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New traders often buy far out-of-the-money
(OTM) options because they’re risking a rel-
atively small amount for a chance at unlim-
ited gains, assuming the underlying instru-

ment jumps or plummets unexpectedly. But these options
are cheap for a reason: OTM options rarely gain much
because of their small delta; the underlying must move dra-
matically in the right direction to overcome time decay.

However, another strategy offers a similar reward-risk
scenario and improves the odds of success: entering a cal-

endar spread (short option + long same-strike option expir-
ing later) on a stock just before quarterly earnings are
announced. Although these positions are technically “time”
spreads, implied volatility (IV) plays a larger role than time
decay.

For example, if a stock is scheduled to report earnings in
one week, options in the nearest expiration month will like-
ly have higher IV than same-strike options that expire later.
To exploit this volatility skew, you can sell the near-term,
high-IV option and buy its longer-term, lower-IV counter-

part to enhance the trade’s reward-
risk ratio. These spreads are attractive
because they are relatively cheap and
offer large potential profits. (For
detailed analysis of a recent calendar
spread trade, see “Options Trade
Journal.”)

Calendar spreads
A long calendar spread consists of
selling a near-month option and buy-
ing a same-strike option in a more-
distant month. For example, to enter
a calendar spread using calls, sell one
February $40 call and buy one March
$40 call. The long call protects the
short one because it expires at least
one month later. 

This spread is established at a net
debit because the longer-term call
you buy costs more than the near-
term one you sell. The trade’s debit
represents its maximum risk.

The spread’s maximum profit
occurs when the underlying hits the
strike price as the short call expires —
e.g., the short February $40 call
would expire worthless, and the long
March $40 ATM call would retain
some time value. 

You can enter calendar spreads
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TRADING STRATEGIES

Calendar spreads 
surrounding earnings news

More versatile than you might think, these calendar spreads profit from changes 

in volatility rather than time decay. 

BY PHILIP BUDWICK

Strategy snapshot 

Strategy: Pre-earnings calendar spread 

Components:
1) Single calendar:

Short near-term option + long same-strike, later-expiring option.
2) Double calendar:

Short near-term OTM call + long same-strike, later-expiring call  
+ short near-term OTM put + long same-strike, later-expiring put. 

Logic: To exploit implied volatility (IV) skew by selling a high-IV option 
expiring soon and buying a low-IV option expiring later. After 
earnings are released, skew flattens and spread increases 
in value. 

Criteria: Select strikes one or two strike prices out of the money. Short 
options should expire in first month after earnings; long protec-
tive options should expire at least one month later. The IV skew 
between the short and long options should be at least 20 per-
cent. Test historical price data to see how a stock has reacted to 
past earnings reports. 

Best-case When the underlying stock climbs (or drops) to the strike  
scenario: price and the short option expires worthless. The long 

at-the-money option retains some time value and can be sold. 

Worst-case When the underlying stock trades flat and long option IV  
scenario: falls, or when the stock moves sharply beyond the strike price. 

The maximum loss is the cost of the spread.



with any directional outlook. Calendars
with at-the-money (ATM) options are ideal
for neutral markets, while OTM calendars
can profit from bullish or bearish underly-
ing moves. 

Alternately, you can place a market-neu-
tral “double” calendar that combines an
OTM put spread below the market and an
OTM call spread above it. This trade is sen-
sitive to changes in implied
volatility because it is long and
short two options in different
expiration months: If the short
option’s IV drops and the long
option’s IV spikes, the value of
both options will increase and the
spread’s value will climb.

Trade parameters
The following examples use OTM
options and create spreads with
distinct directional biases. Each
trade’s debit is small, because both
options are OTM and have rela-
tively low premiums. Potential
profits accumulate as the underly-
ing stock rallies or drops toward
the spread’s strike price. 

Ideally, earnings should be
scheduled for release within a
couple days after you enter the
position, and the underlying
stock’s historical response should
point to a move in either direction.
For these trades, consider spreads
that are one or two strikes OTM.

Volatility skew makes calendar spreads more attractive
by keeping costs low and potential payoffs high. Look for a
large IV skew (at least 20 percent) between the short and
long options. Also, try not to pay more than $1 for each
spread.

Call and put IVs are typically similar across expiration
months for the same underlying stock. However, things
change when an earnings or FDA announcement is expect-
ed. The pending news boosts IV overall, but IVs often soar
in the month when reports are scheduled to hit the Street
because traders will react to them immediately: Front-
month options will have inflated IVs, while options that
expire after the event will have lower IVs. 

