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About Trading Concepts 
 

Since 1994, Trading Concepts has 
provided investment education and 
personal mentoring, market analysis, 
online trading tools and portfolio 
management techniques to thousands 
of people from all over the world. 
Every day, our proven high-reward 
trading strategies help traders 
successfully navigate the markets and 
chart paths to financial security. In 
fact, we not only stand behind our 
pledge to provide the highest quality 
investment education and trading 
resources possible, We Guarantee lt. 

 
Trading Concepts provides practical, step-by-step, easy-to use, high-profit, low-risk, 
low stress trading strategies. Avoiding overly technical or theoretical complicated 
material, Trading Concepts represents a practical, balanced approach to trading 
profitably in today’s markets. Since our inception in 1994, we have enriched the lives 
of an ever-expanding number of students in over 52 countries worldwide. 
 
Trading Concepts quickly established a reputation as one of the industries finest 
educational companies due to the powerful trading strategies that we’ve developed. 
Combining powerful futures, stock option trading strategies with sound trade and 
money management techniques, Trading Concepts has been able to help Individual 
at-home retail traders gain the power knowledge base that had previously only been 
available to professional institutional traders. 
 
Today, Trading Concepts teaches new and experienced (and everyone in between) 
traders worldwide how to succeed in today’s markets. We demonstrate step-by-step 
trading strategies in clear, concise terms, mixed with analogies and examples 
throughout all of our educational programs.  You will therefore gain the correct 
mindset and money management techniques for trading whether you’re a beginner, 
intermediate or more experienced trader. 
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Important Notice - Risk Disclaimer:   Trading has large potential rewards, but also large potential risk. You must be aware of 

the risks and be willing to accept them in order to invest in the markets. Don't trade with money you can't afford to lose. This 

is neither a solicitation nor an offer to buy or sell Stocks, ETFs, Foreign Currencies, Futures, and/or Options. No representation 

is being made that any account will or is likely to achieve profits or losses similar to those discussed in our training program. 

The past performance of any trading strategy or methodology is not necessarily indicative of future results. Hypothetical or 

simulated performance results have certain inherent limitations. Unlike an actual performance record, simulated results do not 

represent actual trading. Also, since the trades have not actually been executed, the results may have under - or over - 

compensated for the impact, if any, certain market factors, such as lack of liquidity. Simulated trading programs in general are 

also subject to the fact that they are designed with the benefit of hindsight. No representation is being made that any account 

will or is likely to achieve profits or losses similar to those that may be shown. 

Options INCOME Profits 
Your Guide to Options Income Trading 

 
 

© Copyright by Trading Concepts, Inc. 
 

All Rights Reserved 
 
 

This training program, or parts thereof, may not be reproduced in any 
form without the prior written permission of Trading Concepts, Inc. 

 
No claim is made by the Trading Concepts, Inc. that the trading strategies shown here will result in 
profits and will not result in losses. Trading may not be suitable for all recipients of this eBook. 
All comments, trading strategies, techniques, concepts and methods shown within this program should 
not be construed as an offer to buy or sell Stocks, ETFs, Foreign Currencies, Futures, and/or Options – 
they are opinions based on market observation and years of experience. Therefore, the thoughts 
expressed are not guaranteed to produce profits in any way. All Opinions are subject to change 
without notice. Each trader/investor is responsible for his/her own actions, if any. Your request for the 
Trading Concepts Options INCOME Profits eBook constitutes your agreement to this disclaimer and 
exempts Trading Concepts, Inc. from any liability or litigation. 
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Introduction 
 
 

Welcome aboard!  
 
You know, I’m not that different from you in that I learned Options from a home-
based study program. Well, let me say that I started to learn Options from that 
expensive program. Most of the lessons that I had to learn on the road to financial 
independence were by making mistakes and figuring out on my own the right path to 
learning how to trade Options. 
 
You see, one thing that I’ve learned over the years is that we tend to learn how to 
trade Options all wrong. We get excited by that seminar that shows us how to take a 
$300 Option contract and turn it into a $10,000 gain - where do I sign up? - yet this is 
not how the professionals trade. But people keep buying this speculative education 
because it’s exciting and it sells. 
 
So the mission that we’ve been on is to teach folks, just like YOU, the RIGHT way to 
trade Options - by learning to trade with an edge out of the gate! It might not be as 
glamorous as that home run trade, but it’s a lot more consistent and repeatable and 
that’s the name of the game in the Income business. 
 
So it’s our hope that you can take the information in this program and immediately 
apply it to your situation by learning some simple income trades. But more than     
that, what we’re looking to do is to ignite your curiosity and your drive so that you 
really dive in and learn the business of trading Options for consistent income. 
 
This program WILL help put you on the right path towards your dream of making 
consistent INCOME trading options.  
 
Let’s get started! 
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Chapter 1 
Creating an Income Pyramid 

 
 

The Importance of Creating Income 
 
Let me start by asking you a question..... 
 
How are you going to get to where you want to go in life? 
 
Now I don’t know what your answer is, nor do I know your situation. You might be a 35 
year old with a great career and a clear path to your golden years. You might also be 
63 years old and recently furloughed, replaced by a 22 year old that knows a fraction 
of what you do. It really doesn’t matter where you currently are in life nor does your 
current situation have any bearing on it, because all situations share the same need: 
 
To get where you want to go in life, you need to generate income. 
 
Notice that I didn’t say “a lot of money” nor did I challenge you to come up with a 
massive figure that you’re supposed to carry around. Sure, having a big pile of money 
solves a lot of problems for you if you already have it....but for most of us, that 
reality changed over the past few years. We’re not focused on generating income, 
we’ve been told to think that we need to grow ourselves a huge pile of money. And 
we’ve been taught - ironically, not by our education system, but by watching TV 
commercials - that the magic formula to attaining this “pile of money” is to create 
ourselves a “great portfolio”. If you believe the TV ads put out by the brokerage 
houses, you can be an infant in a crib or a guy sitting outside with a laptop and you 
can build this wondrous collection of stocks and bonds which magically goes up every 
month. 
 
Sure, it’s certainly possible. But what do you do when the Market no longer supports 
your “great portfolio?” Markets don’t always move straight up, and no “green line” 
will protect you against that if your portfolio is not risk-adjusted. 
 
You see, most individual Stock traders don’t know how to build income, nor do they 
see a need for it. The dream that they’ve been sold is that they can ride the Market 
up and build their portfolio to “their number” so they can magically take their funds 
out of risk at exactly the right time to fund their retirement for as long as they need 
it. 
 
Wait, haven’t we just seen two recessions in the past thirteen years? Haven’t we seen 
enough unexpected downdrafts and corrections that have wiped out trillions in 
investor wealth from investors trying to “ride out” the pullback and not knowing when 
to get out? If your primary strategy is to time the Market by buying low and selling 
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high, and selling out at the very top....be aware that this is a very, very difficult game 
that you’re playing and that you’re probably not managing your risk nearly as well as 
you need to. You’re betting the farm that you’ll have enough of a lump sum someday 
to turn into an income source. 
 

What if we were able to generate cash flow and income right now? 
 
Think about what that would mean to our ability to grow our account incrementally, 
through the power of compounding. None other than Albert Einstein was quoted to 
have said: “The most powerful force in the universe is compound interest.” Warren 
Buffett will not consider investing in a company unless it can prove the ability to 
compound their earnings growth through reinvestment. 
 
Quick, if I earned 1% on my capital every month, what would my annual return be? 
Most will quickly say “12%” without thinking through the question, but let’s take a 
look at the power of compounding income growth if we were able to just earn 1% a 
month on our starting capital of $10000: 
 

Figure 1 
 

Month Starting $ Gain $ Ending $ 

January $10000 $100 $10100 

February $10100 $101 $10201 

March $10201 $102 $10303 

April $10303 $103 $10406 

May $10406 $104 $10510 

June $10510 $105 $10615 

July $10615 $106 $10721 

August $10721 $107 $10828 

September $10828 $108 $10936 

October $10936 $109 $11046 

November $11046 $110 $11156 

December $11156 $112 $11268 

 
In this example we showed how a very conservative 1% monthly return ends up turning 
into an annualized 12.67% return, larger than a simple linear addition of the monthly 
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returns due to the re-investment or compounding. Higher monthly gains can produce 
even more compound growth; for example, a 3% monthly return on capital produces 
not just 36%, but a compounded annual return of about 42.5%! We would double our 
capital every two years with that kind of return. 
 
Can we do that kind of performance with Stocks? Well, it’s certainly possible, but 
unrealistic to earn consistent returns. Dividends just aren’t paid often enough to 
enjoy the true power of compounding. And with typical annual dividend yields of 3% 
or so (ex: PG) it just won’t provide the income acceleration that we’re looking for, 
nor do dividend-paying Stocks usually show much growth in the share price. 
 
So it’s clear what we need to do to develop income: 
 

Find an investment vehicle that we understand, without having to understand 
the company’s business model or financial statements. 
 
Find an investment vehicle that allows us to earn monthly income. 
 
Find an investment vehicle where we clearly understand the risks, and can 
manage them proactively. 
 
Find an investment vehicle where we can re-invest our income to enjoy the 
compounding effect. 

 
As you probably expected me to say, the investment vehicle that allows us to 
accomplish those objectives are OPTIONS. How can we create an income stream 
through Options? Through the rest of this chapter we’ll see how. 
 
 

Methods of Creating Income 
 
When you think of generating Income, what are the typical methods and strategies 
that you hear floating around out there? Here is a list of the usual suspects: 
 

Salary - of course we think of trading our time and skills in exchange for a salary, 
which generates Income... however it’s extremely high-effort and may not be 
realistic in our retirement years. 
 
Stocks - certain stocks generate a quarterly Dividend which can generate a regular 
check. 
 
Preferred Stock Shares - some companies offer Preferred shares in addition to 
common Stock shares; these typically offer a larger dividend payment in exchange 
for a higher share price. 
 
Real Estate Rental - owning all or part of a property and receiving rental income. 
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REITs or Real Estate Investment Trusts - these are based on a portfolio of Real 
Estate, where income is passed along to shareholders. 
 
Bonds - generally pay interest twice a year. 
 
Annuities - depends on the structure, but the back-end is a set income stream for 
a period of time after you pay in for an agreed-upon timeframe. 
 
Limited Partnerships - income is passed along to the partners. 

 
The whole idea behind investing is that we someday replace our existing salary 
income with some other type of generated income, so that we can travel the world 
and enjoy retirement. And for those really on the ball, we could even generate a 
stream of income to replace our existing Salary and break the paradigm of having to 
wait until we’re 65 before we can retire. 
 
I think that the “typical” retirement income strategies might have worked out OK 
until a few years ago, but some things have changed recently that have put a damper 
on these methods: 
 
Interest rates are so low these days that Bond income is insufficient. 
 
The Real Estate market is struggling to recover. 
 
Stocks have been more volatile/unpredictable over the past 13 years than any time 
since the Great Depression. 
 
As a result, we have a huge number of retirees - or people closing in on retirement 
age - that have not built up enough capital to generate living income. 
 
And we all know that Social Security payments don’t cut it. We have parents moving 
back in with their children for the first time in generations. It’s reality. 
 
Why are these situations happening? In simple terms, it’s because the “old” systems 
discussed above are not working in today’s paradigm. And many of you have already 
figured this out and have tried to take control by learning to trade your own portfolio. 
We all arrive at this step due to the many powerful media messages that we’re 
bombarded by constantly: 
 
YOU CANNOT TIME THE MARKET; BUY GOOD QUALITY STOCKS FOR THE LONG HAUL. 
GET THE TOOLS AND RESEARCH THAT YOU NEED TO MAKE INFORMED DECISIONS. ALLOW 
US TO HELP YOU REACH YOUR INVESTMENT GOALS. 
 
If it was really that simple to just follow a “green path” to reach your retirement 
goals, then you wouldn’t be here either. After watching one of the well-respected 
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companies in the “managed money” space crush my retirement portfolio to 30% of its 
former worth, I knew that no one had as much of a vested interest in my future as I 
did. I found out that they didn’t have a clue how to grow an account unless the 
Market was going straight up! 
 
So if you’re going to wrestle this assignment back into your control, how are you going 
to generate consistent income? Are you really going to sign up as a limited partner 
with firms that you don’t know what they do? Are you going to expose yourself to the 
risk of a REIT? Are you going to depend on the quarterly dividend payment of a Stock 
that has flatlined and not going up in value? 
 
If you follow all of the traditional income strategies above, you end up investing in 
things you don’t understand and becoming a Jack of All Trades and a Master of None. 
And do you really want to respond to your tenant’s complaints of blocked pipes at 
3am?  There’s got to be a better way. All of us are running out of time; let’s see how 
we can get some of it back. 
 
 

Generating an Income Stream from the Market 
 
Before we can start to pull out a consistent income stream from the Market, it’s 
important that we understand what we’re doing wrong first. Yes, “we” who have 
gotten most of our education about the Stock Market through watching E*Trade 
commercials and TV personalities like Jim Cramer. 
 
