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Executive Summary
In an environment of fluctuating interest rates, persistent 

inflation, and uncertain equity markets, investors are 

searching for strategies that balance income generation 

with risk management, and equity market participation. 

Covered call exchange-traded funds (ETFs) have 

emerged as a popular solution in Canada, offering 

attractive regular distributions and a smoother ride 

through market volatility.

This paper explores how covered call ETFs work, their 

potential benefits and risks, and how DIY investors can 

effectively utilize these products in their portfolios.
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A covered call strategy combines equity ownership with option writing. The fund manager holds a 

portfolio of stocks (or a single stock ETF) and sells ("writes") call options on some or all of these 

positions.

When the call options are sold, the ETF collects option premiums, which can be distributed to 

investors as part of the ETF’s regular income.

Key Mechanics
The strategy's appeal lies in transforming market volatility into steady cash flow, making it particularly 

attractive to income-focused investors.

Underlying portfolio

Usually blue-chip, dividend-

paying equities.

Option overlay

Call options written on 25%–

100% of the holdings.

Leverage

Some strategies employ a 

modest leverage component 

to enhance yield and total 

return potential, while 

maintaining controlled risk 

exposure.

Income from option premiums 
+ dividends

Income generated from option premiums are 

received regardless of whether the options are 

exercised.

Trade-off

Investors forgo a portion of potential upside if 

markets rally sharply.

Understanding the Covered Call 
Strategy
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Many Canadian investors have embraced covered call ETFs due to their monthly income, enhanced 

yield and professional management. For DIY investors, they can serve as an income-boosting 

complement to traditional equity holdings.

Core Benefits

1

Enhanced Income 
Potential

Option premiums boost total 

cash flow, often resulting in 

yields higher than standard 

equity ETFs.

2

Reduced Portfolio 
Volatility

The option premium acts as a 

partial buffer during market 

downturns, leading to 

smoother performance 

patterns over time. This effect 

is typically greater for 

unlevered covered call ETFs. 

Levered strategies, which use 

some borrowing or 

derivatives, can magnify both 

returns and losses producing 

more potential volatility.

3

Diversification

Covered call ETFs often span 

sectors — from energy and 

technology to banks and gold 

— allowing for diversified 

income streams.

4

Tax Efficiency

Distributions may include dividends, capital gains 

or return of capital (ROC), which are typically 

more tax-efficient than interest income.

5

Liquidity and Transparency

Traded on a public exchange, covered call ETFs 

offer daily liquidity, full holdings disclosure, and 

transparent distribution policies.

Why Covered Call ETFs Appeal to 
Canadian Investors



Covered call ETF distributions generally come from three sources:

Source Description Typical Impact

Option Premiums Income earned from selling call options. Often the largest 

contributor to yield.

Dividends Regular dividends from the underlying 

equities.

Provides base income 

stability.

Return of Capital A portion of the investor's original capital 

is returned as part of the distribution.

Defers taxes by reducing 

the adjusted cost base 

(ACB).

Capital Gains Profits realized when holdings are sold 

above cost.

Taxable in the year 

realized.

Important Note: Yield is not synonymous with investment performance/returns. 

DIY investors need to look at both the distribution rate and the ETF's total return to 

get the full picture.

What's Inside the Distribution?
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Return of Capital (ROC) may be used to enhance an ETF's distributions in the following circumstances:

Key implications of a manager using ROC

ROC does not always mean the fund is underperforming – it can be a tax strategy. However, it is 

important to note that persistently high ROC during prolonged downturns may indicate the ETF is 

eroding NAV to sustain payouts.

When is ROC Used to Contribute to 
Distributions?
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Occasional ROC is normal and often tax-friendly, but persistent NAV erosion is a red flag for long-term 

sustainability. It suggests the ETF is cannibalizing itself to maintain high payouts. The implications can 

include:

Shrinking Income 
Base

Lower NAV means fewer 

assets to generate dividends 

and option premiums, 

making high yields harder to 

sustain.

Risk of Cuts & 
Underperformance

Persistent erosion often 

leads to distribution 

reductions and weaker 

long-term returns versus 

benchmarks or underlying 

stocks.

Capital Depletion 
Signal

Heavy reliance on ROC to 

maintain payouts can 

indicate the ETF is 

cannibalizing itself, reducing 

recovery potential in bull 

markets.

Signals that NAV erosion may affect the fund's performance

• High ROC Over Time: If more than half of distributions are classified as Return of Capital for multiple 

years, the ETF is likely depleting its base.

• NAV Lagging in Bull Markets: When NAV fails to rebound alongside its benchmark during strong 

rallies, it signals diminished recovery capacity.

• Unsustainable Yield Gap: A payout rate far above the portfolio's actual income potential indicates 

reliance on capital return rather than earnings.

“Occasional ROC is normal and often tax-friendly, but persistent 
NAV erosion is a red flag for long-term sustainability.”

How often do managers report distribution composition?

• Annual Reporting is Standard: Final composition of distributions (dividends, premiums, ROC, capital 

gains) is confirmed at year-end for tax purposes; monthly or quarterly figures, if provided, are usually 

estimates.

• Frequent Reporting is Feasible but Risky: Managers can publish monthly estimates, but these often 

change later, creating potential confusion about sustainability and tax impact.

• Investor Confusion Risk: Seeing high ROC mid-year may lead investors to assume poor performance 

or tax consequences prematurely, even though final classification happens at year-end.