This is when the volatility skew appears. To exploit it,
you would sell the relatively high front-month IV and buy
the lower, further-out IV for two reasons. First, the inflated
volatility of short options provides more premium to offset
the long option’s cost and reduce the overall debit (and
risk). Second, these bloated IVs usually collapse after earn-

ings are released, so the large IV skew flattens after these
news events. As the skew flattens, the spread’s value
increases and it becomes profitable.

Although the long option’s IV may also drop after earn-
ings hit the Street, it won’t drop as much as the short
option’s IV. However, when analyzing this trade, you must
consider how an IV change in either option could affect its
profit potential by the first expiration. Admittedly, an IV
drop in the long options will reduce possible gains, but any
profits can still be significant on a return-on-investment
(ROI) basis — that is, gain relative to initial cost. 

Earnings trade example 
On Feb. 8, BMC Software (BMC) planned to release earn-
ings after the close and was trading around $35.28. BMC’s
February option IV was roughly 53 percent, while its March
option IV was about 34 percent — a skew of more than 50
percent. 

continued on p. 8
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TABLE 1 — BMC CALL CALENDAR SPREAD 

The position costs $840 (including commissions) and will profit if BMC rallies 
by the Feb. 17 expiration. 

Position Long/short Credit/debit

1 February $40 call Short $0.10

1 March $40 call Long -$0.35

Call calendar spread debit: -$0.25

Spread cost for 30 contracts: -$750.00

Commissions ($1.50 per contract): -$90.00

Total cost/risk: -$840.00

FIGURE 1 — CALL CALENDAR RISK PROFILE 

The call calendar will gain ground if BMC climbs even slightly after it announces 
earnings on Feb 8. The spread costs just $840, but it will gain roughly $4,000 if the
stock climbs 13 percent to the 40 strike by Feb. 17. 

Source: OptionVue
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TRADING STRATEGIES continued

BMC had been in an eight-month
uptrend, rallying 74 percent since June
2006. Let’s assume you expect BMC to
rise to $40 after its earnings release. To
enter a calendar spread, sell February
$40 calls for $0.10 and buy March $40
calls for $0.35 — a  total debit of $0.25
(Table 1). 

Assuming you trade 30 contracts of
each call, the spread costs $840 includ-
ing commissions ($1.50 per contract, or
$90 total). Because this spread contains
OTM calls, it is long delta, which

means its value will increase as
BMC climbs, and vice versa. If
the stock drops or trades side-
ways after earnings, the spread
will lose $840 — its maximum
loss. However, it will likely lose
less if BMC doesn’t fall too far,
because the March same-strike
calls will still retain some time
value even if the February $40
calls expire worthless on Feb. 17.

The position will gain the
most ground if BMC rallies from
$35.28 toward the $40 strike by
February expiration. But its
exact profits are hard to predict,
because it’s unclear how each
option’s IV will react to earnings
news. 

Figure 1 shows its potential
gains and losses at the Feb. 17
expiration. If BMC rallies in
response to earnings, the spread
could be worth approximately
$5,000 — a reward-risk ratio of
more than 5:1 (or nearly a 500-
percent ROI). This return is an

estimate based on unchanged IV. Even if BMC only
climbs slightly or jumps above $40, the position can still
gain more than $1,000. 

Another tactic is to close the trade just after the earn-
ings announcement instead of waiting until expiration.
Here, you’ll likely profit as the short February call’s IV
drops. Further gains are possible if BMC jumps higher
and time decay erodes the short calls’ value.

This position has directional risk, because its bullish
forecast must be accurate to profit. If you don’t have a
directional outlook for a stock, you can enter a market-
neutral spread by adding a put calendar spread with an
OTM (i.e., below market) strike. This “double” calendar
spread is a great way to simply trade volatility without
making a directional bet.

TABLE 2 — BMC PUT CALENDAR SPREAD 

The put calendar spread costs $540 and will profit if BMC drops towards the 30
strike by the Feb. 17 expiration. 

Position Long/short Credit/debit

1 February $30 put Short $0.10

1 March $30 put Long -$0.25

Put calendar spread debit: -$0.15

Spread cost for 30 contracts: -$450.00

Commissions ($1.50 per contract): -$90.00

Total cost/risk: -$540.00

TABLE 3 — DOUBLE CALENDAR SPREAD 

The double calendar spread costs $1,380 but it’s a market-
neutral trade that offers a much wider profit zone than a single
calendar spread.

