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What is a diagonal spread?

Adiagonalspreadisacomplexoptionsstrategythatatrader may useto potentially
profit from various factors, including time decay, changes in volatility, and price
movement. The term diagonal comes from the spread being a combination of
a vertical and a horizontal (calendar) spread. The strategy involves buying one
option and selling another on the same underlying asset, with different strike
prices (the vertical portion) and expiration dates (the horizontal). Both options
are of the same type: either calls or puts, with the sold option having a closer
expiration date than the bought option.

Risks of diagonal spreads

'| Assignment risk

If the sold option is exercised and you are assigned, you may
be required to buy or sell the underlying shares. This risk exists
until the option expires or is bought to close.

2 Volatility risk
Volatility affects the longer-term option more than the shorter

one. If volatility drops significantly, the value of the long option
could decrease more than the short-term one benefits.
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3 Directional risk

Many traders aim for the short option to expire out-of-the-
money allowing thelongoptiontogainintrinsic value. However,
if the underlying price moves against the long option, its value
could drop significantly.

4 Variable risk

The risk profile line depicting profit and loss is variable based on
when the position is closed.

Types of diagonal spreads and
how to create them

Call diagonals

'l Bullish call diagonal (debit spread)

The trader buys an in- or at-the-money, longer-term call and
sells an out-of-the-money, shorter-term call with a higher strike.

Bearish call diagonal (credit spread)

The trader sells an out-of-the-money short-term call and then
buys a longer-term call at a higher strike price.

The expiration date of the long call is typically set between one
and three months after the expiration date of the short call.

Objective of bearish credit spread

3 Expiration structure

The goal is for the short option to expire out-of-the-money, so the
premium collected becomes realized profit. Another call option
can be sold to repeat the process.

5 Managing the long call

The long call can be sold with around 30 days left until expiry to
recover some of the time value and possibly some intrinsic value,
or it may be held until closer to or into expiration if the trader
believes it will increase in value.

6 Exercise of the long option

The long option will be automatically exercised at expiration if it
is at least $0.01 in the money. Alternatively, it can be sold before
expiration for a profit or a loss.
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'7 Maximum loss

For a debit spread, the maximum loss is the premium paid. For a
credit spread, it is the spread width minus the premium collected
if both legs are closed at the short call's expiration.

Put diagonals

'l Bearish put diagonal (debit spread)

The trader buys an in or at-the-money, longer-term put and
sells an out-of-the-money, shorter-term put with a lower strike.

Bullish put diagonal (credit spread)

The trader sells an out-of-the-money short-term put and buys a
longer-term put at a higher strike price.

The expiration date of the long put is typically set between one
and three months after the expiration date of the short put.

Objective of bullish credit spread

3 Expiration structure

The goal is for the short put to expire out-of-the-money, so the
premium collected becomes realized profit. Another put can be
sold to repeat the process.

5 Managing the long put

The long put may be sold with about 30 days left until expiry to
recover some of the time value and possibly some intrinsic value,
or it can be held closer to or into expiration if the trader believes it
will increase in value.

6 Exercise of the long option

The long option will be automatically exercised at expiration ifitis
at least $0.01 in-the-money. Alternatively, it can be sold for profit
or loss before expiration.

'7 Maximum loss

For a debit spread, the maximum loss is the premium paid. For a
credit spread, it is the spread width minus the premium collected
if both legs are closed at the short put's expiration.
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Underlying
Assumption

Diagonal | Spread  Shorter Longer

Spreads type expiraton expiration Strike price1 Strike price 2

Long Sell Buy Buy Lower = Sell Higher

Debit  Shorter Longer ITM/ATM  OTM Bullish
Calls
Short Buy Sell Sell Lower Buy Higher Bearish
Credit  Shorter Longer OTM OT™M
Long Sell Buy Sell Lower Buy Higher Bearich
Debit  shorter  Longer ITM/ATM OTM
Puts
Short Buy Sell Buy Lower = Sell Higher sullish
Credit  Shorter Longer OTM OTM

Key factors to consider when
selecting strike prices

Strike price distance

The distance between your strike prices affects both the cost and potential profit
of your diagonal spread:

a. Wider spreads or strikes further apart cost more but offer larger potential
profits.

b. Narrower spreads cost less but have a smaller profit potential.

c. Many traders choose strikes that are 2-5 strikes apart, depending on
the stock price.

d. The closer the strikes are to the underlying price, the higher the initial cost.

e. The farther the strikes are from the current price, the larger the price
movement required for potential profit.

