

THE OPTIONS WHEEL STRATEGY
[image: ]
THE COMPLETE GUIDE TO BOOST YOUR PORTFOLIO AN EXTRA 15-20% WITH CASH SECURED PUTS AND COVERED CALLS


FREEMAN PUBLICATIONS



© Copyright 2021 - All rights reserved.

The content contained within this book may not be reproduced, duplicated or transmitted without direct written permission from the author or the publisher.

Under no circumstances will any blame or legal responsibility be held against the publisher, or author, for any damages, reparation, or monetary loss due to the information contained within this book, either directly or indirectly.

Legal Notice:

This book is copyright protected. It is only for personal use. You cannot amend, distribute, sell, use, quote or paraphrase any part, or the content within this book, without the consent of the author or publisher.

Disclaimer Notice:

The following work is presented for informational purposes only. None of the information herein constitutes an offer to sell or buy any security or investment vehicle, nor does it constitute an investment recommendation of a legal, tax, accounting or investment recommendation by Freeman Publications, its employees or paid contributors. The information is presented without regard for individual investment preferences or risk parameters and is general, non-tailored, non-specific information.

Freeman Publications, including all employees and paid contributors, agree not to trade in any security they write about for a minimum of three days (72 hours) following publication of a new article, book, report or email. Except for existing orders that were in place before submission (any such orders will also always be disclosed inside the document). This includes equity, options, debt, or other instruments directly related to that security, stock, or company. The author may have indirect positions in some companies mentioned due to holdings in mutual funds, ETFs, Closed End Funds or other similar vehicles, and there is no guarantee that the author is aware of the individual portfolios of any of those funds at any given time. Such indirect holdings will generally not be disclosed.

Warning: There is no magic formula to getting rich, in the financial markets or otherwise. Investing often involves high risks and you can lose a lot of money. Success in investment vehicles with the best prospects for price appreciation can only be achieved through proper and rigorous research and analysis. Please do not invest with money you cannot afford to lose. The opinions in this content are just that, opinions of the authors. We are a publishing company and the opinions, comments, stories, reports, advertisements and articles we publish are for informational and educational purposes only; nothing herein should be considered personalized investment advice. Before you make any investment, check with your investment professional (advisor). We urge our readers to review the financial statements and prospectus of any company they are interested in. We are not responsible for any damages or losses arising from the use of any information herein. Past performance is not a guarantee of future results.

This work is based on SEC filings, current events, interviews, corporate press releases, and what we've learned as financial journalists. It may contain errors and you shouldn't make any investment decision based solely on what you read here. It is your money and your responsibility.

Freeman Publications Ltd. are 100% independent in that we are not affiliated with any security, investment vehicle, bank or brokerage house.

All registered trademarks are the property of their respective owners.


CONTENTS


Introduction
1. The World’s Most Boring, Yet Reliable, Options Strategy
2. How The Wheel Works – Step by Step
3. Choosing a Broker
4. Choosing the Right Candidates
5. Technical Analysis for The Wheel (Easier Than You Think)
6. How Newer Options Traders Lose Their Shirts - Watch Out for the VIX
7. Greeks for The Wheel in 15 Minutes
8. Executing the Wheel Strategy: Putting It All Together
9. Adjustments for Short-Term Investors
10. Money Management
11. Increase Your Odds of Success
Conclusion
Continuing Your Journey
Other Books by Freeman Publications (available on Amazon & Audible)
References



HOW TO GET THE MOST OUT OF THIS BOOK


[image: ]


To help you along your investing journey, we’ve created a free bonus companion course that includes spreadsheets, bonus video content, and additional resources that will help you get the best possible results. For this book in particular, we have a number of Bitcoin tutorials in the Bitcoin 101 section.

We highly recommend you sign up now to get the most out of this book. You can do that by going to the link below

https://freemanpublications.com/bonus
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Free bonus #1: Company Valuation 101 video course ($97 value)

In this 8-part video course, you’ll discover our process for accurately valuing a company. This will help you determine if a stock is overvalued, correctly valued, or a bargain, and give you an indication for when and if to buy it.
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Free bonus #2: Guru Portfolios Analyzed ($37 value)

In these videos, we analyze the stock portfolios of Billionaire investors like Warren Buffett as well as top entrepreneurs like Bill Gates.

