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Q: What is the philosophy of Kelmoore
Strategy® Eagle Fund?

A: The Fund's goal is to maximize
realized gains from covered option writ-
ing; it's exclusively what we do. Our
portfolio consists of leading equities
mainly from the technology, financial,
and biotechnology sectors. We invest in
financially strong, profitable companies. 

We look for stocks with higher lev-
els of implied volatility than the market
average. Implied volatility is the mar-
ket's prediction for future movement in
an equity. Expressed in percentage
terms, it translates directly into option
premium levels. For example, if an op-
tion trades at a “40 vol”, it means the
market is anticipating the underlying
equity to have a 40% move over the
next 12 months, either upside or down-
side. That's a big move and it translates
directly into option premiums. 

Ideally we seek names with implied
volatility of at least 24. We currently
hold a portfolio of software, hardware,
semiconductors, financial companies,
biotechs, and a special category for
names with higher implied volatility
that don't fit in the other categories. For
example, McDonald's may fit this cate-

gory because the options trade near
their high implied volatility right now. 

Our strategy is to buy the stock,
write calls against it, and distribute the
realized gains to investors on a monthly
basis. Although total return is impor-
tant, we market this fund as a cash flow
alternative. Our 12-month yield is
12.6%. We try to have an A-rated equi-
ty portfolio with a junk-bond type of
yield. We use equities instead of debt
instruments to create this type of yield. 

Today the fund owns about 25 stocks
and has $250 million in assets. Strong
fundamentals are important in stock pick-
ing, but we also want to take good entry
points. We look for upside when picking
a stock that competitors reject, or a stock
we hope can go higher. We may actually
do well owning stocks with high levels of
implied volatility that do nothing. We pay
distributions to our investors and I write
another set of calls for the next month(s).

Q: So you have a short-term exposure
of about a month?

A: A month on the option side. We
are almost exclusively selling near expi-
ration options because you get the
greatest yields. 

Opting for
Realized Gains
Using equities in a debt-like fashion is a rare approach, but

Kelmoore Strategy® Eagle Fund convincingly executes it. The
fund aims to achieve yields similar to that of junk bonds, but

with the comfort of holding an A-rated equity portfolio. Using cov-
ered option writing, the fund's strategy relies on the safety net of
large-cap bellwether names and on the manager's ability to pick the
right entry points.

Fund Facts
Symbol KSEAX
Website www.kelmoore.com
Address Kelmoore Investment Company, Inc.

2471 East Bayshore Road, Ste. 501
Palo Alto, CA 94303

Tel. No. 877-535-6667
Inception 6/29/2000

Portfolio
Total Net Assets * $ 144.4
Avg Mkt Cap ($ Weighted) * $ 70,000
Average Price/Earnings Ratio 25.94
Average Price/Book Ratio 4.34
Turnover Ratio 153 %

Investment Information
New Investment Open
Min Initial Investment $ 1,000
Min Subsequent Investment $ 50
Min Initial IRA Investment $ 1,000

Risk (Against S&P 500 - 3 Years)
Alpha -0.45
Beta 1.39
R-Squared 0.81
Ann Std Deviation 15.55
Sharpe Ratio 0.69

Returns vs. Lipper Large-Cap Core Index
KSEAX Index

1 Year (Cum.) 3.39 % 8.67 %
3 Year (Ann.) 11.98 % 10.73 %
5 Year (Ann.) -15.23 % -2.75 %

Returns vs. S&P 500
KSEAX Index

1 Year (Cum.) 3.39 % 8.72 %
3 Year (Ann.) 11.98 % 12.85 %
5 Year (Ann.) -15.23 % -1.74 %

Fees and Expenses
Max Sales Charge - Front 5.50 %
Max Sales Charge - Deferred 0.00 %
Max Redemption Fee 0.00 %
Total Expense Ratio 1.84 %

Portfolio Manager
Matthew Kelmon 6/29/2000

*   millions
Data through: 10/31/05

Source: Company Documents; Lipper

KKeellmmoooorree  SSttrraatteeggyy  EEaaggllee



© 2005 123jump.com, Inc. Ticker.com is a publication of 123jump.com. All rights reserved. The entire contents of the publication are copyrighted.
Reproduction in part or in whole is not permitted without written permission of the publisher. Unauthorized reprints are punishable by fines of up to $50,000.

Requests for reprints or permission to copy editorial matter for other purposes, please contact the corporate office at 305-673-6339.

Q: What is the best case scenario for
your approach? Is it if the underlying
stock doesn't do anything because then
you collect the entire premium yourself? 