Delta considerations

Delta is the expected rate of change in an option price based on a one-point
increase in the underlying asset'’s price. Delta can help you choose effective strike
prices for your diagonals.

Debit Diagonals:

1. For debit call diagonals, consider buying a longer-term option with a
delta between 0.70 and 0.80 and selling a shorter-term option with a
delta between 0.30 to 0.40. This will result in a net-positive delta above
30, creating a bullish position that benefits from upward movement in
the underlying price.
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2. For debit put diagonals, use similar deltas but in reverse. Buy a longer-
term option with a delta of -0.70 to -0.80, and sell a shorter-term option
with a delta of -0.30 to -0.40. This will result in a net-negative delta that
benefits from bearish underlying price movement.

Credit diagonals:

1. Credit diagonals typically have lower deltas since both options are OTM.
2. Bullish diagonals should have a positive delta.
3. Bearish diagonals should have a negative delta.

Price impact factors

Several elements affect how your choice of strike prices impacts the spread’s
price:

Stock price location

1. Choose strikes based on where you expect the stock to trade.

2. The sold option should be slightly out-of-the-money forincome
generation.

3. The bought option provides protection against adverse moves

Market direction

1. Bullish outlook: Place call diagonal strikes above the current
stock price.

2. Bearish outlook: Place put diagonal strikes below the current
stock price.

3. Neutral outlook: Place strikes close to the current stock price.

Cost considerations

The total cost of your spread will depend on:

1. The width between strikes.

2. Time until expiration for both options.

3. Current implied volatility levels.

4. The underlying stock’s price.

A general rule for debit diagonals, try to keep the spread’s cost
(premium paid) less than the spread’'s width. If possible, keep

it less than half the width between strikes. This gives you a
reasonable chance to earn back your investment.
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Time decay and diagonal spreads

1. Shorter-term options lose value faster than longer-term options.

2. This decay rate difference benefits the spread, as the value of the sold
option erodes faster.

3. Choose strikes that take advantage of this time decay difference.

How volatility affects diagonals spreads
1. Higher implied volatility makes options more expensive.
2. Look for situations where the shorter-term option has higher implied

volatility than the longer-term option.
3. This setup creates favorable pricing for selling the near-term option.

Adjusting a diagonal spread

As market conditions change, you may need to adjust your diagonal spread to
manage risk or take advantage of new opportunities. Here are some common
adjustment techniques:

Rolling the spread

“Rolling” a diagonal spread involves closing the short-dated option and opening
a new short option with a later expiration. This allows you to:

1. Extend the time frame of the trade.
2. Generate potential additional income.
3. Adjust the strike prices to match your market outlook.

To roll a diagonal:
1. Close the short option.
2. Open a new short option with a later expiration date.
3. If necessary, sell the longer-term option and buy a new option with a later
expiration date.
Adjusting strike prices

You can also modify the strike prices of your diagonal spread by:

1. Widening the spread (buying higher/selling lower strikes).
2. Narrowing the spread (buying lower/selling higher strikes).
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Widening the spread increases your potential profit and your risk. Narrowing
the spread reduces risk and your profit potential.

Consider adjusting strikes based on changes in:

1. The underlying stock price.
2. Implied volatility levels.
3. Your market outlook.

Closing vs. rolling

Sometimes, it may be more beneficial to simply close the entire diagonal spread
rather than rolling it, such as when:

1. The trade is no longer aligned with your market view.
2. The risk/reward profile has become unfavorable.
3. You want to take profits or limit losses.

Closing the spread resets your position and allows you to potentially re-enter
with a new diagonal setup.