Let’s step back from the process for a second and classify our trades in a couple of 
different dimensions: 
 

Trade Risk/Reward: when we’re trading, there is no reward without risk. 
Conversely, if there is no risk, there is no reward. Generally, the more risks that 
you face on a trade, the higher the reward should be. 
 
Event Risk: the risk that some event could come along unexpectedly and influence 
the supply or demand for your trade. This could have a positive or negative impact 
on the price, you just don’t know ahead of time. 

 
These are not the only two dimensions that we can plot our trades on, but these are 
very important. Let’s combine these dimensions by plotting the Risk/Reward of a 
trade on the vertical axis of a chart in Figure 2, and let’s use Event Risk as the 
variable on the horizontal axis. 
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Figure 2 
 

  

 
So Risk/Reward increases as we go higher on the vertical axis, and Event Risk 
increases as we move to the right on the horizontal axis. 
 
Now let’s fill in the quadrants, starting with Risk/Reward: 
 
Non-Directional Trades are going to have less risk and less reward than Directional 
trades are, so the bottom two quadrants are Non-Directional and the top two 
quadrants are Directional. 
 
Now let’s rank positions by Event Risk: 
 
Index trades are going to have less Event Risk than Individual Equities due to the lack 
of Earnings Reports, Management changes, warnings, surprises, etc. 
 
When we put it all together, we can see that the quadrant with the least amount of 
Risk/Reward as well as the quadrant with the least amount of Event Risk is the lower- 
left quadrant. Conversely, the quadrant with the highest Risk/Reward and Event Risk 
is the upper right quadrant. 
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Now let’s start to fill in the quadrants with actual trading strategies: 
 

Lower Left: non-directional index-based trades like Iron Condors & Time Spreads.  

Lower Right: non-directional equity-based trades like Iron Condors & Time Spreads.  

Upper Left: directional index-based trades like ETF/Futures swing trades, Weekly 
spreads, debit spreads, and Covered Calls/Naked Puts. 

Upper Right: directional equity based trades like stock, single-stock futures, long 
Options, etc. 

 
Question for you: What quadrant do 99% of all newer traders begin their trading 
careers in? 
 
You guessed it, the Upper-Right quadrant....the riskiest quadrant of the four. 
 
Next Question: Which quadrant should traders begin their careers in? 
 

 

 
 

  
Where else can you find a profession where all of the entry-level trainees start right 
at the top level? It’s like saying that you think you can swing a bat, so you’d like to try 
out for your local Major League baseball team. You hit a golf ball at the range pretty 
well the other day (one out of a whole bucket) so you feel it’s time to tee it up at the 
Master’s in Augusta.... you check your mail every day for your invitation. Your son just 
passed his driver’s permit so it’s time to put him in the Ferrari. Example after 
example where we all have tons of common sense - except when it comes to trading 
the Market! 
 
And believe me, when you place your position in the Market, you’re going up against 
the very best in the world, every day. There are no minor leagues in Trading. 
 
Now, maybe you didn’t recognize the names of some of those trading strategies; 
that’s OK, we’ll get to those shortly. 
  

It doesn’t take too much of a 
stretch in imagination to realize that 
traders should begin their careers in 
the lower-left quadrant where there 

is less risk. 
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Creating the Income Pyramid 
 
So far you’ve learned that you should be trading non-directional index trades to start, 
whatever those are. Does that mean that we should NOT be trading Stocks or other 
valid strategies? NO, of course not.... all in good time, and when you’ve “earned the 
right”. It’s time to build our trading “house”, which happens to be in the shape of a 
pyramid. 
 
When you build a house, what is the most important floor of the building? The first 
floor with the family room and kitchen? The second floor with the bedrooms? 
 

How about the FOUNDATION? 
 
Without a doubt that’s the most important floor of the house; without a solid 
foundation, every floor above it will sag/settle and show cracks. It’s a nightmare that 
never ends.... and the same thing applies to your trading. You must build a solid 
foundation for your trading business that is solid as a rock, and is available month 
after month. Once you set the foundation, you can build on top of it. And this is 
exactly where our “Income Pyramid” comes in. 
 

Figure 3 
 

 
 
We will set up the “floors” of this Income Pyramid in this manner, using the 
appropriate trading strategy at each level. The shape of the pyramid represents the 
amount of capital that we will bring to bear with each strategy as well. 
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Each of the floors will have the following income-earning strategies in play: 
 

Foundation: non-directional index strategies like High Probability and Low 
Probability Iron Condors, being played on an index chart, can offer consistent 
monthly income and are limited risk/limited reward. 
 
First Level: semi-directional index strategies like Cash-secured Puts/Covered Calls 
can be played during favorable trends using index charts, also offering consistent 
monthly income with slightly higher risks & higher potential rewards. 
 
Second Level: directional index strategies like Stock or Futures swing trades 
and/or directional and weekly spread strategies offer occasional, higher-reward 
opportunities when high probability setups are present. 
 
Third Level: directional equity stock strategies like Stocks or Long Options offer 
occasional, high-reward “home run” opportunities when high probability setups are 
present. 

 
When you put all of these strategies together, you have a vertically-integrated set of 
trading strategies that all work together harmoniously to provide consistent streams 
of income without much regard to what the underlying Market is doing; this is why I 
call it the Income Pyramid. 
 
Something else that the Pyramid represents is your progression as a trader; once you 
master each level, you will “earn the right” to move to the next level and attain 
higher potential returns. With this in mind, notice how trading individual Stocks is at 
the very top of the Pyramid, using the smallest amount of capital. 
 

Isn’t this exactly the opposite of what you have been doing to this point? 
 
It was for me when I first started trading, and it’s the same for 99% of traders that I 
come across. It requires you to break your current paradigm of thinking that the way 
that you must trade is to find that “needle in the haystack” Stock that Goldman Sachs 
and their billions in research somehow overlooked. One of the COOLEST things about 
this Income Pyramid is that the first three levels can be played using ONE STOCK 
CHART, like the S&P500 or the Russell 2000. I cannot possibly be an expert in 6,000 
individual Stocks but I can get to know one really, really well. 
 
And you can, too. 
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Tasks - The Income Pyramid 
 
Here is your “homework” for this chapter. 
 

❏ Go through the levels of the Income Pyramid; which levels have you traded before? 
What strategies/instruments did you use? What were your results at each level? 
 

❏ What level of the Income Pyramid is most attractive to you at this point? What 
level would you like to excel at? 
 

❏ Do you understand the concept that Selling an Option puts the odds in your favor 
out of the gate? 
 
 

Summary - The Income Pyramid 
 
Trading Stocks is easy. Buy low, sell high. Hope you got the direction right, and 
Repeat. 
 
Learning how to enter, defend, and exit non-directional index trades like the Iron 
Condor isn’t as simple. Anyone can get in to a trade, once you learn the mechanics of 
these instruments that we call Options. What separates the professionals from the 
beginners is knowing how to “defend” the trade by dynamically managing your risk, 
and when to exit when the edge is in your favor. 
 
If you were to build a house tomorrow, you could possibly do all of it with a hammer, 
nails, and a handsaw. You’d be in the hospital by the time you were done, but you 
could do it. On the other hand, you could build that house a lot faster and with 
greater precision if you used power tools..... but if you don’t know how to use those 
tools, you’ll also be in the hospital for different reasons. 
 
Options are the “power tools” of the trading world. They can be used by professionals 
to create precise trades with limited risk, generating consistent income. They can 
also be used by amateurs who will hurt themselves if they don’t know all of the 
required skills. 
 
In the next chapter, we’ll take this “Pyramid” concept to the implementation level as 
we set your up for your first Options Income trades. 
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Chapter 2 
Creating Income Trades 

 
 

Creating an Income Stream via Options 
 
In the last chapter (Income Pyramid) we stressed the need to create income. How can 
we replace all of those diverse investment vehicles that we discussed in the last 
chapter, and create an income stream through Options? To answer that, we first have 
to go back to our “Call” and “Put” Options chapters and recall what happened when 
we: 
 

Bought a Call Option: We paid cash out of our account and we entered a position 
that gave us a right, but not an obligation. Gains are only limited by time and 
losses are limited to what we paid for the Option. 
 
Bought a Put Option: We paid cash out of our account and we entered a position 
that gave us a right, but not an obligation. Gains are only limited by time and 
losses are limited to what we paid for the Option. 
 
Sold a Call Option: We received cash into our account and we entered a position 
that gave us a potential obligation to fulfill. Gains are fixed to the income 
originally received and losses are potentially unlimited within the timeframe of the 
Option. 
 
Sold a Put Option: we received cash into our account and we entered a position 
that gave us a potential obligation to fulfill. Gains are fixed to the income 
originally received and losses are potentially unlimited within the timeframe of the 
Option. 

 
Something should jump out at you here; when we sold Calls or Puts, we received cash 
into our account. Earning an income is really as simple as selling Options! Well, 
fundamentally the concept is simple... so let’s just highlight this declaration: 
 
 

https://tradingconceptsinc.com/


https://tradingconceptsinc.com/ © Trading Concepts, Inc.                                                        Page | 17 

 
 
There it is, it’s really that simple. It’s the Execution and Risk Management that 
creates the complexity, and is really the focus of the rest of this program. Most 
people don’t get much further than where you are in this program when they make 
this discovery, which sends them bolting out the door to engage in selling Puts and 
Calls without the proper background to do so. Many of you are here now at this same 
point after being “burned” and want to learn how to do it in a more controlled, 
measured way. 
 
 

Sell Puts or Sell Calls? 
 
So which is it? Should we sell Puts or Calls? And when would we prefer one over the 
other? Recall our study of Puts and Calls from the previous chapters; we determined 
that sold or “short” Options displayed the following characteristics: 
 

Short Calls - were subject to loss and potential assignment if they were “in the 
money” by Expiration. With short Calls, “in the money” means that the strike price 
of the Option is actually lower than the current underlying Stock price. If the short 
Calls were out of the money by expiration, they were extremely unlikely to see any 
assignment and would expire worthless, releasing the Call seller from their 
obligation. 
 
Short Puts - were subject to loss and potential assignment if they were “in the 
money” by Expiration. With short Puts, “in the money” means that the strike price 
of the Option is actually higher than the current underlying Stock price. If the short 
Puts were out of the money by expiration, they were extremely unlikely to see any 
assignment and would expire worthless, releasing the Put seller from their 
obligation. 

 
Let’s reach a couple of conclusions based on these characteristics: Short Calls are a 
Bearish trade where we want the Stock price to settle below our Short Call Option 
strike price by Expiration, and Short Puts are a Bullish Trade where we want the 
Stock price to settle above our Short Put Options strike price by expiration. 
 
 
 

We will regularly sell Options to 
earn income; the cash comes 

straight into our account as soon 

as the trade is executed. 
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Short Calls = Bearish Options Trade 
Short Puts = Bullish Options Trade 

 

 
 

 
Let’s see a visual of this on a price chart: 
 
Figure 1 
 

 

 
 
The black vertical line represents the Expiration date when the Options expire. The 
violet horizontal line represents a short Call Option strike price (ex: SPX 1410) where 
we’d want to see the underlying Stock price settle below by the Expiration date. The 

Don’t forget your cheat sheet from Chapter 2; it 
should be taped up near your workstation if you 

need help with understanding how short Puts and 
Calls change in value with changes in price. 
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green horizontal line represents a short Put Option strike price (ex: SPX 1170) where 
we’d want to see the underlying Stock price settle above by the Expiration date. 
 
The underlying concept of how we create income by selling Options is really that 
simple; we create income by selling Put Options to create a Bullish trade if our 
forecast is positive. We create income by selling Call Options to create a Bearish trade 
if our forecast is negative. And we can create income by selling both Puts and Calls to 
create a Neutral trade if our forecast is for a sideways market. 
 
 

When? Where? How? 
 
At this point you’re probably full of questions such as: 
 

What Stock should I sell these Options on?  
When should I start the trade? 
What Option should I sell?  
How do I manage the position? 

 
As long as I’ve made my point that selling Options creates the potential for earning 
income, we’ve accomplished our goal for this chapter. In the next chapter of this 
program, we’ll start to fill in those details by examining a couple of simple Options 
Income strategies that everyone should start their trading careers with. And then, 
after we discuss the trade entries, we’ll start to shift the discussion to Risk 
Management. 
 
Managing risk is really the hallmark of a professional. When you sell an Option, you 
have created an obligation for yourself and you want to make sure that you 
understand 100% of your position and your possible outcomes/actions before you 
place that position. THIS is why people everywhere say that “Options are risky” 
because they absolutely ARE if you do not respect them and treat their potential 
losses/obligations with respect. 
 
And there’s no better way to illustrate this model than by showing you how the 
Options-selling business that we’re going to build is really very similar to how an 
Insurance company is run. 
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The Insurance Company Model 
 
Think of your vision of an Insurance company. Pretty boring, eh? Apart from some 
funny commercials that get you to identify with their brand, no one really grows up 
dreaming about being a Claims Adjuster. 
 
But step back from your preconceptions for a moment; how well have insurance 
companies done over the past ten years? Fifty years? Hundred years? As long as they 
adequately managed their risk, most Insurance companies have stayed strong through 
several recessions and varied economic cycles. Managing Risk never goes out of style 
as consistent profits can be made through thick and thin times. 
 
