Trading QQQs with Covered Call Options 
Gb007 10-28- 2004

Introduction: Gb007 presented this discussion after several people in the chat room expressed interest in the strategy. The only chart was a year long chart of QQQ which cannot be reduced sufficiently to include in this report. 

It can be referenced in the hotcomm. uploads. It is file # T151905 10-28, gb007.  There is a note at the end of this report with directions on how to find it if anyone does not know how to access the hotcomm upload files. 
---------------------------------------------------------------------------------------------------------
Several people have asked me to explain my strategy on buying QQQs and writing the covered calls or just plain out doing the naked puts on QQQs. I am going to make this quick. 

The first question really is why do the QQQs as opposed to the SPY which is the S&P500 or the Diamonds which are the Dow Industrials. The QQQs are the NASDAQ 100 tracking stock. There are several reasons that I like the QQQs.

Number 1: it is an index so I am taking only  market risk. I do not have to take individual company stock risk. In other words, if one of the companies in the NASDAQ 100 tracking index comes out with a very unfavorable report, it has an effect on the QQQs, but it is really a pretty small effect; versus writing covered calls or owning naked puts on an individual stock. That is why the bulk of my option trading, in dollar terms, is really in the QQQs. 
I am going to assume that all of you understand what a covered call is and that it is really a synthetic naked put. So I am going to launch right into the discussion. 

When we write a covered call or a naked put, the question is what is our objective? Our objective, other than to make money, is to have the stock market, the NAS index either go up, stay sideways, or not go down by more the amount of premium we receive from selling the covered call or the naked put.
As long as the price of the index does not go below what we receive for the call or the put, we come out OK. In other words, we don’t lose money and we make money. That is the concept behind doing the covered calls or the naked puts. 

Let me see if there are questions here:

On the QQQ we simply buy the QQQ stock, the NASDAQ 100 tracking stock and then turn right around and sell the a call against it. So we are long the stock and short the call.  The alternative is to simply sell a naked put and by doing this you do not have to buy the stock. The margin is lower for selling a naked put. I prefer doing the covered calls for a variety of reasons. I will kind of touch on them as I go through here. 

The first thing I want to do is put up a chart. I have shrunk it horizontally so it will fit on all of your screens. (The chart is hotcomm upload file “gb007 T151905, 10-28-04).

I haven’t quite mastered these dual screens yet, so I am never sure what will appear when I click the camera. I have put up a chart of the QQQ which covers this entire year. This year has been a choppy year for all the markets; whether it was the Dow, the S&P or the NAS. It has required a lot more effort than we had to put in last year. Last year, all of us who do this on the chat wrote covered calls against the Qs and other stocks, and we had 12 consecutive months of wins. Most every one and I know Woodie did, made about a 50% return by writing covered calls. I would match that against any of these brilliant fund managers, particularly the mutual funds. They didn’t do nearly that well. This year has been choppier and I think most of us are running at about a 25% return. This is way behind last year, but again, is still better than the mutual fund managers and most of the other fund managers. 

If you take a look at this chart, we will start out at the beginning of the year and I will walk you through the year. I will  show what I did and  since I didn’t look up all my trades, if it isn’t what I did; then it will be what I should have done. 

I came into the year owning the QQQ stocks and I didn’t sell any covered calls against them until early January, right after New Year. There wasn’t anything to do except sell the covered calls. The calls were at a strike price of $37.00 at that point in time.  If you move out to options expiration day (the 3rd Friday of the month), it was around the 17th of the month. The stock price went and my covered calls got exercised. I walked away with the premium on the calls which are usually around $0.80 to $0.90 a share. This equates to about 2.5 to 3.0%. 
I consider 21/2 to 3 percent return for holding the calls for 3-4 weeks a pretty darn good rate of return. This is an income strategy. You are never going to make a killing, but the object is to have a nice, steady income flow that will average about 2 to 3% a month; if everything goes right. 
Even in a year like this, which has not been a good one, we are still up over 25%. That is still darn good for a year like this. 
The reason for this is that on every position you take, you have a 21/2 to 3% advantage. It is sort like being in Las Vegas and you are the house. Every time you deal the cards at the blackjack table, you know that over time, you have a 21/2 to 3% advantage. I think that is significant. 
Going back to January, my stock was called away. I didn’t have any stock left, so I had to get some more stock if I wanted to write some more calls. The way I did this, going into February: remember my stock was called away in January, was on the 1st of February you will notice the CCI-20 which we use on daily charts. 
It seems to work better than the CCI-14. On around Feb. 2nd or 3rd, since I had no more stock left, I sold naked puts. Now if the price of the stock goes up, that is OK with me. I just take my premium from the naked puts, on a very low investment, and pocket my 21/2 to 3%. If the price of the stock goes down, then I have the stock put to me, but that is OK too, since I got the stock at 21/2 to 3% discount to the market. That red line you see on the chart is the 34 ema which I guess all of you would assume I would have on my chart. It was flat at the time so I wasn’t real keen on this position but I did want the premium. 
February 17 came around and the price of the stock really had not moved at all. As I recall, the stock was not put to me. So, I just took the premium, put it in the bank and waited for the next cycle. 

