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Investing in the stock market offers numerous strategies to generate income and manage
risk. One popular approach is the covered call strategy, which involves owning shares of a
stock and selling call options against those shares. In this comprehensive guide, we will
explore the scenario where Betty and Bob buy 100 shares of stock at $50 per share and
sell a call option with a strike price of $50 for a premium of $6. This strategy can be an
effective way to earn additional income, especially in a stable or slightly bullish market.
Let's delve into the mechanics, benefits, risks, and best practices associated with this
approach.

Understanding the Basics of the Covered Call
Strategy

What Is a Covered Call?

A covered call is an options strategy where an investor owns the underlying stock and sells
a call option on that stock. The goal is to generate income from the option premium while
potentially benefiting from stock appreciation up to the strike price.

Key Components of the Strategy

e Underlying Asset: The stock you own (in this case, Betty and Bob buy 100 shares).
e Call Option: The right to buy the stock at a specified strike price before expiration.
e Premium: The income received from selling the call (here, $6 per share).

e Strike Price: The predetermined price at which the stock can be called away (here,
$50).

o Expiration Date: The date when the option contract expires.



The Scenario: Betty and Bob's Investment
Approach

Initial Purchase of the Stock

Betty and Bob purchase 100 shares of a stock at $50 per share, totaling a $5,000
investment.

Selling the Call Option

They sell one call option contract (which covers 100 shares) with a strike price of $50,
receiving a premium of $6 per share.

Financial Breakdown

¢ Cost Basis: $50 per share x 100 shares = $5,000
¢ Premium Income: $6 per share x 100 shares = $600

e Total Initial Income: $600 from selling the call

Potential Outcomes of the Covered Call Strategy

Understanding the possible outcomes helps investors manage expectations and risks.

Scenario 1: Stock Price Remains Below $50 at
Expiration

- The call option expires worthless.

- Betty and Bob keep their 100 shares.

- They retain the $600 premium as profit.
- They can choose to sell another call option, generating ongoing income.

Scenario 2: Stock Price Rises Above $50 at Expiration

- The call option is exercised.

- Betty and Bob’s shares are called away at $50 per share.

- They sell their 100 shares for $50 each, receiving $5,000.

- They keep the $600 premium, which effectively reduces their sale price from $50 to $44



per share ($50 - $6 premium received).
- If the stock appreciates significantly above $50, they miss out on additional gains beyond
the strike price.

Scenario 3: Stock Price Slightly Below or Equal to $50

- The option may or may not be exercised depending on the exact price.

- If exercised, Betty and Bob sell at $50, plus keep the premium.

- If not, they retain their shares and can sell another call option, repeating the income
generation process.

Advantages of the Covered Call Strategy

Implementing this strategy offers several benefits, especially for investors seeking income
and risk mitigation.

1. Income Generation

Selling call options provides immediate income in the form of premiums, which can
enhance overall returns.

2. Downside Protection

The premium received offers a buffer against minor declines in the stock price, effectively
reducing the breakeven point.

3. Capital Appreciation Potential

While gains are capped at the strike price, investors still benefit from stock appreciation
up to that level.

4. Flexibility and Repetition

Investors can repeatedly sell calls on the same shares, creating a steady income stream.

Risks and Limitations of the Strategy

Despite its advantages, the covered call strategy has inherent risks.



1. Limited Upside Potential

If the stock price surges above the strike price, gains are capped at that level, and
investors forgo higher profits.

2. Stock Price Decline

If the stock falls significantly, the premium provides only partial cushion, and the investor
bears the full downside.

3. Opportunity Cost

Selling a call may mean missing out on larger gains if the stock appreciates substantially.

4. Assignment Risk

If the stock price exceeds the strike price before expiration, the call may be exercised
early, and the investor must sell their shares.

Best Practices for Implementing the Strategy

To maximize benefits and minimize risks, consider these best practices:

1. Choose the Right Stocks

- Select stocks with stable or slightly bullish outlooks.
- Ensure the stock has sufficient liquidity for options trading.

2. Set Appropriate Strike Prices

- Select strike prices at or slightly above current market prices to balance income and
upside potential.

- In Betty and Bob’s case, the strike price of $50 aligns with their purchase price, making
it a conservative choice.

3. Monitor Market Conditions

- Keep an eye on market trends, earnings reports, and economic indicators that could
impact stock prices.



4. Manage Expiration Dates

- Shorter-term options generate more frequent income but may require more active
management.
- Longer-term options offer higher premiums but tie up capital longer.

5. Reinvest Premiums

- Use the income from premiums to purchase more shares or sell additional options.