How can Insurance companies help us? 
 
Think about what we’re doing for a second when we sell an Option; we are collecting 
a premium for taking on an obligation, effectively saying that if the price goes beyond 
an agreed-upon price (strike price) by the Expiration date (policy term) then we have 
an obligation to fulfill. (process a claim) 
 

We are now acting as an Insurance company for the US Stock Market! 
 
What we’re doing is selling insurance to the Call buyer that the price will not go 
down....and we’re selling insurance to the Put buyer that the price will not go up. So 
depending on the “policies” that we write to our “customers” ...will dictate how we 
need to manage our own risk. 
 
Do Insurance companies take on all potential customers? No. Higher-risk customers 
either are denied, or they are charged extra premium. Just like an Insurance 
company, we will do our underwriting.... our due diligence to determine whether or 
not we want to allow that “customer” to take out a policy with us. And if we do take 
on a riskier policy, we want to make sure that we charge extra premium for it. This 
manifests itself in the Options market with higher-beta Stocks like GOOG and AAPL 
having very high levels of Implied Volatility, meaning that the premium payments for 
taking on a short Option are relatively high, because you’re taking on more potential 
risk of price movement. For this reason, about 99% of the trades that we take are 
based on US Stock Indices like the S&P 500 or the Russell 2000; they have less event 
risk. 
 
Do Insurance companies bear the burden of risk all by themselves? Not on your life. 
There is a whole other industry that helps offload the risk of Insurance companies, 
called “Reinsurance.” We can learn from this business model as well, because when 
we take on risk, we never want to take on an unlimited risk. We will always offload 
some of our obligation risk to other instruments, which is what the latter chapters in 
this program will show. 
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Do Insurance companies pay out claims? Of course they do, in fact they go overboard 
in their marketing efforts to show how willing they are to pay claims and damages to 
their customers. In practice, unless your claim is well spelled-out in the policy, you 
might have to fight with that Insurance company to cover your claim. This is 
particularly noticeable with Health Insurance... well, not to put insurers in a bad 
light, but the latter is what we want to model ourselves after. We don’t want to pay 
out a claim if we can help it; this would be where we’d have to pay out cash from our 
account to release ourselves from an obligation. These are known as “debits” (I don’t 
like to call them losses for psychological reasons) and it just means that the trade is 
not finished yet as we recover from our obligation. Not every single trade will work 
out, so as we’ll see in the latter chapters, there are ways to reduce or transfer our 
risk if the “policy” isn’t working out. 
 
Insurance companies aren’t beyond “firing” their customers and neither should you be 
about firing a trade that isn’t working. 
 
So that’s it... think of the Stock Market as a huge, unlimited river of risk flowing by 
every single day, and people are willing to pay you handsomely to offload some of 
their risk onto you. It’s your job to perform due diligence before you underwrite their 
“policy”, and you will do what’s necessary to offload some of that risk off of yourself 
as well. The majority of the time you will collect a premium and no one will file a 
“claim” against you. These recurring payments establish a healthy income for you. 
You will be very dedicated to monitoring and offloading risk as necessary to remain 
viable and in business, and to keep those income payments flowing in. And you will be 
able to do this month after month, regardless of the direction of the Stock Market or 
the underlying state of the economy. 
 
Just like an Insurance company. 
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Application of our Income Trades 
 
Let’s summarize what we know so far: 
 

We can create a Bullish position that generates income by selling a Put Option.  
 
We can create a Bearish position that generates income by selling a Call Option. 
 
The model of business that we want to run is that of an Insurance Company; 
taking risk off of others’ hands for a monthly premium with a high-probability 
outcome, yet being careful to manage risk such that any claims against us are 
managed, reasonable, and infrequent. 

 
If you haven’t had any experience with this type of trade before, you might still be a 
little confused and need help filling in the gaps. Which Option will we sell? When will 
we sell it? What strike price? What “side” do we sell first, or do we sell both sides at 
once? Let’s start off with a simple example that shows us how we can create income 
from bullish opportunities. 
 
The price chart can help to give us some visual anchors; let’s look at the SPY: 
 

Figure 2 
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Referencing the chart in Figure 2, we can see that around mid-July, a “pivot high” on 
the price chart was “taken out” to the upside, indicating that a new uptrend was in 
play. We should be bullish at this point, so we can either play along with the breakout 
above the pivot high, or we can be more conservative and wait for a pullback. We 
decide to wait on the pullback to help provide a higher-probability trade. 
 
As shown in Figure 3, the pullback comes in mid-August, so we establish our bullish 
Options position: 
 

Figure 3 
 

  

 
 
You can see that the pullback led to us establishing the bullish position for the 
September Options cycle, because the pullback in mid-August came too late for us to 
play the August cycle, which is typically the third Friday of every month. 
 
You can see that we’ve just specified the position as a “bullish” green box. What’s 
inside the box? For right now, it doesn’t matter - the concept is what counts at this 
point. We have created income by selling an Option, and we’ve chosen an Option 
position that happens to be a bullish position so that it fits with the current rhythm of 
the Market. Now we just have to wait for that position to “expire” so that our 
obligation of selling that Option is released. In the next chapter as well as the 
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Program Summary, we’ll discuss the different components that we can place inside 
the box; for now, we’ll just keep it simple. 
 
Before that happens, however, we have another opportunity to enter a bullish income 
trade when the price pulls back again in early September; we enter another bullish 
income trade for the October expiration cycle, so we now have two concurrent 
income trades in play, as shown by Figure 4: 
 

Figure 4 
 

  

 
In both of these cases, as long as the price stays ABOVE those green boxes for its 
respective expiration month, then our risk/obligation disappears after Expiration and 
we go on to the next cycle. This is the “rolling thunder” approach where one position 
follows another and we typically have two income positions in play at the same time, 
with one about to expire just as the other is being established. 
 
Can we only make bullish trades? No, we can also make bearish income trades just as 
easily as bullish trades, however in this example we just decided to stay with the flow 
of the market and create some easy trades for monthly income. Let’s find a different 
situation, shown in Figure 5, where we now have a dominant downtrend in play; now 
we can look to create bearish income trades. 
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Figure 5 
 

 

 
This is clearly a chart that has gone from a prior uptrend into late April... reversing to 
a downtrend after the Active High was printed in early May. Once the Pivot Low in 
April was taken out to the downside, then we’d use the formation of the Pivot High in 
early May to sell our first bearish income position, this time for the June cycle as seen 
in Figure 6: 
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Figure 6 
 

  

 
  
 
Creating this bearish position means that as long as the price stays below that red 
“box” before June expiration, signified by the black vertical line, then we keep that 
income that we received when we establish the trade back in early May, and our 
obligation is released. What’s inside the red box? Again, we don’t care that much at 
this point, only that we show that we have a bearish income trade in play with a 
defined expiration. We’ll describe the parts inside the box later. 
 
When is our next opportunity? It happens in late May when the price pulls back up to 
form the next “pivot high”, which is our signal to sell another bearish income trade 
since the price is still in a downtrend; none of the “Pivot Highs” have been violated to 
the upside yet. The result of this new trade can be seen in Figure 7, as once again we 
have two concurrent positions in play. 
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Figure 7 
 

 

 
As long as the price stays below both of the red “boxes”, then both positions will 
expire on their respective Expiration dates, and the obligation will be released. The 
income that we collected when we entered the trade will then be ours, free and 
clear. 
 
Would it be possible to enter BOTH bearish and bullish positions on the same month? 
YES. This is called an “Iron Condor”, which is an advanced Options strategy that we’ll 
briefly cover in the Program Summary. 
 

What’s Missing? 
 
Yes, the point here was to show a simple example to give you some visual references 
to key off of. But at this point you should be wondering where the “meat” is. There is 
a lot of missing detail that we haven’t covered yet, like: 
 

Offense - What instrument? How far out in time do we sell these positions? How 
much credit do we receive when we set up the trade? When do we sell bearish 
positions vs. bullish positions? At what point in the cycle do we STOP trying to 
establish trades, and move to the NEXT Options cycle? 
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Defense - We just spent a lot of time talking about Insurance Companies and Risk 
Management and the Golden Rule, etc. How do we manage risk on these trades? I 
thought naked Puts and Calls offered unlimited risk! We’re not even allowed to 
enter these trades until we have identified our exits! 
 
Exits - Do we let every trade go all the way to Expiration or do we shut some of 
them down early? Can we close down the trades early and release our obligation if 
our profit objectives have been met? Are there considerations for event risk where 
it’s wise to grab partial profits and sit in cash until the risk has passed? 

 
So yes, there’s a LOT of detail missing at this point. For now, though....we just want 
to make sure that you understand the nature of how we’re able to set up these 
income trades, month after month, and frame a really solid visual for how these 
trades are assembled. The details will follow, starting in the next chapter. 
 
 

Tasks - Income Trades 
 
Here is your “homework” for this chapter. 
 

❏ How does an insurance company manage their risk? How are they able to stay in 
business through disasters? How are Term Life insurance companies able to stay in 
business if several of their customers pass on? 
 

❏ If selling a naked Call Option or Put Option offers us income yet with potentially 
unlimited risk, what do you think would be some methods of offsetting that risk to 
make it “limited” instead of “unlimited” risk? 
 

❏ Go back over the past year or two with any chart that you’re particularly familiar 
with, and try to identify bullish and bearish income opportunities that would have 
created income. For an additional challenge, conduct this as a hard-right-edge 
exercise and use price action to evaluate the opportunities on the chart. 
 

❏ What current forms of income do you have right now? How much would it take to 
completely replace that income? 
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Summary - Income Trades 
 
Let’s summarize where we are in the program so far. 
 

We have learned where we are as a Trader, and how we should run our business in a 
very unemotional, disciplined manner. We’ve discussed tools and techniques on 
how you can accomplish this. 
 
We have learned about these trading instruments called “Options” that are 
relatively complex, but can provide us with a vehicle to earn income from. 
 
We found out about the “usual” sources of income and how it can be relatively 
difficult to specialize and generate a steady source of income from them. 
 
We found a business model to pattern ourselves after - an Insurance company. 
 
We saw that selling Options created income, however we didn’t elaborate on any 
details for these strategies. 

 
Now it’s time to start digging into the details of creating income, by discussing some 
specific Options-related strategies that we can put into motion in the short term. It’s 
time to leave the Fisher-Price analogies behind and get our hands dirty. 
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Chapter 3 
Options Income Strategies 

 
 

Introduction - Options Income Trades 
 
In the last chapter we saw that we can begin to earn income by selling Puts or Calls, 
or both of them. We didn’t get much into the mechanics of how or where to place the 
trade, nor how to manage it. We also didn’t get into the risk of the trade nor how to 
evaluate it. Remember, there are no risk-less opportunities; if you want reward, you 
must take on risk. When we sell an Option, we’re being paid to take risk out of the 
Market. The more risk in a trade, the better the potential reward should be. This is 
why passbook savings rates are so low, where your only risk is “opportunity risk” that 
your capital could be earning a higher rate of return elsewhere. 
 
Remember, the business that we’re building is an Insurance business; we are paid to 
take risk off of others’ hands. Without the risk, there would be no demand for our 
services... but with the risk, there is demand...but we also have to manage our risk 
effectively enough so that we’re not the only one standing when the music stops in 
the game of “musical chairs.” 
 
In this chapter, we’ll continue to dive a little deeper into the practical aspects of 
setting up our first Options Income trading strategies, which are the “Covered Call” 
and the “Naked Put.” These are the first trades that any Options trader should learn, 
however as we’ll see near the end of this course, there are some modifications to 
these strategies that you’ll want to make if you intend to get more serious about 
earning income through Options. 
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Earning Income Through Selling Calls 
 
This is one of the simplest, most powerful Options strategies out there, yet few 
investors understand it. Not only does Warren Buffett understand the power of 
compounding, but he also uses the Covered Call strategy to help him generate 20% 
annual returns through Berkshire Hathaway. Perhaps you can do the same if you learn 
to generate monthly income through this strategy, and others. 
 
Before you are intimidated by the name of this strategy, let’s use a simple analogy 
through an imaginary discussion between “Jim” and me to help us understand what’s 
going on here: 
 

Jim: Hey Todd, I just took a fabulous Dean Grazipelosi seminar and I am going to 
earn income off of Real Estate! In fact, I just bought my first property! 
 
Me: That’s great! What did you buy? 
 
Jim: I just bought an apartment building! 
 
Me: Sounds great… how many tenants are there, what is the occupancy rate, and 
what is the monthly rent? What kind of monthly income do you earn? 
 
Jim: Huh? <blank stare> What do you mean? I just bought the building and I’m 
hoping that it goes up in value over time so that I can sell it for a gain. 

 
I realize that this conversation is ridiculous and that no one named “Jim” would be so 
dense as to buy an apartment building without expecting to benefit from monthly rent 
as part of the equation. 
 
Then why aren’t you doing this with the Stocks that you hold? 
 