Free bonus #3: 2 Stocks to Sell Right Now ($17 value)
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These 2 stocks are in danger of plummeting in the next 12 months. They are both popular with retail investors, and one is even in the top 5 most held stocks on Robinhood. Believe us; you do not want to be holding these in 2021 and beyond.

Free bonus #4: AI Disruptor - The $4 Stock Poised to be the Next Big Thing in Computing ($17 value)
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This under-the-radar company, which less than 1% of investors have heard of, is at the forefront of a breakthrough technology that will change our lives as we know them. Soon, this technology will be in every smartphone, tablet and laptop on the planet.
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Free bonus #5: Options 101 ($17 Value)

Options don’t have to be risky. In fact, they were invented to reduce risk. It’s no wonder that smart investors like Warren Buffett regularly use options to supplement their long-term portfolio. In this quick-start guide, we show you how options work and why they are tools to be utilized rather than feared.

Free bonus #6: The 1 Dividend Stock to Buy and Hold for the Rest of Your Life ($17 Value)

[image: ]


Dividends are the lifeblood of any income investor, and this stock is the cornerstone of any dividend strategy - a true dividend aristocrat with consistent payouts for over 50 years, which you’ll surely want to add to your portfolio.
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Free bonus #7: Top 3 Growth Stocks for 2021 ($17 Value)

Our 2020 selections outperformed the S&P 500 by 154%. Now we’ve released our top 3 picks for 2021.
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Free bonus #8: Bitcoin 101 ($17 Value)

How to safely buy and store Bitcoin, even if you’re a complete beginner. Contains video walkthroughs of everything you need for a stress free Bitcoin experience.

All of these bonuses are 100% free, with no strings attached. You don’t need to provide any personal details except your email address.

To get your bonuses, go to:

https://freemanpublications.com/bonus


To David, because this is the only way I know how to appropriately thank you.


INTRODUCTION


The stock market has always attracted people who are looking to get rich. Speculative forces in the market have dictated short-term price moves for over a century now, and it’s unfortunate that all stock market activity is often painted as one large speculative play. New entrants to the market think all they need to do to make money is buy when a stock will go up and then exit before it goes down. However, reality soon sets in once they put their money on the line.

Our answer to the “How do I make money in stocks?” question has always been the same. The best method is a long-term buy and hold strategy in which you behave like an investor in a business. Dividends can supercharge your returns in that time period while alternative assets like gold and cryptocurrencies will hedge your portfolio against inflation and any untoward occurrences with the US dollar.

So where do options fall into this? Options are often highlighted as examples of speculative financial instruments. Most intelligent investors, we’re told, stay away from them for fear they can go wrong in a hurry. This is true. However, we’d like to point out that options go wrong when you don’t understand how they work, or their intended strategies. You can make options as complex as possible or you can use them in simple, reliable ways.

One of the qualities that makes options trading so enticing is the ability to generate income. For the longest time, bonds and dividend stocks were viewed as the only safe sources of income, but this isn't true. Options, when used in a sound strategy, have the ability to make you just as much money, if not more, than dividends. And the strategy we present in this book can enable you to earn that money with a much smaller base of capital.

Executing such strategies requires a lot of patience and a willingness to slowly compound your money. This approach is opposed to the often advertised “collect 200%+ returns every year” day trading methods that will have you running huge risks with your capital. In our view, minimizing risk is far more important than shooting for huge gains.

In the professional money management world, risk-adjusted gains matter more than absolute returns. After all, anyone can generate 100% returns if they’re risking 150% per trade! Generating 15-20% returns while risking just one percent or less of your capital is far tougher. Adopting a lower risk approach ensures you won’t lose money when you do lose, which is the first step to making long term gains.

The strategy we’re going to explain in this book, called The Wheel, is a simple one that uses options conservatively. You’re going to learn how to construct a portfolio that will generate anywhere between 15-25% per year in additional income. If your aim is to generate 100% or some astronomical figure on your capital, we’re sorry to say that we can’t help you with that.

