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Emergency Management Report 
 
 

With the stock market declining over 5% in October of 2014 as a result of geo-
political and global concerns exacerbated by the fears of an Ebola epidemic we 
found ourselves in a position that may lead to “panic” in our investment decisions. 
Times of high volatility and bearish market conditions are part of being invested in 
the stock market. Whether you are an experienced investor who has “been there, 
done that” or a newbie who is experiencing this discomfort for the first time, 
patience and non-emotional responses are the most prudent. In this report I will 
highlight strategies to manage existing positions in these extreme circumstances 
and strategies to initiate new positions for those who want to “stay in the game”. 
Much of the information has been taken from my books and DVD Programs as 
well as articles I have published in the past. 
  
 
 

Managing existing positions 
 
 

1- We always buy back the option when it approaches our 20%/10% guidelines. 
This frees us up to sell another option or to close our long stock position. 
 
2- When market tone is negative (volatile or bearish) and equity technicals are also 
negative, we sell the stock. Many investors will also use a percentage price decline 
to dictate when to sell a stock. This percentage will usually range between 8% to 
10% of the initial stock purchase price. Once sold, a personal decision needs to be 
made as to whether you want to “stay in the game” and enter a new position. See 
below for some strategies to consider. Many investors are more comfortable 
staying in cash until a firm bottom is identified. 
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3- Rolling Down: 

Rolling down occurs when we buy back a previously sold option (buy-to-close our 
short position) and simultaneously sell another option at a lower strike price in the 
same contract month (open a new short position). Let’s say we purchase Company 
XYZ @ $38 per share. We then sell the $40 call option, which trades in a standard 
contract cycle, @$2, or a total of $200. This represents a one-month 5.3% return 
($200/$3800). One week later, the price of XYZ drops to $35 per share, and the 
corresponding option value also declines to $0.40. Thus, during the first two weeks 
of the contract cycle, the option premium has declined to 20% of its original value 
($2 x .20 = $0.40).  In accordance with the 20%/10% guidelines mentioned above, 
we close our open position by buying back the call option for $0.40, and look to 
increase our profits by selling another call option. Assume that at the same time, 
the $35 strike is selling for $2.  Here, we can “roll down” by selling the $35 strike 
for $2. This is a defensive play that allows us to garner an additional $160 per 
contract ($200 - $40 = $160 for the 100 shares). This will also result in a probable 
loss of $3 per share, or $300 per contract, on the share depreciation, because our 
initial purchase was for $38 per share, and we are now obligated to sell our shares 
for $35 per share due to the option requirement. If the value of the stock is below 
$35 at expiration Friday, the shares will not be assigned and sold. Assuming, 
however, that the shares are sold, here’s how to calculate the result: 
 

• Income from two option sales:  $200 (original option sale) + $160 ($200 
premium from the second sale minus the $40 cost of the initial option 
buyback) = $360 profit.  

 
• Loss from stock depreciation: $3800 (100 shares @$38) - $3500 (sold @ 

$35/share) = $300. 
 

• Our net gain from option and stock sales is $360 - $300 = $60 profit 
 
Therefore, by instituting a rolling down exit strategy, we generated a $60 profit 
despite the fact that our asset (stock) depreciated in value by $300 per contract. 
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We lean towards implementing a rolling down strategy when the market tone 
and chart technicals are mixed to negative. I would also be more inclined to use 
this strategy later, rather than earlier, in the contract period (late in week 2 and 
week 3, rather than week 1). 
 