Yes, you can “rent out” the Stocks that you hold in your current portfolio! (assuming 
your broker feels that you are qualified to do so, and that they are Optionable) Let’s 
see how we can do this by selling a Call Option... 
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Selling a Call Option - Reminders 
 
Recall the “Call Options” chapter where we defined the following characteristics 
about Selling Call Options: 
 

 Instead of buying a Call Option to open a position, we can sell a Call Option to 
open a new position. 

 When we sell a Call Option to open a position, we will be paid the selling price 
of that Option and the cash will be deposited into our account. 

 Selling a Call Option creates an obligation that we agree to fulfill if called to do 
so, which is called “being exercised”; as part of the Option contract we agree to 
sell the other party the underlying stock at the agreed-upon Strike Price. 

 We might have to sell our stock to the exercising buyer if we already have the 
stock (covered), or we might have a short stock position created in our account 
if the short Call was naked (uncovered or unsecured). 

 The Time Value component of the Call Option erodes in an exponential fashion as 
Expiration Day approaches. An Option’s “Time Value” component will become 
equal to zero as expiration day comes to a close; this is an enormous benefit to 
selling Call Options. 

 Short Options that have Intrinsic Value will become automatically exercised if 
you hold them past Expiration day; in other words, if you have a short Call 
Option that is In the Money (ITM) and you hold it past 4pm ET on that Expiration 
Friday, you can expect to be assigned those short shares of the underlying Stock, 
or be “called out” on the Stock shares of the underlying that you already own. 
This process does not have to wait until Expiration for most US-based equities; 
assignment can potentially occur at any time prior to Expiration if the short Call 
is ITM. 

 
Before we get into Covered Calls, let’s see what’s wrong with selling “Uncovered” or 
“Naked” Calls. Let’s use GOOG for this example; let’s see what happens if we sell 
front month Call Options “Naked.” 
 
 
Selling GOOG Naked Calls 
 
As we saw in the bullet points above, we can create income by selling Call Options 
against a huge Stock like GOOG. We also know that with the price of GOOG at about 
$861/share, any strike price on the Options chain at $865 or above is considered “out 
of the money”, or OTM. Any strike price at $860 or below is considered “in the 
money” or ITM. We also know from our previous studies on Call Options that if the 
price is ITM at expiration, then we are liable for assignment of that Option; that 
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means that we are obligated to sell the other party stock at the strike price that we 
sold. 
 
In the Option chain in Figure 1 below, with GOOG at $861, we are going to sell an OTM 
Call Option with about 45 calendar days left to June expiration. The June $870 Call 
Option is selling for $19.00 bid x $19.60 ask, so let’s assume that we can negotiate 
between bid and ask prices for a $19.30 credit. This is a per-share value which means 
that we would receive $1930 credit per Option sold. For the purposes of this example, 
we will sell 10 contracts of June $870 Call Options, bringing in a credit of $19,300. 
This cash goes directly into our account once the trade executes. 
 

Figure 1 
 

 

 
 
We just made a $19,300 profit for selling 10 Call Options, right? Not quite; we have 
pulled in the credit but that does not turn into a profit until our obligation is 
released. The obligation is not released on this position until either: 1) the Option 
expires OTM after Expiration with the Stock price settling at $869.99 or lower, or 2) by 
closing down the position prior to expiration by “buying to close” the short Call 
Option position. 
 
Let’s put a visual aid to use to help us understand the risks and rewards of this 
position. Figure 2 below is a “risk profile” graph (from thinkorswim) and the red line 
is showing the profits and losses that we’d incur when the Options expire, depending 
on where price is on the horizontal scale. Note that if the price is anywhere below 
$870 on Expiration day, the potential profit shows that $19,300 figure that we 
discussed. This means that if the price of GOOG stock is less than $870 on 
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Expiration day closing, we are released of our Option obligation and we get to 
keep that $19,300 credit that we received on day one! Not a bad payday if GOOG 
stock stays where it is today, or drops... over the next 45 days! 
 
 

Figure 2 
 

  
 
OK, that’s the good news... if the price drops or stays steady, we make a bundle. Now 
what would happen if the price actually went UP on GOOG stock over the next 45 
days? Unfortunately, this is where the term “unlimited risk” comes into play. Note 
that the higher the stock price goes, the more that we lose. This is because we have 
obligated ourselves to sell GOOG stock for the $870 price, no matter how high the 
price goes by Expiration. You can see that if GOOG ripped higher to the upside over 
the next 45 days and closed at the $990 level on Expiration day, we would have to sell 
someone 1000 shares of GOOG Stock at $870 and take on a loss of about $100,000. We 
have to buy GOOG stock at $990/share and then sell it to someone else at $870/ 
share, eating the difference. OUCH. 
 
It is extremely important that you understand the mechanics of what selling a Call 
Option obligates you to do, just as you read in the “Characteristics and Risks of 
Standardized Options” guide. 
 
So if that doesn’t sound like a very good trade... risking potentially unlimited upside 
funds in order to make $19,300... I agree. This is why we never ever sell Naked Call 
Options. Ever. 
 
Some professionals will trade them but only if they understand how to mitigate their 
risk should the price move against their position. This is not something that we will 
cover in this program as 99.9% of traders have no business using an unlimited risk 
position. Only those who truly understand how to implement Risk Management can. 
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So in this case, it’s not the fault of the Call Option, rather it’s how we used it. Let’s 
see how we can combine this position with some GOOG Stock to turn it into a much 
more conservative, yet much different position. 
 
 

Stock Shares with Short Calls = Covered Calls 
 
Let’s use the same example as before with GOOG Stock, but instead of selling those 
$870 Call Options naked, let’s combine them with the required 1000 shares of GOOG 
Stock to “cover” the Call position. (one contract controls 100 shares of Stock, so in 
this case we need 1000 shares) 
 
It does not really matter for this example what price we bought the GOOG Stock at, 
(cost basis) although it will for later examples. You can see the completely different 
risk profile in Figure 3, showing how the risk has been flipped to the downside: 
 

Figure 3 
 

  
 
Let’s do the math and see what happens on Expiration day depending on what the 
price does: 
 

 Price stays at $861: in this case, you would keep the original $19,300 credit 
from selling the Calls, and since the Stock price has not changed, that would be 
your total return. This amounts to a return of $19,300 divided by the capital 
invested into the GOOG shares, or ($19,300/$861,000) = 2.24% return on capital. 

 Price goes to $869.99: in this case, you would still keep that $19,300 credit 
from selling the Calls, and you would also enjoy a gain of ($869.99 - $861) x 1000 
shares = $8990, or a total gain of $28,290. This gives you a return of 3.29% for 45 
calendar days on your GOOG asset. 
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 Price expires at $870 or higher: if the Calls are even one penny ITM at 
Expiration, the Stock will be exercised automatically, or “called away” from you. 
You will make the same return as the $869.99 example above, yet your gains will 
be capped even if the price zooms up to $900 by Expiration....so any price above 
$870 that GOOG attains by Expiration day will result in exactly the same return 
for you. 

 Break-even Point - if the price drops, where is your break-even point? Since you 
are receiving a $19,300 credit, the Stock can lose this amount of value and your 
loss is still covered by the Options credit. We would find this point by performing 
this calculation: ($861,000 - $19,300)/1000 = $841.70. This means that as long as 
the price drops below our starting point of $861....but not below $841.70, then 
our loss is covered by the income brought in by selling the Calls. 

 Price below $841.70: you can see on the risk profile that the Stock will lose 
value at the same rate as 1000 shares of GOOG normally would. By selling the 
Call Option, we bought ourselves ($861 - $841.70) or $19.30 of per-share 
downside “protection.” 

 
Covered Call Characteristics 
 
Let’s summarize the characteristics of what we’ve learned so far about Covered Calls: 
 

 Price Sideways: If the price goes sideways between when we sell the 
Calls....and Expiration....then we keep the Stock and keep the Call Option 
credits, assuming that the short Call Option was OTM to begin with. 

 Price Higher: If the price goes higher, but below the Call Option strike by 
Expiration, then we still keep the Call Option credits and we enjoy a modest 
gain on the Stock value, which we still keep. 

 Price Much Higher: If the price goes much higher, then we keep the Call Option 
credits, but we will have to surrender our Stock unless we buy back the Call 
Option by the end of Expiration Day to release our obligation. Buying back the 
short Call can be relatively expensive because they will have gained a lot of 
intrinsic value by then, which is offset by the Stock price gain. 

 Price Lower to Break-even: If the price goes lower by Expiration, we are 
protected against downside losses on the Stock by the amount of the Call Option 
credit. 

 Price Much Lower: If the price goes below the break-even point of the trade, 
you will still take “paper” losses on the value of the Stock. There is no risk of 
assignment if the share price declines since the Call Options are now OTM. 
Although you still earned income on the asset through your short Calls, your 
Stock value might be well below the ability of the short Call Option to protect it. 
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When Should We Use Covered Calls? 
 
Covered Calls are not a good strategy for extremes; if the price bolts higher right 
after selling the Calls, you will lock in a profit but cap your potential gains. If the 
price drops, you will gain some measure of downside protection but usually not 
enough to make up for a big decline... you will earn immediate income from the 
profit on the short Call but you will also lose more than that in the drop of the value 
of the underlying Stock. 
 
Covered Calls are best set up as a strategy for flat-to-somewhat bullish markets. They 
are NOT a strategy to play if the Stock Market is in a primary Bear Market. Your long 
Stock position will be swimming against the tide. Your short Calls will benefit for the 
most part as the price continually runs away from them, however Bear Market rallies 
can be very sharp and severe. There’s no question that Bear Markets are more 
difficult to trade in many different ways, so I would definitely look to lighten up your 
“long” exposure instead of using Call income to offset the price reversion. 
 
My personal opinion is that this strategy is best used with Stocks that you already 
own in a portfolio, you have no intent on selling them, and you would like to 
create an income stream by collecting “rent” against them. 
 
I would advise against doing a “buy write” strategy with them where you 
simultaneously buy the Stock and then write the Calls against them; there are more 
efficient trading strategies that we’ll see in upcoming chapters that allow us to better 
define our risk, and use trading capital more efficiently. 
 
We’ve also shown how adding, or “covering” the short Call Options with underlying 
stock... has turned a bearish short Call Option trade (Naked Calls) into a neutral-to- 
bullish trade. We have now lost our ability to effectively play the downside. We’ll fix 
that later with a different strategy. 
 

Suggested Trading Rules for Covered Calls 
 
If you have never traded Covered Calls before, then this is a perfect time to 
experiment with them using your broker’s “sim” interface. If you intend to use this 
strategy against some Stock that you already own, then set up an equivalent 
simulated position with your broker and practice selling Calls against the position 
every month. Don’t be in a rush to trade them live until you have demonstrated 
positive results through several iterations in your Strategy Development cycle. 
 
Offensive Rules (establishing the position) 

 Check to make sure that the Stock is Optionable; not all of them are. 

 You will either sell Calls OTM or ATM; if you go too far OTM then it’s unlikely that 
you’ll be called out, but the credit for selling the Calls is negligible. Your largest 
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equivalent credit will be found ATM, but selling ATM carries a higher risk of being 
exercised or “called away” from your Stock. 

 The further in time that you sell the position, the more credit that you will 
receive, yet the more risk that you will take of the Stock moving strongly 
towards or against your position. A suggested timeframe is 4-6 weeks to start 
with. 

 Sell one contract of Call Options (sell to open) for every 100 shares of Stock that 
you already own. You cannot sell against partial holdings of 100 shares; in other 
words, if you own 225 shares, you can only sell two contracts against the 
position. 

 It’s generally better to target Stocks with share prices under $50/share, as you 
will earn a more effective return rate vs. the amount of capital that you need to 
invest to maintain the Stock position. If you already own the Stock, then this is 
of no concern. 

 The underlying Stock must be in a primary long-term uptrend, or at the very 
least flat, for me to consider selling Calls against it. I will judge long-term trends 
by the MFAM price action, as well as whether the 50 day moving average is above 
the 200 day moving average. I do not want to be fighting the trend with this 
strategy and typically do not stay in long Stocks if we are in a primary Bear 
Market. 

 One challenge with selling Covered Calls against a set position of Stock is that 
you cannot sell more than one month’s worth of Calls against the same Stock 
position. In other words, if you have 1000 shares of GOOG stock, you cannot 
have both 10 Calls sold against the Stock in the June and then overlap it with the 
July cycle. You have to wait until the June Options expire before selling the July 
Calls, and in lower- volatility conditions, four weeks of time value doesn’t 
provide much of a credit. One way to alleviate this is to split the shares into two 
positions and then overlap the months against half of the position; in other 
words, sell 5 Calls against 500 shares for June, and sell 5 July Calls against the 
other 500 shares. When the June Calls expire OTM, then you can leapfrog to the 
next month and sell August Calls. 

 I will typically look for the price to be up against resistance and showing 
weakness before I sell the Call Option. I can even wait for the price action to 
show a “lower high” indicating that the price is about to go into a consolidation 
zone for a period of time, or possibly even a trend reversal. 