The next opportunity to buy the stock was around February 23rd. Notice how the CCI dipped below the -100 line then came hooked back up. I sold some more puts at around $ 36.50. I was not too fond of this position because of a flat 34 and the fact that the CCI had been below zero for more than 6 bars. I did it anyway. So I was short puts. 
The 15th, which is option expiration day came around and sure enough, the market had gone down and the stock was put to me. So I now owned the QQQ stock which I had bought at a 21/2 to 3% discount to what they were the day that I wrote the puts. . I sold covered calls against the QQQs immediately. I got to keep the naked put premium of about 80 to 90 cents, somewhere in that range, which gave me a 21/2 to 3% discount on the stock that I bought. 
As soon as the stock was put to me I sold covered calls against the stock. The price on the day I sold covered calls was around $35.00. Then we go out to the next option expiration day which was the 19th and the price of stock was $36.00. The price of the stock had gone up and I had sold the calls so the stock was taken away from me and I got to keep the premium on the calls which was 21/2 to 3%. I also kept the 21/2 to 3% premium that I had collected when I sold the naked puts that had caused me to acquire the stock. So I was not unhappy at all.

Now I am not going to walk through every month. I do want to show you what gets me into buying the stock and doing a covered call, or doing a naked put. 
Let’s move out into April and the stock has been called away from me and I am trying to buy some more stock. Going into April, there really wasn’t any good CCI signal to buy stock, and the 34 ema was flat. I really was in a quandary about this time; do I want to do it  or don’t I want to do it?  This is an area where you need to make a judgment call. Since the ema was not pointing down at least, do I just go ahead and buy stock, realizing that it looks like the market is not indicating it is going up but also it is not indicating it is going down? In most cases, I will buy the stock and sell a covered call if I do not have a signal that the market is going down. 
I will buy the stock for covered calls anytime the CCI drops below -100. I do not need a hook or a trend line break or anything else. Barring a market that is clearly going down, I will just buy the QQQ stock anytime the CCI is below -100.

That is the only signal I need to permit me to buy stock to do a covered call or sell a naked put. 

Better yet, right after expiration day, May 17th, I had a big trend line break and the CCI came through that long trend line that had been coming down since early April. That is a clear buy for me. At that point I want to buy stock or sell naked puts. In that case, when the trend line broke, the price of the QQQ was around $35.00 and you can see over the next month it jumped right up to around 36 and ½ dollars. That was a sure winner writing covered calls. 
The next signal I got occurred a little after June 21st, another trend line break. This time we had the 6 CCI bars in an uptrend and a clear buy as far as I was concerned. I was in the market again at about $36.50. 
By the time that expiration day came around the stock had dropped to $35.00. So, obviously, I was going to take a hit on that one. The stock went down and the calls went down. That is OK, because all I did was to turn around and sell the calls again. I really had to sell them because I owned the stock. Now, this was another bad month. It was bad because the price continued down, getting to a low of $33.25 by option expiration day. My alternative would have been to stay out of the market. Even though the trend was down, unless it a strong long term trend down, I will still do the covered calls usually. I will always try to buy on a CCI signal. 

Right around August 9, depending on where you were in the cycle and whether you owned stock or not, again you had a good opportunity to buy the stock because the CCI went below -100, as long as you didn’t think the market was going to continue going down. 

For the rest of the year, since September they have all been winners. Actually since August 16th when the market lowered, you were always looking for an excuse to buy the stock or sell the naked put. 

