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Abstract

Covered calls and cash-secured puts are widely used option writing strategies for generating income and
managing stock acquisition decisions, yet their tax implications are often misunderstood in financial planning practice.
This paper examines the tax implications of covered calls and cash-secured puts and develops a conceptual lifecycle
framework linking option strategy outcomes, tax treatment, and reporting mechanics to support strategy selection in
taxable investment portfolios. The analysis explains how option premiums, exercise outcomes, and assignment events
affect capital gains recognition, basis adjustments, and after-tax investment outcomes. In general, option premiums
received by option writers are taxed as short-term capital gains, while exercise and assignment events modify the sale
proceeds or cost basis of the underlying securities. These tax mechanics influence both the timing and character of
realized gains in taxable portfolios. The paper also examines the tax reporting process associated with option
transactions, including broker reporting on Form 1099-B and taxpayer reconciliation on Form 8949 and Schedule D.
By integrating option strategy mechanics with tax treatment and reporting requirements, the study provides financial
planners with a practical framework for evaluating covered calls and cash-secured puts within tax-aware portfolio
management. The results highlight the importance of incorporating tax considerations when implementing option
strategies for clients investing in taxable accounts.
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1. Introduction

Option writing strategies such as covered calls and cash-secured puts are widely used by
investors and financial advisors to generate income and manage portfolio entry and exit decisions.
These strategies are frequently discussed in investment practice as tools for enhancing portfolio
returns or acquiring stocks at desired prices. However, while their economic payoff structures are
well understood, their tax implications are often misunderstood or overlooked in financial planning
practice. Because option premiums, assignment outcomes, and exercise events can alter the timing
and character of taxable income, the after-tax performance of these strategies may differ
substantially from their pre-tax economic outcomes. For financial planners advising clients with
taxable investment accounts, understanding how option strategy outcomes interact with tax rules
and reporting requirements is therefore essential. This study develops a conceptual lifecycle
framework linking option strategy outcomes, tax rules, and reporting mechanics to support tax-
aware strategy selection in financial planning and taxable portfolio management.
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Despite the widespread use of covered calls and cash-secured puts, relatively little attention
has been given to how these strategies interact with the tax reporting framework governing
securities transactions. In practice, option outcomes must be reported through broker statements
and reconciled on tax forms such as Form 1099-B, Form 8949, and Schedule D. Misunderstanding
these mechanics can lead to inaccurate reporting or unintended tax consequences. This paper
develops a tax-aware framework for evaluating covered calls and cash-secured puts, linking option
outcomes to their corresponding tax treatment and reporting requirements. By integrating
investment strategy analysis with tax reporting mechanics, the study provides financial planners
with a practical framework for implementing option writing strategies in taxable portfolios.

The paper contributes to the financial planning literature by clarifying the tax treatment of
common option writing strategies and by demonstrating how these rules influence strategy
selection in taxable investment accounts. Specifically, the analysis examines the tax recognition of
option premiums, the impact of exercise and assignment events on stock basis and sale proceeds,
and the reporting process through which option transactions are incorporated into the investor’s tax
return. The resulting framework highlights the importance of incorporating tax considerations into
option strategy design and provides financial planners with guidance for implementing covered
calls and cash-secured puts in a tax-aware manner.

Although covered calls and cash-secured puts are widely used in portfolio management
practice, their tax implications are often discussed only in fragmented guidance across practitioner
sources and tax manuals. This paper contributes to the literature by developing an integrated
framework that links the economic mechanics of option writing strategies, the tax rules governing
option transactions, and the practical tax reporting process used by investors. By connecting option
strategy outcomes with both tax treatment and reporting mechanics, the study provides a tax-aware
decision model that helps financial planners evaluate when covered calls and cash-secured puts are
most appropriate in taxable investment portfolios. The relationships among option strategy
outcomes, tax treatment, and reporting mechanics can be summarized as a lifecycle framework for
tax-aware option writing strategies, illustrated in Figure 1.

Figure 1. Framework Linking Option Strateqy Outcomes, Tax Treatment, and Reporting

[ Option Writing Strategy ]
Covered Call / Cash-Secured Put
!
[ Option Outcome ]
Expiration | Exercise | Assignment | Close
!
[ Tax Treatment ]
Premium taxation | Basis adjustment | Gain recognition
!
[ Tax Reporting Process ]
Form 1099-B — Form 8949 — Schedule D
!
[ After-Tax Investment Outcome ]
Timing | Character | After-tax return

Note: This framework illustrates how option writing strategies translate from economic
outcomes to tax treatment and reporting. The model highlights how option premiums, exercise
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events, and assignment outcomes affect taxable income and ultimately influence after-tax
investment decisions for financial planners.

The remainder of the paper is organized as follows. Section 2 discusses the study’s
contribution to the literature on tax-aware portfolio management, option-based investment
strategies, and financial planning practice. Section 3 reviews the economic mechanics of covered
call and cash-secured put strategies, including their payoff structures and typical investor
objectives. Section 4 examines the tax treatment of option writing, focusing on the recognition of
option premiums and the tax consequences of option expiration, closing transactions, and exercise
or assignment outcomes. Section 5 describes the tax reporting process associated with option
transactions, highlighting broker reporting through Form 1099-B and taxpayer reconciliation on
Form 8949 and Schedule D. Section 6 develops a tax-aware comparison of covered calls and cash-
secured puts, illustrating how tax considerations influence strategy selection and after-tax
investment outcomes in taxable portfolios. Section 7 discusses practical implications for financial
planners implementing option writing strategies. The paper concludes with a discussion of
limitations and directions for future research, followed by appendices that provide detailed
reference tables, reporting guidance, and implementation resources for practitioners.