 
Defensive Rules (maintaining the position) 

 Your defensive rules depend on whether you want to keep the Stock, or don’t 
care if it’s called away. Determine this ahead of time; the answer depends on 
your long- term interest in owning that specific stock as well as your original 
Cost Basis. (What you originally paid) If my cost basis is well above what I would 
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receive for the trade should the Stock be called away, then I will manage the 
trade so as to prevent that occurrence if possible. 

 If the stock declines, then you should generally leave the position alone as 
stocks will fluctuate quite a bit during a 4-6 week period. 

 If the stock climbs in price, then your action will depend on whether you can or 
cannot let it be called away. If you can NOT let it be called away, then you might 
consider buying back the short Call Options at a small loss and then establishing 
a new short Call Option at a higher strike price, further out in time. This is 
called “rolling out” the Options position. 

 If your Call Option is deep ITM, then you run a higher risk of being exercised 
early on your Stock. You will not know that this will happen ahead of time; it 
typically occurs overnight so you will see the assignment first thing in the 
morning. This is not necessarily a bad thing as it locks in your profit on the 
trade, and releases trading margin. 

 In the event of a large decline in the Stock price, causing you to think about 
closing the entire position, you may not sell the Stock before first clearing your 
Options position by “buying to close” the Calls. 

 If the short Call can be bought back for a few pennies with a week left before 
Expiration, you might consider buying back the short Call to release your 
obligation and sell the next cycle of Calls against the “back” month. 

 
 

 
 

 

Just in case it wasn’t clear in this section, I don’t like implementing 
Covered Calls through “Buy-Writes.” This is the type of trade where you 

buy a multiple of 100 shares of a specific Stock and then you immediately 
write short Calls against the position. There are much more nimble and 

efficient ways to sell Options that we’ll cover in the next few 
chapters....vs. the lumbering Covered Call. 

 
The ONLY time that I will set up Covered Call trades is on a stock that I 

already own. So go ahead and set up some sim trades with Covered Calls to 
get experience for now, but in the Program Summary we’ll show you a 

different way of selling Options, one that is far more nimble, but also one 

that requires more knowledge to Risk Manage. 
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Covered Call Example 
 
Let’s see how an example like this would work out. Let’s say that we wanted to sell a 
Covered Call on some MSFT Stock that we owned. We look at the chart in Figure 4 and 
it shows that it’s been fairly sideways for the past few months, somewhat common for 
MSFT. We’re about four weeks out from Expiration so this is a good time to sell the 
October Call Options. We also see resistance around the $26 level on the chart, so this 
looks like a very conservative way to earn some income over the next 30 days on a 
stock that we already own. 
 

Figure 4 
 

 

 
A quick view on the Options chain for the October cycle shows us that the October 26 
Call Option is going for $.38 x $.40; we’ll see if we can split the difference and sell it 
for $.39. 
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Figure 5 
 

 

 
 
Let’s do the math and see what our return would be assuming that we have 500 shares 
of Stock. 
 

 Price goes to $26 by Expiration: the price of the stock is currently at $25.11. If 
the price goes to $26, then we will see a ($26-$25.11) x 500 = $445 gain in the 
underlying shares, and if we sell 5 contracts at $.39 that will give us ($.39 x 100 
x 5) = $195 of Call Option income. If the price gets to $26 by Expiration, that will 
give us a ($445 + $195) = $640 gain, which is a return of ($640/($25.11 x 500)) = 
5.1% return on the value of the underlying stock when we initiated the trade. 
 

 Price stays at $25.11 by Expiration: if the price goes nowhere, then we will see 
the $195 gain in Options income alone, which is a ($195/($25.11 x 500)) = 1.6% 
return on the value of the underlying. 
 

 Price drops below $25.11 by Expiration: we would still earn the $195 of 
Options income if the stock price fell, however our total return would depend on 
the change in the value of the underlying Stock. We know that we have $195 of 
downside protection built into the trade through the income from the short 
Calls. 

 
As you can see, much of our decision about what to do once we enter the trade 
depends on whether or not we want to keep the Stock long-term. If MSFT goes flat for 
the next month, then it’s an easy decision and we just let the Calls expire and pocket 
the income. If the price rises above $26 at any time between the trade entry and 
Expiration, we run the risk of being exercised on the short Call Options which means 
that we would automatically sell the MSFT stock at $26. There’s nothing wrong with 
that, because it guarantees us a quick 5.1% return on our capital, HOWEVER that 
depends on what our cost basis was for the Stock shares. What did we originally pay 
for them? What if we paid $52 for the shares at the height of the dot-com bubble? 
That would lock in a loss by allowing the shares to be exercised unless we had 
continually sold Calls against the shares over the years and lowered our cost basis for 
those shares with the continual income. 
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And the same decision comes to bear if the price drops; do we bail on the trade if the 
price drops below the break-even point? The answer should be NO; this strategy is 
really best played on Stock shares that you have had for a while, and intend to keep 
in perpetuity. This speaks to the necessity of only playing this strategy with shares 
that your research has told you will maintain their value over time. Using an index 
chart is an easy call in this regard. 
 
The only time that I would consider removing the entire position, Stock and Calls as 
well, is if the Stock and/or general Stock Market is moving into a Bear Market. Can 
you take the drawdown for the next two years and allow those shares to sit 
underwater below your cost basis? This is why I generally do not own Stock nor sell 
Calls against shares if we’re in a Bear Market, judged by the 50 day moving average 
crossing down through the 200 day moving average. Sometimes this signal just 
indicates the beginning of a deep correction, and other times it truly signals the 
arrival of The Bear. 
 
How did this example work out? The price at October expiration was $25.54, so we 
earned $195 through Options income as well as ($25.54 - $25.11) x 500 = $215 in Stock 
gains, for a ($410/($25.11 x 500)) = 3.27% return on your MSFT capital. 
 

Figure 6 
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You can see, like many things in life, that it takes money to make money. It required 
you to have that $12,555 invested in MSFT stock to be able to earn the right to make 
that $410 in income. And at first glance, you might turn up your nose at a paltry $410 
in earnings. But do that every month... every year... and the power of compounding 
your re-invested returns will really add up. And it’s a great way to earn income off of 
an asset that was just likely sitting therein other words in your portfolio, taking up 
space. This becomes just a part of your strategies within your Income Pyramid, in this 
case living in the “Semi-Directional” level of the Pyramid. 
 
And there is nothing wrong with Dividends either; many Stocks that make attractive 
Covered Call candidates will also receive regular dividends, further helping you 
compound your returns as long as you re-invest them. We’ll discuss that later in this 
chapter. 
 
 

Increasing Protection through Collars 
 
As you increase the depth of your knowledge about Options as well as your Risk 
Management skills, one lingering issue with Covered Calls is that they are not as 
conservative as some would lead you to believe. Those that were practicing 
Covered Calls in the summer of 2008 were shocked to watch the value of their 
underlying Stocks plummet by 50% over the next couple of months and the income 
from the short Calls did very little to cushion the impact of the loss. 
 
Covered Call (and as we’ll also see, Naked Puts) positions do suffer from “unlimited 
loss” characteristics to the point that the Stock can go to zero. In some cases we did 
see this happen in the 2008 financial meltdown. 
 
A technique that can help cushion against a downside shock is a strategy called the 
“Collar”; it is the same basic trade as a Covered Call in that you have an underlying 
Stock position that you have sold a Call Option against... however in this trade we are 
going to use some of that Call Option income to purchase an OTM long Put Option. 
This will help protect losses in the underlying Stock since long Puts gain value 
dramatically as the price of the underlying drops. 
 
The trick in using this strategy will be uncovered as we get into defensive controls in 
later chapters, but generally when we want to focus on extra protection for our 
Stocks is precisely when we DON’T expect to need it - after a strong run higher. Most 
savage drops and crashes occur “from the top” as investors have become too 
complacent. In addition, this is when long Puts are the least expensive due to the 
crush in Implied Volatility. 
 
There are a couple of different ways that the Collar can be set up: 
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 Month by Month: this technique is where you use the income from the short Call 
Option to buy a long Put Option in the very same monthly Options cycle. 
 

 Staggered: you will buy a Put Option with about 3 months of time value on it, 
and will pay for that Option through the sale of 3 front month Call Options. 

 
I’m not going to go into these specific examples because I prefer to generally keep a 
light Stock exposure in these choppy times. I would much rather sell Naked Puts on a 
continuous basis, which we’ll discuss shortly. 
 
 

Final Thoughts on the Covered Call Strategy 
 
What we’ve shown so far is that selling Naked Calls looks like a great strategy, but 
that whole “unlimited risk” concept is not something that you can get away with for a 
long time without some serious risk management skills. Everyone has heard about the 
group of traders in the pit... or the group of airline pilots... or the weekend 
investment group that did multiple months of consecutive profits selling Naked 
Options, until they had one bad month that wiped it all away. We’re not going to go 
there. 
 
So we brought up how we can “cover” this naked Call with some long Stock shares. 
That created a much more conservative, risk-adjusted trade. It’s just not very nimble, 
however. It truly is like owning an apartment building. You can collect monthly rent, 
but you are forever chained to maintaining that monstrosity. And managing a large 
Stock position can feel much the same way through all of the ups and downs that the 
market challenges us with. And long Stock shares are vulnerable to downside moves 
that the short Call Option can only help so much with. 
 
We also lost our Bearish Income trade by being forced to “cover” it. Our ability to flex 
and flow with the moves of the Market has been hampered. We’ll need to get that 
back soon. 
 
As I mentioned before, the ONLY time that I will trade Covered Calls... one of our 
Semi-Directional strategies on the Income Pyramid... is when I already own the Stock. 
And one of the ways that I might own the Stock is if I’m assigned the Stock when I sell 
a Naked Put Option! Let’s see how we can do that... 
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Earning Income through Naked Puts 
 
Yep, the first time I heard about “Naked Puts” was in a conference seminar where 
many of us were learning about Options for the first time. There were sideways 
glances and sniggers amongst friends at the “Naked” reference. OK, let’s get it out of 
our system as we’ll be using this terminology for the rest of this program and it’s 
important stuff. Stiff upper lip and no giggles. 
 
“Naked” means that you are selling an uncovered or unsecured Option. We didn’t 
cover Naked Calls in depth because they have unlimited upside risk and are not 
secured against upside risk in the manner that Covered Calls are. 
 
In this section, we are going to cover Naked Puts... and we’re not going to secure 
them or protect them in any way. We’re going to use the characteristics of the short 
Put Option as our friend to earn income, in a very different way than Covered Calls. 
 
Let’s recall what a short, or sold Put Option is: 
 
Short Puts - selling a Put Option causes the broker to immediately deposit the cash 
from the sale of the Put into our account. We will be obligated to buy 100 shares of 
the underlying Stock per contract sold, at the strike price of the Option, if the Option 
is ITM by Expiration Day closing. 
 
Let’s remember what “in the money” is for a Put Option... an Option is ITM if the 
price of the underlying Stock is at or below the strike price of the Option; this is 
opposite that of Call Options, so it can be confusing until you practice. To get 
oriented, you can always look at your broker’s Options chain. In Figure 7 below, you 
can see that the Options chain that we used for the MSFT Covered Call example (with 
the price at about $25) shows that any OTM Options are in white, while the ITM 
Options are shaded. This shows that any Call Options at $25 or lower are ITM, while 
any Put Options with strike prices GREATER than $25 are ITM. 
 

Figure 7 
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The Basic Premise of the Naked Put Strategy 
 
Since we know that we earn income for agreeing to buy the underlying Stock at a 
fixed price, here are the basic premises for the Naked Put strategy: 
 

 First, and most importantly, you would LIKE TO OWN the underlying Stock, or 
at least not mind owning it for a short period of time. 
 

 You just don’t want to pay “retail” for the Stock, you would like to buy it 
“wholesale” or at a discount. 
 

 You will sell Puts at regular intervals to collect income. 
 

 As long as the price of the underlying stock is above your strike price by the 
Expiration date, your Put Option will expire OTM and you can keep doing this 
until you are finally “put” the Stock when it is ITM at Expiration. 

 
That’s it! How much simpler can it be? This is one of my favorite strategies to execute 
during uptrends because the underlying Stock just keeps “running away” from my 
short Put Option, allowing it to expire worthless. What usually happens is that I’ll 
eventually see a major retracement that puts the Put Option ITM. At this point I can 
decide whether or not I want to allow the Option to be exercised or not. 
 
And After You Get Put the Stock... 
 
Guess what? After you get “put” the Stock after selling your Naked Puts, you now own 
the Stock shares....so why not start selling Calls against them using the Covered Call 
strategy that we just covered? Generally the cycle that I’ll go through over time is to 
sell Puts month after month until a deeper correction hits and I’m put the Stock at a 
“discount”, after which I’ll manage the Stock position by selling Calls against it until I 
can verify that my cost basis is well below any potential exercise. 
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Suggested Trading Rules for Naked Puts 
 
Again, this is a perfect time to experiment with Naked Puts in your broker’s sim 
account. It will allow you to gain experience with Options in a very simple manner. 
You may be surprised to find that many Options traders learn these two strategies and 
never find the need to learn anything else. This strategy can also be easily 
accomplished while you hold a day job. 
 
Offensive Rules (establishing the position) 

 Check to make sure that the Stock is Optionable; not all of them are. 

