
Suppose An Investor Bought TRANSTAR
Share At RM40 Last Month. This Month He
Sold A Call Option At RM4
Suppose An Investor Bought TRANSTAR Share At RM40 Last Month. This Month He Sold A Call
Option At RM4. This scenario provides a practical example of a popular options trading strategy
known as covered call writing. It demonstrates how investors can generate additional income from
their existing stock holdings while potentially reducing downside risk. In this article, we will explore
the details of this strategy, examine the potential outcomes, and discuss the benefits and risks
associated with selling call options on stocks like TRANSTAR.

Understanding the Context: The Initial Purchase and
the Call Option Sale

The Initial Investment: Buying TRANSTAR Shares at RM40
An investor who purchased TRANSTAR shares at RM40 per share last month likely believed in the
company's growth prospects or wanted to hold a long-term investment. Assuming they bought a
standard lot of 100 shares, their total initial investment would be RM4,000. This purchase
establishes a baseline for their position, which they now aim to manage proactively through options
trading.

Selling a Call Option at RM4: The Mechanics
This month, the investor chose to sell a call option at a premium of RM4 per share. Selling a call
option gives the buyer of that option the right, but not the obligation, to purchase the underlying
shares at a specified strike price before the option's expiration date. By collecting the RM4 premium,
the investor earns immediate income, which can enhance overall returns if the stock price remains
below the strike price.

In this case, the RM4 premium translates to RM400 for 100 shares (since 1 option contract typically
covers 100 shares). The key details are:
- Premium received: RM4 per share
- Total premium income: RM400
- Underlying stock: TRANSTAR
- Strike price: (Assuming RM45, RM50, or another figure—this will be discussed further)
- Expiration date: (Typically one month from sale date)

This strategy is often employed by investors who have a neutral to slightly bullish outlook on the
stock but want to generate income while holding their position.



The Covered Call Strategy: An In-Depth Explanation

What is a Covered Call?
A covered call involves holding a long position in a stock and simultaneously selling call options
against that position. It’s considered a conservative options strategy that can generate income and
provide some downside protection, albeit at the cost of potential upside gains if the stock price
surges beyond the strike.

Key features:
- Income generation: Premium received from selling the call
- Downside protection: Limited, equal to the premium received
- Upside limitation: Gains are capped at the strike price

Why Sell Call Options?
Investors sell call options for various reasons:
- To earn additional income on stocks they already own
- To potentially sell their shares at a target price (the strike price)
- To reduce the effective cost basis of their holdings
- To implement a conservative, income-focused investment approach

In our scenario, by selling a call at RM4, the investor hopes either for the stock to remain below the
strike price, allowing them to keep the premium without selling the shares, or to sell at the strike if
the stock rises above it.

Possible Outcomes and Their Implications

The outcome of this strategy depends primarily on the future movement of TRANSTAR’s share price
relative to the strike price of the sold call.

Scenario 1: Stock Price Remains Below the Strike Price at
Expiration
If TRANSTAR’s share price stays below the strike price (say RM45), the call option expires
worthless. The investor keeps:
- The original shares (still holding the 100 shares purchased at RM40)
- The premium income of RM4 per share (RM400 total)

Implications:
- The investor’s effective cost basis is now RM36 per share (RM40 purchase price minus RM4
premium received)
- They have earned an additional RM400 income
- They can choose to repeat the process by selling another call option in the next cycle



Advantages:
- Generates steady income
- Reduces the effective cost basis, increasing potential profit if shares appreciate

Disadvantages:
- Limited upside potential beyond the strike price
- Risk of the stock declining

Scenario 2: Stock Price Rises Above the Strike Price
Suppose TRANSTAR’s share price climbs above the strike price (e.g., to RM50) by the expiration
date. The call option buyer exercises the option, and the investor is obligated to sell their shares at
the strike price (say RM45).