Call calendar spread debit: -$0.25
Put calendar spread debit: -$0.15

Combined debit: -$0.40

Spread cost for 30 contracts: -$1,200.00
Commissions ($1.50 per contract): -$180.00

Total cost/risk: -$1,380.00

FIGURE 2 — DOUBLE CALENDAR RISK PROFILE 

Combining the OTM call and put calendar spreads allows you to trade volatility rather
than making a directional bet. This trade will profit as long as BMC does not fall 22 
percent or rally 30 percent within two weeks. 

Source: OptionVue
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Double calendar spread
To add a put spread to the $40 call calendar
spread on Feb. 8, you could sell February
$30 puts for $0.10 and buy March $30 puts
for $0.25 — a net debit of $0.15 (Table 2). If
you combine both call and put positions,
the debit is $0.40 ($1,380 including commis-
sions). This trade lets BMC move in either
direction after earnings news.

Figure 2 shows the potential profits and
losses of the BMC February-March double
calendar spread at Feb. 17 expiration; Table
3 lists its details. The maximum profit
spikes occur at the short strike prices ($30
and $40). Although possible profits dip
sharply between the strikes, BMC can either
fall 22 percent or rally 30 percent and the
spread will still gain ground. Entering a
double calendar costs more — you’ll lose
$1,380 if BMC moves sharply, but it offers
more room to profit on both sides of the
market. 

Check your calendar
Calendar spreads are flexible trades that
don’t cost much, especially if there’s a large
IV skew between expiration months.
Entering these spreads before earnings
reports can help you exploit this skew if
you sell the high-IV option and buy its low-
IV counterpart that expires in a later month.
The trade’s initial debit is relatively small
compared to its potential payout and prob-
ability of success. 

In general, look for strikes just slightly
OTM, but select further OTM strikes for
more volatile stocks. Also, analyze the
stock’s reaction to past earnings reports to
find how volatile its response could be.

Double OTM calendar spreads widen the
profit zone and increase your odds of suc-
cess. The key is to find large IV skews
between the short and long months to
reduce costs and profit from a likely drop in
IV after earnings are released.

However, the underlying stock could
trade flat after news hits the Street. If the
stock goes nowhere, the long option IV will
fall further than expected, and the spread
will lose money. Or it could move beyond
the strike and trigger a loss. But if you com-
mit a small amount of capital, one losing
trade won’t hurt your portfolio much.� 

For information on the author see p. 4.
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Most traders prefer to buy option premium
rather than collect it, because long options
offer quantified risk. Fortunately, certain
strategies let you hedge short-option risk

by selling short-term options and buying longer-term ones
as protection. The double diagonal spread is a flexible
spread that lets you exploit time decay without risking
unlimited losses. 

The following analysis tracks a double diagonal spread
in the S&P 500 futures that begins as a debit spread.
However, it becomes a credit spread as the trade collects
more premium. 

Defining diagonal spreads
To create a single diagonal spread, sell short-term options
within 2-6 weeks of expiration and buy longer-term options
that expire 9-12 months later. These spreads can contain
either out-of-the-money (OTM) calls or puts.

For example, to enter a diagonal call spread when the
S&P 500 closed at 1,456.38 on Feb. 22, you could sell a
March 1,475 call and buy a December 1,500 call. This spread

requires a debit because the long option costs more than the
short one and it profits if the index doesn’t close above
1,475 by March 17 expiration. 

Diagonal put spreads are constructed the same way, and
they will post gains if the index doesn’t drop too far by the
short options’ expiration. An example would be selling a
March 1,425 put and buying a December 1,400 put. The
diagonal put spread will be profitable if the index closes
above 1,425 by March 17 expiration.

A double diagonal simply combines both debit spreads
and creates a wide profit zone surrounding the underlying
instrument. The strategy also resembles two strangles: a
near-the-money short strangle (short OTM call and put)
that expires soon and long strangle (long OTM call and put)
that expires later. 

This position takes advantage of two options pricing
variables: theta (time decay) and vega, or sensitivity to
implied volatility (IV). Theta is the most important element,
because the strategy expects to profit from the decay of its
short options as time passes. The spread’s longer-term
bought options have a higher vega than the shorter-term

sold options, so volatility increases
help the trade. When volatility spikes,
risk premium is heavily priced into all
options, but the spread’s long options
hold more of their value because they
expire later.

Entering a double diagonal in
a bullish market
Figure 1 shows the December 2006 S&P
500 futures (SP Z6) broke above their
May 2006 highs in mid-September and
continued to rally. The bulls seemed to
be in control as the index posted high-
er highs and higher lows. 

