
 
 
 
 
 
 
 

 

Covered Call Options 
Generating investment income in a flat market can sometimes be difficult. One investment strategy that 
has been used over the years to resolve this issue is the strategy of writing covered call options. Often 
considered a basic option strategy tied to owning shares, entering into a covered call is generally best 
suited for investors who are looking for an additional source of income and are willing to limit upside 
growth for some downside protection. 

Benefits and challenges of the covered call strategy 

Users of a covered call strategy earn a premium on the call option they have sold (or written). 
Essentially, the writer is being paid to take on the obligation to sell the shares tied to the option at the 
specified price (if the option is exercised). This price is known as the “strike price”. As a benefit, the 
writer of a covered call continues to enjoy the rights tied to owning the underlying shares, such as the 
right to collect dividend payments, provided the option is not exercised.  
 
As previously mentioned, the covered call option strategy is well suited where:  

 A stock trades within a relatively tight price band; and 

 An investor does not foresee large upside potential on the stock.  
 
By entering into a covered call, the seller of the call is generally limiting the upside potential of a stock 
price gain.   
 
The seller of the covered call is also subject to the same downside risk as owning the stock on its own. 
That is, the potential resulting losses if the price of the stock should fall (potentially to zero). However, 
with the covered call strategy, the investor does have the option premium in place to help reduce the 
overall effect of a loss on a price decline.  
 
Determining the optimal price for a covered call can be difficult as investors need to account for factors 
such as the volatility of the underlying stock, potential dividends, along with the time value (expiration) 
of the option. 
 
The following formula is generally used for calculating maximum profit from writing a covered call:  
 

Profit (max) = Premium received + Strike price of call option - Purchase price of stock - 
Commissions (where applicable) 

 
The seller of a call option will generally achieve a maximum profit when the price of the underlying 
stock is greater than or equal to the strike price of the call option.   
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The mechanics  

A call option gives the buyer the right, but not the obligation, to purchase an underlying investment such 
as shares in a company. The seller of a call option has the obligation to sell the underlying shares at a 
set price known as the exercise or strike price. The investor buying the option is considered to be in a 
long position while the seller of the option is considered to take the short position. An investor who sells 
a call option is considered to have “written” a call option.   
 
The covered call option strategy is achieved when an investor, who currently owns (or plans to 
purchase) a stock in an investment account, combines this position with the sale of a call option.  
 
Where the investor purchases the shares at the same time as writing the call, the strategy is often 
referred to as a “buy-write” strategy. Where the investor already owns the shares prior to writing the call 
option, the strategy is referred to as an “overwrite”.  
 
Each call option is normally tied to 100 shares of a stock. Where an investor writes 5 call options, he or 
she would generally need to own (or purchase) 500 shares of the underlying stock for the arrangement 
to be considered a “covered call”.   
 
As mentioned earlier, by writing a covered call, the writer is required to sell their underlying shares to 
the buyer of the call option in the event that the buyer exercises the option. This would normally occur 
when the call option is considered “in the money” in the eyes of the investor buying the call option or 
where the stock price is trading at a price equal to or higher than the exercise or strike price.   
 
It may be worth noting that the covered call option strategy can normally be employed in non-registered 
accounts along with RSPs, RIFs and TFSAs. Generally the shares would be held in the same account 
as the call option that is being sold.  

Tax treatment of covered call options 

Where shares of a company are owned and held in a non-registered account by a call option writer, the 
tax treatment of a premium received by the writer of a call option would depend on whether the 
underlying shares are/were being held on the account of income or capital. Assuming that underlying 
shares were being held on the account of capital, the option premium received by the seller of a call 
option would generally receive capital gains treatment.  
 
To clarify, the determination of whether an investment is held on the account of income or capital will 
normally depend on several factors. The following table outlines some of the factors which help 
determine whether an investment is held on the account of income or capital:  
 
Factor Income (100% taxable) Capital Gain 
Frequency of transaction High Low 
Period of ownership Short Long 
Knowledge of securities market High Low 
Investor's ordinary business Part of regular business Not part of regular business 

 
Note: the aforementioned factors act as a general guidance and that the determination of a particular 
transaction would normally be based on its own merit. 
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For example, an investor holding an investment on the account of income would generally be seen as 
buying and selling property on a regular basis and/or hold the property for a short period of time. 
Generally, buying and selling securities would be part of the investor’s regular business.  
 
Covered call example  

Let’s assume that Shelia buys 100 shares of ABC stock at $35/share and sells one 3-month $40 Call 
option for a premium of $1.10.  
 
Scenario 1 – ABC stock remains below $40 after Shelia writes the call until the expiry date of the 
option.  
 
Under this scenario, the call option would normally expire. Shelia would continue to own her 100 shares 
of ABC stock along with the $110 premium ($1.10 x 100 shares) received for selling the option. Once 
the option expires, Shelia can write a new option for the same shares with a new expiration date.  
 
Scenario 2 – ABC stock increases above $40 after writing the call, but before the expiry date.  
 
Under scenario 2, the buyer of the call can exercise the right to purchase ABC stock and Shelia will 
have the obligation to sell her shares at $40, even though ABC stock trades above $40. However, 
Sheila will still hold on to the premium received for writing the option and any applicable dividends 
received while she owned the stock.   
 
Note: where ABC stock trades at $40, the option may or may not be exercised, and as a result, 
scenario 1 or 2 may result. 
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