Our strategy is low risk, and some would even say boring. Don’t mistake this to mean it’s ineffective. When it comes to the stock market, boring beats exciting. In fact, if you’ve traded options before, you’ll recognize many of the terms and components of The Wheel.

However, the true power of our strategy lies in its ability to generate income consistently, without having you absorb additional risk. There are very few strategies that can make similar claims. Consistency and scalability are important for every investment strategy and the Wheel checks both boxes. Although it works whether you have just $1,000 in your account or $1 million.

We recommend that you have a basic portfolio in place before implementing The Wheel. We’re doing this to reduce your risk even further and ensure you’ll always have some portion of your money bringing you returns no matter what. While The Wheel is a great strategy to make money, it’s best to use it within a larger risk-minimized framework.

The Wheel uses options and it’s understandable if you have objections to trading them. Many long-term investors have been scared away from options by the uninformed financial media. You’ve been led to think they’re doomsday devices. However, the truth is far more subtle. Options are merely tools. Just as a knife can be used to cause harm or used for good, options can be used in the wrong ways to cause staggering losses.

There have been many instances of famous investors using options to boost their gains or even construct entire portfolios from them. Let’s start with the biggest of them all, Warren Buffett. He has been quoted as calling derivatives “financial WMDs” in the past, so you’d think he’d stay well away from options. However, he routinely buys and sells puts to generate income for Berkshire Hathaway. It isn’t a strategy he uses very often, but if he’s carrying large amounts of cash, he puts it to work by selling puts and collecting premiums.

Buffett is an example of someone who conservatively uses options. On the other end of the spectrum, the 2008 financial crisis saw Jamie Mai and Charlie Ledley of Cornwall Capital turn $110,000 into $136 million before they went on to call the top of the American housing market. Their feats were detailed in Michael Lewis’s book The Big Short. Mai and Ledley used options to build their capital by placing bets on asymmetric opportunities, where the reward was far greater than the risk. Options trades can be designed to reward such situations, and they made the most of it.

Edward O. Thorp is a well-known name to anyone who has played blackjack. The author of Beat the Dealer was also a prolific options trader who averaged 20% per year over a 30-year period trading options.

And perhaps the best example of an options trade was made outside the financial markets by George Lucas (Artemis Capital Management LP, 2016). The creator of Star Wars famously chose to forego his $750,000 director’s fee in exchange for the rights to merchandising, sequels, and licensing the Star Wars franchise. The rest is history, and Lucas cashed his rights in when Disney bought the franchise for $4 billion in 2015. Deciding to buy the rights instead of cash is an options trade, in essence.

We’re not claiming you can turn nothing into $4 billion by reading this book. In fact, we’re cautioning against thinking like this. However, we can assure you that the strategy in this book has the potential to make you an additional 15-25% per year without additional risk to your portfolio. It will augment whatever income you already collect on your stock holdings.

You don’t need massive capital or special expertise. It’s best if you’re familiar with the stock market and further understand how options work. After all, it’s tough to implement an options trading strategy if you don’t understand what a call or a put is. We’ll have you shorting options in this book, so you will need to understand the implications of that.

You’ll also need to know your broker requirements for options trading approval. This book will help you with that.

We’ll explain all possible implications as much as possible. However, if you are brand new to options, then we recommend checking out our free guide Options 101, which you can download by going to

https://freemanpublications.com/bonus

If you are familiar with, or have experience trading the covered call and cash-secured put strategies, you will be a step ahead; but don’t worry, we’ll be describing them in detail.

Lastly, we ask that you exercise a lot of patience when learning this strategy. It might be simple, but don’t confuse this for being easy. Although the technical aspects of this strategy aren't tough, executing it with patience and discipline is. It takes time for The Wheel to truly produce fruits and you need to be willing to give it time to grow.

You’ll find that you can use The Wheel strategy on just about any investment vehicle that is optionable. Throughout this book, we’ll often refer to “stocks”, but know that we mean the broader array of financial instruments that includes ETFs and other Exchange Traded Products. We’ll also talk of “trades” or trading. By no means are we implying day trading or any time frame with those terms. We are simply referring to a transaction conducted on a securities exchange.