Outcome:
- The investor sells 100 shares at RM45, earning RM4,500
- They keep the RM400 premium received from selling the call
- Their total proceeds: RM4,500 + RM400 = RM4,900
- Their initial cost basis was RM4,000, so profit is RM900

Implications:
- The maximum profit is limited to the difference between the strike price and the purchase price
plus the premium
- They miss out on any gains above RM45 per share
- If they still hold shares beyond this transaction, they can consider repeating the process

Advantages:
- Generates income and capital gains
- Reduces downside risk if the stock declines

Disadvantages:
- Capped upside potential
- May feel constrained if the stock surges significantly

Scenario 3: Stock Price Declines Significantly
If TRANSTAR’s stock price drops below RM40, the investor faces a paper loss on their shares.
However, the premium received from selling the call offers some cushion.

Implications:
- The premium offsets part of the loss, effectively reducing the cost basis
- The investor faces ongoing risk of further decline if the company’s fundamentals weaken

Advantages:
- The premium provides some downside protection
- Can continue to hold and write new calls

Disadvantages:
- Still exposed to potential significant losses



- The strategy doesn’t prevent loss in declining markets

Benefits of the Covered Call Strategy in This Scenario

Additional Income Generation
Selling call options provides immediate income in the form of premiums, which can be especially
useful during sideways or mildly bullish markets. The RM4 premium per share in our case adds a
10% return relative to the initial RM40 purchase price.

Lowered Cost Basis
The premium received reduces the effective purchase price of the stock, making it more profitable if
the stock appreciates modestly.

Downside Risk Management
While not a substitute for proper diversification or risk management, the premium offers some
cushion against minor declines.

Potential for Repeated Income
If the options expire worthless, the investor can repeat the process, creating a recurring income
stream.

Risks and Limitations of Selling Call Options

Limited Upside Profit
The main drawback is that gains are capped at the strike price. If TRANSTAR’s stock surges
significantly, the investor forfeits any upside beyond the strike.

Possibility of Having to Sell Shares
If the stock exceeds the strike price, the shares will be called away, and the investor might miss out
on further gains.

Market Risks and Volatility
Unpredictable market movements can lead to unexpected outcomes, and sharp declines can erode



the value of holdings despite premium income.

Tax Implications
In some jurisdictions, income from options trading may be taxed differently, affecting net returns.

Practical Tips for Implementing a Covered Call
Strategy

Choose Appropriate Strike Prices: Select strike prices that align with your target selling
price and risk appetite.

Monitor Market Conditions: Be aware of market volatility and upcoming events that could
impact stock prices.

Manage Expiration Dates: Decide whether to roll over options or close positions before
expiration based on market outlook.

Assess Stock Fundamentals: Ensure the underlying stock’s fundamentals justify holding the
shares for the duration of the option contract.

Align with Investment Goals: Use this strategy as part of a broader, diversified portfolio
plan.

Conclusion: Is Selling a Call Option on TRANSTAR a
Good Strategy?

In the scenario where an investor bought TRANSTAR shares at RM40 and sold a call at RM4, they
are effectively employing a conservative, income-generating strategy that can enhance returns and
provide some downside protection. While this approach offers benefits such as steady income and
risk mitigation, it also caps potential gains and exposes the investor to market risks.

Ultimately, the success of this strategy depends on careful planning, market conditions, and aligning
it with the investor’s risk tolerance and investment objectives. For investors comfortable with the
trade-offs, covered calls can be a valuable tool to generate income and manage risk in their stock
holdings like TRANSTAR.

By understanding the mechanics, potential outcomes, and associated risks, investors can make
informed decisions and optimize their investment strategies in dynamic markets.



Frequently Asked Questions

What does it mean when an investor sells a call option after
purchasing TRANSTAR shares?
It means the investor is engaging in a covered call strategy, where they sell a call option against
their existing TRANSTAR shares to generate additional income from the option premium.

Why would the investor sell a call option at RM4 on
TRANSTAR shares bought at RM40?
The investor aims to earn the RM4 premium as income, potentially willing to sell the shares at the
strike price if the option is exercised, while also reducing downside risk.