Stay flexible

Diagonal spreads are versatile strategies, so be open to adjusting your position as
market conditions evolve. Careful monitoring and timely adjustments can help
you maximize the potential of this powerful options trading technique.

The ability to sell a second options contract after the near-term contract expires
or is closed is a key component of the diagonal spread. The spread between the
short and long options must be at least the same width to avoid adding risk.
Selling a new option will generate more credit and may even lead to a risk-free
trade with unlimited upside potential if the net credit received exceeds the width
of the spread between the options.

Explore Strategies — Discover options strategies and
empower your trading with the knowledge and skills to
navigate dynamic market conditions.

T TradeStation

20241105-3999274- 12660111


https://www.tradestation.com/learn/options-education-center/

Understanding Diagonal Spreads: A Versatile Options Strategy

Strategy example - Bull Put Diagonals

Using RadarScreen® in the Bull Put Diagonals workspace to filter for candidates,
Albemarle Corporation (ALB) appeared in the S&P 500 filtered list as a possible
bullish stock.
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To build a bull put diagonal spread, we bought the 17 January 85 put and sold the
shorter-term 29 November 95 put for a credit of $0.57, or $57.
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Spread Single Filter Spr Width:3 Strikes 6 Click to: Trade
CALLS PUTS
Pos TheoV.. Vega Theta Gamma Delta Bid Ask Strike Bid Delta Gamma Theta Vega TheoV.. Pos
» 22Nov24 (24d) Weekly 61.36% (£12.36)
29 Nov24 (31d) Weekly 63.92% (x14.64)

6.12 i ! ! l I : ] 762
06Dec24 (38d) Weekly 58.83% (£14.91)
» 20Dec24 (52d) 59.37% (£17.63)

17 Jan25 (80d) 57.82% (£21.36)
0.15
016

0.18
0.18

Max Profit Max Loss
13.8 E N/A N/A
LimitPrice Route Duration Account Number
0.57 (CR) Intelligent Day SIM1097305M
Natural Mid
0.40 (CR) 0.57 (CR) Activation Rule Analyze Place Order

Connected> SIMULAIED ACCI: Co otra e Delta:502.40  1heta:-1//.50 OpenP/L:+524.04 Online

T TradeStation

20241105-3999274- 12660111



Understanding Diagonal Spreads: A Versatile Options Strategy

Looking at the risk profile, the max profit and risk are showing N/A, highlighting
the variable nature of the diagonal spread. Should the position be closed at the
shorter-term option’s expiration, the maximum loss would be $9.43. This is the
difference between the strikes (95-85=10) minus the $0.57 premium collected

when opening the position.
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'| This diagonal put spread aims to have the November 95 put expire
out-of-the-money. If that happens, the premium collected from selling
becomes a realized profit. If the trader is still bullish on the stock, a
December 95 put could be sold against the long January 85 put to

potentially collect an additional premium.

2 The trader could allow the November 95 put to expire OTM and sell the
long January 85 put torecoup the extrinsic(time) value left in the option.

3 The diagonal spread allows for some flexibility. If the price of ALB has
dropped below 95 but was likely to stay above 90, the December 90 calls
could be sold instead. If the price of ALB rallied, a higher strike put could

be sold to collect a greater premium.
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If ALB's price threatened to drop below 95 near the short put’s expiration,
both options could be closed for a smaller profit. The time value of the
long put would help offset some of the loss from the short put.

5 If ALB had dropped below the breakeven price of $88.68 at the expiration
of the November short put, the put would have expired in the money
and been automatically exercised. The trader would be assigned and
must buy the shares assigned to them at $95. They could keep or sell
the shares for a loss.

6 The maximum loss would be realized if the price of ALB dropped, and
the 95 puts were assigned while the trader exercised their 85 put. The
loss would be $9.43, the spread of $10 between the strikes minus the
$0.57 premium collected to enter the diagonal put spread.

