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T R A N S C R I P T 

What to consider when writing covered calls 

 
 

Nicholas Delisse: My name is Nicholas DeLisse, I’m with Fidelity’s Trading Strategy 

Desk.  Of course, joining me today is Cale Bearden, also with the Trading 

Strategy Desk.  We have a great session planned today, and this is one of my 

favorite topics, of course, to cover in this type of environment.  But before we 

get too deep into it, I do of course encourage everyone to take a look at those 

group coaching sessions, they can be easily accessed through just simply 

going to Fidelity.com/coaching.  And we also offer various classrooms on 

technical analysis, we have classes on technical analysis on options trading, if 

you haven’t traded options before.  In addition to even our platform, Active 

Trader Pro.  And those can be accessed either through the Learning Center or 

going to Fidelity.com/classroom.  A great place to start that in essence, our 

team, we’re a group of trading coaches, and we’re here to help you be a more 

successful, more comfortable, more knowledgeable trader, whether you’re 

trading options, or whether you’re looking to employ technical analysis. 

 

One thing about the session that we’re going to be doing today on writing 

covered calls that always sticks out to me is, I remember talking to a client 

about this particular session, and encouraged him to watch a recording of 

another, similar webinar that we’d done.  This client had been trading covered 
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calls for almost about 20 years.  And we had a follow-up conversation 

afterward to discuss the session, and he mentioned that, “Nicholas, the first 

five minutes of the session were review, it was old information, I was familiar 

with it, but the last 50 minutes of the session, we were talking about choosing 

a strike price, choosing an expiration, managing, all that was brand new 

information to me, and I’ve been trading covered calls for 20 years.”   

 

And so, that’s kind of the outline of what we’re going to be talking about 

today.  We’re going to start with the basics, we’re going to explain to 

everybody kind of really what a covered call is, to catch those up that maybe 

haven’t really traded this before, are unfamiliar with this.  And then of course 

we’re going to segue into the meat and potatoes that I’d like to say about, you 

know, first choosing the strike price, choosing the expiration, and then you 

know, one of the very, very important things, of course, managing your 

strategy, managing risk.  Because that is just so absolutely important, so 

absolutely critical.   

 

With that, let’s go ahead and introduce to everybody the strategy we’re talking 

about, and Cale, could you kind of set the stage for us on really exactly what a 

covered call is for those that maybe haven’t traded one in the past? 
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Cale Bearden: Yeah, of course.  And thank you Nick, and welcome folks, glad 

everyone’s able to spend some time here with Nick and myself.  A lot of great 

information, and as mentioned, we’re going to start out here with the 

construction, and some of the basics of our covered call strategy, and then 

we’re absolutely going to get more and more into the details as far as picking 

those expirations, as well as strike price.  We’re going to start out by looking in 

the very top left of our page and discuss the outlook a little bit.  Outlook is 

going to be absolutely critical when we’re discussing a covered call, because it 

really sets the stage as far as what we’re trying to take advantage of in this 

trade. 

 

You’ll notice that it’s bullish to neutral, and I tend to even put neutral in front of 

bullish.  And bullish to neutral, what it means for us is that we’re not expecting 

a large move in our security.  We may expect it to move sideways for a period 

of time, where price just oscillates around up and down.  Or we may have an 

expectation of a small bullish move to the upside, but it’s very, very important, 

for one, that we’re not wildly bullish, we don’t think our security is going to 

appreciate in value by a large amount.  But also, just as equally important is we 

don’t want to be bearish on our security.  We don’t want to have an 

expectation that we’re going to move down, either.  So big moves in either 
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direction are generally not going to be a suitable time to look for a covered 

call.  It is going to be more of that neutral to slightly bullish mindset.   

 

As far as the construction of the trade, it’s relatively simple in nature.  We’re 

going to have two components that are involved.  We’re going to have a long 

shares of stock component, and we’re going to need at least 100 shares to 

place this trade, and we’re also going to be looking at selling to open one call 

contract, so we have a stock component, we own at least 100 shares, and 

we’re also selling to open a call contract.  Now, the way that a covered call is 

covered is if we think about in isolation, if we were only to sell to open a call 

option, and we had nothing else in our account, well let’s remember what 

selling a call option to open really means.  It means that we’re taking on an 

obligation to sell shares at our strike price all the way up until expiration, and 

we’re being compensated by bringing in a premium, but our obligation is that 

we have to sell shares at that strike price.   

 

So, what makes it a covered call is we already own the shares in our accounts.  

So when we own those shares, and we sell a call against shares we already 

own, if in the event we are assigned on our position, and we had to fulfill that 

obligation, well we already have the shares to deliver to the long call holder.  

Let’s talk here a little bit about our maximum gain.  We do have a little bit of a 
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formula that we’re going to go through.  So, we’re going to first of all take a 

look at what our strike price is.  So which strike are we selling as part of our 

call?  We’re going to look at the call premium that we receive, so how much 

were we able to collect, or receive when we sold that call?  And then we’re 

going to subtract out the cost of our long shares.   

 

For our maximum loss in the trade, we’re going to take the cost of our shares, 

where we bought our stock, and simply subtract the premium that we 

received.  Lastly here, our break even.  Luckily for us it’s going to be a very, 

very similar calculation as our maximum loss.  Again, we’re going to take our 

stock price, where we purchased the shares at, and subtract our premium that 

we received, and that’s going to give us our point where we’d break even on 

the trade.  So, at that point, we’d neither make money nor lose any money.   

 

So let’s actually start putting a few numbers to a couple of these definitions we 

have, and we’re going to start looking on the right-hand side of our page, and 

down at the very bottom, where our example says we have 100 shares that we 

are purchasing at $98 a share price.  So, our cost basis on our long shares is 98.  