2. Literature review

Prior research has examined the performance characteristics of option writing strategies,
including covered calls and buy-write strategies (Whaley, 2002; Callaghan, Livingstone, and
Subrahmanyam, 2003; Hill et al., 2006). These studies generally focus on the risk—return properties
of option overlays and their potential to generate additional income in neutral or moderately bullish
market environments. Practitioner research similarly highlights the use of covered call overlays as
income-generation tools for enhancing portfolio yield (O’Shaughnessy and Reid, 2012). While this
literature provides important insights into the economic performance of option strategies, it
primarily emphasizes payoff structures and portfolio risk characteristics rather than the tax
treatment and reporting implications of option transactions.

A separate body of research has examined tax-aware portfolio management and the effects of
taxation on investment outcomes. Academic and practitioner studies demonstrate that identical pre-
tax portfolios may produce divergent wealth paths once realization timing and tax deferral are
considered. Dammon, Dunn, and Spatt (2004) show that deferred tax compounding can
significantly alter portfolio risk—return trade-offs even when asset allocations remain unchanged.
Horan, Peterson, and McLeod (2009) extend this concept through the notion of a tax-efficient
frontier that incorporates tax drag directly into portfolio optimization. Research in financial
planning similarly emphasizes tax-aware implementation strategies such as asset location, capital
gain management, and tax-efficient portfolio construction (Poterba, 2002; Kitces and Haynes,
2015). Collectively, this literature highlights the importance of evaluating investment strategies on
an after-tax basis, particularly for investors holding assets in taxable accounts.

Within the derivatives literature, Rosenbloom and Schizer (2000) examine the evolution of
option taxation and highlight how statutory classification can produce different timing and
character outcomes for economically similar derivative positions. Their analysis illustrates how tax
rules governing option transactions can materially influence realized investment outcomes through
differences in income characterization, basis adjustments, and holding period treatment.

Despite extensive research on option strategies and tax-efficient investing, limited attention
has been given to how option writing strategies interact simultaneously with tax treatment, basis
adjustments, and tax reporting processes in applied financial planning contexts. This study
contributes to the literature by developing an integrated lifecycle framework that links the
economic mechanics of option writing strategies with their corresponding tax consequences and
reporting requirements. By explicitly connecting option outcomes—such as expiration, exercise,
and assignment—to capital gain recognition, basis adjustments, and reporting through broker

ACADEMICA BRANCUSI” PUBLISHER, ISSN 2344 — 3685/ISSN-L 1844 - 7007

153



Annals of the ,,Constantin Brincusi” University of Targu Jiu, Economy Series, Issue 3/2026

statements and IRS forms, the paper provides a structured approach for evaluating covered calls
and cash-secured puts in taxable portfolios. This framework extends prior research on option
strategy performance and tax-efficient investing by highlighting how tax rules and reporting
mechanics influence the after-tax implementation of commonly used option writing strategies.

This paper addresses that gap by examining the tax implications of covered calls and cash-
secured puts and developing a framework linking option strategy outcomes, tax rules, and reporting
mechanics. By integrating option strategy mechanics, tax treatment, and tax reporting processes,
the study provides a unified framework for evaluating these strategies in taxable portfolios and
highlights the role of tax-aware implementation in financial planning practice.

3. Background: option writing strategies

Option writing strategies such as covered calls and cash-secured puts are widely used by
investors and financial advisors to generate income and manage portfolio entry and exit decisions.
Both strategies involve selling options to collect option premiums, which provide immediate cash
flow to the investor. In exchange for receiving the premium, the option writer assumes certain
obligations if the option holder chooses to exercise the contract.

Although covered calls and cash-secured puts involve different starting positions, they can
produce similar economic exposures under certain market conditions. Both strategies are
commonly used by investors with a neutral to moderately bullish outlook on the underlying asset.
The option premium serves as compensation for accepting potential obligations related to selling or
purchasing the underlying security.

Understanding the economic mechanics of these strategies is important before considering
their tax treatment. The following subsections describe the basic structure, payoff characteristics,
and typical investor objectives associated with covered calls and cash-secured puts. Key statutory
provisions and IRS guidance relevant to option taxation are summarized in Appendix A.

3.1 Covered Call Strategy

A covered call strategy involves holding a long position in a stock while simultaneously
selling a call option on that same stock. Because the investor already owns the underlying shares,
the call option is considered “covered,” meaning that the investor can deliver the shares if the
option is exercised.

The primary economic feature of the covered call strategy is that the investor receives an
option premium in exchange for granting another party the right to purchase the shares at a
predetermined strike price before or at expiration. If the option expires without being exercised, the
investor retains both the shares and the premium income.

If the stock price rises above the strike price at expiration, the option holder may exercise the
option and purchase the shares at the strike price. In this case, the investor sells the shares at the
strike price while retaining the option premium. As a result, the covered call strategy effectively
sets a maximum selling price for the stock.