 
Real-life example of rolling down: 

 
The figure below depicts an actual example of a rolling down exit strategy I 
previously implemented in connection with a covered call position I had in Hasbro, 
Inc. (HAS): 
 

 

 

Rolling Down with HAS 
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This is an example taken from one of my seminar slides and also found in my 
second book, Exit Strategies for Covered Call Writing. It is certainly worth 
reviewing in challenging market circumstances. The stock was purchased and the 
first option ($30) was sold on 10/29 (red circle) for $1.50. On 11/11 the option was 
bought back for $0.15, or 10% of the original option premium which meets our 
10% guideline and signaled me to buy back the original option. Accordingly, on 
11/11, I bought back or bought-to-close (B-T-C) the $30 call option for $0.15 and 
implemented a rolling down exit strategy by selling-to-open (S-T-O) a $25 call 
option (blue circle) for $2.00. This generated an additional $185 per contract into 
my account ($200-$15), as the stock closed the cycle just below the $25 strike 
price and my shares were not assigned and not sold. The green arrow on the chart 
highlights the downtrending price of HAS, a typical condition seen in connection 
with rolling down exit strategies. Please note that at this point there IS a paper 
loss on the share value ($2850 – 2500 = $350) which is almost fully compensated 
for by the original option sale and exit strategy profit generated ($150 + $185 = 
$335). 

 
 

Entering new positions- staying in the game 
 

For those members who have a higher risk tolerance and want to remain in the 
market, it is prudent to implement strategies that are appropriate for difficult 
market conditions, especially extreme ones like we experienced in October, 2014 
and other time frames. Selling out-of-the-money strikes may work out but it makes 
little sense to take an aggressive stance until the market tone improves and 
stabilizes. Here are a few strategies that will allow us to generate an initial profit 
and provide us with some protection of that profit: 
 
 
1- Sell only in-the-money strikes: 
 

If we buy 100 shares of XYZ for $32 and sell a $30 call, we have sold an I-T-M 
call option because the strike price of the call option ($30) is lower than current 
price of XYZ ($32).   
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The sale of this call option obligates us to sell 100 shares of XYZ for $30/share (or 
$3,000 in total) if the option is exercised.  Should XYZ increase in price from $32 
to $40, we make no additional income due to our obligation to sell our shares @ 
$30. The option premium we receive from the sale of this option has $2 of intrinsic 
value ($32 – $30). The remainder of the option premium is solely time value, 
which represents our true profit (ROO). Thus, if we received $3.50 in total option 
premium from the sale of the $30 call option, the $3.50 premium we receive 
consists of $2 of intrinsic value (not profit) and $1.50 ($3.50-$2) of time value (our 
initial profit).  Because our true profit is represented by time value only, in this 
example we generated an option profit of $1.50/share or $150 per contract, 
which represents a 5% ROO (the $2 intrinsic value “buys down” our cost basis 
to $30) per share). 

As we previously discussed, although the $2 additional premium of intrinsic value 
we received from the I-T-M strike in the example above is not considered profit, it 
does provide downside protection for our profit or ROO. Referring to the 
example in the preceding paragraph, we use the $2 of intrinsic value to “buy 
down” or lower the initial purchase price (cost basis) of the XYZ shares. Thus, we 
have $2 per share, or $200 per contract, of downside protection for our ROO. This 
$200 per contract represents 6.3% of downside protection ($2/$32). In other words, 
we are guaranteed a 5% one-month return as long as the price of XYZ does not 
decline by more than 6.3%. In terms of a specific price point (ROO protection 
price point), it can alternatively be stated that our 5% profit is fully protected as 
long as our shares do not decline below $30. 

Our breakeven point (which we know is not the same as the downside protection 
for our ROO) is $28.50 ($32-$3.50).  In other words, if XYZ declines to, but not 
below, $28.50, we will not lose money on our total investment of $32 per share, or 
$3200 per contract. However, at this price point, we also will not capture the time 
value profit from selling the option premium. If the stock declines below $30 but 
remains above $28.50 a profit will be generated, but a smaller one than the initial 
$1.50 or 5%. In the BCI system, our primary focus is on the ROO protection price 
point, not the breakeven point.  In other words, we choose to view our strategy as 
one focused on protecting the profits from our investment, not on ensuring a 
breakeven on our initial investment! 
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Should the market conditions worsen, we can then implement the management 
strategies discussed at the start of this report. 
 