And in this example, we’re going to be selling to open the 100-strike call, and 

we’re going to collect $3.50.  So, we’ll start out here with our maximum gain.  

And as we discussed, our first step is going to be taking our strike price, which 
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in this example is 100, and adding in the premium that we received for selling 

that option.  So, we received $3.50, and our strike price is 100, so that adds up 

to 103.50.  The last portion of our maximum gain that we need to calculate 

here is subtracting out the cost of our long shares.  So, our long shares we 

bought at $98, so if we take our first portion and add it up to 103.50, we 

subtract where we bought our shares at, at 98, that leaves us with $5.50, or a 

maximum gain of $550.  So that $550 is going to be the best case scenario in 

this trade, and the way that we achieve maximum gain is if we look at our risk 

diagram, that’s going to be those two green lines that we see, we’re going to 

have a dark green line which represents at expiration, and a lighter green line 

which is going to represent some period before expiration.   

 

We’re going to focus in on that dark green line, and I want to look at what 

happens to our dark green line at that 100 price that we see right in the middle 

of our graph?  Well at 100, or any price to the right, so any price greater than 

100, our maximum gain starts to flatline at that level.  So, for our maximum 

gain, it’s going to occur at our strike price, or higher.  And that’s going to be 

our best-case scenario, we are unable to make more than what our original 

profit criteria is, assuming of course we didn’t make any adjustment to the 

trade overall.  So best case scenario, we make $550.   
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Let’s talk about the worst-case scenario, going over to that maximum loss 

again.  We’re going to need to look at what is the cost of our long shares.  

Again, $98 a share, that’s where we bought our 100 shares of stock, and we’re 

going to subtract out the premium we received of $3.50, and that’s going to 

put our maximum loss and our break even, those two numbers are going to be 

the exact same, it’s going to be at $94.50.  So, 94.50 is going to be our break 

even, so if we expire exactly at that price, we neither make any money nor lose 

any money.  We would make 3.50 on the call expiring worthless, but we’d lose 

3.50 from the shares going from 98 down to 94.50.  So, any price below 94.50, 

we would have a losing trade on our hands.  Any price up above that, we 

would expect to have some type of a gain on our hands. 

 

Now the maximum loss is a little bit different.  We talked about how we 

calculate the first part of 94.50, but of course, we have 100 shares.  So, our real 

risk in the trade is we’re risking $9,450.  So that’s an important point to make 

there, I want to pause for just a moment.  So we have a limited gain potential 

of $550, and we can make that gain if we move sideways or if we move up a 

little bit, but it’s important to realize that we are still taking on a large amount 

of risk in the event that our security falls in price by an appreciable amount, so 

we go back to that outlook, that bullish to neutral outlook, it’s going to be very, 

very important for us.   
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Now let’s move onto our next slide and start discussing why do people want to 

place covered calls?  What’s the allure of the trade?  And first and foremost, 

one of the biggest reasons why people want to sell covered calls is to generate 

income.  Income is a word that clients love to hear, when Nick and I say the 

income, because everybody wants consistency, and everybody wants some 

form of income into their account.   

 

And the way that we’re creating income is remember, we’re trying to capitalize 

on some type of sideways type of movement in our security.  We don’t have 

that ability if we’re just going to trade stock outright.  If we trade stock outright, 

we all know what the name of the game is.  We buy a stock, we hope it goes 

up, if it goes against us, we have a loss.  Well that’s a little bit different in the 

options world, because not only are we trading directionality, so price 

movement up or down, but we also have that time component, as well as a 

volatility component that’s involved as well.   

 

We could also look to trade covered calls to possibly look at selling stock that 

we already own.  Because remember, when we sell a call to open, we’re taking 

on an obligation to sell our shares, so we could use that to our advantage, 

where if we own shares of a security that we wouldn’t mind getting rid of, well 
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we could go into a covered call trade and we have that possibility of our shares 

being called away at some point in time.   

 

Lastly, here is managing a long stock position.  So really in the same breath as 

selling a stock, but with managing the long stock position, there’s a couple of 

keys here that are very important.  The first one is an ability for us to reduce 

our cost basis, or our break even.  So, with a lot of covered call traders, they’re 

not just going to place the trade one time.  They may look at placing that trade 

a number of times over, and over, and over again.   

 

Very similar to Nick, and the conversation he had with the gentleman who 

learned a lot from this presentation is, I want to put the number of clients that 

have been trading covered calls for years and years, some of them decades, 

and believe it or not, if you trade covered calls in a security long enough, you 

can actually reduce your cost basis for that break even to a point down below 

zero.  Now important to know, that’s not something that’s going to occur 

overnight, or in the matter of a week, or a couple of weeks.  That will take a 

little bit of time, but you do have that possibility of dramatically reducing that 

cost basis, and of course, that’s what we’re all after is reducing that cost basis 

so we can have a higher possibility of gain.   
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So, one point too here we’re going to touch on a little bit later on, about 

reducing delta exposure.  Delta is one of our Greeks that we’ll touch on in the 

next slide.  But lastly here, we touched on this a bit ago, but want to reiterate 

once again, is really the appeal of a covered call is to generate positive returns 

in a sideways type of market.  You know Nick, we always talk about in technical 

analysis that the market is only trending about 20 percent of the time, so the 

logical question from clients is always what do I do with the other 80 percent 

of the time?  And options or covered calls give us an ability to generate some 

type of positive return, even when the market may be stuck in the mud a little 

bit.   

 

So, Nick, I had mentioned that we’re going to touch on our Greeks here, and 

on our next slide, we’re going to list these four different Greeks.  And Nick, do 

you want to give us a high-level overview of what each of these Greeks are, 

and how it pertains to our covered calls? 