A: In this environment option pre-
miums are about as low as they've been
in 10 years. We are just now moving up
from a 10-year low for implied volatili-
ty. There are pluses and minuses to that
environment. In higher-volatility envi-
ronments you earn more for options
and we tend to sell options at 3% to 5%
even 7% out-of-the-money each month,
which means the underlying equity
could move up by that amount. 

The ultimate scenario for our port-
folio is actually a very mild rise in the
markets. With a 1% rise per month in
the equity market, we'd see a rise in the
portfolio and we'd earn the money from
the options expiring, but that's a best
case scenario in terms of total perform-
ance. In terms of outperformance in a
market that does nothing, when we are
able to get option premiums of 12% a
year, or 1% a month, then we might
outperform by 12%.

Q: Why have you chosen this type of in-
vestment philosophy? What are the inher-
ent benefits of writing covered calls and
using the cash flow for distributions? 

A: We've had investors who invest
only in short-term GE paper, for exam-
ple, which pays very little but is not
risky. What we do is own the stock and
write a call against it. Owning the same
company and using the equity we may
be able to earn 0.75% a month, in the
case of GE. We are also entitled to any
dividend, so we'd get the dividend yield
in addition to the option premiums. 

It's a different philosophy. We use
equities instead of debt instruments and
that provides us with a risk/reward ratio
that may be favorable for the investor. If
you want to invest in the debt instru-
ment, you are probably willing to invest
in the equity with written options on it.
Of course, entry points are crucial, but
you may be rewarded with our invest-
ment style to a greater extent than in
the debt market. 

Q: You mentioned that you have about
25 names in the fund. How big is the
universe that you draw from? 

A: I scan the Nasdaq 100 daily. The
universe consists of probably no more
than 150 stocks. The S&P 100 and the
Nasdaq 100 are essentially where I look
for candidates.

Q: Various sectors have various volatil-
ity and bond yields change as well. Do
you consider macro themes and their
implications on volatility? 

A: We believe in market cycles.
There are similarities between what we
are experiencing now and 1994, which
is low volatility and relatively low inter-

est rates expected to increase. Low rates
bring speculation on smaller-cap com-
panies because it is cheap to borrow
money. As rates rise, we focus on large-
cap companies with healthy balance
sheets because the cost of borrowing
rises and large caps tend to need to bor-
row money less. In this stage of the
cycle, investors turn to large-caps, not
because they offer greater appreciation
potential, but for the safety factor. Small
and mid-caps tend to do well at the be-
ginning stages of a recovery, while at
later stages, larger-caps tend to excel. 

Finally large caps, even in the tech
sector, are trading at all-time low multi-
ples. Oracle and Intel are trading at a
discount not to their sector, but to the
market as a whole. Some of yesterday's
big winners are now value plays. Valua-
tion may represent a safety net although

you are not rewarded as much on the
implied volatility side. That is the trade
off - there aren't tremendous option
premiums, but these stocks provide
some protection because of their low
valuation and the expectations for fu-
ture valuation.

Q: Do you see an opportunity in the
fundamentally weak auto sector, where
GM is being downgraded? Volatility
could dramatically increase even though
these are large-cap companies.

A: Good point. We own GM in our
Strategy Fund, not in the Eagle Fund.
When I feel an opportunity and once
we decide fundamentally that the com-
pany will exist and survive a downturn,
or when the perception is too short-
term and implied volatility picks up, if
we don't have a position in the name
and the stock trades down dramatically,
we may sell puts below the current mar-
ket price. That's the other facet of our
strategy. I especially like to do that with
beaten up stocks where the implied
volatility has jumped up. We would
never sell a put on the equity if we
weren't willing to own it at that price.
However, I am also willing to sit and if
the stock doesn't trade down, take my
5% for the next two months. If we earn
that and it expires worthless and the
stock doesn't trade below that level at
expiration, then we pay that premium
to our investors. 

Q: Since benefiting from volatility is
not an easy job, what have you learned
from your experience in deciphering
volatility? There can be union risk, as in
the case with GM, or market share risk,
or a foreign market risk, or balance
sheet risk, etc. Do you take into account
all of these factors or do you stay focused
on the numbers?