 
2- Buy protective puts- the collar strategy: 
 

As safe a strategy as covered call writing is there is some risk; the risk is in 
purchasing the stock, not in selling the option. For this reason, some investors who 
sell covered calls also buy protective puts to alleviate some of the risk. Remember, 
the owner of a put option has purchased the right, but not the obligation, to SELL 
100 shares of the underlying stock at the strike price on or before expiration 
Friday. A put option is considered in-the-money if the strike price of the put option 
is higher than current market value of the underlying stock.  Likewise, a put option 
is considered out-of-the-money if the strike price of the put option is lower than the 
current market value of the underlying equity. You will note that the in-the-money 
and out-of-the-money strike/share value relationships are opposite for calls and 
puts. 

A protective put is a put option that is purchased for an underlying stock that is 
already owned by the put buyer. It defends against a catastrophic decrease in 
the share price of the underlying security. When a protective put is used in 
conjunction with covered call writing, the strategy is referred to as a collar 
strategy. A collar is the simultaneous purchase of a protective put option and the 
sale of a covered call option. In a true collar strategy, the puts and calls are both 
out-of-the-money and have the same expiration dates and an equal number of 
contracts. Thus, we sell an out-of-the-money call and add additional downside 
protection for the underlying equity by purchasing a protective put option. 
  
 Example of a Collar 

• Buy 100 shares of XYZ @ $48 
• Sell 1 $50 (O-T-M) call option for $2 
• Buy 1 $45 (O-T-M) put option for $1 
• Net gain on the option buy and sale is $100 ($200 – $100) 
• This brings our cost basis down to $4700 ($4800 – $100) 
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Possible outcomes 

- Outcome if stock price surpasses the $50 strike price: 
 

Shares are sold for $5000 ($50 strike price x 100 shares) 
Results in a profit of $300 ($5000 – $4700) 
ROO = 300/4700 = 6.4% 

 
 

- Outcome if stock prices falls below the $45 put strike price to $43: 
 

Shares are sold for $4500 (not $4300) because of the protective put 
Net loss is $200 ($4700 – $4500) = (-) 4.3% 

 
- Outcome if stock price remains @ $48:  
ROO = $100 ($100/$4700) = 2.1% 

 
 
The chart below depicts the risk profile and possible outcomes of the collar for this 
particular example:  
  

 
                                  Risk Profile of a Collar  
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As demonstrated in the chart above, the profit potential of an otherwise normal 
covered call position (dotted line) is muted due to the additional cost of purchasing 
the protective put (solid line); however, the protective put also gives us downside 
protection at the strike of the put. If you exit the covered call position early, you 
can sell the remaining protective put, thus slightly improving your return. 
 
 
 
3- Sell Cash-secured puts: 
 

With this strategy we are selling the right, but not the obligation, for the buyer of 
the put to sell a stock to us at a specified price, by a specified date. In return for 
undertaking this obligation, we also receive a premium. For example, a stock is 
trading at $32 per share and we sell a $30 OTM put for $1.00, receiving a return of 
$100 per contract. The returns in these scenarios are generally similar to the returns 
of generated from selling covered calls, and if the put is exercised, we are required 
to buy the stock for $30, the same price the call seller paid for the underlying 
shares in the preceding covered call example. Note: The put seller buys the stock at 
the strike less what he/she received from the put sale…some traders look at this as 
a way to get a stock you want to own at a discount. For example, in the above 
scenario the stock is purchased for $29.00 ($30 - $1.00), 9.4% less than the $32 
price point when the put sale was initiated. 

When a brokerage company requires us to have the cash in our accounts to 
purchase the shares we are obligated to buy, it is now known as a cash-secured 
rather than a naked put. Some investors will enter a covered call position by first 
selling a cash-secured put and if exercised, then sell a call on the stock put to 
us. Most retail investors will be required to sell cash-secured rather than 
naked puts.  