 

Nicholas Delisse: Sure, absolutely Cale.  And for those that might not already be 

familiar with the Greeks, you know, there are four main Greeks that we’re 

going to address today that traders will use.  And it’s going to be delta, 

gamma, theta, and vega.  Now those are the Greeks that many traders, of 

course, use when they’re getting into multi-leg option trades, there is rho is 
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one other one, but it’s not really applicable for what we’re looking at when it 

comes to covered call trading.   

 

And delta is one of the Greeks that is just very, very useful with this.  It relates 

to the rate of change of an option when the stock moves.  So those of you that 

traded covered calls in the past have seen that, of course, the stock goes up, 

when the option kind of moves against them, it goes up in value, so you don’t 

make as much money.  Well that’s what delta describes, is how the underlying 

option changes when the underlying security, you know, moves up or down. It 

can be a very, very useful Greek, and there’s some other ways to look at it that 

can help you with things like strike selection and such.   

 

Gamma, of course, is a little bit more complex than the other Greeks, because 

it is actually a second level Greek, and it talks about the rate of change in delta.  

And this can be a huge, huge, huge risk when you’re trading short-term 

options, or there’s big changes in volatility in that realized volatility, that really 

shifts your delta.  Gamma, in essence, is what decelerates your gains, and 

accelerates your losses, when you are short options.   

 

Vega relates to volatility.  And the risk here, of course, is with increases in 

implied volatility.  I’ve seen situations where traders have sold a covered call 
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on a security, and it’s come out and had an announcement, they say well in a 

month, we’re going to have a new product that’s going to be announced.  Or 

we have drug trials that are going through, and it really increases the volatility 

of the expected future movement of the option.  So even though the stock 

doesn’t move, all of the sudden the option goes up quite a bit in value, and 

this can cause losses for a trader.  So this is important to know, but really delta 

and theta are really useful for a covered call trader, or really important, I 

strongly encourage those of you that aren’t already familiar with these Greeks 

to become more familiar with these Greeks, because it can be a very, very 

powerful tool for helping you analyze your risk.   

 

Now don’t forget that while this is just talking about the options-centric, 

specific risks, there’s still other risks that you need to understand, like the risk 

of being assigned early, that isn’t incorporated into these Greeks.  And 

typically, early assignment is very rare, very infrequent.  Most options are 

traded out of, because if there’s any time premium left in the option, there’s an 

incentive for the holder of the call, the other side of your contract, to simply 

sell it and collect the time premium.  So as long as there is still time premium 

based on the bid of your contract, your risk of being assigned early is very, very 

low.  Now it still might happen, but that’s an important consideration.   
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Also, when you’re selling a covered call, a dividend announcement, where a 

security goes ex-dividend, could also impact whether or not you might be 

early assigned.  Generally, with both of these, early assignment only happens 

for an option that’s fairly deep in the money and has a fairly short term left.  So, 

an example of this might be an option that is in the money, and a stock goes 

ex-dividend on Wednesday, and the option expires on a Friday.  It could be a 

heightened risk of being assigned early, and it’s definitely something that you 

might want to take a look at that if you don’t want to be assigned early, it 

might be better to go ahead and take action and to close your position.   

 

Now with those risks being said, with kind of introducing everybody to the 

Greeks, do want to talk about strike price selection.  Delta can be very, very 

useful with helping you select your strike price.  But before we get into some 

of those other tools and techniques with delta, and choosing and selecting 

your strike price, we do need to kind of talk about what that delta represents.  

So, on this particular slide, we have an option chain within the money, at the 

money, and out of the money.  Typically, an option that is at the money, has a 

delta of about 50.   

 

Now one thing about delta that it represents, is it represents share exposure.  

So, a long call with a delta of 52 that’s at the money would have share 
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exposure of about 52 shares.  Since you are selling the call, it’s a negative 

delta.  Now 100 shares of stock will have a 100 delta.  So as such, your net 

delta, 100 shares long, 52 short, so you only have a 48-share exposure. 

 

This is why, if you are bullish, covered calls make less sense.  Because now 

your effective share exposure will be 48 shares.  If the stock goes up by a 

dollar, it’s like you only have 48 shares worth, you make 48 bucks, as opposed 

to if you have 100 shares of stock, you make $100.  Now this particular 

exposure changes depending on whether you’re selling a contract that is in 

the money or out of the money.   

 

The deeper in the money you go, the higher the delta is.  We can see with this 

in the money contract, this 92.50 in our example, this contract has a delta close 

to 75.  And so, this nets your exposure to only 25 shares.  So, if the stock goes 

up, you’re not really making as much money, or really much money at all, 

compared to what you would if you were simply long shares of stock.  And so, 

this becomes important when you’re looking at well, how bullish are you?  

You’re selling an out of the money contract, this particular contract has a delta 

of close to 18, so your net delta is 82.  You have a much higher exposure to the 

security, much higher net share with this, and could be more profitable if the 

stock moves up quite a bit. 
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Now of course, we did address gamma just a little bit earlier.  Gamma is going 

to change delta, and so the out of the money call isn’t going to stay at 82 

shares.  If the stock moves up, that’s going to approach the 50, you’re going to 

reduce your share exposure, that is going to change how much you might 

actually be making as the stock goes up.  You know, the more it goes up, the 

less you’re going to make due to gamma.  Again, gamma decelerating your 

gains, and accelerating your losses.  As a stock goes down, it reduces your 

delta, you wind up having the full 100 share exposure as it goes down, or you 

have very little to no share exposure anymore as the stock goes up past a 

certain point.   