The payoff profile of a covered call strategy reflects a trade-off between income generation
and potential upside appreciation. The option premium provides additional income and modest
downside protection, but the investor sacrifices potential gains above the strike price because the
shares may be called away.

Covered calls are commonly used by investors who already hold a stock position and wish to
generate additional income from that position. The strategy may also be used by investors who are
willing to sell their shares at a predetermined target price while collecting option premiums in the
process.
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3.2 Cash-Secured Put Strategy

A cash-secured put strategy involves selling a put option while holding sufficient cash to
purchase the underlying shares if the option is exercised. By writing the put option, the investor
grants another party the right to sell shares of the underlying stock to the option writer at the strike
price. In exchange for accepting this obligation, the investor receives an option premium. If the
option expires without being exercised, the investor retains the premium and no stock transaction
occurs.

If the stock price falls below the strike price at expiration, the option holder may exercise the
put option, requiring the investor to purchase the shares at the strike price. Because the investor has
set aside sufficient funds to acquire the shares, the position is described as “cash-secured.” The
payoff structure of a cash-secured put strategy is similar to that of entering a limit order to buy the
stock at a predetermined price, while receiving compensation through the option premium. The
premium effectively reduces the investor’s effective purchase price for the shares.

Cash-secured puts are commonly used by investors who are interested in acquiring a stock
but prefer to do so at a lower price than the current market value. The strategy allows investors to
collect option premiums while waiting for an opportunity to establish a long position in the
underlying security. Table 1 summarizes simplified payoff outcomes of covered calls and cash-
secured puts.

Table no. 1. Simplified Payoff Outcomes of Covered Calls and Cash-Secured Puts

Stock Price at Expiration Covered Call Outcome Cash-Secured Put Outcome

Stock price below strike Keep_shares and keep Assigned shares; premium
premium reduces purchase basis

Stock price above strike Share_s sold at strike price; Option expires; premium
premium retained retained

Note: Both strategies generate option premium income and reflect a neutral to moderately
bullish market outlook. However, the covered call strategy begins with ownership of the underlying
stock, whereas the cash-secured put strategy may result in acquiring the stock if the option is
exercised.

The economic mechanics described above provide the foundation for understanding how
option writing strategies operate in practice. However, the tax consequences of these strategies can
differ significantly from their economic payoff structures. The following section examines the tax
treatment of option writing, including the recognition of option premiums and the tax implications
of option expiration, closing transactions, and exercise or assignment outcomes.

4. Tax treatment of option writing

The economic characteristics of option writing strategies are only part of the analysis relevant
to financial planners. The tax treatment of option premiums, exercise events, and assignment
outcomes can significantly influence the after-tax performance of these strategies. The tax
treatment of options is governed by Internal Revenue Code 81234 and related guidance provided in
IRS Publication 550. Understanding how option transactions are treated under U.S. tax law is
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therefore essential when implementing covered calls and cash-secured puts in taxable investment
accounts.

In general, the tax treatment of options written on securities is governed by the rules for
capital assets under the Internal Revenue Code, particularly the provisions related to options under
IRC 81234 and related regulations. These rules determine when option premiums are recognized as
taxable income and how exercise or assignment affects the basis or sale proceeds of the underlying
asset.

The following subsections summarize the primary tax rules relevant to option writers and
explain how these rules apply to covered call and cash-secured put strategies.

4.1 Tax Treatment of Option Premiums

When an investor writes (sells) an option, the premium received is not immediately
recognized as taxable income. Instead, tax recognition is deferred until the option position is
resolved through expiration, closing, or exercise.

If the option expires without being exercised, the premium received by the option writer is
generally recognized as a capital gain in the tax year of expiration. Because most equity options
have short maturities, these gains are typically classified as short-term capital gains, which are
taxed at the investor’s ordinary income tax rate.

If the option writer closes the position before expiration by repurchasing the option, the gain
or loss is determined by the difference between the premium originally received and the cost of
closing the position. The resulting gain or loss is generally treated as short-term capital gain or loss,
reflecting the relatively short duration of most option contracts.

The holding period of the underlying asset does not determine the character of option
premium income. Instead, the tax classification is determined by the holding period of the option
position itself, which in most cases results in short-term capital gain treatment.

These rules mean that option writing strategies often generate taxable income that differs
from the tax treatment of long-term stock investments, an important consideration for financial
planners evaluating after-tax portfolio performance.

4.2 Tax Treatment of Covered Calls

Covered calls involve selling call options on shares that the investor already owns. The tax
consequences of a covered call depend on how the option position is ultimately resolved.

If the call option expires without being exercised, the option writer retains the premium
received. In this case, the premium is recognized as a short-term capital gain in the year the option
expires. The investor continues to hold the underlying shares with their original cost basis
unchanged.

If the investor closes the position prior to expiration by purchasing the call option in the
market, the difference between the premium received and the repurchase price determines the gain
or loss. This gain or loss is generally classified as short-term capital gain or loss.

If the call option is exercised, the investor must sell the underlying shares at the strike price
specified in the option contract. When this occurs, the premium received from writing the option is
added to the sale proceeds of the stock. The resulting capital gain or loss is calculated using the
adjusted sale proceeds and the investor’s original stock basis.

