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Stock owners have several ways to enhance returns beyond share price 
appreciation. One widely used strategy among both individual investors and 
institutional money managers is the covered call. This approach allows stock 
owners to generate additional income from their holdings while maintaining 
their equity positions. However, as with any investment strategy, it comes with 
specific trade-offs that every trader should understand before implementation.

Introduction
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At its core, a covered call is a two-component options strategy that combines 
stock ownership with the sale of a call option. The strategy gets its name because 
you “cover” your obligation to deliver shares by actually owning them in your 
portfolio. This is fundamentally different from selling call options on stocks you 
do not own, which creates substantially different risk dynamics.

Here is how it works in practice. When you own at least 100 shares of a particular 
stock, you can sell one call option contract against those shares. Each standard 
options contract represents 100 shares of the underlying stock. By selling this call 
option, you grant another market participant the right, but not the obligation, 
to purchase your shares at a predetermined price (the strike price) by a specific 
expiration date.

In exchange for granting this right, the buyer pays you a premium. This premium 
compensates you for accepting the obligation to sell your shares at the strike 
price if the buyer exercises their option.

What is a covered call?

Consider this scenario: you own 100 shares of a technology company trading at 
$150 per share (total position value of $15,000). You believe the stock is fairly valued 
and expect it to trade within a relatively narrow range over the next month or 
two, possibly rising modestly but not dramatically.

You implement a covered call by selling one call option with a strike price of $160 
that expires in 45 days. For this option, you receive a premium of $3 per share, or 
$300 total.

Now, let us examine the three possible outcomes at expiration:

Scenario 1: Stock remains below $160. Perhaps it’s trading at $155.
The call option expires worthless because, normally, a buyer wouldn’t exercise 
their right to buy shares at $160 when they could purchase them in the open 
market for $155. The $300 premium becomes a realized gain; you still own 
your shares and can sell another covered call with a different expiration if you 
want.

Understanding the mechanics 
through an example
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Scenario 2: Stock rises above $160. Perhaps it reaches $165.
Your shares will likely be called away, meaning you must sell them at the 
$160 strike price. Your total profit would be the $10 per share gain from $150 
to $160, plus the $3 premium you collected, for a total of $13 per share or 
$1,300. This represents an 8.7% return on your original $15,000 in just 45 days. 
However, you do not participate in the additional $5 gain from $160 to $165.

Scenario 3: Stock declines below your purchase price. 
Perhaps it drops to $145. The call option expires worthless, and you keep the 
$300 premium. However, your stock position has lost $5 per share, totaling 
$500. The premium you collected reduces this unrealized loss to $200.

The primary appeal of covered calls lies in their ability to generate additional 
income from stock positions you already hold. When you own shares of stock, 
you typically profit in two ways: capital appreciation and dividends. Covered calls 
create a third prospective income stream through the option premiums you 
collect.

Income potential increases significantly during periods of elevated volatility or 
when holding fairly valued stocks that are unlikely to appreciate dramatically in 
the near term. Options premiums are directly influenced by implied volatility, 
which reflects the market’s expectation of future price movement. When traders 
anticipate larger price swings, option premiums increase. During periods of 
market uncertainty, these elevated premiums can be attractive.

Another benefit is the modest downside protection covered calls provide. While 
this should not be overstated or confused with comprehensive hedging, the 
premium you collect creates a cushion against slight price declines. Using our 
earlier example, if you bought shares at $150 and collected a $3 premium, your 
effective cost basis becomes $147. The stock can decline by $3 before you begin 
losing money on the overall position.

Covered calls also offer flexibility in structure. You can choose strike prices close to 
the current stock price to collect higher premiums but increase the likelihood of 
assignment, or you can select strike prices farther away to reduce the probability 
of giving up your shares while collecting smaller premiums. You can write calls 
with short-term expirations of 1 to 2 weeks to capitalize on rapid time decay, or 
you can use longer-dated options of 2 to 3 months for potentially larger absolute 
premiums.

Benefits and ideal conditions
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Neutral to moderately bullish outlook: If you own shares you believe are fairly 
valued and likely to trade sideways or rise modestly, covered calls can enhance 
your returns without significantly interfering with your investment thesis. You 
are essentially getting paid to hold a position you wanted anyway.