 

Now, talking about returns, talking about exposures, we do really need to 

address rates of return.  Cale, could you step us through some of the different 

rates of return, and how it is impacted by an in the money, and at the money, 

and out of the money option?   

 

Cale Bearden: Yeah, of course Nick.  And this is a very, very important concept, 

because with newer covered call traders, there’s a lot of moving parts that are 

taking place.  We’re trying to determine what strike price we should pick, what 

expiration that we should use.  If we really, you know, think the stock is going 
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to be a neutral type of security over that period of time.  Well it’s important 

that we understand what are the pros and cons of picking these different strike 

prices, whether it’s an in the money contract, an at the money contract, or an 

out of the money.  We need to know upfront what are the pros and cons?  

What do I receive in return?  And what do I have to give up?  So, I want to start 

this conversation by looking at the far right-hand side and looking at our 

example.   

 

So, in our example, we’re going to assume that we have a cost basis on our 

long shares of stock at $97.72.  We’re going to come to the table that’s listed 

here in the middle of our slide presentation, and on the left-hand side, our left-

hand column, just going to list the three different options that we’re going to 

compare.  And these are going to be the same ones that Nick was talking with 

us about just a moment ago.  So, we have our in the money 92 and a half call, 

we have our at the money 97 and a half, and then we have our out of the 

money, 105 call.   

 

Next column over is going to be the bid.  So how much would we collect in 

premium if we were to sell the contract.  And these numbers are going to be 

drastically different for each of them.  We’re going to start out with that in the 

money, we’re going to collect $6.40 cents.  So, a portion of this premium that 
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we’re collecting is going to be time value, and a part of it is going to be 

intrinsic value.  I want to remind everyone, if we look at selling that in the 

money contract at 92 and a half, we’re taking on an obligation to sell our 

shares at 92 and a half, and as we looked at a moment ago in our example, our 

share price is already at $97.72.  So, we have that likelihood of assignment 

possibility that’s going to be elevated, because our short call is already 

appreciably in the money.   

 

On our next one here, our at the money contract, we’re going to collect about 

$3.25 less.  We’re going to collect $3.15 for selling this contract, and our at the 

money contracts are primarily going to be made up of time value.  So, virtually 

all of that premium of the 3.15 is going to be primarily time value, there is 

going to be a slight portion in this example that will also be intrinsic value.   

 

Last one here, that out of the money contract, really takes some premium off 

there, we’re only going to collect about 70 cents on this transaction, because 

our obligation to sell our shares is at a price that’s quite a bit above where we 

currently are at 97.72.   

 

Quickly want to gloss over our break even as well.  With different strike prices 

that we select, we’re going to be altering or changing where our break even is.  
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The price where we neither make nor lose money at expiration, we’ll see our in 

the money contract is quite a bit down below where the current price is.  Our 

break even is at 91.32, so we have, give or take, about 5 or $6 of wiggle room 

to the downside before we hit that break-even level.  But as we start to move 

up to the at the money and out of the money contract, that break even is going 

to be rising just a little bit here.   

 

So, we’ll look here at this middle column, which is our static rate of return.  

That’s what ROR stands for.  And what this value, or this figure is looking at, is 

if we were to place each of these three trades and absolutely nothing 

happened in share price movement, so if we place these trades, and we 

stayed exactly at 97.72 throughout the duration of the trade, how much in 

percentage returns would our trade yield us?  So, our in the money contracts, 

we’re going to make just a shade under 1.3 percent.  So, we’re going to have, 

we’ll call it a one and a quarter percent, if we place this in the money covered 

call and nothing happens whatsoever.   

 

If we look at our at the money though, we have quite a bit of a pop-up in how 

much we’re able to make.  Actually 3.1 percent.  And some of you in the 

audience may be thinking well, why is it so much greater?  And the answer to 

that is because of time value.  The at the money contracts are going to have 
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the greatest amount of time value, because there’s the greatest amount of 

indecision around that contract.  The at the money is the strike that’s closest to 

where we currently are, and the indecision is are we going to up, or are we 

going to go down, from when we place that trade?  Because there’s 

indecision, it’s a coin flip as far as which way that our stock ultimately moves, 

so we get to collect a greater amount of time value for taking on that 

perceived risk of the great unknown.   

 

Now our out of the money contract, we make even less actually than our in the 

money contract.  We only squeak out 0.72 percent, and namely, once again, 

because of time value.  We only sold that contract for 70 cents to begin with, 

so if nothing at all occurred, and our share price didn’t move up, well we’re 

only going to make that 70 cents that we originally brought in.  So, from a 

static weight of return point of view, if nothing happens, we can clearly see our 

at the money contract stands to benefit the most.   

 

But of course, we have a couple other calls we want to mention as well.  What 

if we get assigned on this position?  And Nick had mentioned this earlier, but 

generally speaking, assignment is going to occur if your contract is in the 

money, and it’s close to expiration.  And we need to remember back to the 

construction of the trade, if the price of our security is at our strike or higher, 
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that’s where our maximum gain were to occur.  So, our very last column, our 

assigned rate of return, is saying what is our maximum gain, and put that in a 

percentage for me.  So, our in the money contract, it would be a 1.29 percent 

maximum gain.  And a lot of you are looking and saying that’s the same as the 

static rate of return, and you would be absolutely 100 percent correct, because 

remember, 92 and a half is the strike price we’re using.  So maximum gain is 

going to occur if we’re at any price above 92 and a half.  So, our static rate of 

return is going to be the identical of our assigned rate of return.  So, we really 

put that ceiling right on top of our head, we don’t have a lot of upside 

potential when choosing that in the money contract.   