Having entered the position “at a discount” we can now sell a covered call option, 
sell the stock or keep the stock in a long-term-hold portfolio depending on your 
investment objective. 
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4- Use inverse ETFs: 

Inverse ETFs use derivatives to bet against the direction of financial markets. 
These are known as short or bear ETFs and will make money if markets decline in 
value. They will lose money, however, if markets move against the bet. 
 Covered call writers who have a bearish market outlook may find these funds 
useful. 

Many sophisticated covered call writers can benefit from the use of inverse ETFs 
in the short run when the market is bearish. Over the long haul, shorting the 
market is NOT a sound strategy. 

Advantages of Inverse ETFs over short selling: 

• Retail investors can use these products to short the market without being 
required to achieve shorting privileges which usually will not be granted to 
retail investors 

• There are no margin requirements as there are with traditional shorting 
• The loss potential for shorting is unlimited (the underlying can appreciate 

exponentially) but limited to the initial investment for Inverse ETFs 
• Costs (interest) associated with short-selling are avoided 
• Some funds include professional management which will assist less 

experienced investors 

Disadvantages of Inverse ETFs over short selling: 

• ETF share prices may not be exactly correlated to the underlying benchmark 
which may result is lower-than-anticipated returns 

• As a general disadvantage we must re-tool our thinking to make decisions 
when to enter and exit our positions as we have been trained to look for 
positive market  movers 
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Inverse ETFs (non-leveraged or single inverse ETFs) that follow closely watched 
indexes (Figure below): 

 

 

Recent short and long-term performance of Inverse ETFs: 

Since the market historically appreciates in value in the long run, this is a short-
term strategy that must be monitored carefully. Let's first view a 3-month 
comparison chart of the four selected Inverse Funds compared to the S&P 500 as 
of 10-1-14: 
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             3-month chart of Inverse ETFs vs. S&P 500 
 

Three of the inverse ETFs in this chart are out-performing the market benchmark. 
 
 

Now let's compare to a 3-month chart created in more normal market conditions on 
6-25-14 where all four inverse ETFs under-performed the overall market: 
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These two charts demonstrate how both beneficial and risky Inverse ETFs can be. 

Conclusion: The use of Inverse ETFs by experienced covered call writers in the 
short-term can be a way of enhancing returns in bearish market conditions. These 
securities need to be closely watched because a “snap back rally” can result in a 
sharp share price decline. BE PREPARED TO EXIT EARLY. 

 

5- Stock Repair Strategy- Use call options to lower our cost-basis without putting 
additional cash into the trade. Here is a link to an article published by BCI: 

https://www.thebluecollarinvestor.com/stock-repair-strategy-using-stock-options-
to-reduce-losses-when-stock-price-declines/ 
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6- Sell deep OTM cash-Secured Puts with Deltas under 10- This creates a low-risk, 
high-probability strategy to generate significant annualized returns. Here is a link 
to an article published on the BCI site: 

https://www.thebluecollarinvestor.com/selling-deep-otm-weekly-cash-secured-
puts-to-generate-substantial-annualized-returns/ 

 

Stocks and ETFs to consider in declining markets: 

Although our Premium Watch List (running list) will have many fewer candidates 
due to technical erosion our premium watch list and associated ETF reports will 
still have many candidates to choose from. For the week ending 10-17-14 here are 
the stocks that passed our screens with a minimum of mixed technicals: 
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We also have candidates from our ETF reports as of 10-1-14(see below): 
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See more candidates below: 
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Summary: 

EXTREMELY volatile and bearish markets are aberrations that we must deal with 
periodically. Market forces are being torn between both positive and negative 
influences This will pass because it always does. The greatest error we can make is 
to act emotionally without employing the critical investment parameters that will 
make us all succeed in the long run…fundamental, technical and common-sense 
principles. In challenging times there may not be great choices to make but there 
will ALWAYS be the best choices to make under the circumstances. Finding these 
and implementing the most sensible strategies are some of the prime mission 
statements of Blue Collar Investors all over the world. The purpose of this special 
report was to summarize and highlight these doctrines. 

Alan and the BCI team    
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