A: We are driven by numbers, but
we pay attention to fundamentals and
news. Risky stocks may become oppor-
tunities; we sold Tyco and Haliburton
puts when no one wanted to own them
and it turned out well. When implied
volatility jumps high, it's almost like
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looking at a stock with a very low P/E
and a high dividend. While this may
look like a great deal, it often means
that they are either about to cut the div-
idend or to miss earnings. It can be
scary sometimes when implied volatility
jumps way up, so we mine the market
for the highest implied volatility and for
financially sound companies that are
leaders in their respective industry. On
any given day, there are names with
higher implied volatility than the names
we own, but they lack other characteris-
tics necessary to be included in our
portfolio. 

Q: In terms of portfolio construction,
do you have limits on the number of
names in a specific sector to diversify?

A: Right now I have a lot of tech-
nology, with about $70 million in soft-
ware, $85 million in hardware, and $61
million in semiconductors, so I do bal-
ance the industries. I don't balance
them exactly, but when I have turnover
or new cash I am aware of not getting
too much out of balance in any one area
within technology, biotech, or finance.

Q: What is your approach to research?

A: For the Eagle Fund we mine the
top half of the S&P 100 and the Nas-
daq 100. Research is mainly technical
and is about picking entry points. Being
in and out at the right time, that's what
it's all about. I look for the right time
on names we are interested in. If we
want a particular name, let's say Intel, I
might look for the mid-quarter update
because implied volatility tends to get
pumped up before an update or earn-
ings report. If I am aggressive and want
to own it, I will buy it. Otherwise, I will
try to sell at-the-money or slightly out-
of-the-money puts. 

Then I am rewarded based on
whether the stock moves up or not. If it
moves up dramatically, I miss some op-
portunity, but in the last few years that's
been rare. Names like Intel don't move
$3 or $4 a day like they did in the 90s.
Now people get excited if they move
$0.40 a day, which makes my decision a

little easier although I don't get the
huge one-day returns. At times I will
build a position, then the stock trades
up and I might even write calls before a
potential market move. As volatility
comes off, time/value flows out of the
option and I can profit without the
stock doing anything. 

Q: When choosing your entry points,
do you also perform fundamental re-
search on the stocks? 

A: For us the key is sticking to the
highest-weighted names in the large in-
dexes. We don't feel that we can get an
edge on General Electric or Intel be-
cause everyone is following these mega-
cap names. Mainly it's technically driv-
en and volatility driven. 

Q: So, when you invest in a narrow
universe followed by many people, the
level of surprise is minimal, unless, of
course, you are dealing with outright
fraud. Is that correct?

A: For successful covered option
writing, avoiding disasters helps; it's
nearly impossible with a broadly diver-
sified portfolio. This market does not
offer the tremendous rewards of the
90s. In this static environment you are
rewarded maybe 1% to 1.5% for each
covered option. A nightmare is owning
Merck at $50 and then waking up to
find it costs $35, because you only have
$1 for writing a call. 

For example, I currently own Re-
search in Motion at a lower level. Before
the earnings report I waited for almost a
month to close in-the-money calls and I
used all the premiums to buy out-of-
the-money puts. That saved me today
because the stock is down $8. 

Q: Even though a substantial part of
your risk is covered by being in the
S&P 100 and Nasdaq 100, what are
the risk control measures that you have
in place?

A: Generally, even if the stock does
not trade dramatically higher, we want
to see positive cash flow, forward earn-
ings growth and we stick very much to
the industry leaders. Although unfortu-
nately I didn't own Google on the IPO,
we'd rather see a story develop, some
earnings growth and positive cash flow
before we become comfortable with a
new company. ❚

TICKER Staff

“If you want to invest in the
debt instrument, you are

probably willing to invest in the
equity with written options on
it. Of course, entry points are

crucial, but you may be
rewarded with our investment

style to a greater extent than in
the debt market. ”

Matthew Kelmon

Matt Kelmon, President and Head
Portfolio Manager at Kelmoore Invest-
ment Company, manages all three of
Kelmoore's mutual funds: the Kelmoore
Strategy® Fund, Kelmoore Strategy®
Eagle Fund, and Kelmoore Strategy®
Liberty Fund. Mr. Kelmon is a noted ex-
pert on options investment strategies
and has appeared in the national
media, including CNBC, The Wall
Street Journal, Fortune, The New York
Times, Barron's, CNN, and Bloomberg.

