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Frederick W

. Rosenberg
1 

  
A

n option is a derivative security w
hose value depends on the m

arket price 
and volatility of the underlying stock and the tim

e value until expiration.  A
 

call option gives the purchaser the right to take 100 shares of the stock from
 

the seller at a given strike price, and a put option gives the purchaser the right 
to deliver 100 shares of stock to the seller at the strike price in the future.  The 
intrinsic value of a call option is the difference betw

een the m
arket value of 

the stock and the strike price, w
ith any excess being tim

e value. A
s expiration 

nears, the tim
e value of the call option steadily decreases to zero at expiration. 

By selling (w
riting) a call option, the “W

riter” receives a prem
ium

 in 
exchange for the Purchaser’s right to take the stock at the strike price prior to 
expiration.  W

hen the seller of the option holds the stock, the call option is 
referred to as a “covered” call.  W

ith a covered call, the risk to the w
riter is 

lim
ited to being obligated to sell the shares held at the strike price betw

een the 
date the option is w

ritten and the expiration date. That risk is an opportunity 
loss and is lim

ited to the difference stock price at the tim
e the option is 

exercised and the strike price.  If the stock price increases above the strike 
price before expiration, the value of the call option increases and the W

riter 
m

ust either repurchase the option or the shares w
ill be assigned at the strike 

price. W
hen the m

arket price of the underlying stock is below
 the strike price 

at expiration, the call option w
ill expire w

orthless and the W
riter keeps the 

prem
ium

 and the stock.   
W

riting out-of-the-m
oney call options frequently has been used as a 

portfolio strategy to generate prem
ium

 incom
e through expiration of out-of-

the m
oney calls. 2  W

riting in-the-m
oney calls increases prem

ium
 but likely 

                                                      
1. For additional inform

ation on covered calls, see Frederick W
. Rosenberg, 

Analyzing C
overed Call W

riting C
laim

s, 13 PIA
BA

 B.J. 30 (2006) 

2. A
 call option is considered “out of the m

oney” (O
TM

) w
hen the strike price is 

greater than the m
arket price of the stock.  A

 call option is considered “in the 
m

oney” w
hen the m

arket price of the stock is greater than the strike price.   
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assures 
the 

stock 
w

ill 
be 

assigned 
(exercised) 

unless 
repurchased. 

U
nfortunately, w

hen m
isapplied, the strategy can lead to substantial and 

unexpected losses and tax consequences.  Calculating those losses requires 
careful analysis as w

ill be discussed in the follow
ing study based upon an 

actual case. 
Covered call w

riting is often recom
m

ended as a low
-risk m

eans of 
generating prem

ium
 incom

e w
ithout loss of shares, particularly for retired 

executives w
ith large positions in low

-basis com
pany stock or trusts or fam

ily 
accounts w

ith large positions in low
-basis stock. Com

m
only, an executive 

retires w
ith thousands of shares of com

pany stock that w
ere accum

ulated at a 
very low

 cost. U
pon retirem

ent, the executive, w
ho is still in love w

ith the 
com

pany, transfers those shares to a brokerage firm
 at a m

arket price that is 
w

ell above cost. D
espite the overconcentration, the executive specifically 

states their objective is to hold all the shares for appreciation and to avoid 
having to pay taxes on the gains. The broker advises a “conservative” call 
option w

riting strategy to generate additional return (in the form
 of prem

ium
s 

on the sales of the options) w
ithout putting the shares in jeopardy. The grow

th 
the executive w

as hoping for occurs, but the gains in the stock w
ere im

paired 
by in‐the‐m

oney short positions taken on the entire holdings. To preserve the 
position, the broker buys back the short calls at a substantial and quantifiable 
loss. But, w

hat if the options are assigned? A
n assignm

ent is an exercising of 
the call option by the buyer w

ho takes delivery of the shares at the strike price. 
Every in‐the‐m

oney option w
ill be assigned at expiration unless the short call 

option position is bought back and closed out. Furtherm
ore, all in‐the m

oney 
options can be exercised any tim

e prior to expiration, w
hich often happens as 

here. H
ow

 are dam
ages usually calculated? The short option is zeroed out 

resulting in an option profit, and the shares are delivered w
ell below

 m
arket 

price but still at profit w
hen m

easured by cost or transfer price. Consequently, 
unless you know

 the m
arket price of the stock on delivery and the strike price 

in addition to the option price at exercise you w
ill not be able calculate the lost 

value caused by the short calls since both positions are profitable. I have 
calculated lost value as “Phantom