 

Things start to change a little bit here as we move to our out of the money, and 

our at the money.  For our at the money, it’s the same concept we went over a 

moment ago, that our assigned rate of return is going to be equal to our static 

rate of return, because in our example, our share price of 97.72, where we 

own our stock at, is already greater than that strike price that we chose.   

 

The last one here, the out of the money, is where we really see a possibility of 

a good return, and it’s 8.23 percent is the possible return.  So, the way that this 

number comes about is remember, we sold the 105 call, so we’re on the hook 

to sell our shares at 105 or higher.  So if we get assigned on this trade, we are 
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selling our shares at $105, and we get to make that differential of where we 

bought our stock at 97.72, and we still get to capitalize on that share 

appreciation all the way up to 105.  So it’s important to understand the give 

and take that’s changing here, that at the money is going to give you a lot of 

time value, that in the money is going to still allow you profitability, and also 

your maximum gain number is going to be a higher probability.  But you’re 

really reducing and putting that ceiling much lower, whereas that out of the 

money call, that 105 call, you can hopefully get the best of both worlds.  You 

can get some share price appreciation to the upside, and also hopefully we 

get to keep that 70 cents that we originally brought in as well.   

 

Some traders like to take a slightly different point of view as far as picking a 

strike price, and these are going to be folks that like to utilize technical analysis 

before analyzing a chart.  And a very, very common technique with covered 

call traders is using some support and resistance levels, as well as some 

moving averages as well.   

 

So one key thing that I would mention with strike price selection that Nick and I 

stress to our clients all the time is, if you can come up with what your target 

price is, then really you’ve answered the question of what strike price should I 

use.  And that’s the goal of when we’re utilizing technical analysis, is to come 
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up with some target price.  Where do we think that our security could go, and 

if we can answer that question, that’s exactly where we want to look at placing 

our short strike, because as we looked at a moment ago in that out of the 

money 105 call example, we would love to have that ability to make some on 

the share price going in our favor, and also have that kicker of getting to keep 

that premium that we originally brought in.   

 

So, two ways that folks will use technical analysis is one, they would utilize 

some type of resistance level, a resistance level in this example could be that 

purple line that runs horizontally across our screen.  You may have identified 

that as an area that our stock or ETF will have trouble getting through, so you 

can use that as your target price.  Or another way you could do this as well 

would be utilizing one of your moving averages that could possibly act as 

some form of a resistance level.   

 

On our next slide here, we’re going to show a tool that we find a lot of covered 

call traders use quite frequently.  It’s mostly going to be covered call traders 

who are a little bit more analytical and like to have statistics involved in their 

analysis as well.  And this is going to be called the probability calculator.  This 

is a screenshot from Active Trader Pro.  This tool is also available on 

Fidelity.com as well, but this tool, simply put, is telling us the probability of 
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price being at a given level on a date that we’ve chosen.  What’s important 

about this tool is for one, it is not directionally biased in nature.  So, this tool is 

not going to tell us well we think your stock is going up or down.  It’s simply 

looking at the information that you feed it, and it’s just calculating the 

probability of us being at a given price.   

 

So, our assumptions on the tool, you can find on the very, very top edge here.  

We have target price, that rectangle here in the very top left, and our target 

price in this example, we put as 109.25.  And if you were to look down at those 

three different cones you see here, you’ll see a horizontal line, and that 

horizontal line is representing the 109.25 mark.   

 

The next assumption we need to make beyond picking a price would be what 

timeframe are we wanting to look at.  In our example here, we’ve selected 

June the 22nd of this year, so a few months ago, and that’s going to be 

represented by that vertical line that you see coming through those probability 

cones in our diagram.   

 

The last portion here is going to be the volatility input, which will be found in 

the top right of the calculator.  It’s going to default to a historical volatility 90 

days, and a lot of folks are going to leave the defaults, but just be aware, if you 
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want to make a different volatility assumption, you do have the ability to select 

some of the other premade selections in there, but you can also type in a 

customizable range as well.  If you put those three different variables into our 

calculator, well you’re going to have some statistics that are presented to you.   

 

And it may be a little difficult to see here, but on the far right-hand side of our 

diagram, you’ll notice that we have one of those percentages rectangled and 

it’s 16.29 percent.  And that percentage is telling us the likelihood that we are 

at this given price or higher come the date that we selected.  So, we chose 

June the 22nd, and we chose a price of 109.25, so 16 percent chance we’re 

above or at that level, and about an 84 percent chance we’re down below that 

level on our selected day.  So, a really good tool if you want more of the exact 

type of probabilities, but Nick, we come back to delta here once again.  Delta 

actually has another companion usage that can help us also answer some of 

these probability questions.  You want to talk to us about how we can utilize 

delta to really answer our same question here from a statistics point of view, 

Nick? 

 

Nicholas Delisse: Absolutely.  And it’s important to keep in mind that 16.29 percent 

probability from the probability calculator before we actually segue to looking 

at delta.  And the reason for that is you know, many traders, they’ll look at that 
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one standard deviation upward move, they’ll look for something to have that 

16 percent chance of the option being in the money at expiration, because 

maybe they expect a stock to move less than that standard deviation, less than 

what necessarily the market’s pricing in.   