On Oct. 5, the S&P 500 futures
opened at 1,359.20. Let’s assume you
entered a double diagonal spread by
selling November 1,375 calls and 1,325
puts and buying April 07 1,450 calls
and 1,250 puts for protection. Figure 2
shows the double diagonal spread’s

10 March 2007 • OPTIONS TRADER
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Another look at
double diagonal spreads 
This position combines bullish and bearish diagonal spreads and is quite flexible 

if you’re willing to adjust its components.

BY CHARLIE SANTAULARIA AND JES SANTAULARIA

Strategy snapshot 
Strategy: Double diagonal spread on S&P 500 futures (SP)

Market bias: Expect the market to trade in a defined range with moderate 
volatility. Ideally, enter spread just after IV spike that  
increases option premiums. 

Preferred Enter the trade with 2-5 weeks until short option 
Timing: expiration. 

Components: Long OTM options that expire in 6-9 months, short 
closer-to-the-money options that expire within 6 weeks. 

Rationale: Collect option premium when you expect 
1) futures to settle anywhere within a pre-defined range; 
2) a possible spike in volatility. 

Max profit: Limited to the total collected premium minus the premium 
paid for the long options. 

Max risk: Limited to the difference between long and short option 
strikes on either side of the market. 



potential profits and losses on three
dates: trade entry (Oct. 5, dotted line),
halfway until expiration (Oct. 27,
dashed line), and Nov. 17 expiration
(solid line).  Table 1 shows the trade’s
details. 

Figure 1’s bullish bias suggests the
S&P futures will trade between 1,325
and 1,375 by Nov. 18, which is why
those strikes were sold. If the index
trades within this range over the next
few weeks, the trade should profit as it
collects premium from the short
options. However, the spread will be
adjusted if the index breaks above or
below this range. If the S&P drops
below 1,325, buy back the short puts
and sell lower-strike ones in a later-
expiring month. Similarly, if the mar-
ket rallies above 1,375, exit the short
calls and sell higher-strike ones in a
further month.

Finally, the spread’s overall delta is
+43.75, but you should adjust the trade
if the total delta drops below 
-150 or climbs above +150. All
positions will be exited after
the Thanksgiving holiday.
Taking advantage of holidays
improves the strategy’s long-
term odds of success, because
the short premium continues
to erode when markets are
closed. Also, when markets are
open surrounding holidays,
volume dries up and stocks
often trade in a tight range,
which helps short options lose
value. In theory, the strategy
profits during the periods.

Strategy risks
Although this strategy can
profit if the S&P trades within
a fairly wide range by Nov. 17
expiration, there are two main
risks you should understand.
Losses could occur if: 

1. The S&P futures are
volatile and move 2-3 per-
cent in one direction within
four or five days before reversing direction and retrac-
ing this move. Large price swings could force you to
“roll” options or buy them back and sell further OTM
and later-expiring ones multiple times, which gener-
ates losses and increases transaction costs. 

2. Volatility is low and the market continues to rally. If
the S&P breaks the defined range quickly, you’ll be
forced to roll positions. Also, low volatility tends to
decrease the amount of premium available to offset the
long options’ cost. 

continued on p. 12
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FIGURE 1 — A BULLISH MARKET

The S&P 500 futures were clearly in an uptrend in early October when the
spread was entered. The initial trade will be profitable if the market trades
between 1,325 and 1,375 by Nov. 17 expiration.

Source: eSignal

FIGURE 2 — DOUBLE DIAGONAL RISK PROFILE

This position has two profit “spikes” at either short strike (1,325 and 1,375) and it will
post gains if the S&P futures don’t move more than 2 percent beyond the current price. 

Source: OptionVue
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The spread’s overall quantifiable
risk equals strike-price difference
between each month’s short and long
options (i.e., 50 points or $125,000).
However, when you lose on one side,
the other side benefits, which helps
offset these losses.

Managing the trade’s delta
Managing a double diagonal’s delta is
the key to the trade’s success. A delta
of zero means the trade is unaffected
by the S&P futures price, so keeping
delta near zero reduces the position’s
directional risk. However, the goal
isn’t a delta-neutral trade; instead, the
trade’s delta should stay between -150
to +150. 

On Oct. 12, the S&P 500 jumped 0.85
percent to new multi-year highs and
within five points of the trading
range’s upper threshold (1,375).
Meanwhile, the spread’s delta
dropped below -150. There are two ways to “add” deltas to
minimize the trade’s upside exposure: Sell additional put
premium, or exit the short positions and resell higher-strike
options in a later month.

Two November 1,350 puts were sold for $10.30 on Oct.
12. Remember the spread began with a debit, but selling
these puts is the first step in transforming it into a credit
spread. This trade added 64 deltas, which cut the total neg-
ative delta in half. The spread’s delta was -58 at Oct. 12’s
close. 