In addition, certain covered call positions may be classified as nonqualified covered calls
under the straddle rules of the Internal Revenue Code (IRC 81092) and related Treasury
Regulations (Treas. Reg. 81.1092(c)-1). When a covered call does not meet the criteria for a
qualified covered call—typically because the strike price is substantially below the current market
price or the option maturity is very short—the holding period of the underlying stock may be
suspended while the option position remains open. As a result, investors who intend to qualify for
long-term capital gain treatment should consider the potential holding-period implications when
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writing covered calls, particularly when the underlying shares have been held for less than one year
and the investor intends to qualify for long-term capital gain treatment.

The tax character of the resulting gain or loss depends on the holding period of the underlying
shares, not the holding period of the option. Therefore, if the investor has held the shares for more
than one year, the resulting gain may qualify for long-term capital gain treatment. However, the
exercise of a covered call may accelerate the recognition of capital gains if the shares are called
away earlier than the investor intended.

4.3 Tax Treatment of Cash-Secured Puts

The tax treatment of cash-secured put strategies follows a similar structure, although the
economic outcomes differ because the investor may acquire the underlying shares rather than sell
them.

If the put option expires without being exercised, the option writer retains the premium
received. As with covered calls, the premium is recognized as a short-term capital gain in the tax
year of expiration.

If the investor closes the position before expiration by repurchasing the put option, the
difference between the premium received and the cost of closing the position determines the gain or
loss. This gain or loss is generally treated as short-term capital gain or loss.

If the put option is exercised, the investor must purchase the underlying shares at the strike
price. In this case, the premium received from writing the option reduces the cost basis of the
acquired shares. Rather than creating immediate taxable income, the premium effectively lowers
the investor’s purchase price for the stock.

The adjusted basis becomes relevant when the shares are eventually sold. At that time, the
capital gain or loss is calculated using the adjusted basis that incorporates the option premium. As a
result, cash-secured put strategies do not create immediate capital gain recognition when
assignment occurs, but instead influence the investor’s eventual capital gain or loss through basis
adjustment.

The tax rules described above determine how option premiums, exercise events, and
assignment outcomes affect capital gains and basis adjustments. However, financial planners must
also understand how these transactions are reported for tax purposes. In practice, option
transactions are reported by brokerage firms and subsequently reconciled by taxpayers through
specific IRS reporting forms. The following section explains the tax reporting process associated
with option writing strategies, including broker reporting on Form 1099-B and taxpayer reporting
on Form 8949 and Schedule D.

5. Tax reporting process

Although the tax treatment of option writing determines when gains or losses are recognized,
financial planners must also understand how these transactions appear in the tax reporting system.
In practice, option transactions are first reported by brokerage firms and then reconciled by
taxpayers when preparing their income tax returns.

Brokerage firms report securities transactions to both investors and the Internal Revenue
Service (IRS) through Form 1099-B, which summarizes the proceeds and cost basis associated with
securities sales and option transactions. Taxpayers then reconcile these transactions on Form 8949,
which provides detailed reporting of individual capital asset transactions. The totals from Form
8949 are subsequently summarized on Schedule D, where short-term and long-term capital gains
and losses are aggregated.

Understanding this reporting process is important because option outcomes can alter the
reported proceeds or cost basis of the underlying securities. Financial planners who advise clients
using option strategies should therefore be familiar with the flow of information from broker
statements to the investor’s tax return.
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5.1 Broker Reporting
Brokerage firms report securities transactions using Form 1099-B (Proceeds from Broker and
Barter Exchange Transactions). This form provides information on transactions involving stocks,
options, and other securities that occurred during the tax year.
For option transactions, Form 1099-B typically includes:
o Description of the option contract

Transaction date and expiration date

Proceeds received from the option premium

Cost basis when applicable

Classification of gain or loss
When covered calls or cash-secured puts lead to stock transactions through exercise or
assignment, the broker may incorporate the option premium into the reported proceeds or basis of
the underlying stock transaction.

5.2 Taxpayer Reporting

After receiving Form 1099-B, taxpayers report individual securities transactions on Form
8949 (Sales and Other Dispositions of Capital Assets). This form provides a detailed listing of each
transaction and allows taxpayers to reconcile the information reported by brokers with their own
records.

Transactions reported on Form 8949 are separated into short-term and long-term categories,
depending on the holding period of the asset involved. Any necessary adjustments to basis or
proceeds are also recorded on this form.

The totals from Form 8949 are then transferred to Schedule D (Capital Gains and Losses).
Schedule D aggregates the taxpayer’s short-term and long-term capital gains and losses and
determines the net capital gain or loss for the tax year. The flow of option transaction reporting is
summarized in Table 2. Table 2 illustrates the mapping of brokerage reporting to IRS Forms.

Although the tax reporting process may appear largely administrative, it plays an important
role in determining how option transactions ultimately affect investors’ taxable income. Because
option premiums, exercise events, and assignment outcomes must be reconciled through brokerage
reporting and capital gain calculations, the tax consequences of option writing strategies may differ
from their pre-tax economic outcomes. Understanding this reporting framework therefore provides
the foundation for evaluating the tax-aware strategy choices discussed in the following section.