Target exit price scenario: The strategy makes sense when you hold a stock that 
has appreciated nicely, and you would be comfortable selling at a higher price. 
Many investors own a stock that has had a strong run and are happy with their 
gains, but not quite ready to sell at today’s price. A covered call allows you to set 
your target exit price by using the strike price, while collecting income as you 
wait.

Range-bound or choppy markets: When major indices are moving sideways within 
a defined range without clear directional trends, many individual stocks exhibit 
similar behavior. In these conditions, the income from option premiums becomes 
especially valuable because you are not getting much capital appreciation.

Elevated volatility environments: When the market experiences fear, uncertainty, 
or rapid price swings, implied volatility across the options market rises. This 
increased volatility inflates option premiums, sometimes to several multiples 
of what they would be in calm conditions. Traders who are comfortable with 
volatility and have conviction in their stock holdings can collect very substantial 
premiums during these periods.

Covered calls work best in these conditions:

Explore Strategies – Discover options strategies and 
empower your trading with the knowledge and skills to 
navigate dynamic market conditions.
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The most significant limitation is capped upside potential. By selling a call option, 
you contractually obligate yourself to sell shares at the strike price, forfeiting 
any appreciation beyond that level. Consider a scenario where your company 
unexpectedly announces a breakthrough or better-than-expected earnings. The 
stock might surge 20% or 30% in a single day. If you have sold a covered call, you 
must sell your shares at the strike price, regardless of how high the stock price 
rises. You will make a profit up to your strike price plus the premium collected, 
but you will miss out entirely on explosive gains beyond that point.

This is why covered calls work best when your outlook is neutral to moderately 
bullish rather than strongly bullish. If you expect a significant rally, selling a 
covered call is counterproductive.

Assignment risk carries several consequences. When your shares are called away, 
you no longer own the stock and lose any future appreciation potential. The sale 
creates a taxable event, and the specific tax implications may vary based on 
individual circumstances. Investors should consult a qualified tax professional 
to understand how this may affect their situation. If you want to reestablish a 
position, you must buy it back at the now-higher market price.

It is crucial to understand that covered calls do not provide meaningful protection 
against significant downside moves. The premium you collect might cushion a 
small decline, but it does not eliminate the fundamental risk of equity ownership.

Transaction costs represent another consideration, particularly for traders who 
actively manage their covered call positions. Every time you sell, buy back, or roll 
an option, you incur fees. These costs can accumulate over time and erode your 
returns.

Finally, covered calls can become complicated to manage in certain situations. If 
you sell a call and the stock suddenly drops sharply, you might hesitate to close 
the position. If it rises quickly toward your strike price, you must decide whether 
to let the shares be called away, buy back the option, or roll it. These decisions 
require judgment and experience.

Understanding the risks and limitations
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You are very bullish and expect significant upside. You are holding a stock ahead 
of a major catalyst, such as an earnings announcement or product launch, that 
could significantly impact the stock’s price. You are unwilling to sell your shares 
under any circumstances, perhaps because they are legacy holdings with specific 
tax implications or sentimental value.

Covered calls are less appropriate when:

Strike price selection is crucial. Strikes close to the current stock price (at-the-
money) generate the highest premiums but also have the highest probability of 
assignment. Strikes that are farther above the current price (out-of-the-money) 
offer lower premiums but give the stock more room to appreciate before your 
shares are called away.

A common approach is to select strikes that are 5% to 10% above the current 
stock price when writing monthly options. This provides a reasonable balance 
between premium income and retention probability. However, your specific 
strike selection should reflect your outlook and objectives.

Expiration date selection is equally important. Shorter-term options experience 
faster time decay but require more frequent management. Longer-term options 
require less attention but commit you to a longer period.

Many traders prefer monthly expirations for a balance between income 
generation and manageability. Monthly expirations also align well with natural 
planning cycles, allowing you to reassess your positions regularly.

Liquidity is another crucial consideration. You should write covered calls only 
on stocks with actively traded options markets. Liquid options have tight bid-
ask spreads. Wide spreads can reduce your returns because you will receive less 
when selling your calls and pay more if you need to buy them back. As a general 
guideline, look for options with an average daily volume of at least several 
hundred contracts and bid-ask spreads that are no more than 5% to 10% of the 
option’s price.