 

Now you can pull up the total, do the digging, figure out where exactly that 

particular number might be, and it might be at, you know, 104.17, 106.03, or 

70 cents, or whatever, it might be a very specific number.  You know, but what 

traders might do is they’ll use delta as a gauge for probability analysis.  Now, 

like Cale mentioned, options are based on pure statistics, it has a 50 percent 

chance a stock goes up, a 50 percent chance a stock goes down, it’s ignoring 

any kind of analysis you, or I, or someone else participating in the market 

might do.  With that, that at the money option had that delta of about 52, you 

know, with the option being slightly in the money, well that 52 delta relates to 

about a 52 percent chance that option will be in the money at expiration.  You 

know, because if the stock goes up, it’s in the money at expiration, if the stock 

goes down, it’s out of the money expiration.  You know, likewise if we take that 

out of the money option, it was at approximately 18 delta, this correlates with 

an approximate 18 percent chance that the option is going to be in the money 

at expiration.   
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Now these aren’t exact numbers, they’re kind of rough rules of thumb 

ballpark, but you can pull up an option chain, and you’re the type of trader that 

you’re going well I want a one standard deviation above strike price, you can 

look at it and go real quickly, well the 100 strike on this chain has a delta of 

about 40, the 105 has a delta of 18, the 110 has a delta of about 7, the 105 is 

the strike that you want.  And boom, you’ve made your strike decision very 

quickly without having to actually go to a probability calculator and spend 

minutes figuring out which strike might be the most beneficial for you.   

 

Now, this in the money option with a delta of about 75, that’s representing 

that 75 percent chance that option will be in the money.  Now with that 50/50, 

the 50 percent chance a stock goes up, if the stock does go up, well that then 

represents that that’s 50 percent of that, but if the other 25 percent of the 75 

percent chance represents that the stock could do down, but not down far 

enough that the option is no longer in the money.   

 

And so as such, if a trader is looking to sell a covered call because they want to 

actually sell their shares of stock, they could sell that in the money option as a 

much higher probability of being assigned, and they can then use that delta as 

a way to gauge what the likelihood is of assignment.  And that’s what we have 

on this particular list here, that first bullet point is that selling an in the money 
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option is a method of selling stock.  And many traders that Cale and I, and the 

rest of us on the desk have worked with, have used that work, you know, 

maybe they have 1,000 shares of a particular security, and they really only 

want to have 700, or 500.  So, they might sell calls against those particular 

shares of stock to, you look at being assigned.  And the more in the money 

they go, the greater the risk of them being assigned, and in that situation, if 

they want to sell, that’s actually a positive thing.   

 

Now naturally, if you’re bullish and you want to hold onto the stock, there’s tax 

situations or consequences that you don’t want to realize, well that higher 

probability of being assigned could also be a negative aspect.  This particular 

option, since it has the most premium that you’re receiving, it also offers the 

most downside protection, and that’s why we have that in the green, is that 

you’d have the highest premium received, because it is in the money.  You’d 

have a lot of intrinsic value with that, not just extrinsic value, and so it offers 

you more downside protection.   

 

The stock has to drop more in order to hit your break even.  And as such, with 

the most protection, with it having to drop more, it’s also more conservative, 

because going back to that rate of return list that Cale was showing us, that in 

the money option has the lowest rate of return if the stock stays flat, or if the 
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security goes up.  Naturally, because you have more protection with greater 

premium, if the stock pulls back, you can potentially have a higher rate of 

return, because you’re still potentially profitable, where the other two 

strategies might actually be at a loss.   

 

Now, the at the money option has the most exposure to time decay, has the 

most exposure to theta, which we’re going to start to address next when we 

talk about expiration selection.  That could be a boon, and that could be a 

drawback, you know, having that exposure to the time decay.  With this, you 

have the greatest amount of gamma risk.  And this is really important if you’re 

selling short-term options, because what that illustrates is that creation or 

removal of deltas.  But in exchange for that risk, you have a lot higher time 

decay, there’s more time premium that’s set that you’re bringing in.  And of 

course, it gives you a 50/50 chance of being assigned.  Going back to that 50 

percent chance the stock moves up, 50 percent chance the stock moves down.   

 

Now naturally, if through your analysis, if you’re more bullish on the security, if 

you feel it’s a greater than 50 percent chance of it going up, well this is then 

going to be different than what your analysis might dictate, and that of course 

is going to likely push that a higher strike is going to make sense for you.  

Because with that out of the money option, it’s a little bit more aggressive, it’s 
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a little bit more bullish, has a higher potential return, but that is, of course, 

based on that potential for the stock to move up.  The stock has to move up to 

have that higher potential return.   

 

Now if you don’t really want to sell your security, if you’re less inclined to sell 

your security, of course the out of the money option has a lower probability of 

being assigned.  Doesn’t mean that there’s no probability, just it’s lower.  

You’re also bringing in less premium in exchange for this, and there’s less 

downside protection because well, there’s less premium.  If you’re only 

bringing in 50 cents versus $2 for the at the money, well you only have 50 

cents that can offset the drop where the at the money bringing in that much 

larger premium to offset your drop.   

 

Now, this does have the highest upside potential, because of it’s not only 

relying on the option premium, it’s also relying on the stock moving up, you 

know, but it’s important to remember going back to those rate of return slides, 

the stock has to move up in order to generate that maximum returns for you.  

With that, let’s go ahead and segue into taking a look at choosing the 

appropriate expiration.   

 



 30 

Cale Bearden: Yeah Nick, and this is certainly another very important concept and 

topic here, and this is going to start hitting on one of those Greeks that you 

had mentioned, being theta, or time passage.  What is one day’s worth of time 

passage, what impact is it going to have on our options contract?  And theta is 

one of the Greeks that we are looking to take advantage of in a covered call 

scenario.  We are taking on an obligation, and we’re being credited, or 

receiving money for that obligation, and the hope and the goal is that we can 

close out that obligation at a cheaper price.  We can buy back that option 

cheaper than what we originally sold it for, and a large part of that 

conversation, and why that occurs, is due to time passage.  We all have to 

remember that options are a wasting asset.  They start out with time value, but 

each option has the same thing.  When it comes to expiration day, very, very 

little to no time value is going to be available in that contract.   