Table no. 2. Tax Reporting Flow: Brokerage Statement to Tax Return
Step Form Prepared By Key Information Purpose

Transaction description,
proceeds, cost basis,
acquisition date, sale date,
gain/loss classification

Reports securities and
option transactions to
taxpayer and IRS

Form .
1 1099-B Brokerage firm

Taxpaver or tax Detailed listing of each Reconciles broker data
2 Form 8949 pay capital asset transaction and records
preparer . .
and adjustments adjustments
3 Schedule D Taxpayer or tax Calculates net capital
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preparer Aggregated totals of gain or loss
short-term and long-term
capital gains and losses

Net capital gain or loss Included in taxable

4 Form 1040 Taxpayer from Schedule D income

Note: Option transactions reported by brokerage firms must be reconciled through the tax
reporting process when preparing an individual tax return. Brokerage firms report securities
transactions using Form 1099-B, while taxpayers report the detailed transaction information on
Form 8949. The totals from Form 8949 are then summarized on Schedule D and incorporated into
taxable income reported on Form 1040.

6. Tax-aware strategy comparison
6.1 Conceptual Comparison of Covered Calls and Cash-Secured Puts

Covered calls and cash-secured puts are two widely used option writing strategies that can
generate income or facilitate stock acquisition. Although these strategies may produce similar
economic payoffs under certain market conditions, their tax treatment and reporting implications
can lead to different after-tax outcomes for investors. Understanding these differences can help
financial planners select strategies that better align with clients’ tax circumstances and portfolio
objectives.

From a financial planning perspective, the choice between covered calls and cash-secured
puts often depends on the investor’s existing portfolio position, tax exposure, and investment goals.

Covered call strategies are typically implemented when an investor already owns the
underlying shares and is willing to sell them at a specified strike price. The primary objective is to
generate additional income through option premiums. However, covered calls can accelerate the
realization of capital gains if the option is exercised and the underlying shares are called away. For
investors holding highly appreciated stock positions, this outcome may trigger a taxable event
earlier than intended.

Cash-secured put strategies, in contrast, are often used when an investor is interested in
acquiring shares at a lower effective price. When a put option is assigned, the investor purchases
the stock at the strike price, while the option premium received reduces the effective cost basis of
the shares. This mechanism provides a tax-aware method of entering a stock position because the
premium effectively lowers the acquisition cost of the investment.

In addition, the timing and character of taxable income should be considered. Option
premiums from writing equity options are generally treated as short-term capital gains, which are
typically taxed at higher rates than long-term capital gains. Consequently, planners should evaluate
whether option writing strategies are best implemented in taxable accounts or tax-advantaged
accounts depending on the client’s overall tax situation.

Taken together, these considerations suggest that covered calls and cash-secured puts serve
different roles within a tax-aware investment strategy. Table 3 summarizes the key tax-aware
differences between covered call and cash-secured put strategies.

Table no. 3. Summary of Tax-Aware Strategy Differences
Dimension Covered Call Cash-Secured Put

Investor starting position Already owns the stock Does not yet own the stock

ACADEMICA BRANCUSI” PUBLISHER, ISSN 2344 — 3685/ISSN-L 1844 - 7007

159



Annals of the ,,Constantin Brincusi” University of Targu Jiu, Economy Series, Issue 3/2026

. _ Generate income from Acquire stock at lower
Primary objective L . .

existing shares effective price
Potential acceleration of
Tax risk capital gains if shares are
called away

No immediate capital gain
realization

) Premium reduces purchase
Premium added to sale P

Basis effect . . basis if assigned
proceeds if exercised

May trigger gain realization Defers gain recognition until

Taxtiming consideration earlier than planned stock is eventually sold

Note: Covered calls may trigger capital gain realization if the underlying shares are called

away, while cash-secured puts reduce the cost basis of acquired shares if assignment occurs. These
differences can influence after-tax investment outcomes in taxable portfolios.
For investors and financial planners, the choice between covered calls and cash-secured puts should
consider not only expected returns and risk tolerance but also the tax consequences associated with
each strategy. Incorporating tax-aware considerations into strategy selection can help advisors align
option writing strategies with clients’ portfolio objectives and after-tax wealth outcomes. The
following propositions formalize these tax-aware differences between covered call and cash-
secured put strategies.

6.2 Conceptual Propositions for Tax-Aware Option Writing

Proposition 1: Tax Timing Effect of Covered Calls

Covered call strategies may accelerate the realization of capital gains when the option is
exercised and the underlying shares are called away. As a result, investors holding highly
appreciated securities may face earlier capital gain recognition compared with alternative option
writing strategies.

Proposition 2: Basis Adjustment Effect of Cash-Secured Puts

Cash-secured put strategies allow investors to acquire shares with an adjusted cost basis that
incorporates the option premium received. Because the premium reduces the purchase basis rather
than generating immediate taxable income upon assignment, this strategy can defer capital gain
recognition until the acquired shares are eventually sold.

Together, these propositions illustrate how option strategy design interacts with tax rules and
reporting mechanics to influence after-tax investment outcomes. The framework highlights three
key insights: option writing strategies can create different tax timing effects; option exercise and
assignment alter cost basis and capital gain calculations; and tax considerations play a central role
in strategy selection for financial planners. These insights support the broader argument of the
paper that tax-aware implementation is essential when incorporating option strategies into financial
planning practice.