 You must want to own the Stock! If you’re not sure if you want to accept 
assignment of the Stock after you sell the Put, then exit the position and wait 
until you’re ready to accept potential assignment. (Don’t get cold feet unless 
there’s a really good reason for not wanting to own the Stock any more!) For this 
specific reason I am generally selling Puts on a major US Index, such as the 
S&P500, which I know will not go to “zero.” 

 You will either sell Puts OTM or ATM; if you go too far OTM then the return that 
you receive might not be worth enough to gain a required level of income. A 
suggestion would be to sell a strike that corresponds with a support level, or 
many times I will just sell a .20 Delta strike Put Option if there is no specific 
support level nearby. This gives a good credit while showing only a 20% initial 
probability of assignment. 

 The further in time that you sell the position, the more credit that you will 
receive, yet the more risk that you will take of the Stock moving strongly 
towards or against your position. A suggested timeframe is 4-6 weeks to start 
with. 

 Sell one contract of Put Options (sell to open) for every 100 shares of Stock that 
you intend to own. Make sure that you have enough capital in your account to be 
able to accept assignment of the number of shares that you have the potential 
of being put. Many brokers will only enforce a fraction of the required margin to 
sell a Put Option, vs. the true cash required to accept assignment. Keep your 
position size very small to begin with. 

 The underlying Stock must be in a primary long-term uptrend, or at the very 
least flat, for me to consider selling Puts against it. I will judge long-term trends 
by the MFAM price action, as well as whether the 50 day moving average is above 
the 200 day moving average. I do not want to be fighting the trend with this 
strategy and typically do not sell Puts if we are in a primary Bear Market. 

 You can sell more than one monthly cycle at a time however keep in mind that 
you could be put the Stock on all of the open contracts. I must ensure that I 
have enough cash to accept assignment on all of the positions. 
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 I look for the underlying Stock to make a pullback in the midst of an uptrend 
before I enter my short Put order. 

 
Defensive Rules (maintaining the position) 

 I generally do not “defend” these positions. I wanted to purchase the Stock at 
this price so I’m OK with being exercised. The only time that I will change my 
mind is when the character and trend have changed on the underlying Stock, and 
it no longer has a “tailwind” behind it. 

 If I have more than one month of Naked Puts in play at the same time, I may not 
necessarily want to be assigned on BOTH monthly positions. If so, I will close the 
front month position by buying back the short Puts for a few pennies to close my 
obligation. 

 

Naked Put Example 
 
Let’s use our friend GOOG again to illustrate a situation where a Naked Put position 
would put us in a high-probability trade. First off, before we enter a Naked Put 
position we check to make sure that we like the Stock, and we very much like GOOG 
as it breaks above the $770 level - former resistance is now support at $770-$775. We 
expect that it will stay above $770 but we note that there is another level of support 
below it at the $750 level as well. We would like to own the stock but only if it’s for 
sale, and anything below $770 would be a discount at this point. We decide to sell the 
$750 MAY Put naked, signified by the green horizontal line in Figure 8. 
 

Figure 8 
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Next, we consult the Options chain for GOOG on that date; it’s May 17th which means 
we’d be selling about 43 days worth of time... 7 weeks is about normal. From the 
Options chain we can see that the May $750 put is selling for $10.50 bid x $11.00 ask, 
meaning that we should try to split the midpoint and sell it for $10.75. 
 

Figure 9 
 

  
 
How many contracts do we sell? If we are put even 100 shares, that is a capital 
commitment of $75,000. That’s what we’ll limit this position to, one contract, and 
will receive a credit of $1075 for selling this one contract as soon as we execute the 
trade. 
 
Let’s see what our possible outcomes are for this position: 
 

 The Price Goes Up: The price was $795 when we sold this position. If the price 
rises higher into Expiration, then our $750 Put Option will be OTM and therefore 
worthless. We get to keep the credit that we originally received when we 
initiated the trade. At Expiration, our obligation will be released and we can 
start all over again. We would earn a return of ($1075/$75,000) = 1.43% return 
on capital. In this case I am using the $75,000 figure as “capital” because that’s 
what we’d pay if we were assigned, or “put” the Stock. 
 

 The Price Goes Flat: If the price stays the same as where we entered the trade, 
then we’ll have an identical result to the price going higher, with a 1.43% return. 
 

 The Price Drops: Here, it depends on how much the price drops. The price can 
drop all the way to $750.01 and you will not be assigned the GOOG Stock. You 
will receive the same exact return as the two previous scenarios, 1.43%. If the 
price drops to $750.00 or lower, you will be liable for exercise so you get your 
stock and you just lowered your cost basis to ($75000 - $1075)/100 = 
$739.25/share! 
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As it turns out for this trade, the price eventually rose to finish higher as in Figure 10. 
Note how the price dipped lower after our entry, close to $760. We don’t panic, we 
stay in the trade as we WANT to own that stock, remember? 
 

Figure 10 
 

 

 
 
In addition, the eventual dip to $760 could have been used to enter a back-month 
Naked Put position for June so you have a continual “leapfrog” of monthly positions in 
play. Unlike Covered Calls where you cannot have any more Calls in play than the 
amount of Stock that you can “cover” them with... with Naked Puts, your flexibility is 
limited by the amount of capital at your disposal. Stay flexible, but understand your 
risks and do not overtrade your account. 
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The Ultimate Boring Options Strategy 
 
If you’re with me so far, here is the recipe for the ultimate boring Options strategy 
that will generally do very well over time and lends itself very well to those who 
don’t have the inclination and/or time to get into the advanced topics. Perhaps you 
still intend to work for decades to come, or you really enjoy your work and they’ll 
have to bribe you to retire. If that’s the case, then this strategy is for you. 
 

 Find a Stock that pays a dividend. It could be something as simple as the 
SPYders, or it can be a behemoth like PG or JNJ. 
 

 Learn it like the back of your hand. Understand when the earnings dates are, 
understand the risks and advantages to this company. If it pays a dividend it 
should be solid, but don’t take anything for granted. Most of us also thought 
Freddie Mac was a solid company before it went belly up. What you’re 
looking for here is to learn its personality so that you’ll be able to spot any 
changes of character well in advance of a Black Swan. 
 

 Once you’ve found your “white knight”, then sell Puts against the Stock 
every month. Collect income. 
 

 Eventually you’ll be “put” the Stock by being assigned the Stock on your 
short Put obligation. 
 

 Start writing Covered Calls against your shares every month. Collect income. 
 

 Receive dividends and reinvest them by buying more of the Stock. 
 

 Don’t allow short Calls to become ITM around ex-Dividend periods, or even 
close to being ITM by the amount of the expected dividend, unless you’re OK 
with being called away early and relieved of your shares. 
 

 If you’d like to build a bigger stake then continue selling Puts on the side to 
acquire more Stock at a discount, and collect income along the way. 
 

 Rinse and repeat. 
 
Keep in mind that to play a strategy like this, you’ll need a decent amount of capital 
in your account to be able to execute it. This would be a perfect strategy for a 
retirement account. 
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Your Risks with Naked Puts and Covered Calls 
 
Just because these are simple Options strategies, doesn’t mean that they don’t carry 
risk. And my caution is that you don’t trade these strategies in any size until you 
begin to learn some of the more advanced Risk Management techniques that are, 
quite frankly, beyond the scope of this course. I would suggest very small positions, 
perhaps even using mini-Options that only line up with 10 shares of the underlying 
stock, as opposed to the standard 100. As of this writing there are few stocks that 
offer mini-Options. 
 
The often-repeated story that I hear is how someone sold Naked Puts for years during 
a Bull Market, then gave most of it back during one or two bad months of a correction 
or as the Market turned down into a Bear. It can be very risky if we have a true Black 
Swan event that leads Markets lower; you’re stuck with inventory that looked like a 
bargain a week ago as the market topped out, and now it’s like a ball and chain as the 
chart plummets lower. This is why I say that Covered Calls are so cumbersome to 
manage, because you can be stuck with a large position like a ball & chain around 
your ankle if you’re on the wrong side of the Market. And Naked Puts can be very 
difficult as well, if you’re being forced to buy into a crashing market. You simply must 
have better risk management controls than anything that we’ve discussed to this 
point. 
 
Your risk management control might be as simple as closing the position down if/when 
the 50 day moving average dips below the 200 day moving average, signifying a move 
to a longer-term downtrend. Is it just a dip in price, or are Markets moving into a true 
Bear? This is very difficult to judge, but could be crucial to you preserving your 
capital. 
 
We’ve shown that Naked Calls have “unlimited upside risk” so we say “DON’T TRADE 
THEM!” And we’ve seen that Naked Puts/Covered Calls also have unlimited DOWNSIDE 
risk, but in effect we’ve given you a wink and said “but it shouldn’t go to zero, so 
that doesn’t really count.” Again, this is why I do not play these strategies with 
individual equities. I play them with index/ETF Options ONLY, as they are extremely 
unlikely to ever go to a value of zero, and if they do, I suspect that we’ve got much 
larger problems to deal with at that point. 
 
Disregard the downside risk of these supposedly “conservative” trades at your own 
peril. These are terrific trades...they’re simple to learn and very effective, but 
“unlimited downside risk” means exactly that. Stick to very small positions for now, 
and learn the more-nimble Options trades that we start to introduce in the last 
chapter of this program. 
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Tasks - Covered Calls/Naked Puts 
 
Here is your “homework” for this chapter. 

 

❏ Find a Stock that you like, preferably one under $50, and buy a multiple of 100 
shares in your broker’s sim account. 
 

❏ Follow the chart every day and look for opportunities to sell Call Options against 
these shares, using the rule set from this chapter. If you have the right broker, you 
can use their backtesting feature in conjunction with “hard right edge” exercises on 
the chart to conduct multiple monthly cycle tests in the space of a couple of hours of 
time. This can dramatically increase your learning rate through repetition. 
 

❏ At the same time, look for pullbacks in this chart to sell Naked Put positions. You 
can also look at other charts to increase your exposure and learning. Like the Covered 
Call exercise above, utilize your broker’s backtesting data function along with “hard 
right edge” exercises to dramatically increase your learning rate. 
 

❏ What is the biggest risk with these two strategies? What could we do to mitigate 
this risk? 
 
 

Summary - Options Income Strategies 
 
In this chapter we got right into some of the details of how to create income trades. 
We saw the potential of the Naked Call Option, yet the undeniable unlimited risk to 
your position if you found the underlying chart in a short squeeze uptrend. 
 
We limited our risk to the Naked Calls by “covering” them with long Stock, although 
now we have added downside risk. 
 
We also saw how we could create bullish income trades by selling unsecured, or 
“Naked” puts. We did not “cover” these trades because the idea is to accept 
assignment into the Stock at a “discount” price, however we also have unlimited 
downside risk. 
 
There are many, many traders out there who do nothing but sell Puts and Covered 
Calls month after month and they do nothing else. Frankly, it does take somewhat of a 
larger account to swing these strategies and get anywhere with them. And they are 
“lumbering” trades, where you can rarely dart in and out with the flow of the Market, 
especially if you’re holding long Stock and waiting for your sell point. 
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Pros and Cons - Covered Call/Naked Put Trades 
 
Let’s lay everything on the table with our current strategies and see what we have to 
work with; first, the Pros and Cons of the Covered Call strategy: 
 
Covered Call Pros 
 

 These are simple trades to understand and execute. 

 You can make regular monthly income off of stocks that you might already own. 

 The position offers some downside protection against a drop in price of the 
stock. 

 
Covered Call Cons 
 

 Unlimited Risk to the downside; the Stock could go to zero. 

 This strategy requires an uptrend, or at least a sideways trend on the 
underlying stock. 

 You can only sell as many Calls as the shares that can “cover” the Calls, 
meaning that you can only play one cycle at a time. 

 For most stocks, this requires a lot of capital and the returns are modest. 
 
For many traders, these negatives don’t represent that much of a challenge since the 
shares that they own might be “forever” shares that have been passed down through 
the family, or ones that you intend to hold forever. For the smaller retail investor, 
however, these limitations present serious challenges if they are undercapitalized as 
most of them are. 
 
Now let’s cover the Naked Put strategy Pros & Cons: 
 
Naked Put Pros 
 

 These are simple trades to understand and execute. 

 An effective strategy to earn income and lower your eventual cost basis on 
shares that you eventually want to own. 

 Some downside protection against a market decline based on the premium that 
you earn as well as selling an Option OTM. 

 You can play more than one monthly cycle at a time if you have the capital to 
back both cycles. 

 
Naked Put Cons 
 

 Unlimited Risk to the downside; the Stock could go to zero and you’d be forced 
to buy it at much higher levels. 

 This strategy requires an uptrend, or at least a sideways trend on the 
underlying stock. 
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 This strategy requires a fair amount of capital to employ, since you must be 
able to cover assignment of the Stock. 

  
You’ll notice that many of these Pros & Cons are similar between the two strategies, 
which makes sense because synthetically they are the same trade, even though 
different instruments are being used. Their purpose is just different; one is used when 
you’re trying to accumulate Stock at a discount price, the other is used to earn 
income against the shares that you already own. 
 