Monitoring and exiting a diagonal spread

Diagonals are highly sensitive to time and momentum, requiring regular
supervision and possible adjustments throughout the trade. While a diagonal
can be held until expiration, the time value would be lost. If one option is in-
the-money at expiration, it will be automatically exercised, and the trader will be
responsible for the new position in the underlying. Ensure your account is well
funded and you are prepared to handle an exercise or assignment.

Traders often sell diagonals to close for either a profit or a loss before expiration.
If the underlying price moves to or beyond a certain level, traders can use the
activation rule tool to set a stop-loss or take-profit order. Explore the article and
video in the Options Education Center for more information on activation rules.

Additionally, the diagonals can be closed after the expected event to recover the
time value and the possible intrinsic value gained.

. . Watch the Webinar - “Diagonal Spreads: Analyzing Long-
Term Income Potential”. Discover how to go beyond
. . directional trading and benefit from time and volatility.
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Practice with simulated trading

To help you get comfortable with diagonal spreads, you can practice placing,
managing, and exiting these strategies in TradeStation’s Simulated Trading
mode. This environment allows you to experiment with different diagonal
configurations. As you become more familiar with the mechanics and nuances
of diagonal spreads, you can then start incorporating them into your live trading
portfolio. Start with small position sizes as you build experience. The Simulated
Trading environment is an excellent way to develop your diagonal spread skills in
a safe setting before transitioning to live trades.

Conclusion

Diagonal spreads are a versatile options strategy that allows traders to potentially
generate income, manage risk, and profit from market movements. By carefully
selecting the strike prices and expiration dates, you can construct diagonal
spreads tailored to your trading goals and market outlook. As with any options
strategy, it's important to fully understand the risks and use appropriate position
sizing.

. Review Options Level — Ready to take your options trading
to the next level? Learn about your option level and make
. . sure it's right for you. Boost your trading potential!
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Important Information and Disclosures

This content is for educational and informational purposes only. Any symbols, financial instruments, or trading
strategies discussed are for demonstration purposes only and are not research or recommmendations. TradeStation
companies do not provide legal, tax, or investment advice.

Past performance, whether actual or indicated by historical tests of strategies, is no guarantee of future
performance or success. There is a possibility that you may sustain a loss equal to or greater than your entire
investment regardless of which asset class you trade (equities, options or futures); therefore, you should not invest
or risk money that you cannot afford to lose. Before trading any asset class, first read the relevant risk disclosure
statements on www.TradeStation.com/Important-Information.

Securities and futures trading is offered to self-directed customers by TradeStation Securities, Inc., a broker-
dealer registered with the Securities and Exchange Commission and a futures commission merchant licensed
with the Commodity Futures Trading Commission. TradeStation Securities is a member of the Financial Industry
Regulatory Authority, the National Futures Association, and a number of exchanges.

TradeStation Securities, Inc. and TradeStation Technologies, Inc. are each wholly-owned subsidiaries of
TradeStation Group, Inc., both operating, and providing products and services, under the TradeStation brand and
trademark. When applying for, or purchasing, accounts, subscriptions, products, and services, it is important that
you know which company you will be dealing with. Visit www.TradeStation.com/DisclosureTSCompanies for
further important information explaining what this means.

Options trading is not suitable for all investors. Your TradeStation Securities’ account application to trade options
will be considered and approved or disapproved based on all relevant factors, including your trading experience.
See www.TradeStation.com/DisclosureOptions. Visit www.TradeStation.com/Pricing for full details on the costs
and fees associated with options.

Margin trading involves risks, and it is important that you fully understand those risks before trading on margin.
The Margin Disclosure Statement outlines many of those risks, including that you can lose more funds than

you deposit in your margin account; your brokerage firm can force the sale of securities in your account; your
brokerage firm can sell your securities without contacting you; and you are not entitled to an extension of time on
a margin call. Review the Margin Disclosure Statement at www.TradeStation.com/DisclosureMargin.

Any examples or illustrations provided are hypothetical in nature and do not reflect results actually achieved and
do not account for fees, expenses, or other important considerations. These types of examples are provided to
illustrate mathematical principles and not meant to predict or project the performance of a specific investment
or investment strategy. Accordingly, this information should not be relied upon when making an investment
decision.
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