Tax Implications of the Covered Call Strategy

Investors should be aware of the tax considerations associated with selling options:

¢ Premium Income: Generally taxed as short-term capital gains.
e Sale of Shares: Capital gains or losses depend on the holding period and sale price.

e Early Exercise: Could lead to different tax consequences depending on timing and
circumstances.

Consult with a tax professional to understand specific implications based on individual
circumstances.

Conclusion: Is the Covered Call Strategy Suitable
for You?

Betty and Bob’s approach of buying 100 shares at $50 and selling a call with a $50 strike
price for $6 provides a balanced method to generate income and manage risk. This
strategy is particularly suitable for investors with a neutral to slightly bullish outlook who
are comfortable capping their upside potential in exchange for premium income.

By carefully selecting stocks, strike prices, and expiration dates, investors can use the
covered call strategy to enhance returns, provide downside protection, and develop a
disciplined approach to options trading. However, it's crucial to understand the associated
risks and maintain active management of positions.

Whether you are a seasoned investor or just starting out, incorporating covered calls into
your investment plan can be an effective way to increase income and improve portfolio
stability. As always, conduct thorough research or consult with a financial advisor to tailor
strategies to your specific financial goals and risk tolerance.



Frequently Asked Questions

What is the initial investment Betty and Bob make when
buying 100 shares at $50 per share?

They invest $5,000 by purchasing 100 shares at $50 each (100 x $50).

What does selling a call option with a strike price of $50
for $6 mean for Betty and Bob?

They receive $600 in premium income ($6 x 100 shares) for selling the call option, giving
them the right to sell their shares at $50 if exercised.

What are the potential outcomes if the stock price
remains below $50 at expiration?

The call option expires worthless, and Betty and Bob keep their shares along with the
$600 premium income, resulting in a total profit of $600.

What happens if the stock price rises above $50 at
expiration?

The call option is likely to be exercised, and Betty and Bob must sell their shares at $50,
realizing a maximum gain of $6,000 (profit from share appreciation plus premium).

What is the maximum profit Betty and Bob can make
from this strategy?

Their maximum profit is the $600 premium plus any gains up to the strike price, which in
this case is $6 per share, totaling $6,600 if the stock rises above $50.

What is the risk involved in this covered call strategy?

The primary risk is if the stock price drops significantly below $50; they may incur losses
on the stock, offset partially by the premium income.

Why might Betty and Bob choose to sell a call against
their stock holdings?

To generate additional income from the premium while potentially willing to sell their
shares at the strike price if exercised.

How does this strategy benefit investors looking for



income and limited upside?

It provides immediate income through premiums and limits upside profit potential to the
strike price, suitable for investors expecting little or no growth or seeking income in a
neutral market.

Additional Resources

Betty And Bob Buy 100 Shares Of Stock At $50 Per Share And Sell 1 Call With Strike 50
For $6 And Sell — an intriguing options strategy that combines stock ownership with
options writing to generate income and manage risk. This approach exemplifies a covered
call strategy, often employed by investors seeking to enhance returns on their stock
holdings while maintaining some downside protection. In this comprehensive review, we'll
explore the mechanics of this strategy, analyze its advantages and disadvantages, and
provide insights into how investors like Betty and Bob can leverage it effectively.

Understanding the Strategy: Buying Stock and
Selling a Call Option

Basic Mechanics

In this scenario, Betty and Bob purchase 100 shares of a stock at $50 per share, totaling
an initial investment of $5,000. Simultaneously, they sell one call option contract with a
strike price of $50, collecting a premium of $6 per share, or $600 in total (since each
options contract typically covers 100 shares).

This combination creates a “covered call” position, where the investor holds the
underlying stock and sells call options against it. The key features include:

- Ownership of 100 shares at $50: Provides potential for capital gains and dividends.
- Selling a call with strike $50: Obliges the seller to deliver the stock at $50 if exercised.
- Premium received of $6 per share: Provides immediate income that enhances returns.

Goals and Rationale

Investors like Betty and Bob often pursue this strategy to:

- Generate additional income through premiums.

- Set a potential sell price at the strike if the stock appreciates.

- Reduce downside risk marginally via the premium income.

- Maintain ownership and benefit from potential stock appreciation up to the strike price.



Financial Outcomes and Scenarios

Understanding the potential outcomes of this strategy is crucial to evaluating its
suitability.

Scenario 1: Stock Price Remains Below $50 at
Expiration

- The call option expires worthless.

- Betty and Bob keep the entire premium of $6 per share, totaling $600.
- Their effective cost basis per share is $50 - $6 = $44.

- They retain ownership of the stock, which can appreciate or decline.

Implications:

- They profit from the premium, which acts as a cushion against minor declines.
- They can repeat the process by selling new calls, generating ongoing income.

Scenario 2: Stock Price Rises Above $50 at Expiration

- The call option is exercised.