6.3 lllustrative Numerical Example of After-Tax Outcomes

A Qualified Covered Call (QCC) is a call option that is not deep-in-the-money, is traded on a
national exchange, and has more than 30 days to expiration (or is not deep-in-the-money and held
12 months+), allowing the premium to be treated as long-term capital gain if the underlying stock
was held for over a year
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When a QCC is exercised, the premium is added to the sale price of the stock, not treated as a
separate short-term gain. If the underlying stock was held for more than one year prior to the
assignment, the premium and the capital gain on the stock are treated as long-term capital
gains/losses. If the stock was held for one year or less, the gain/loss is short-term.

Here is a numerical example that compares the after-tax outcomes of a covered call and a cash-
secured put:

Assume the following:

* Current stock price = $120

« Call strike price = $125

* Put strike price = $110

* Option premium received = $4 per share

* 1 option contract = 100 shares

« Short-term capital gains tax rate = 35%

* Long-term capital gains tax rate = 20%

Assume the investor already owns 100 shares purchased at $90 per share and writes a covered call
with a strike price of $125, receiving a premium of $4 per share.

If the stock price remains below $125 at expiration, and the option expires worthless, then the after-
tax income will be $260. The option premium received will be $4 x 100 = $400, but there will be a
35% short-term capital gain tax, so the after-tax income will be $260.

If the stock price rises above $125 and the shares are called away, then the investor’s after-tax gain
will be $3,120.

* Original stock basis = $90 x 100 = $9,000

» Sale price at strike = $125 x 100 = $12,500

¢ Premium received = $400

* Adjusted sale proceeds = $12,500 + $400 = $12,900

* Total capital gain = $12,900 — $9,000 = $3,900

Assume the shares qualify for long-term capital gains treatment.

* Tax owed on gain = $3,900 x 20% = $780

* After-tax proceeds = $12,900 — $780 = $12,120

Relative to the original $9,000 basis, the investor’s after-tax gain is $3,120.

This example illustrates that while the covered call generates income, it may also trigger realization
of embedded gains if the option is exercised.

Now, assume instead that the investor does not own the stock and writes a cash-secured put with a
strike price of $110, receiving a premium of $4 per share.

If the stock price remains above $110 at expiration, and the option expires worthless, then the after-
tax income will be $260, which is the same as the covered call. The option premium received will
be $4 x 100 = $400, but there will be a 35% short-term capital gain tax, so the after-tax income will
be $260.

If the stock price falls below and the investor is assigned, then the investor’s after-tax gain will be
$1,920.

* Purchase price at strike = $110 x 100 = $11,000

e Premium received = $400

* Adjusted stock basis = $11,000 — $400 = $10,600

» Effective cost per share = $106

At assignment, no immediate taxable gain or loss is recognized. Instead, the premium reduces the
investor’s cost basis in the acquired shares.

Assume the investor later sells the shares at $130 per share after qualifying for long-term capital
gains treatment.

» Sale proceeds = $130 x 100 = $13,000

* Adjusted basis = $10,600

ACADEMICA BRANCUSI” PUBLISHER, ISSN 2344 — 3685/ISSN-L 1844 - 7007

161



Annals of the ,,Constantin Brincusi” University of Targu Jiu, Economy Series, Issue 3/2026

* Long-term capital gain = $13,000 — $10,600 = $2,400

* Tax owed = $2,400 x 20% = $480

* After-tax proceeds = $13,000 — $480 = $12,520

Relative to the adjusted basis of $10,600, the after-tax gain is $1,920.

The tax outcomes depend on the investor’s initial position as well as how option premiums and
stock transactions are treated. Covered calls can accelerate the realization of embedded gains if the
underlying shares are called away, whereas cash-secured puts reduce the cost basis of acquired
shares and defer gain recognition until the shares are ultimately sold.

Although covered calls and cash-secured puts can generate similar economic outcomes, their tax
consequences differ significantly. Covered calls may trigger taxable capital gains if shares are
called away, while cash-secured puts defer tax recognition and instead adjust the cost basis of
acquired shares. These differences highlight the importance of incorporating tax-aware decision-
making when implementing option writing strategies in taxable portfolios.

6.4 Strategy Selection for Financial Planners

Building on the conceptual comparison and numerical illustration presented above, Table 4
summarizes how financial planners may select between covered call and cash-secured put strategies
based on investor circumstances and tax considerations.
Table no. 4. Tax-Aware Option Strategy Selection Framework for Financial Planners

Investor Market . Planning
Situation Outlook Strategy Tax Mechanism Consideration
Premium taxed  Appropriate if
Owns stock with  Neutral to as short-term investor is
moderate moderately Covered Call gain; exercise willing to sell
unrealized gain  bullish adds premium to  shares at the
sale proceeds strike price
Owns stock with  Neutral to Covered Call Risk of . Strlke_ price
. . . accelerating selection helps
large unrealized  moderately (higher strike or .
) : . long-term capital manage tax
gain bullish shorter maturity) . .
gains timing
Does not own Neutral to Premium Provides tax-
stock but wants Cash-Secured .
moderately reduces purchase aware entry into
to buy at lower . Put . . .
orice bullish basis if assigned  stock position
Assignment Strategy
Does not want to Neutral Avoid Put could create inconsistent with
own the stock Writing unwanted portfolio