You had a great opportunity right after the 27th. You had a trend line break, with 6 

CCI bars, and it was not only a trend line break; it was a ZLR. This is one of my favorite trades. You had another ZLR around the 18th, so again, it was a good time to buy stock or sell naked puts. 
I think the point is that the signals are the same as Woodie has been teaching for day trading, only using the CCI 14 and for a shorter time period. We use the CCI-20 here, but they are exactly the same signals. The only difference is because if you want to participate in the cycle, you are sometimes forced to buy stock or sell puts without a CCI signal. It is not very often, but it does happen. My fall back strategy in that case is I will just buy it when it goes below -100. 
Quite often you have an opportunity to increase your yield a little bit on some of these trades. What I mean by that is depending on where you are in the cycle you can control what time you buy the stock or sell the put. I personally like to buy the stock for a covered call at a whole dollar amount plus 50 cents. For instance at this time the price is $36.96 and I would prefer to buy the stock the past couple days at $36.50. The reason is that if it goes up and goes my way, I will write a $37.00 call. That way I would get the full premium value PLUS an additional 50 cent increase from $36.50 to $37.00. It is a way to just increase the yield a little bit. This has been particularly true the past year when premiums have been lower. It is just a nice way to tack on a few tenths of a percent to your profit. Just purchase the stock at a whole dollar amount + 50 cents and then write the next higher call and you get to keep the 50 cent appreciation on the stock for that 50 cent or whatever. 
I hope I didn’t go through that too fast or create any confusion. You have to always remember that a covered call is a synthetic naked put. Theoretically it makes no difference from a risk standpoint. I like doing the covered calls since I can squeeze a little additional profit due to stock price appreciation, and I like buying the stock at a discount which I can do selling the naked puts. 

OK I don’t see any more questions. I’ll be around if you have any other questions

*******************************************************************************************

Questions:

Question: What makes you believe if the CCI is below -100 that the stock will not continue to fall in price?
Answer: Nothing makes me believe that the stock cannot go down further if the CCI is below -100, because it could go further than -100.  Remember I am always playing with at least a 2.5 to 3 % advantage. I don’t worry about it in the same manner that I would in day trading. If the stock drops a little further and I have to turn around and resell the calls again, that doesn’t bother me.  I can keep selling calls as the stock price drops until someone takes it away from me, for

 2 ½ to 3% each time. .Eventually I will get into the profit column. I may have to sell it 2 or 3 times, but eventually I will get there. That is the beauty of the 2 ½ to 3% advantage on selling covered calls or naked puts. 
. 

Question: Does the same rule, buy when CCI is below -100, apply to stock options as well as index options?

Answer: Same thing with stock options – below -100, it is just a good buy, as long as you are not in a strong downtrend. 

Question: Can you point out an example of the TLB with 100 cross on this chart?

Answer: There were no TLB 100’s on that chart. I will find one for you later. 

Question: Since you are using Sierra charts, GB, who do you use for back data for stock trading through IB?
Answer: I don’t use Sierra. I use Q charts. Because of the nature of my trading and the different kinds of trading I do, I need a full chart service. I need to go back in history and also cover everything that trades. 

Question: At what point, with a covered call, do you roll to the next strike price?

Answer: Good Question. Let’s say I have bought a stock at 36 and sold a 36 call and it starts to go against me. I received about 90 cents from selling the covered call. When the price of the call drops from around 90 cents to around 25 cents (a quarter is about my cut-off point), then I will then roll down to the next strike price. In this case I will roll down to the 35. I will have to buy back the original call back for 25 cents. But I still get to keep 60-70 cents of the original 90 cents I received. Then I will roll down and sell the 35 call and usually I will collect around 80 cents. The advantage of rolling down is you can keep reducing your loss as the stock price drops. You can keep doing that as long as you want. It will cut your potential loss in half.
Question: Would you discuss using naked calls in a down trend?
Answer: In a real strong down trend and we had that in 2001 and 2002, I will sell naked calls. If the naked call goes against me I will simply buy the stock and this becomes my stop loss. A naked call is much riskier because your potential loss is unlimited. That is not something I can recommend for most people. If you sell a naked call, your only option is to take your loss by covering the naked call or have the ability to buy the stock to offset it. 
Question: When doing covered calls, do you buy the stock first or sell the call first?