What are the potential risks associated with selling a call
option in this scenario?
If TRANSTAR's share price rises significantly above the strike price, the investor may have to sell
their shares at the strike price, limiting upside gains. Additionally, if the share price drops, the
premium provides limited downside protection.

How does selling a call option affect the overall return on the
investment?
Selling the call generates immediate income from the premium (RM4), which can enhance total
returns if the share price remains below the strike price. However, it caps potential gains if the
stock price rises sharply.

What is the typical timeframe for such options, and how does
it impact the strategy?
Options typically expire in a month or a few months. The timeframe determines the duration of
income generation and the likelihood of the option being exercised, influencing the strategy's risk
and reward profile.

Can the investor still benefit from dividends on TRANSTAR
shares after selling a call option?
Yes, the investor still retains the right to receive dividends unless the shares are called away before
the ex-dividend date, in which case they might lose future dividend payments.

What happens if TRANSTAR's share price stays below the
strike price at expiration?
If the share price remains below the strike price, the call option expires worthless, and the investor



keeps both the shares and the premium received from selling the call, enhancing overall returns.

Is selling a call option a suitable strategy for all investors
holding TRANSTAR shares?
Not necessarily; it suits investors seeking income and willing to cap their upside potential.
Conservative investors may prefer other strategies, and it's important to understand the risks
involved.

How should the investor decide the appropriate strike price
for selling the call option?
The investor should consider their target selling price, market outlook, and risk appetite. Setting a
strike price above the current market price allows for potential appreciation while earning premium
income.

Additional Resources
Suppose An Investor Bought TRANSTAR Share At RM40 Last Month. This Month He Sold A Call
Option At RM4

In the world of investment strategies, options trading often emerges as a sophisticated approach to
enhance returns, manage risks, or generate additional income. For many retail investors,
understanding how options work and how they can be integrated into a broader investment plan can
open new avenues for financial growth. To illustrate this, consider a scenario involving TRANSTAR,
a hypothetical or real company, where an investor’s actions last month and this month exemplify
common options trading tactics. Specifically, the investor purchased TRANSTAR shares at RM40
each last month and, in the current month, sold a call option at a premium of RM4. This article
delves into the intricacies of this approach, unpacking the rationale, mechanics, potential outcomes,
and strategic considerations behind such a move.

Understanding the Basic Transaction

At its core, the investor’s actions combine a traditional equity position with options trading to
generate additional income. Let’s first clarify what each component entails:

- Purchasing the Shares at RM40: The initial step involves buying shares of TRANSTAR at RM40 per
share. This establishes a long position, giving the investor ownership and potential for capital
appreciation if the stock price rises.

- Selling a Call Option at RM4: In the current month, the investor sells a call option against their
existing shares, collecting a premium of RM4 per share. This is often referred to as a “covered call”
strategy because the investor holds the underlying shares and grants someone else the right to buy
those shares at a specified price within a certain period.

What is a Covered Call Strategy?

A covered call strategy involves holding a long position in a stock while simultaneously selling call



options on that stock. The key features include:

- Premium Income: The investor receives an upfront premium (RM4 per share in this case), which
provides immediate income.

- Potential for Capital Gains: If the stock price remains below the strike price of the sold call, the
option expires worthless, and the investor retains both the premium and the shares.

- Limited Upside: If the stock price exceeds the strike price, the shares are likely to be called away at
that strike price, capping the maximum profit.

This approach is often used by investors seeking to generate income in a neutral or mildly bullish
market, with an awareness of the potential for limited gains if the stock surges.

The Mechanics of the Transaction

Let’s break down the specific details of the scenario:

- Initial Purchase: RM40 per share last month.

- Option Sale: RM4 premium received this month for selling a call option.

- Strike Price: Typically, the strike price is higher than the purchase price; for illustration, assume
the strike price is RM45.

- Timeframe: The option expires within a predefined period, say one month.

The net initial outlay for the investor is the purchase price of RM40, and they have now added an
income component of RM4 per share from selling the call.