taxable position  objective

Note: Covered calls may accelerate capital gain recognition if the underlying shares are called away,
whereas cash-secured puts reduce the cost basis of acquired shares and defer gain recognition until the
shares are eventually sold.
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This strategy map illustrates that tax-aware option strategy selection depends on the
investor’s starting portfolio position and tax exposure.
o Covered calls are generally appropriate when investors already own the stock and are
willing to sell it at a target price.
o Cash-secured puts are often preferable when investors want to establish a new position
while lowering the effective purchase price through option premiums.
By incorporating these tax considerations into strategy selection, financial planners can better
align option strategies with clients’ after-tax wealth objectives and portfolio management goals.
This section compared covered calls and cash-secured puts from a tax-aware financial
planning perspective. Although the two strategies can produce similar economic outcomes, their tax
consequences differ because covered call exercise may accelerate capital gain recognition, whereas
put assignment reduces the cost basis of acquired shares and defers gain recognition until the shares
are sold. The conceptual propositions and numerical example illustrate how these tax mechanics
influence after-tax investment outcomes. The strategy framework presented in Table 3 and Table 4
provides investors and financial planners with a practical guide for selecting option strategies based
on investor objectives and tax considerations.

7. Practical implications

The analysis presented in this study highlights several practical considerations for investors
and financial planners who incorporate option writing strategies into client portfolios. Although
covered calls and cash-secured puts can generate similar economic outcomes under certain market
conditions, their tax treatment can differ significantly and therefore affect after-tax investment
results. Financial planners implementing option writing strategies in taxable portfolios should
evaluate both the tax consequences and the reporting implications of these strategies. A practical
checklist summarizing key implementation considerations is provided in Appendix B.

First, investors and planners should evaluate the tax position of existing holdings before
implementing covered call strategies. When a covered call is exercised, the investor may be
required to sell appreciated shares at the strike price, potentially accelerating the realization of
capital gains. For clients holding highly appreciated securities, planners may consider using higher
strike prices or shorter option maturities to reduce the likelihood of unintended gain realization.

Second, cash-secured put strategies may provide a tax-aware method of entering new stock
positions. If the option is assigned, the premium received reduces the effective purchase price of
the shares rather than generating immediate taxable income. This feature allows investors to
acquire stocks at a lower effective cost while deferring capital gain recognition until the shares are
eventually sold.

Third, investors and planners should consider the tax character of option premium income.
Because option premiums from equity options are generally treated as short-term capital gains,
these strategies may generate income that is taxed at higher rates than long-term capital gains. As a
result, planners should evaluate whether option writing strategies are best implemented in taxable
accounts or tax-advantaged accounts depending on the client’s overall tax situation.

Finally, investors and financial planners should understand the tax reporting process
associated with option transactions. Option outcomes may affect the reporting of proceeds and cost
basis on brokerage statements and must be reconciled through the capital gain reporting process
involving Form 1099-B, Form 8949, and Schedule D. Accurate reporting ensures that the tax
consequences of option strategies are properly reflected in the client’s tax return.

Taken together, these considerations suggest that option writing strategies should be
implemented within a tax-aware portfolio management framework. By integrating tax rules,
reporting mechanics, and investor objectives, financial planners can more effectively align option
strategies with clients’ long-term after-tax wealth goals.
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The analysis presented in this study suggests several practical considerations for financial
planners advising clients who use option writing strategies in taxable investment accounts.

«Option  premiums are generally taxed as short-term  capital  gains.
Because most equity options have relatively short maturities, premiums received from writing
covered calls or cash-secured puts are typically taxed at short-term capital gain rates, which may be
higher than long-term capital gain rates.

« Covered calls can accelerate capital gain realization.
When a call option is exercised, the premium received is added to the sale proceeds of the
underlying stock. If the shares have appreciated substantially, the investor may realize capital gains
earlier than intended.

e Cash-secured puts provide a tax-aware method of stock acquisition.
If a put option is assigned, the premium received reduces the cost basis of the acquired shares rather
than creating immediate taxable income. This effectively lowers the investor’s entry price.

« Option outcomes affect both tax treatment and reporting.
Exercise and assignment events can modify the reported sale proceeds or purchase basis of the
underlying securities, which must be reconciled through the tax reporting process.

e Understanding the reporting flow is important for accurate tax compliance.
Option transactions reported by brokerage firms on Form 1099-B must be reconciled on Form 8949
before the resulting capital gains or losses are summarized on Schedule D.

« Strategy selection should incorporate tax-aware decision making.
Covered calls may be appropriate for investors seeking additional income from existing holdings
and who are willing to sell shares at a target price. Cash-secured puts may be preferable for
investors seeking a tax-efficient method of entering a stock position.

8. Limitations

This study has several limitations that should be considered when interpreting the findings.
First, the analysis focuses on the tax treatment of covered calls and cash-secured puts under current
U.S. tax law. Tax regulations, IRS guidance, and reporting requirements may change over time,
which could affect the applicability of the framework developed in this study. Future changes in tax
policy may alter the relative attractiveness of option writing strategies in taxable portfolios.

Second, the paper emphasizes the tax mechanics and reporting structure of option writing
strategies rather than conducting an empirical analysis of after-tax performance across different
market environments. While the conceptual framework highlights the tax implications of these
strategies, actual after-tax outcomes will depend on market conditions, strike price selection, option
expiration timing, and investor behavior.