Practical considerations for implementation
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Before implementing any options strategy with your own capital, it is essential 
to understand how it works across various market conditions. This is where 
TradeStation’s simulated trading mode becomes an invaluable educational 
tool. The simulator provides unlimited virtual capital and real-time market data, 
allowing you to practice covered call strategies in a realistic environment without 
risking real money.

The simulator allows you to test different strike price selections and expiration 
dates without consequences. This experimentation helps you develop your 
own preferences based on observation. Simulated trading prepares you for live 
execution far better than jumping in with real capital right away.

The covered call strategy represents one of the most accessible and widely used 
approaches to generating additional income from stock portfolios. By selling call 
options against shares you already own, you can collect premiums that generate 
prospective income while maintaining your equity positions. The strategy offers 
particular appeal during periods of elevated volatility, in range-bound markets, 
and for investors with neutral to moderately bullish outlooks.

However, covered calls are not without limitations. They cap your upside potential 
and provide only modest downside protection. They can trigger tax consequences, 
and they require ongoing management.

Success with covered calls comes from understanding both what the strategy 
can do and what it cannot do. It is not a path to unlimited gains, nor is it a 
comprehensive hedging tool. Rather, it is a methodical approach to generating 
incremental income from stocks you are comfortable holding. When used 
appropriately and with realistic expectations, covered calls can be a valuable 
component of a comprehensive trading strategy.

Getting started with simulated trading

Conclusion

Review Options Level – Ready to take your options trading 
to the next level? Learn about your option level and make 
sure it’s right for you. Boost your trading potential!
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Important Information and Disclosures

This content is for educational and informational purposes only. Any symbols, financial instruments, or trading 
strategies discussed are for demonstration purposes only and are not research or recommendations. TradeStation 
companies do not provide legal, tax, or investment advice. 

Past performance, whether actual or indicated by historical tests of strategies, is no guarantee of future 
performance or success. There is a possibility that you may sustain a loss equal to or greater than your entire 
investment regardless of which asset class you trade (equities, options or futures); therefore, you should not invest 
or risk money that you cannot afford to lose. Before trading any asset class, first read the relevant risk disclosure 
statements on www.TradeStation.com/Important-Information.   

Securities and futures trading is offered to self-directed customers by TradeStation Securities, Inc., a broker-
dealer registered with the Securities and Exchange Commission and a futures commission merchant licensed 
with the Commodity Futures Trading Commission. TradeStation Securities is a member of the Financial Industry 
Regulatory Authority, the National Futures Association, and a number of exchanges.

TradeStation Securities, Inc. and TradeStation Technologies, Inc. are each wholly-owned subsidiaries of 
TradeStation Group, Inc., both operating, and providing products and services, under the TradeStation brand and 
trademark. When applying for, or purchasing, accounts, subscriptions, products, and services, it is important that 
you know which company you will be dealing with. Visit www.TradeStation.com/DisclosureTSCompanies for 
further important information explaining what this means.
 
Options trading is not suitable for all investors. Your TradeStation Securities’ account application to trade options 
will be considered and approved or disapproved based on all relevant factors, including your trading experience. 
See www.TradeStation.com/DisclosureOptions. Visit www.TradeStation.com/Pricing ffor full details on the costs 
and fees associated with options.

Margin trading involves risks, and it is important that you fully understand those risks before trading on margin. 
The Margin Disclosure Statement outlines many of those risks, including that you can lose more funds than 
you deposit in your margin account; your brokerage firm can force the sale of securities in your account; your 
brokerage firm can sell your securities without contacting you; and you are not entitled to an extension of time on 
a margin call. Review the Margin Disclosure Statement at www.TradeStation.com/DisclosureMargin.

Any examples or illustrations provided are hypothetical in nature and do not reflect results actually achieved and 
do not account for fees, expenses, or other important considerations. These types of examples are provided to 
illustrate mathematical principles and not meant to predict or project the performance of a specific investment 
or investment strategy. Accordingly, this information should not be relied upon when making an investment 
decision.
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