 Cost” in the attached exhibit. In sum
m

ary, 
assignm

ents hide options losses, intentionally or not, that w
ould have been 
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identified had the position been bought back prior to exercise. 
H

ere is an illustration of the problem
 based upon facts from

 an actual case. 
A

 husband retired from
 U

PS w
ith 30,000 shares of U

PS stock at a cost basis 
of $12 per share, (total cost basis of $360,000). A

t retirem
ent, the price of U

PS 
w

as $73 per share, w
hich m

eant that the shares of stock had a m
arket value of 

$2,190,000. The brokerage firm
 opened separate accounts for the husband and 

w
ife and divided the shares equally betw

een the husband and w
ife’s separate 

accounts (15,000 shares each). The broker advised the husband and w
ife to 

utilize a covered call program
 and instituted the program

 in both accounts. The 
broker ultim

ately began shorting long expirations and deep in the m
oney calls 

to churn the prem
ium

 and ultim
ately shorted the call LEA

PS w
ith expirations 

over a year seen in the illustration. D
am

ages ensued. 
The attached exhibit sim

plifies the data extracted from
 that case into a 

single com
parison for illustration purposes. Except for the assignm

ent in the 
W

ife’s account, the activities w
ere identical. Both transferred 15,000 shares 

valued at $1,095,000 (at $73 per share). Both w
rote the identical call for 6,000 

shares taking in $60,834 in Prem
ium

. The w
ife’s account experienced an 

assignm
ent of the 6,000 shares w

ell before expiration triggering unplanned for 
taxes on the gain. Both accounts closed out the sam

e tim
e    and    both    

accounts    show
ed    virtually    identical    profits, $336,366    and    $339,373.  

The husband’s account is easy to assess. H
e m

ade an unrealized profit on 
his stock and suffered ($57,834) in losses w

hen he bought back the call at a 
loss. The w

ife’s account is not quite so easy.  A
s you can see, traditional 

com
putations now

 show
 the option to be profitable w

hen it w
as not. The 

option’s m
onetary losses w

ere netted into the profits realized from
 the sale of 

low
‐basis U

PS stock called aw
ay on N

ovem
ber 11, 2013 at $80, $19.28/share 

below
 m

arket ($115,680). The husband’s repurchase cost w
as $118,668, for a 

loss of ($57,834). Consequently, the w
ife’s erroneous options profits of 

$60,834 m
ust be adjusted to reflect the phantom

 cost of the option to properly 
calculate option dam

ages, ($54,846), to equate to the husband’s loss on the 
sam

e closing transactions. O
therw

ise her analysis w
ould show

 no N
O

P loss 
w

hatsoever on A
ssigned calls using norm

al dam
age calculations. 

N
ow

 here is the tw
ist I alluded to in the title.  M

erely asking for the m
oney 

dam
ages as w

ith the husband, w
ould seem

 to be equally appropriate for the 
w

ife, but it is decidedly not! Focus on the N
ovem

ber 12, 2013 transfers‐out for 
both the husband and the w

ife and it should be im
m

ediately clear. The husband 



264 
O

PTIO
N

S D
AM

AG
ES 

[V
ol. 24 N

o. 2 

transferred out 15,000 shares w
orth $1,489,200, w

hile the w
ife after her 

repurchase only transferred 13,835 shares w
orth $1,373,539, w

hich is a 
difference of ($115,661) at closing prices attributable solely to the assigned 
3,000 shares taken from

 her. D
espite equal m

onetary dam
ages and assum

ing a 
repurchase of U

PS stock, the w
ife’s account ends up w

ith 1,165 few
er U

PS 
shares, w

ith a value of ($115,666) less than her husband.  This equates to an 
additional loss m

ore than double her adjusted option loss of ($54,840) and 
brings her total losses to ($170,507), w

hich is nearly triple that of the husband 
($57,834). It cannot be said that her dam

ages equate to his. O
n accounts w

ith 
m

ultiple assignm
ents the unrecognized losses in options and share loss can be 

substantial. 
In cases w

ith options assignm
ents, particularly covered call cases 

pertaining to retired executives’ com
pany stock, the traditional profit and loss 

analyses are w
oefully deficient, and the statem

ents of claim
 in such cases m

ust 
incorporate dem

ands for restitution of shares lost through assignm
ent or 

liquidated to repurchase the calls as the principal claim
 w

hen the facts support 
doing so. The husband lost a quantifiable am

ount. The w
ife also lost about the 

sam
e am

ount after analysis, but she also lost the equivalent of 1,165 shares 
and arguably is entitled to their restoration regardless of price. 

O
ver the past few

 years I have seen several instances w
here attorneys have 

declined options cases or advised sm
all settlem

ents based upon apparent 
m

inim
al N

O
Ps, but w

here, like the w
ife’s account, there w

ere m
ultiple 

assignm
ents hiding options losses and w

here share loss w
as substantial and 

unrecognized. W
hen evaluating an options case w

here the broker allow
s 

m
ultiple assignm

ents m
ere m

onetary dam
ages w

ill be inadequate. A
ccount 

analyses m
ust not sim

ply attribute option losses, but m
ust also track shares lost 

to the strategy that w
ould otherw

ise have been held but for the strategy. The 
w

ife lost m
ore than m

oney, she also lost 1,165 shares unnecessarily and her 
pleadings need to reflect that loss if restitution is to be obtained. 
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