Potential Outcomes at Expiration

The final outcome depends on the future stock price relative to the strike price and the premium
collected:

1. Stock Price Remains Below RM45 at Expiry

- The option expires worthless.
- The investor keeps the RM4 premium.
- The shares remain in their portfolio, still valued at RM40 each.
- Total profit: RM4 per share (premium), with the original RM40 investment still intact.

2. Stock Price Rises to RM45 or Above at Expiry

- The option is likely to be exercised.
- The shares are sold at the strike price of RM45.
- The investor earns RM5 per share capital gain (RM45 - RM40), plus the RM4 premium received.
- Total profit: RM9 per share (RM5 gain + RM4 premium).

3. Stock Price Surges Well Above RM45



- While the investor benefits from the RM4 premium, they only realize gains up to the strike price.
- Any appreciation beyond RM45 is forfeited because the shares are called away.
- The maximum profit is capped at RM9 per share.

Strategic Considerations for the Investor

Executing a covered call requires careful planning and understanding of market conditions. Some
key factors include:

- Market Outlook

- The strategy favors a neutral to mildly bullish outlook.
- If the investor expects limited upside, selling calls can generate income without sacrificing
significant capital gains.

- Selection of the Strike Price

- A strike price close to the current market price (e.g., RM45 when shares are RM40) provides a
higher premium but caps upside potential.
- Choosing a higher strike price (e.g., RM50) yields a lower premium but allows for more
appreciation if the stock rises.

- Time to Expiration

- Shorter durations minimize exposure to adverse price movements.
- Longer durations generate higher premiums but increase risk.

- Risk Management

- The primary risk is that the stock’s price declines below RM40; the premium offers some buffer,
but losses can still occur.
- The investor should assess whether the income from premiums justifies holding the stock amid
potential declines.

- Tax Implications

- In many jurisdictions, premiums received are taxable income.
- Capital gains from stock appreciation may have different tax treatments.
- It’s crucial to understand local tax laws when employing options strategies.

Advantages of the Strategy

- Income Generation: Selling call options provides immediate income, enhancing overall returns.

- Downside Buffer: The premium collected offers some protection against minor declines in stock
value.

- Flexibility: Investors can tailor strike prices and durations to match their risk appetite and market
outlook.

Limitations and Risks



- Limited Upside: Gains are capped at the strike price plus premium; investors miss out on
substantial upside if the stock surges.

- Potential for Losses: Declines in stock value can still lead to losses, offset partially by the premium.

- Assignment Risk: If the stock price exceeds the strike, shares are called away, possibly at a price
below the current market if the stock rises sharply.

- Market Volatility: Sudden price swings can affect outcomes unpredictably.

Real-World Application and Considerations

For retail investors, executing a covered call strategy like this involves:

- Monitoring the Market: Regularly tracking stock and market movements to decide on strike prices
and expiration dates.

- Choosing the Right Options: Selecting options with appropriate strike prices and durations aligned
with market outlook.

- Assessing Portfolio Goals: Ensuring that the strategy complements overall investment objectives,
risk tolerance, and liquidity needs.

- Utilizing Professional Advice: Options trading can be complex; consulting financial advisors or
using platforms with educational resources can help mitigate risks.

Conclusion

The scenario of an investor buying TRANSTAR shares at RM40 and then selling a call option at RM4
exemplifies a strategic approach to enhance returns through options trading. By adopting a covered
call strategy, investors can generate additional income, potentially buffer against minor declines,
and position themselves advantageously in mildly bullish or neutral markets. However, like all
investment strategies, it requires careful planning, risk management, and a clear understanding of
the potential outcomes. As markets evolve and volatility persists, options trading remains a valuable
tool—when used wisely—to optimize investment portfolios and achieve financial objectives.

---

Note: This article aims to provide educational insights into covered call strategies and does not
constitute financial advice. Investors should conduct thorough research or consult financial
professionals before engaging in options trading.
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