out of the Money
strike prices for best returns

» Sell covered calls when stock & market
moving up

» Select stocks with premium > .50

+ Calculate your returns before placing order

* Open two browsers
— Real time quotes on Ameritrade

— www.stockcharts.com

» Look at price charts for support/resistance

+ Option chain available on broker sites

© Mary Ann Davis © Mary Ann Davis
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Work Routine

+ Bring up option chain
» Check near out of money strike price

+ Check premium on each stock in portfolio

» Check market and stock on price chart

» Calculate maximum return if called

» Calculate return if not called
» Always check ex-dividend date

© Mary Ann Davis

Keep Records

* Broker includes option sales on 1099 form 8

« List all of the premiums received

» Additional information needed

—Keep a manual record (Good way to

start)

— Excel spreadsheet

© Mary Ann Davis

Excel Spreadsheet

Option Called

If current price is greater than strike price
Broker will automatically execute the trade
You do nothing

Cost of selling stock called is $10.00 greater
than standard commission

TD Ameritrade: $19.99 ($9.99)
Scottrade: $17.00 ($7.00)
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Options Sold

Options Sold

Name; Account:

Stock | Option | Num | Option Date Expiration | Stike | Premium | Gomm Gain Action
Symbol | Type Symbot Entered Date
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Summary of Covered Calls

Stock | Option | Number| Option Date | Expiration| Strike |Premium| Comm
Type Symbol | Entered Date
FWLT P 1 UFBNU  212/2008  2/15/2008  67.5 085  §10.74
AAPL P 1 APVIVE = 2112/2008 2152008 125 106 $10.74
JOYG P 1 JOYNM  21M2/2008 21572008 65 065 §1074
LVS P 1 LVSNR 21122008 21572008 90 105 §10.74
AAPL c 1 APVCF | 219/2008 312172008 130 485 $10.74  $44426 CALLED
JOYG C 1 JOYCH | 2192008 32172008 70 255 §10.74 524425 NC
LVS C 1 LVSCR  2119/2008 3/21/2008 90 520 §1074 50925 NC
BIDU P 1 BOUDJ ~ 2/28/2008 3/21/2008 250 1370 §10.74 $135924 B
BIDU C 1 BOUDW | 3/24/2008  4/18/2008 270 910 $10.74  5699.24) CALLED
LVS C 1 LVSDR 4272008 4/18/2008 90 090 $1074 §7926 NC
JOYG C 1 JOYDN | 4/32008  4/18/2008 70 220 $10.74  $209.25 CALLED
BIDU P 1 BOUPX  4/4/2008 4/18/2008 260 1070 §10.74 $105925 X

§10.74

10745512199
$10.74
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Source of additional income
Premium paid up front
Always calculate potential return

Option premium received serves as downside
protection (insurance)

Cash dividends will be paid to owner of stock
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Option Greeks

Advanced features

Not essential for Selling Covered Calls

Used for more advanced strategies

Access Greeks via option chain — Click
on chain type then select analytical

Can see volatility of last 30 days

© Mary Ann Davis

The Greeks
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Meet the Greeks
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Delta

Measures the amount an option will move based
on a dollar change in the stock.

Call option deltas have positive values from 0 - 1

When the delta is .50 and the stock moves up $1
the option will likely rise 50 cents

When the delta is .20 and the stock moves up $1
the option will likely rise 20 cents

Delta values change as the option goes further
into or out of the money
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Four major Greeks

— Delta

— Gamma

—Theta

—Vega

Measures option exposure to risk
Each measures a different variable
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Delta

Indicates how an option premium will likely
move in relation to the price of a stock

Easy to remember Delta values

At the money delta = .50

In the money delta, greater than .50
Out of the money delta, less than .50
Out of the money calls will move less

Delta also Indicates the % chance of the
option being called or exercised

© Mary Ann Davis
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Determine Risk with Greeks

strike Symbol Bid ask Img. Val Thes, Val|
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Summary — The Greeks

» Measure the risk of options
» Based on time and price movement
» Four basic Greeks — delta most influential

» Measures price movement of the option
premium versus the price of the stock

* Indicates the probability of the option being W
exercised
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Internet Resources

* Education, free

» www.cboe.com/education, Chicago Board
Options Exchange

+ www.optionseducation.org, Options Industry
Council

* www.biz.yahoo.com/opt/education.html,
Yahoo education

+ www.investopedia.com/university/options,
Options Industry Council, Options basics
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Risks vary with time and price movement

When price and time of underlying stock
changes, the value of Delta will also
change

When the value of delta changes, it will
affect all of the other Greeks as

All of the Greeks are interrelated
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Suggested Reading

Covered Call Writing Demystified by Paul D.
Kadavy

New Insights on Covered Call Writing by
Richard Lehman and Lawrence G. McMillan
Options As A Strategic Investment by
Lawrence G. McMillan
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CD’s Available

Price Chart Reading

Selling Covered Calls

There Is A Time to Buy

Windows OS only

Cost: $39.00 each available tonight or

Order by mail: Mary Ann Davis
C——— > |134 Terrace Lane

Hartland, WI 53029
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