 

And one of the ways that I like to think of time decay is an analogy I like to use.  

So, I want everyone to imagine that we have a large chunk of ice.  And this 

large chunk of ice is sitting out in the middle of the desert during the hottest 

part of the day.  And if we had one hour that passed by, well certainly our large 

chunk of ice is going to evaporate a little bit, it’s going to have a little bit of 

sweat that comes off of it.  And it’s going to be a little bit smaller in size.  But 

likely, it’s still going to be a really, really large chunk of ice.   
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But think about if we fast forwarded a couple of days, and now our large chunk 

of ice is much smaller and closer to a cube of ice.  Now if we had one hour that 

passed by, our small cube of ice may no longer be a cube of ice at all, it may 

have all evaporated and gone away.  And the way that options decay works in 

a very, very similar nature, that time decay is not linear.  It’s not an exact same 

amount that comes out each and every day.  It has an acceleration factor that’s 

involved.  And as a rule of thumb that we use as options traders, around 45 to 

60 days until expiration is when time decay is going to start to accelerate at a 

faster and a faster rate.  And we have that listed here on our diagram on the far 

right-hand side, you’ll notice our example goes all the way out to 150 days, on 

the left-hand side of those two green lines.  But about halfway through that 60-

day period, you’ll really start to see those green lines start to take a bit of a 

nosedive and start to curl down quite a bit.  So, it’s important to understand 

that time decay is your friend in this trade.  And we are looking to take 

advantage of time decay as much as we can, so a general rule of thumb that 

covered call traders are going to use is they’re going to look for an expiration 

that’s around 30 to 60 days until expiration.   

 

Now that being said, it doesn’t mean you can’t go longer duration and sell one 

that’s out 120 or 150 days.  But just realize that the portion of the trade that 
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you’re trying to take advantage of, that time decay portion, is going to be a 

little bit slower early on in the trade, and it’s not going to start to accelerate 

until much later in its life.   

 

Also, on the other side as well, we could go shorter term in nature, maybe do a 

one-week option, or a two-week option, where you really have time that’s 

working in your favor.  But as Nick had mentioned as well, then some of our 

other Greeks could become a concern, like gamma exposure, for example.   

 

So, on our next slide here, we have a good little example walking through the 

difference of what if we had 180 days?  And we had two choices.  We could 

look at selling a 30-day option six times, and we’d collect $1 each time we sold 

it.  So, we would net collect $6 in premium over that 180-day period.  Or, we 

could just do one trade by selling one six-month option until expiration, and 

we collect $2.75.  So, from our example, pretty easy to see that we’re going to 

likely have a greater possibility of a higher return by doing these 30-day trades 

six times versus going out the full 180 days to begin with.   

 

And certainly folks, you could break this up in other dimensions as well, 

doesn’t have to be a 30-day trade you do six times.  It could be a 60-day trade 

you do three times, or a 45-day trade, what have you.  But really want to 
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illustrate that point, that if you’re trying to take advantage of time decay in 

your trade, you are going to usually gravitate to that 30 to 60-day type of 

window, just understand that you’re changing some of the dynamics of the 

trade if you’re going dramatically shorter, or dramatically longer than that 

period of time.   

 

So Nick, here on our next slide, we have more of those compare and contrast 

of looking at shorter term versus longer term, do you want to give us maybe a 

little bit more information as far as what differentiates the two, and 

considerations we should have in mind? 

 

Nicholas Delisse: Sure, absolutely Cale.  And one of the best ways, of course, to put 

it is, you know, many traders we work with will sell a shorter term option, 

because they could sell an option one month out for a dollar, where if they go 

12 months out, they get $8.  Now that of course means a longer-term option to 

get more upfront premium, and they could sell the shorter-term option 12 

times, and then get $12 for that extra time decay.  But again, options are all 

about tradeoffs.  You have that higher gamma risk where the stock could go 

up or down with that exposure.  By bringing in more premium to longer term 

options, you have more downside protection, because if the stock decides to 

drop from 100, to 95, to 90, well we only brought in that dollar, maybe you’ve 
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done it for three months, you brought in $3, where going to that longer dated 

option, you brought in that $8.   

 

So this becomes, you know, important with that, and of course if you have 

longer, more downside protection on one side, well it’s offset by that premium 

on the other side, and your exposure to time decay, that kind of works both 

ways.  It’s a double-edged sword.  With longer term options, you have lower 

gamma risk.  And the risk, again, cuts both ways, gamma could go for you, it 

could go against you with that.  But gamma is what accelerates your losses and 

decelerates your gains, this could be a problem, but with gamma risk, the 

other tradeoff is time decay.  The more gamma risk you have, the greater 

exposure you have to time decay.  The lower your gamma risk, the lower your 

time decay.  And that’s kind of why those are just right next to each other on 

our particular slides. 

 

Now with a longer-term expiration, you know, you’ve mentioned it’s a higher 

probability of being expiration, being in the money at expiration, just because 

you have that particular movement.  Now if you look at, you go 105, 105, and 

it’s -- they’re both five points out of the money, well it’s more likely a security 

might move 5 percent given a year, than moving 5 percent given a month.  It’s 

definitely something to consider, and just with it being assigned early, and 
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what we’re addressing is that early assignment risk, you know, goes up the less 

time there is until expiration, the deep in the money you happen to be with 

your particular security, and as such, with this being shorter term, there’s less 

time, higher probability of being assigned early, and you have in essence 

those 12 different expirations that you contend with, and as such, 12 different 

potential commissions with that.  You have more commissions associated with 

that. 