Answer: If I am buying the stock to sell calls against it, I will usually sell the call first and as soon as I am filled on the call, then I will buy the stock. The reason for that is that I am a premium player and not interested in taking much risk. I just want to be the real estate owner and keep collecting premium. I don’t wait for a higher premium. If the premium is 80-90 cents on the QQQ calls, which is about 2 ½ to 3%, then I sell the call and immediately buy the stock. 
Question: Would this strategy have killed you in 2001?
Answer: No. Not really.  We wouldn’t be selling covered calls and naked puts. We would be selling naked calls. It was a very strong down trend period. Selling naked calls is the way to play the market in a down trend. It is something we have not had to face for a couple of years, thank goodness.
Question: The bid is usually equal to the theoretical price. Is this a problem?

Answer: Probably true but I don’t care. As long as I get my 3% which is my objective, that is really all I care about. It is a different concept that other aspects of the market. 

Question: Do you buy with the price going down through the -100 line or when the CCI is coming up through -100, previously having been below it?

Answer: I buy anywhere under -100 if I need the stock or if we are a couple of weeks into the new options expiration cycle because I have to have the stock or sell the naked put. I don’t like to do that, but as long as it is below -100 and I need to, I will do that. 
Question: What do you do if you bought stock at 35 and it falls to 30?

Answer: That has never happened to me. If you looked at the chart I posted or a chart of last year, you would never find that kind of a swing. A Five dollar swing in the QQQs means the market would have to fall 15% then rise 15%. That is a very unlikely scenario. If it the market were that volatile, untrending and unpredictable – I would probably stand aside. It is like standing aside with a flat 34 ema. There are just times that you don’t want to be in the market. 

Question: Does the 2.5-3% include the stock appreciation return?

Answer: No. I want 2.5-3% premium return PLUS the 50 cents return from the stock appreciation. That is because I always strive to be over 3%. 
Question: Does Q charts have CCI?

Answer: Yes, Q charts does have CCI. Many of us sent them an e-mail and said we would cancel our subscription if they didn’t put CCI on. It appeared pretty quickly.

Question: Can you take a put further out to protect the downside?
Answer: Yes you can – you won’t get much premium. You have to balance risk vs. premium.   I don’t want to play for less than 3%. It is a rule I’ve had over the years.

Question: A member of the room asked a question on a stock with high volatility and very speculative stock and using options during the week of expiration.

.Answer: Yes absolutely right. That is what you see us doing in the chat when we start talking about stocks like CME, GOOG, US Steel – that is exactly what we are doing. Those are not the slow moving relatively conservative premium play. What you are asking about is going for a high return in a short period of time. That is exactly what we are doing. Emini is a master of this. He almost 

waits for the last 10 days before option expiration and tries to find a real volatile stock to go in for a quick play. I take some of those as well. It is not a good strategy on the QQQs because there is not enough premium there to play with.

Question: How many months will you go out?

Answer: I always stay with the current cycle. We rarely are in the market for more than 4 weeks. On the covered calls I like to collect the 2 ½ to 3% premiums every 4 weeks. It is just a nice steady income if we do it right. Part of the reason is that commissions are so cheap these days. An option is only a buck. Stock is less than a penny a share. There is no reason to expose yourself to a 3 month risk. 
Question: Were premiums better last year and was that the reason for the 50% return last year?
Answer: Last year the premiums were a little better, but the big thing that made it a big year for almost everyone was that the market went straight up. If we bought stock for say 36.50 and selling 37.00 calls (or even higher) we got big stock appreciation with a little higher premiums. Also, last year was a great year for the swinging stocks. Last year, when someone found a good stock, they would post it in the chat and most of us would look at it and end up taking it as well. . The year was good one because almost every month the market went up in terms of option cycles. 
Question: How much capital is needed to start?

Answer: You can sell a naked put for around $800 to $900 at IB. It doesn’t take much capital to get started. IB will let you do naked puts in an IRA account but the margin is the entire cost of the stock. 

*******************************************************************************************
Transcription by hath9_JOE
Notes:

(1). How to access GB’s chart in the hotcomm. upload file. Starting on the  computer desktop.

Start --( All Programs --(  1st Works Corporation --(  hotcomm Lite ---( 

View UPLOADS files. 
When the hotcomm files open you will see many icons. Search for one that says

“gb007 10-28-04 T151905” and click to open to see the chart. 

(2). Disclaimer: This presentation and the transcription are ONLY for educational purposes. Nothing said or written is to be construed as investment advice. Option trading is a high risk activity and anyone entertaining this activity is advised to seek the counsel of his or her personal financial advisor. Under no circumstances is any content of this report, in whole or in part, to be considered investment advice. 
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