So what can we do to “fix” these problems? We can’t force the Market to go higher to 
support these trades. Something that we can do is to ensure that our candidates are 
in an uptrend, however this can be difficult if the overall Market is in a Bear move or 
a correction. During those times you’ll have to be a much better Stock picker, or 
frankly just sit on the sidelines and wait out the Bear. 
 
And as we all saw in 2008, some Stocks *can* go to zero. (This is another one of many 
reasons that I generally play US Indices like the S&P500 ETFs) It’s a pretty helpless 
feeling to be obligated to a much higher price on a position when the chart is 
dropping like a stone. 
 
The other issue is the amount of capital that these strategies require. One way around 
this is to play optionable Stocks that are cheaper, but these often don’t have 
consistent price patterns to play. 
 
We’ll offer some fixes for these problems in a minute, but let’s go a little deeper into 
a topic that many traders ignore at their own peril, Risk Management. 
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Your Risks With Naked Puts and Covered Calls 
 
Just because these are simple Options strategies, doesn’t mean that they don’t carry 
risk. And my caution is that you don’t trade these strategies in any size until you 
begin to learn some of the more advanced Risk Management techniques that are 
possible with Options. I would suggest starting with a virtual account first to learn 
execution and rules, and then using live capital....no more than 100 shares/1 contract 
positions until you have learned hedging techniques and have demonstrated 
performance. 
 
The often-repeated story that I hear is how someone sold Naked Puts for years during 
a Bull Market, then gave most of it back during one or two bad months of a correction 
or as the Market turned down into a Bear. It can be very risky if we have a true Black 
Swan event that leads Markets lower; you’re stuck with inventory that looked like a 
bargain a week ago as the market topped out, and now it’s like a ball and chain as the 
chart plummets lower. This is why I say that Covered Calls are so cumbersome to 
manage, because you can be stuck with a large position like a ball & chain around 
your ankle if you’re on the wrong side of the Market. And Naked Puts can be very 
difficult as well, if you’re obligated to buy into a crashing market. You simply must 
have better risk management controls than anything that we’ve discussed to this 
point. 
 
How do you define what’s “at risk” in a Naked Put trade? On paper, potentially all of 
it. Same for Covered Calls. Potentially every penny of that Stock trade is at risk of 
going to zero, and we’ve seen it happen to some prominent companies in just the last 
few years. 
 
We’ve shown that Naked Calls have “unlimited upside risk” so we say “DON’T TRADE 
THEM!” And we’ve seen that Naked Puts/Covered Calls also have unlimited DOWNSIDE 
risk, but in effect we’ve given you a wink and said “but it shouldn’t go to zero, so 
that doesn’t really count.” Again, this is why I generally do not play these strategies 
with individual equities. I play them with index/ETF Options ONLY, as they are 
extremely unlikely to ever go to a value of zero, and if they do, I suspect that we’ve 
got much larger problems to deal with at that point. 
 
Disregard the downside risk of these supposedly “conservative” trades at your own 
peril. Stick to very small positions for now, and learn the more-nimble Options trades 
that we’ll discuss later in this chapter. 
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Increasing Protection through Collars 
 
As you increase the depth of your knowledge about Options as well as your Risk 
Management skills, one lingering issue with Covered Calls is that they are not as 
conservative as some would lead you to believe. Those that were practicing 
Covered Calls in the summer of 2008 were shocked to watch the value of their 
underlying Stocks plummet by 50% over the next couple of months and the income 
from the short Calls did very little to cushion the impact of the loss. 
 
Covered Call (and as we’ll also see, Naked Puts) positions do suffer from “unlimited 
loss” characteristics to the point that the Stock can go to zero. 
 
A technique that can help cushion against a downside shock is a strategy called the 
“Collar”; it is the same basic trade as a Covered Call in that you have an underlying 
Stock position that you have sold a Call Option against... however in this trade we are 
going to use some of that Call Option income to purchase an OTM long Put Option. 
This will help protect losses in the underlying Stock since long Puts gain value 
dramatically as the price of the underlying drops. 
 
So think about this for a minute with the components of the trade...you have: 
 

 Stock shares that gain value as the price of the underlying rises. 
 

 Short Calls that provide income and LOSE value as the price of the 
underlying rises, or GAIN value as the price of the underlying falls. 

 

 Long Puts that LOSE value as the price of the underlying rises, or GAIN value 
as the price of the underlying falls. 

 
What does the long Put Option provide that the short Call does not? Explosive growth 
in value if the price falls. Remember, the most that you’ll ever make from selling a 
Call Option is the amount that you receive on day one. If you buy a long Put Option, 
however, it can dramatically increase in value if the price of the underlying falls, 
which is what you’d need in the event of a price decline. 
 
The trick in using this strategy is that we want to focus on extra protection for our 
Stocks precisely when we DON’T expect to need it - after a strong run higher. Most 
savage drops and crashes occur “from the top” as investors have become too 
complacent. In addition, this is when long Puts are the least expensive due to the 
crush in Implied Volatility. 
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There are a couple of different ways that the Collar can be set up: 
 

 Month by Month: this technique is where you use the income from the short 
Call Option to buy a long Put Option in the very same monthly Options cycle. 

 

 Staggered: you will buy a Put Option with about 3 months of time value on it, 
and will pay for that Option through the sale of 3 front month Call Options. 

 
Something else that I’d like you to think about, however, is that you’ve just created 
an Options Spread; you now are using a COMBINATION of Options for specific 
purposes. Each Option in the spread has a specific role to play; it’s the same reason 
why there are several different “roles” on a basketball team even though there are 
five players. If everyone was a center and just stood in the key, teams would have a 
field day with their outside shooting. Likewise, if everyone on your team was a point 
guard, they would not be able to defend taller teams around the rim. 
 
For these same reasons, we almost ALWAYS use Options Spreads to help “beef up” the 
Risk Management element of our income-generating trades. And one of the most 
versatile of these strategies is the simple Credit Spread. 
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Introduction to Credit Spreads 
 
In the previous chapters, we’ve seen how we can create monthly income by selling 
Puts or Calls... or both. We also saw how “Stock” was involved in both cases: 
 

 Selling Calls - we saw that we can’t sell Calls naked...we needed to “cover” 
the Calls so we didn’t create an unlimited risk position. 

 

 Selling Puts - we could sell Puts naked, however if we allow the Puts to go ITM, 
then we end up being assigned the underlying Stock, thus inheriting more risk. 

 
What both of these methods share, besides the potential of Stock assignment to 
execute the strategy, is that they take a fair amount of capital to use. If we want to 
create income from trading AAPL (a $350 stock) then we need at least $35,000 to 
trade just one contract of either Covered Calls or Naked Puts. 
 
That’s fine if you have a seven-figure trading account, but few of us have that kind of 
capital laying around. And even if we did, perhaps there’s a more efficient way to put 
that capital to use. 
 
Is there a way for us to employ the benefits of selling Put and Call Options without 
the requirement for so much capital? And what can we do to replace our bearish 
income trade that we saw created too much risk, Naked Calls? 
 
The answer is Credit Spreads! 
 
Instead of using Stock shares to help margin the Calls and Puts as we did with Covered 
Calls and Naked Puts, we’ll use another Option. The combination of the two Options - 
long and short - creates a “spread” position, and the fact that the income from the 
short Option is larger than the cost of the long Option means that we will collect 
income immediately when we set up the trade - a credit. 
 
What we’re going to find with these Options trades are the following characteristics: 
 

 Limited Risk: Yes! Right off the bat we solve that pesky “unlimited risk” issue 
that we had with Naked Puts, Naked Calls, and Covered Calls. 

 

 Directional Flexibility: we can design Bearish or Bullish income trades with 
spreads, and play either or both to suit the current direction/character of the 
chart that we’re trading. 

 
Let’s see how we can do this... the first thing to do is to figure out what was wrong 
with our Naked Call & Put positions, and how we can fix them with spreads. 
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Credit Spreads - Construction 
 
Recall why we needed to “back” our short Options when we sold naked Calls or Puts: 
 

 Naked Short Call positions showed unlimited risk as price rose above the short 
strike price; we needed to “cover” the naked Calls with underlying Stock. 

 

 Naked Short Put positions could face nearly unlimited risk (limited to the price 
of the “put” Stock) should the Stock price decline after exercise. We were 
counting on the fact that a highly-valued, up-trending stock wouldn’t lose its 
value entirely. 

 
So what you’re trying to do is to create income from selling Put and Call Options, 
however the problems that we’re running into are: 
 

 Risk - naked Options generally create unlimited risk positions unless we can 
cover them somehow. 

 

 Capital - these positions can eat up a lot of capital, either requiring actual 
Stock for the covered Calls, or enough capital to accept being put the Stock for 
short Puts. 

 

 Flexibility - just to cover the unlimited upside risk on the Naked Call, we had 
to load it down with long Stock... but that turned it into a neutral-to-bullish 
position. We had lost our “bearish” trade thus we could only favor one 
direction in the market, an uptrend. 

 
Let’s go through an example using AAPL again to see how we can create a more 
efficient manner of earning income vs. our original Covered Calls/Naked Puts method. 
 
 
Selling Put Options 
 
We would like to generate some income by selling Put Options on AAPL. As we learned 
in the last chapter, selling naked Puts is a neutral-to-bullish strategy that works best 
if the Stock is in an uptrend. 
 
Figure 1 shows the current Options chain for AAPL; let’s say that we figure that AAPL 
(currently at $344 on this chart) will probably stay above the $335 level between now 
and Options Expiration in 47 days. 
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Figure 1 
 

 

 
 
We can see that the $335 Put is selling for $11.10 bid x $11.25 ask, so selling the $335 
Put will bring in a minimum of $1110 of credit per contract sold. Let’s see what this 
would look like on a P/L graph via Figure 2: 
 

Figure 2 
 

  
 
We can see that at Expiration, (heavy red line) that if the price closes above the $335 
level that we just keep our original credit as income and our obligation is released, 
allowing us to sell again the next monthly cycle. That $1110 credit received per 
Option sounds like an easy profit, until you factor in the risks and capital required to 
earn it: 
 

 Risks: note that the lower the price goes, the higher the loss. This will occur 
before or after you are put the Stock. 

 

 Capital: we needed to have enough capital to accept Stock assignment; this is 
$335 x 100 shares = $33500 required just to sell one contract! 

 
Instead of backing this short Put with Stock, what if we BOUGHT a long Put Option 
instead? Let’s refer back to Figure 1 again to add the $330 Put Option to our trade; we 
will keep our original short Put Option at the $335 strike price, however we will also 
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BUY a further OTM Put Option at the $330 strike price. Let’s see how the math works 
out: 
 

 Short $335 Put: selling one contract for a $1110 credit. 
 

 Long $330 Put: this Put Option is going for $9.25 bid x $9.45 ask, so we would 
pay at most $945 per contract. 

 

 Combination: when we put the two Options together, the combination 
produces ($1110 credit - $945 debit) = $165 net credit. 

 
By buying the long Option, we are significantly reducing our net credit ($1110 vs. 
$165) however let’s see what the P/L graph shows about our position in Figure 3: 
 

Figure 3 
 

  

 
 
We have traded off gross profitability for drastically reduced risk on the position...and 
as we’ve mentioned before when it comes to trading, it’s not what you earn, it’s what 
you keep! Let’s see how the math works out on this position: 
 

 Max Profit - as long as the price of AAPL closes above $335 on Expiration day, 
then you keep the original $165 net credit received. 

 

 Max Loss - the maximum loss on a $5-wide spread would be $500 minus the 
original credit received, or in this case, ($500 - $165) = $335. 

 

 Rate of Return on Risk - if the price closes above $335 on Expiration day and 
you keep the original credit, your rate of return is ($165/$335) = 49.25% return 
on risk. That means that you earned $165 while risking $335. 

 
We’ve created an Options Spread by “selling to open” the $335 Put and “buying to 
open” the $330 Put. In fact, all good Options brokers will provide a menu to facilitate 

https://tradingconceptsinc.com/


https://tradingconceptsinc.com/ © Trading Concepts, Inc.                                                        Page | 63 

easy spread order submittal; it’s critical that you be able to submit both Options 
orders at once. Figure 4 shows a typical spread order through optionsXpress: 
 

Figure 4 
  

 

 
 
In this example you would click on the blue $1.65 bid price to pull up an order ticket 
to enter your quantities and check out the final details, as shown in Figure 5: 
 
 

Figure 5 
 

 

  
 
Notice that we are entering the order for a credit and not a debit. (Debit Spreads are 
equally useful trades but beyond the scope of this program) Notice also the quantity 
of contracts per “leg” of the spread, which must be equal for this type of trade. 
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Selling Call Options 
 
We would like to generate some income by selling Call Options on AAPL. As we learned 
in the last chapter, selling naked Calls is a neutral-to-bearish strategy, with unlimited 
risk. 
 