Implications of an Eroding NAV
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While covered call ETFs can enhance income, they are not risk-free. DIY investors should make sure they 
understand the potential drawbacks before investing.

Key Considerations

Capped Upside

If markets rise sharply, option obligations may limit 
participation in gains.

Market Risk Remains

The ETF's holdings are still exposed to equity market 
declines.

Distribution Variability

Option premiums depend on market volatility, so 
distributions may fluctuate.

Total Returns

Unlevered covered call ETFs may lag their underlying 
stocks over time, trading upside potential for income 
distributions and lower volatility. Levered versions boost 
income potential but also magnify risk and return swings.

Suitability and Use Cases
May appeal to:

Portfolio Integration:

• Core Income Sleeve: An allocation in this sleeve may enhance a portfolio's yield. Care must be taken in 
constructing a portfolio that meets your investment objectives over time. You may want to consider 
professional advice.

• Diversifier: Add differentiated income to equity or bond portfolios. Unlevered ETFs may moderate volatility; 
levered ones may boost income potential while introducing more portfolio volatility.

• Cash Flow Bridge: Distributions may be used to offset withdrawals or lifestyle expenses.

Other Risks, Trade-Offs, and 
Suitability

DIY Investors in Registered 
AccountsConservative Growth InvestorsRetirees / Pre-Retirees

Looking for simple rules-based 
income strategies that don't require 
active management.

Comfortable trading some upside 
for steadier returns.

Seeking monthly income and 
reduced volatility. Usual caveats 
apply regarding appropriate fixed 
income/ equity allocations in a 
portfolio with shorter investment 
horizons.
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Understanding the composition of distributions is critical for effective planning:

Tax and Account Considerations

Return of Capital (ROC)

Non-taxable component of 

the distribution. Reduces 

adjusted cost base.

Capital Gains

50% inclusion rate for tax 

purposes.

Eligible Dividends

Receive dividend tax credit if 

dividends are from Canadian 

public companies.

In registered accounts (RRSP, TFSA, RRIF), distributions are sheltered from immediate tax implications, 
making covered call ETFs particularly attractive for consistent income accumulation or drawdown planning.

Potential effects of a lower adjusted cost base:

• Lower Cost Basis: ROC reduces your adjusted cost base. When you eventually sell, the difference between the 

sale price and the reduced cost base is taxed as a capital gain, even if the market price hasn't changed 

substantially.

• Tax Deferral: ROC is often seen as tax-friendly because it's not taxed when received. However, it defers taxes 

until redemption, potentially converting what would have been ordinary income into capital gains.

• Zero Base Risk: If ROC reduces your cost base to $0, you've fully recovered your original investment through 

distributions. From that point on, any new distributions are taxed as capital gains immediately because there's no 

remaining cost base to offset them. When you eventually sell, the entire sale price is treated as a capital gain, 

since your basis is zero.

Evaluating Covered Call ETFs

When assessing covered call products investors should consider:

• Option Overwrite Ratio: Higher overwrite = more income, less upside potential from underlying stock price 

appreciation.

• Distribution Stability: Review historical consistency and sustainability.

• Underlying Holdings: Assess quality, sector exposure, and diversification.

• MER and Management Quality: Ensure fees are competitive and process is transparent.

• Historical Performance: Compare total and risk-adjusted returns versus similar non-call or benchmark strategies.

Tax, Account Considerations, and 
Evaluating Covered Call ETFs
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In an investment world where investors increasingly value income, stability, and transparency, 

covered call ETFs deliver a compelling balance. When properly utilized they can help investors 

achieve more predictable outcomes while maintaining exposure to equity markets.

Key Takeaways

Covered call ETFs can play a powerful role 

in income-oriented portfolios.

They offer monthly cash flow, volatility 

dampening, and tax-efficient distributions.

The trade-off is limited upside participation, 

but this is acceptable for many investors 

seeking income stability.

Professional advice is always recommended 

for long-term financial planning.

This document is for information purposes only and should not be relied upon as investment advice. We strongly recommend
that you consult your investment professional for a comprehensive review of your personal financial situation before
undertaking any investment strategy. Information herein is subject to change without notice and Ninepoint is not responsible
for any inaccuracies or to update this information.

The opinions, estimates and projections ("information") contained within this report are solely those of Ninepoint Partners LP
("Ninepoint") and are subject to change without notice. Ninepoint makes every effort to ensure that the information has been
derived from sources believed to be reliable and accurate. However, Ninepoint assumes no responsibility for any losses or
damages, whether direct or indirect, which arise out of the use of this information. Ninepoint is not under any obligation to
update or keep current the information contained herein. The information should not be regarded by recipients as a
substitute for the exercise of their own judgment. Please contact your own personal advisor on your particular circumstances.

Views expressed regarding a particular company, security, industry or market sector should not be considered an indication of
trading intent of any investment funds managed by Ninepoint Partners LP. These views are not to be considered as
investment advice nor should they be considered a recommendation to buy or sell.

The information contained herein does not constitute an offer or solicitation by anyone in the United States or in any other
jurisdiction in which such an offer or solicitation is not authorized or to any person to whom it is unlawful to make such an
offer or solicitation. Prospective investors who are not resident in Canada should contact their financial advisor to determine
whether securities of the Funds may be lawfully sold in their jurisdiction.

ninepoint.com

Conclusion
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