Third, the study focuses primarily on equity options commonly used in covered call and cash-
secured put strategies. Other derivatives, such as index options, futures options, and structured
option combinations, may be subject to different tax rules, including those governed by special
regimes such as 81256 contracts.

Finally, the analysis assumes that investors are operating within taxable brokerage accounts
and are subject to standard capital gains tax rules. The tax consequences of option writing strategies
may differ significantly when implemented in tax-deferred or tax-exempt accounts such as
retirement accounts.

Despite these limitations, the framework presented in this study provides a useful foundation
for understanding how option outcomes translate into tax consequences and reporting requirements
in financial planning practice.
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9. Future research

This study suggests several avenues for future research. First, future studies could conduct
empirical analysis of after-tax returns for option writing strategies across different market
environments. Such research could evaluate how tax effects influence the long-term performance of
covered calls and cash-secured puts compared with alternative income-generating strategies.

Second, additional research could examine tax-aware option strategy selection in portfolio
management, including how strike price selection, option duration, and portfolio turnover affect
after-tax investment outcomes.

Third, future studies could explore how behavioral and practical considerations influence the
implementation of option strategies by financial planners and investors. Understanding how
advisors integrate tax considerations into options-based strategies may provide insights into real-
world financial planning practices.

Finally, future research could investigate the role of tax-efficient derivatives strategies within
broader tax-aware portfolio management frameworks, including the interaction between options
strategies, tax-loss harvesting, and asset location decisions.

These directions may further advance the understanding of how derivatives strategies can be
integrated into tax-aware investment and financial planning decisions.

10. Conclusion

Covered calls and cash-secured puts are widely used option writing strategies that can
generate income and influence portfolio entry and exit decisions. Although these strategies are
often evaluated based on their economic payoff structures, their tax consequences can significantly
affect after-tax investment outcomes. Understanding how option premiums, exercise events, and
assignment outcomes interact with capital gains taxation and reporting requirements is therefore an
important component of financial planning practice.

This study develops a framework for understanding the tax treatment of covered calls and
cash-secured puts and explains how these strategies interact with the tax reporting process through
broker statements and IRS forms. The analysis highlights that option premiums received by writers
are generally taxed as short-term capital gains, while exercise and assignment events can alter the
cost basis or sale proceeds of the underlying securities. As a result, the tax consequences of option
writing strategies may differ from their pre-tax economic outcomes.

From a financial planning perspective, incorporating tax awareness into option strategy
selection can improve portfolio decision making. Covered calls may be appropriate for investors
seeking additional income from existing stock positions and who are willing to sell shares at a
target price. In contrast, cash-secured puts can provide a tax-aware method of acquiring stocks at a
lower effective purchase price while receiving option premiums as compensation for providing
downside liquidity.

Overall, the results of this study suggest that option writing strategies should be evaluated not
only in terms of expected returns and risk characteristics but also in terms of their tax implications
and reporting mechanics. By incorporating tax considerations into the strategy selection process,
financial planners can better align option-based investment strategies with clients’ after-tax wealth
objectives. As option strategies continue to be used in portfolio management, tax-aware
implementation will remain an important component of effective financial planning practice. This
study focuses on the conceptual tax mechanics of option writing strategies rather than empirical
performance analysis; future research may examine how these tax considerations influence investor
behavior and after-tax portfolio outcomes in practice.
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Appendix A
Internal Revenue Code and IRS Guidance for Option Transactions

Table Al. Key Tax Authorities Relevant to Covered Calls and Cash-Secured Puts

Authority Topic Relevance Application in This Study
Gain or loss from Governs tax treatment of Determines how option premiums
IRC §1234 . options when sold, and exercise outcomes affect
options . . . .
exercised, or expired capital gains
IRC §1092 Straddle rules AppI!es when offs:ettlng Defines 'rgles for qualified and
positions reduce risk of loss nonqualified covered calls
IRC §1256 Section 1256 Certain index options Distinguishes equity options from
contracts receive 60/40 tax treatment Section 1256 index options

Prevents deferral of gain Relevant when option strategies
through offsetting positions replicate stock sales

Guides tax treatment of option
expiration, closing transactions,

IRC 81259 Constructive sales

Treas. Reg.  Regulations under Clarifies premium treatment

8§1.1234-1 81234 and exercise outcomes .

and exercise
IRS I Investment income Provides detailed IRS Summarizes practical reporting
Publication - ) . . X
550 and expenses guidance on option taxation treatment of option transactions
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Appendix B

Tax-Aware Implementation Checklist for Option Writing

Table B1. Factors to Consider when Implementing Option Writing Strategies

Planning Step

Key Question

Tax Consideration

Evaluate existing stock
position

Assess unrealized gains

Determine investment
objective

Evaluate tax character of
income

Does the client already own
the stock?

Are shares highly
appreciated?

Income generation vs. stock
acquisition

What tax rate applies to
option premiums?

Covered calls may trigger
capital gain realization if
exercised

Early assignments may
accelerate taxable gains

Covered calls generate
income; cash-secured puts
facilitate entry

Premiums generally taxed as
short-term capital gains
Broker reports on Form 1099-
B; taxpayer reconciles on
Form 8949 and Schedule D
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