Refer back to Figure 1 for the current Options chain for AAPL; let’s say that we figure 
that AAPL (currently at $344 on the chart) will probably stay below the $350 level 
between now and Options Expiration in 47 days. We can see that the $350 Call is 
selling for $12.45 bid x $12.60 ask, so selling the $350 Call will bring in a minimum of 
$1245 of credit per contract sold. Figure 6 shows what the p/l graph looks like if we 
sold a naked Call Option with the AAPL $350 Call: 
 

Figure 6 
 

  
 
 
We can see that at Expiration, (heavy red line) that if the price closes below the $350 
level that we just keep our original credit as income and our obligation is released, 
allowing us to sell again the next monthly cycle. That $1245 credit per Option sounds 
like an easy profit, just like the naked Puts did, until you factor in the risks and 
capital required to earn it: 
 

 Risks: note that the higher the price goes, the higher the loss. This will occur 
before or after you are exercised. 

 

 Capital: we needed to have enough capital to accept Stock assignment; this is 
$350 x 100 shares = $35000 required just to sell one contract! 

 
Instead of backing this short Call with Stock, what if we BOUGHT a long Call Option 
instead? Let’s refer back to the Option chain in Figure 1 again to add the $355 Call 
Option to our trade; we will keep our original short Call Option at the $350 strike 
price, however we will also BUY a further OTM Call Option at the $355 strike price. 
Let’s see how the math works out: 
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 Short $350 Call: selling one contract for a $1245 credit. 
 

 Long $355 Call: this Call Option is going for $10.25 bid x $10.40 ask, so we 
would pay $1040 per contract. 

 

 Combination: when we put the two Options together, the combination 
produces ($1245 credit - $1040 debit) = $205 net credit. 

 
By buying the long Option, we are significantly reducing our net credit ($1245 vs. 
$205) however let’s look at Figure 7 to see what the P/L graph shows: 
 

Figure 7 
 

 

 
 
We have again traded off gross profitability for drastically reduced risk on the 
position. Let’s see how the math works out on this position: 
 

 Max Profit - as long as the price of AAPL closes below $350 on Expiration day, 
then you keep the original $205 net credit received. 

 

 Max Loss - the maximum loss on a $5-wide spread would be $500 minus the 
original credit received, or in this case, ($500 - $205) = $295. 

 

 Rate of Return on Risk - if the price closes below $350 on Expiration day and 
you keep the original credit, your rate of return is ($205/$295) = 69.5% return 
on risk. That means that you earned $205 while risking $295. 

 
We’ve created an Options Spread by “selling to open” the $350 Call and “buying to 
open” the $355 Call.  Figure 8 shows a typical spread order through optionsXpress: 
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Figure 8 
 

  
 
In this example you would click on the blue $2.05 bid price to pull up an order ticket 
to enter your quantities and check out the final details, as shown in Figure 9: 
 

Figure 9 
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With Credit Spreads You Don’t Have to be Right! 
 
You might have heard us say this at the beginning of the program... how is it possible 
that we can be “wrong” and still earn income? It’s all in the structure of the credit 
spread trade. Let’s see how this would work with a Bear Call Spread position on AAPL: 
 
If we saw AAPL recently confirm a change of polarity into a downtrend and wanted to 
place a bearish trade, let’s see how we would do this: 
 
First, we’d look at the chart and determine where resistance was on the chart: 
 
Figure 10 
 

 

  
 
We can see that there are several lines of price “resistance” between the $355 and 
$365 price levels; we know that any short Call that we sell needs to be positioned  
well above the $365 level. Next, checking the Options chain in Figure 11 shows us that 
we can establish a Bear Call Spread at the $380/$385 level by selling the $380 Call 
Option, and buying the $385 Call Option as insurance. 
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Figure 11 
 

 

 
 
If we do the math on this trade, we are going to sell a $380 Call for $3.05 and buy the 
$385 Call for $2.41; this gives us a minimum credit of ($3.05 - $2.41) = $.64 on a $5- 
wide spread. Our maximum risk on the trade is ($5 - $.64) = $4.36. The maximum rate 
of return on risk is ($.64/$4.36) = 14.7%. 
 
In per-contract numbers we are establishing a trade that will be collecting a $64 
credit per contract, and is risking a loss of $436 per contract. The price must stay 
below the $380 level by Expiration in order to release our obligation and risk. 
 
Let’s see what this trade would look like, overlaid on the price chart in Figure 12: 
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Figure 12 
 

 

 
The blue vertical line represents Expiration day, and the horizontal magenta line 
represents the $380 short Call Option that we sold that the price must stay below. 
 
Let’s look at what would happen to the trade should the price go down, sideways, or 
up: 
 

 Price Goes Down: this is what we want to happen with a Bear Call Spread. We 
can either choose to let the Options expire at Expiration, or we can take early 
profits by “buying to close” the spread. 

 

 Price Goes Sideways: if the price just went sideways for the rest of the time 
between when you set up the trade to Expiration, then you could also choose 
to either let the Options expire or take early profits. 

 

 Price Goes Up: if the price goes higher between trade inception and 
Expiration, then the answer is “it depends” regarding your trade outcome. If 
the price goes a little higher and gets hung up at resistance, then you can 
probably still win the trade as long as it doesn’t go beyond resistance at $365. 
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If the price gets above that point, we’d have to do some risk adjustment which 
we’ll discuss shortly. 

 
The point here is that you can still be WRONG about your forecasted direction for the 
price, and still make a profit on the trade! This is the wonderful characteristic of 
these trades, that the odds are stacked in your favor to begin with by selling a 
wasting asset (the short Option), as well as the fact that there is a certain “margin for 
error” regarding your forecast. During Market conditions where there is lots of Implied 
Volatility present, you can literally set up trades on a large index like the S&P500 
where you will have a cushion of well over 100 points against “being wrong.” 
 
And regardless of how good of a charting technician that you are, knowing the future 
is not in the equation so you will be wrong a good percentage of the time. It’s good to 
be able to trade a strategy that doesn’t punish you for not knowing the future. 
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Where Do You Go From Here? 
 
After working with literally thousands of Options students around the globe through 
the last decade, featuring some truly volatile Market conditions, there’s really one 
underlying conclusion that I can come to regarding Options students and their success: 
 
Those students that focus on Risk Management as a hallmark of their trading 
plan... are the ones that will be achieving consistent results for years to come. 
 
Many investors will read that sentence and assume that I’m recommending that they 
trade their capital in a “scared” manner. No. Trading effectively means that you’re 
taking on risk with every position, and you’re being paid for taking on that risk. 
Without risk, there is no reward. Check the passbook savings rates these days and tell 
me how much risk you’re being paid for with that account. No risk = no reward. 
 
So it’s managing risk that’s important, knowing to the penny what your risk is on any 
given position, and making sure that it does not exceed pre-determined thresholds. 
 
Now, one of the topics that I have not covered to this point... is the risk of a Credit 
Spread position. Yes, it’s a limited risk position, unlike the Covered Call/Naked Put 
trades that we discussed. But because these are limited risk positions, students 
assume that they don’t need to manage the risk. Not true; the typical Options Spread 
trader that I encounter might win 8 months out of 10, a truly impressive winning 
percentage. What’s not shown in the details, however, are the losses encountered in 
those two losing months; they will typically wipe out the earnings in the successful 
months. 
 
Now, it doesn’t need to be like that if you learn to manage your risk, however you’ll 
need a much more active and sophisticated defensive skill set to manage these credit 
spreads through the volatility that you’ll encounter, and quite honestly it’s a much 
more involved task to learn and adopt those defensive skills. There is a cost to the 
liberty of not having to forecast the next direction of the underlying stock, and 
that cost is knowledge. 
 
And there is a fairly substantial gulf of knowledge when it comes to Risk 
Management... between the practicing Options professional, and the “hobbyist” 
Retail investor. This is the “unfair” advantage that the Pro practices every day, yet 
there’s no practical reason why a motivated Retail investor cannot learn the same 
skills, and apply them. 
 
Now, you’re probably expecting a big “up-sell” from me at this point, and frankly, I’d 
rather not go there. Yes, I do have an advanced Options program that does teach Risk 
Management skills and is the next logical step from the strategies taught in this 
program, however for me to push a student in that direction at this point is akin to 
  

https://tradingconceptsinc.com/


https://tradingconceptsinc.com/ © Trading Concepts, Inc.                                                        Page | 72 

trying to move a piece of string across a table by pushing it. It can’t be done; it 
bunches up and resists any attempt to move it in an orderly fashion. 
 
Conversely, pulling the string creates the desired effect. I would much rather have 
you use everything from this program and really get some experience to understand 
the benefits and risks of Options trading - all in a virtual account, of course - and then 
come to the conclusion on your own that you need stronger Risk Management skills. 
 
Trading knowledge is not like going to college where you get a degree and you’re 
“done.” It’s a life-long pursuit, it’s not that different from Golf in that you will never 
truly master the Market, however there’s no reason why you can’t collect your Fair 
Share if you focus on Risk Management. 
 
So my bottom line on the topic of learning Credit Spreads... is to start to learn the 
why/how/when/where’s of entering these trades, but please don’t risk a penny of 
your capital until you learn to first Risk Manage them. 
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Tasks - Next Steps in Options Trading 
 
Here is your “homework” for this chapter. 
 

❏ In your broker’s sim account, look for Bull Put and Bear Call setups with about a .10 
-to -.15 Delta on the short strike. 
 

❏ If you have the right broker, you can use their backtesting feature in conjunction 
with “hard right edge” exercises on the chart to conduct multiple monthly cycle tests 
in the space of a couple of hours of time. This can dramatically increase your learning 
rate through repetition. Go through several cycles of setting up simulated Bear Call 
spreads based on the entry conditions that were discussed. 
 

❏ At the same time, look for pullbacks in an uptrend to backtest Bull Put spreads. 
 

❏ What happens to the value of the Credit Spread position as the price approaches 
the short Option? Is the effect linear or does it move more dramatically as the price 
approaches it? 
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Next Steps to Options Trading - Summary 
 
Your head might be spinning at this point... we just went from the easy-to-understand 
Naked Put and Covered Call trades, and we threw a twist on them by turning them 
into CREDIT SPREADS. You have taken a big step forward in your development... you 
now have an income-generating weapon that will allow you to generate short-term 
trades regardless of where the Market is going. If we think that the chart is going 
lower in the near future, then we can set up Bear Call Spreads. If we think that the 
chart is going higher in the near future, then we can establish Bull Put Spreads. 
 
And remember that mystery trade that we spoke of earlier in this program, the Iron 
Condor? It’s simply using both of these credit spreads at the same time if we expect 
that the market will trade within a range. 
 
Also notice that you are not holding these positions for extended periods of time, 
hoping for a general updraft the whole time. We’re bound to see heavy volatility for a 
long time as the world sorts out its problems in the new millennium. It’s a great 
feeling to be flexible enough to dart in and out of the trends. You are now much more 
NIMBLE vs. when you held that cumbersome Covered Call/Naked Put position. 
 
Now PLEASE don’t go out today and start trading credit spreads yet; you haven’t 
learned the most important factor, which is how to defend them. Nor have you truly 
learned to manage their risk like the professionals do.... but you now understand the 
“why” behind the powerful spread, which is your first step and one that few Options 
traders learn.... you have at least turned an unlimited-risk Options position into a 
limited-risk Options position and that’s a huge step. 
 
What you’ll also notice if you DO go beyond this program and further your 
education... is that there are literally countless ways to make the Credit Spread trade 
adapt to you and your trading style; the techniques that I’m highlighting here are but 
one method. 
 
It’s my sincere wish that this Basic Options program has opened your eyes to a new 
way of earning income that will put you on the path to your own goals. I’m always 
here to help if you want to further your knowledge of this subject. 
 
All the best to you and yours, and I hope this course met your high expectations! 
 
Yours in trading success, 
 
Todd Mitchell 
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About Todd Mitchell 
 

I began reading about, studying and researching the mar-
kets back in 1987, while I was still in college. Then, in 
1988, I started to actively trade the markets with real 
money. My interest, which quickly led into fascination, in 
the futures and stock market began when I used to 
manually update my father’s charts on a daily basis. In 
1990, when I graduated from college with a Business 
Finance degree, I decided to trade full-time because I 
had seen, firsthand, how much money could be made 
trading. 
 

After a few successful trading years following college, I tweaked and perfected my 
trading strategies. I decided to use my knowledge and experience to launch Trading 
Concepts in 1994 to help fellow traders, just like yourself.  
 
Trading Concepts quickly established a reputation as one of the industries finest 
educational companies due to the powerful trading strategies that I developed. 
Combining powerful futures and stock trading strategies with sound trade and money 
management techniques, I have been able to help Individual at-home retail traders 
gain the power knowledge base that had previously only been available to 
professional institutional traders. 
 
Today, I teach new and experienced (and everyone in between) traders worldwide 
how to succeed in today’s markets. I demonstrate step-by-step trading strategies in 
clear, concise terms, mixed with analogies and examples throughout all my courses 
and personal mentoring program. You will therefore gain the correct mindset and 
money management techniques for trading whether you’re a beginner, intermediate 
or more experienced trader. I not only thank my dad to this day for introducing me 
to the markets, but for teaching me many Valuable trading lessons that I still use 
today. 

 

Visit https://TradingConceptsInc.com/ to Learn More! 
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