Since joining Kelmoore Investment
Company in 1994 as the firm's Trader
and head Portfolio Manager, Mr. Kel-
mon has been instrumental in the
strategic direction of the firm's invest-
ment policies, portfolio management
decisions, and trading systems.

about



<<
  /ASCII85EncodePages false
  /AllowTransparency false
  /AutoPositionEPSFiles true
  /AutoRotatePages /None
  /Binding /Left
  /CalGrayProfile (Dot Gain 20%)
  /CalRGBProfile (sRGB IEC61966-2.1)
  /CalCMYKProfile (U.S. Web Coated \050SWOP\051 v2)
  /sRGBProfile (sRGB IEC61966-2.1)
  /CannotEmbedFontPolicy /Error
  /CompatibilityLevel 1.4
  /CompressObjects /Tags
  /CompressPages true
  /ConvertImagesToIndexed true
  /PassThroughJPEGImages true
  /CreateJDFFile false
  /CreateJobTicket false
  /DefaultRenderingIntent /Default
  /DetectBlends true
  /ColorConversionStrategy /LeaveColorUnchanged
  /DoThumbnails false
  /EmbedAllFonts true
  /EmbedJobOptions true
  /DSCReportingLevel 0
  /SyntheticBoldness 1.00
  /EmitDSCWarnings false
  /EndPage -1
  /ImageMemory 1048576
  /LockDistillerParams false
  /MaxSubsetPct 100
  /Optimize true
  /OPM 1
  /ParseDSCComments true
  /ParseDSCCommentsForDocInfo true
  /PreserveCopyPage true
  /PreserveEPSInfo true
  /PreserveHalftoneInfo false
  /PreserveOPIComments false
  /PreserveOverprintSettings true
  /StartPage 1
  /SubsetFonts true
  /TransferFunctionInfo /Apply
  /UCRandBGInfo /Preserve
  /UsePrologue false
  /ColorSettingsFile ()
  /AlwaysEmbed [ true
  ]
  /NeverEmbed [ true
  ]
  /AntiAliasColorImages false
  /DownsampleColorImages true
  /ColorImageDownsampleType /Bicubic
  /ColorImageResolution 300
  /ColorImageDepth -1
  /ColorImageDownsampleThreshold 1.50000
  /EncodeColorImages true
  /ColorImageFilter /DCTEncode
  /AutoFilterColorImages true
  /ColorImageAutoFilterStrategy /JPEG
  /ColorACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /ColorImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000ColorACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000ColorImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasGrayImages false
  /DownsampleGrayImages true
  /GrayImageDownsampleType /Bicubic
  /GrayImageResolution 300
  /GrayImageDepth -1
  /GrayImageDownsampleThreshold 1.50000
  /EncodeGrayImages true
  /GrayImageFilter /DCTEncode
  /AutoFilterGrayImages true
  /GrayImageAutoFilterStrategy /JPEG
  /GrayACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /GrayImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000GrayACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000GrayImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasMonoImages false
  /DownsampleMonoImages true
  /MonoImageDownsampleType /Bicubic
  /MonoImageResolution 1200
  /MonoImageDepth -1
  /MonoImageDownsampleThreshold 1.50000
  /EncodeMonoImages true
  /MonoImageFilter /CCITTFaxEncode
  /MonoImageDict <<
    /K -1
  >>
  /AllowPSXObjects false
  /PDFX1aCheck false
  /PDFX3Check false
  /PDFXCompliantPDFOnly false
  /PDFXNoTrimBoxError true
  /PDFXTrimBoxToMediaBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXSetBleedBoxToMediaBox true
  /PDFXBleedBoxToTrimBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXOutputIntentProfile ()
  /PDFXOutputCondition ()
  /PDFXRegistryName (http://www.color.org)
  /PDFXTrapped /Unknown

  /Description <<
    /ENU (Use these settings to create PDF documents with higher image resolution for high quality pre-press printing. The PDF documents can be opened with Acrobat and Reader 5.0 and later. These settings require font embedding.)
    /JPN <FEFF3053306e8a2d5b9a306f30019ad889e350cf5ea6753b50cf3092542b308030d730ea30d730ec30b9537052377528306e00200050004400460020658766f830924f5c62103059308b3068304d306b4f7f75283057307e305930023053306e8a2d5b9a30674f5c62103057305f00200050004400460020658766f8306f0020004100630072006f0062006100740020304a30883073002000520065006100640065007200200035002e003000204ee5964d30678868793a3067304d307e305930023053306e8a2d5b9a306b306f30d530a930f330c8306e57cb30818fbc307f304c5fc59808306730593002>
    /FRA <>
    /DEU <>
    /PTB <>
    /DAN <>
    /NLD <>
    /ESP <>
    /SUO <>
    /ITA <>
    /NOR <>
    /SVE <>
  >>
>> setdistillerparams
<<
  /HWResolution [2400 2400]
  /PageSize [612.000 792.000]
>> setpagedevice