So having said all that, let’s move forward and take a look at what The Wheel is and how it works.
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THE WORLD’S MOST BORING, YET RELIABLE, OPTIONS STRATEGY


So what is The Wheel Strategy, and why is it so powerful? To begin with, you’re not going to experience the stereotypical rollercoaster of emotions that many investors associate with options. In fact, the Wheel is a straightforward strategy that anyone can execute with just an additional two or three hours per week to dedicate to a portfolio.

With the wheel, you can expect safe and continuous gains no matter the volatility or unpredictability in the stock market. What’s more, the gains you can earn will outpace traditional dividend investing. Currently the average dividend yield on an S&P 500 stock is just 1.48%, with the average yield for a Dividend Aristocrat stock just 3.5%. The Wheel can generate annual returns far greater than that, without additional risk.

The Wheel is also referred to as the Triple Income Strategy or “Buy and Hold on Steroids.” This is because there are three income components in the strategy.

	Income #1 - You collect the premium from selling cash-secured puts

	Income #2 - You collect the premium from selling covered calls

	Income #3 - You collect cash when your covered call gets assigned and you sell your shares



As you can see, The Wheel requires you to sell cash-covered puts (CSPs) and write covered calls (CCs). Let’s examine these in more detail.

EXPLORING THE WHEEL

To understand The Wheel, you need to fully understand what cash-secured puts and covered calls are.

The cash-secured put (CSP) is a great way to get paid to enter a trade. Here’s how it works. Let’s say you wish to own a stock but would like to generate additional cash upon entry. You sell (write) a put that is exercisable at a print that is close to the price at which you would like to pay to buy the stock. Because you are selling an option, you collect a payment, called the premium. Because the put is close to the money (meaning close to the current market price of the stock), the premium will be significant. If the put finishes in the money (ITM), you’ll be required to buy the stock.

This is fine because you originally wanted to own the stock. However, if the put finishes at a price that makes it worthless, referred to as out of the money (OTM), you can repeat the process - write another CSP and collect a premium once again. Eventually you will be buying the stock, and then be able to wait for your investment to mature. However, cash-secured puts are a great way to boost your investment returns in advance of that purchase.

Once you own the stock, you can begin to sell covered calls (CC). A CC is a two-part trade where you own the underlying stock and write a call against it, typically at an OTM strike price. Because you’re writing an option, you’ll collect the premium on it. If the option moves ITM at expiration, you will be “assigned” and have to sell your stock. (No problem – just sell another put option on the same stock and repeat the process!) However, if you write the call at a price that is well outside the money upon the option’s expiration, you get to keep your stock as well as the premium.

The CC can be used as a speculative strategy as well. You can buy a stock and write a call that is close to the money. If the price of the stock rises to ensure the option finishes ITM, you get to keep the premium and sell the underlying stock for a profit. It’s hard to make this speculative strategy work over the long term because you can’t predict market moves, but the covered call can be a great way to earn additional gains on existing portfolio holdings.

In essence, CSPs pay you to buy shares you like, while CCs can pay you to sell shares that you wish to sell. Trading like this isn’t sexy or exciting. Over the course of a year, this approach can translate into a significant addition to your cash reserves. Over five years or a decade, the returns will add up significantly, especially when you take compounding into account.

Earning a 20% return depends on stock selection, your experience, and most of all, your willingness to stay the course and patiently execute your strategies. It’s pretty boring but it passes the ultimate test, in our eyes. You’ll be able to sleep well at night.

Who Is This for?

The Wheel is for anybody who wants to boost returns and earn additional cash on an existing portfolio. Retirees or those who are income-oriented in their portfolio will benefit massively from this strategy. You can collect additional income on top of your dividends. While the returns might vary, depending on the makeup of your portfolio, you can rest assured that it is a consistent stream of income when you follow the steps and advice we describe in this book.

We’ve always said that options should be used as an additional to your core portfolio, not as a substitution. The Wheel is no different and is best used by people who have a base portfolio in place.