 

Naturally, you have the potential to make more off of time decay, it’s a little bit 

more aggressive, more risk associated with that, longer term option, a little bit 

less aggressive, a little bit less bullish.  But again, everything with options is all 

basically about tradeoffs, and what might be a benefit of one is a drawback for 

the other, and what’s a, you know, a drawback to the one is a benefit of the 

other.  Definitely something to keep in mind.   

 

Now managing your covered call is really important, it’s really critical.  And 

there are really only about three ways to manage any type of option trade.  

You know, first and foremost, you can leave the trade alone.  Second, you can 

close the trade.  And third, you can adjust the trade.  That’s really all there is to 

it, whether we’re talking about covered calls, or whether we’re talking about 
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some other fancy type of multi-leg strategy.  You can leave the trade alone, 

close the trade, and adjust the trade.   

 

And it’s important to remember that when Cale was talking about rolling, a roll 

is a close and an open.  It is an adjustment, but a roll is a closing trade and an 

opening trade when it comes in the grand scheme of things.  So, if you’re 

looking at your particular trade, and you’re going well, this trade still makes 

sense, I’d place this trade today.  Well, that can make sense to leave it alone.  

You know, let that option stay as it is.  Whether you feel that it would go 

through and it would expire worthless, or you’d be assigned, if you sold an in 

the money one, and you want to be assigned, well that can be important, you 

might want to leave the trade alone if you’d still place the same trade today.   

 

If you’re looking at it, and you’re going well, I wouldn’t place the trade today, I 

sold that for a dollar three weeks ago, and there’s one week left, and it’s only 

worth 10 cents, that 10 cents isn’t worth the risk, well if you wouldn’t place the 

trade today, well maybe you might look to close the strategy.  You eliminate 

the position, and then you might take a step back and analyze well what 

should you do from here? 
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Now the third thing that we have is, of course, adjusting.  And that’s of course 

where it makes sense to close the trade.  Maybe a new trade then makes 

sense.  You closed out of that one call for 10 cents, you’re looking and going, 

you know, the stock pulled back just a little bit, I’d sell another call going out a 

month, you know, close to being at the money, I’d place a new trade.  Close 

the old trade, open a new trade, that’s a roll.  And adjusting a trade like this, 

where you’re rolling it, you could be just rolling out to a later expiration, you 

could be rolling up or down to a higher or lower strike price, or you could be 

doing a combination of the two where you’re changing the expiration and 

changing the strike price.   

 

This could be a lot of different aspects with this, of course closing the strategy, 

unwinding could be that if you did a buy right, you bought the shares, sold the 

call, you’re completely closing out of both shares and call, you know, or maybe 

you’re just closing out of the call, and that’s part of your adjustment, because 

you changed from being neutral to bullish, and so you’d adjust the trade, and 

you’re closing out, you’re still keeping that particular net position associated 

with that.   

 

Now, we do have just a couple minutes left.  Cale, any last thoughts or 

comments that we might have? 
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Cale Bearden: Well, certainly want to mention with the managing the trade is… Nick, 

I know a good question that we ask clients a lot -- and I even ask this in my own 

personal trading -- is very simply put: What do I want to see in my account the 

next day?  If you can answer the question of what do you want to see the 

following day, then knowing what you should do today becomes a whole lot 

easier.   

 

So, Nick, we have a few key takeaways that we want to mention here to folks 

as well.  I know we’ve covered quite a bit of information here today but want 

to start out with making sure that you know what the objective is with the 

covered call.  We talked about how different traders and investors are going to 

have different needs attached to their portfolio, but it’s important that you 

identify why are you using the covered call?  Is it to help generate income in a 

sideways type of market?  Is it to possibly sell a long stock position that you’ve 

owned for a significant period of time, or maybe one you’ve only owned for, 

you know, a couple of days, or a couple of months?  Or it could just be to 

manage some of that exposure that you have in your long position.   

 

Nick had talked to us about a really useful tool of looking at delta, and how 

that changes our share exposure.  So, utilizing a covered call may be a way for 
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you to hopefully collect some income in a sideways market, but also to help 

reduce some bullish exposure if you’re starting to feel just a little bit uneasy 

overall.  We’ll mention there, it’s still important that you have the correct 

outlook.  We need to have that neutral to slightly bullish mentality, if we think 

the stock is going to be runaway to the upside, but covered calls aren’t going 

to be appropriate, because we’re putting that ceiling on our heads of 

profitability, but just as important as well, if we think the stock is going to make 

a large move to the downside, well a covered call is only going to help so 

much.  We’re only going to be helped by that amount of premium that we 

bring in by selling the call, so if we have a bearish viewpoint, we think the 

security is going down, likely the best thing to do is close out your risk, find 

something else to trade.  

 

Nick, we’d also talked a lot about all of these tradeoffs.  Whether it’s due to 

expiration selection, and we want time to really be working in our favor, or if 

we’re going a little bit longer term, have time slow down a little bit.  But also 

with strike price selection as well, we’ve mentioned three or four different 

ways of how you can pick your strike price, and early on, it can be a little bit 

difficult, but I’d encourage you, try to find a process that you can consistently 

repeat, because that’s the name of the game with covered calls.  We don’t 

mean to make the strategy more difficult than what it is.   
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Last thing I’ll mention here is always keep risk at the forefront of your mind.  If 

there’s one key to trading and investing, it’s being very, very good at playing 

defense.  So, if at any point in time you feel uncomfortable, then reevaluate 

your position from the sidelines, and of course, if necessary, feel free to give us 

a call here at Fidelity.  We’re here for a reason, to help you out.   
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Technical analysis focuses on market action — specifically, volume and price. Technical 
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investments, you must make your own determination as to whether an investment in any 

particular security or securities is right for you based on your investment objectives, risk 

tolerance, and financial situation. Past performance is no guarantee of future results. 
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