- Betty and Bob are obligated to sell their shares at $50.

- They receive the strike price ($50) plus the premium ($6), totaling $56 per share
effectively.

- Since they bought at $50, their maximum profit per share is $6, or 12%.

Implications:

- Their upside is capped at $56 per share due to the strike price.
- They miss out on gains beyond $50, but they do keep the premium income.

Scenario 3: Stock Price Declines Below $50

- The call expires worthless.
- Betty and Bob lose value on the stock, but they retain the $6 premium.
- Effective cost basis reduces to $44, providing some buffer against decline.

Implications:

- The premium income offers a partial hedge but does not prevent losses if the stock
declines significantly.



Advantages of the Strategy

Implementing this combined approach provides several benefits:
e Income Generation: Selling call options generates immediate income, enhancing
overall returns.

¢ Downside Cushion: Premium income reduces the effective cost basis, providing
some protection against declines.

e Capital Gains Potential: If the stock remains below strike, investors retain their
shares and can repeat the process.

¢ Risk Management: Limited downside risk compared to outright stock ownership,
especially when premiums are substantial.

¢ Flexibility: Investors can choose different strike prices and expiration dates to tailor
risk/reward profiles.

Disadvantages and Risks

Despite its advantages, this strategy has notable drawbacks:
e Limited Upside: Gains are capped at the strike price plus premium; investors forgo
unlimited upside potential.

e Potential for Losses: Significant declines in stock price can erode gains from
premiums, leading to overall losses.

e Assignment Risk: If the stock surpasses the strike price, the stock may be called
away, which might be undesirable if the investor wanted to hold onto it longer.

e Tax Implications: Premiums received are often taxed as short-term income,
potentially increasing tax liability.

e Market Volatility: Sudden market swings can affect the outcome unpredictably,
especially if the stock price jumps sharply.



Key Features and Considerations

Choosing the Right Strike Price and Expiration

- At-the-money (ATM) strikes: Offer higher premiums but higher likelihood of being
exercised.

- Out-of-the-money (OTM) strikes: Provide lower premiums but more room for stock
appreciation.

- Expiration dates: Shorter durations reduce market risk but also limit premium income;
longer durations increase exposure.

Assessing the Stock’s Volatility and Outlook

- Higher volatility increases premiums but also the risk of substantial price swings.
- Investors should analyze the company’s fundamentals and market conditions before
employing a covered call strategy.

Managing the Position

- Investors can buy back the call if they want to retain the stock or roll the option forward
to a later date.

- Monitoring the stock’s price movements helps determine when to close or adjust the
position.

Real-World Application: Betty and Bob’s
Approach

Betty and Bob's decision to buy 100 shares at $50 and sell a $50 strike call for $6
embodies a classic covered call. Their rationale might include:

- Generating a steady income stream.
- Setting a predetermined exit price ($50) with additional profit from premiums.
- Reducing the effective cost basis to $44.

This strategy aligns with conservative to moderate investors seeking income and some
downside protection while willing to cap their upside.



Example:

Suppose the stock remains flat or declines slightly; Betty and Bob keep the $6 premium,
which offsets some losses. If the stock appreciates modestly and hits $50 or just above,
they sell at $50 but retain the premium, effectively selling at $56. If the stock skyrockets
beyond $50, they are compelled to sell at $50, missing out on further gains, but they have
already earned the premium.

Strategic Variations and Alternatives

Investors can modify this basic approach to suit their risk appetite and market outlook:

- Adjusting strike prices: Using OTM strikes to allow more appreciation potential.

- Selecting different expiration dates: To balance premium income and market exposure.
- Using multiple contracts: To scale income or hedge larger positions.

- Implementing protective puts: Combining with downside insurance.

- Rolling options: Extending or modifying positions as market conditions change.

Conclusion: Is This Strategy Suitable for You?

The combination of buying stock and selling a call at the same strike price, exemplified by
Betty and Bob, offers a balanced approach to income generation and risk management. It
is particularly suitable for investors with a neutral to moderately bullish outlook on a
stock, who seek to enhance returns without taking on excessive risk.

Pros:

- Generates immediate income.
- Offers some downside protection.
- Suitable for investors comfortable with limited upside.

Cons:

- Caps potential gains.
- Still susceptible to significant declines.
- Requires active management and market awareness.

In summary, Betty and Bob’s strategy encapsulates a disciplined approach to options
trading, leveraging premiums to improve overall return profiles. While it’s not without
risks, with proper selection of strike prices, expiration dates, and diligent monitoring, it
can be a valuable addition to an income-focused investor’s toolkit. As with all investment
strategies, understanding the mechanics and potential outcomes is essential to aligning



with personal financial goals and risk tolerance.
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