Here’s a sample portfolio allocation for retirement:

	40% of your portfolio in Dividend Growth Investing stocks/ETFs/Closed End Funds (CEFs)

	25% in bonds

	15% dedicated to The Wheel

	10% in higher growth stocks with no dividend payment

	5% gold

	5% crypto



If you are young and just beginning to build a portfolio, you might allocate funds with these percentages:

	25% in Dividend Growth Investing stocks/funds/Closed End Funds

	15% dedicated to The Wheel

	50% in higher growth stocks with no dividend payment

	5% gold

	5% crypto



These percentages will vary depending on your investment goals, but we recommend assigning a small portion of your portfolio to The Wheel. We’ve noted 15% for those with an existing portfolio, but it can be as high as 25% if income is your primary goal.

A huge benefit of The Wheel, particularly for those just beginning to build a portfolio, is that it can lower your cost basis of stock ownership – rather than buying shares outright, you sell puts and acquire the shares through assignment. Over the long term, you could effectively end up owning your favorite stock for free, by continuing to sell puts and calls.

Note that this strategy isn’t a magic bullet. It isn’t something you can generate astronomical returns with, especially if you don’t have lots of capital. For example, to execute The Wheel on Amazon stock, your broker would require you to have $340,000 in your account just to sell cash-secured puts.

We would also like to point out that every investment strategy does have risks attached to it. The Wheel has previously been termed a covered call on steroids. This description makes it seem as if you can attain all the benefits of the covered call without adding additional risk. While The Wheel does not require you to absorb high levels of risk, it is incorrect to say that there is zero risk.

The Wheel isn’t going to give you free money, as beginners often say when they talk about covered calls. There is no such thing as free money. The CSP and CC don’t add any risk to your position, and this is why it can seem as if you’re earning “free” money. However, the risk of your stock dropping to zero is still a substantial risk that you undertake whenever you commit money in the financial markets.

Why Do Some Sources Claim You Can Earn 100% Annual Returns?

Read about The Wheel Strategy online and you’ll come across promises of earning 100% or more returns on your money each and every year. These claims seem very credible because many provide a spreadsheet for you to plug in numbers and project returns. However, once you try to execute the strategy, you’ll realize that earning these kinds of returns is a hit-or-miss prospect.

These spreadsheets assume you’ll write options on stocks that have high implied volatility (IV) levels, and therefore high premiums.. While high-IV stocks have a great chance of behaving the way you want them to, they’re just as likely to behave in the opposite manner. The high IV tells you that the stock’s price is likely to have wide swings. This means you’re never going to be sure how your trades are going to end up.

Over the course of a year, you’ll find that many of these kinds of trades will go against you, and as a result, achieving 100% returns is pretty much impossible. Of course, this is before we even explore the mental stress such a high risk-to-reward strategy will cause. Instead of aiming for such high returns, it’s far better to set your sights lower and collect a decent, more consistent, return on your money.

You will read posts on online forums about how some people claim to be earning 20% per month using The Wheel. Look closer, though, and you’ll notice that all of them have been running the strategy for a few months at best, and often in extremely bullish market conditions. In the long run, it’s impossible to generate such astronomical returns without risking an unacceptable amount of capital. Do not let these profit claims pull you astray. Stick to the plan we set out for you, and you will do better in the long run.

We’re not saying 100% per year is unattainable as a one-off in certain market circumstances. It’s just that it’s highly unlikely for anyone to consistently achieve these kinds of returns over a decade or longer.

A more realistic number for you to target is 0.3-0.5% per week. This will give you an annualized return between 15-26%. These returns, when compounded over a number of years, are significantly higher than what the average market participant earns.

A market-tracking ETF earns around 9% per year. Even if you earn 15% per year, you’re getting more than 150% of what the market gives you routinely. The other thing to remember is that The Wheel works whether the market is bullish, bearish, or neutral. The cash flow you earn during bear markets will boost your overall return immeasurably and will offset the unrealized capital losses in your portfolio.

To drill our point home, we’d like to use a baseball analogy. Let other market participants aim for home runs all the time. It’s far better for you to concentrate on hitting singles and doubles consistently.
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Now that we have set expectations in place, let’s move forward and look at how The Wheel works.
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