Why not close both sides of the call spread instead of
simply rolling the short positions? First, transaction costs
start to erode profits. Also, the strategy’s long options are

far enough OTM and still don’t expire for nine months.
Finally, the position’s directional risk is controlled by man-
aging the portfolio’s delta (i.e., rolling the short options
away from the money). Therefore, there is no need to adjust
the long options. 

Table 2 shows the spread had an unrealized loss of $4,000
on Oct. 12. Profits initially eluded this trade even though
the S&P futures remained within the defined trading range
of 1,325-1,375. However, initial losses are not uncommon,
because the strategy begins as a debit spread. The plan is to
consistently buy back cheap short options and sell addi-
tional premium (i.e., two November 1,350 puts) to compen-
sate for the depreciating long options. 

TABLE 2: POSSIBLE LOSSES — OCT. 12

The trade was still underwater on Oct. 12 even after selling two November 1,350 puts to adjust its total delta.

No. Current Trade Total

Long/ of Entry  price profit/ profit/

Date short contracts Position price Commission (Oct. 12) loss loss

10/5/06 Sell 10 Nov. 1,375 calls $11.40 $250.00 $14.70 -$3.30 -$8,250.00

10/5/06 Sell 10 Nov. 1,325 puts $9.50 $250.00 $5.50 $4.00 $10,000.00

10/5/06 Buy 10 June 07 1,450 calls $26.20 $250.00 $28.80 $2.60 $6,500.00

10/5/06 Buy 10 June 07 1,250 puts $23.70 $250.00 $19.20 -$4.50 -$11,250.00

10/12/06 Sell 2 Nov. 1,350 puts $10.30 $50.00 $10.20 $0.10 $50.00

Commissions: -$1,050.00

Total loss: -$4,000.00

Loss without commissions: -$2,950.00

TABLE 1: TRADE ENTRY DETAILS

A double diagonal spread simply combines call and put diagonals and estab-
lishes a wide profit zone around the S&P 500 futures. However, the trade
requires a large debit of $73,500. 

Call diagonal spread: Long/short Credit/debit

10 November 1,375 calls Short $11.40 

10 April 07 1,450 calls Long -$26.20

Single spread debit: -$14.80

Commissions: $500

Total cost -$37,500

Put diagonal spread:

10 November 1,325 calls Short $9.50

10 April 07 1,250 puts Long -$23.70

Single spread debit: -$14.20

Commissions: $500

Total cost: -$36,000

Total double diagonal debit: -$73,500

Total delta: +45.37

TRADING STRATEGIES continued
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Further trade adjustments
On Oct. 23, the S&P 500 futures rallied to 1,375, so all 10
November 1,375 calls were bought back at a loss of $6.60
and 10 December 1,400 calls were sold for $12.20. At this
point, the December 1,400 calls were sufficiently protected
by the June 1,450 calls. 

After the market breaks above the upper threshold, buy
back any cheap OTM puts and sell higher-premium ones in
the next month. You could repurchase two 1,325 puts for
$2.50 and sell two December 1,350 puts for $10.50, a tactic
that also brings delta back within the -150 to +150 range.
Rolling just two puts (instead of all) ensures the trade isn’t
exposed to further risk and keeps the delta within the rec-
ommended range.

On Oct. 26, the S&P 500 rallied within five points of the
short call’s 1,400 strike. The short November 1,325 puts
were worth less than $2, so we bought back the remaining
eight 1,325 puts and sold four December 1,350 puts. You are
replacing eight November puts with four December ones
because as the short puts are rolled further away from their
long counterparts, the spread’s risk widens another 25
points. Reducing the number of short positions offsets
some of this downside risk. 

This is a prudent trade, because the December 1,350 puts
were worth 4-5 times more than the November 1,325 puts.
The premium collected from four December 1,350 puts
($7.70) was much more than eight November 1,325 puts
($1.60). 

The S&P 500 futures fell 1.75 percent during six consecu-
tive days from Oct. 27 to Nov. 3 — its first down week in six
weeks. This downturn was a relief, because if the market
had continued higher, the trade’s short calls would have
lost money. 

Table 3 tracks each spread component’s value from Oct.
5 to Nov. 7. So far, the trade posted unrealized gains of
$12,825 by Nov. 7 (including commissions). At this point,
the trade was profitable because of time decay — the S&P
stayed below the short calls’ 1,400 strike and time eroded
the short-term sold options faster than the longer-term
bought ones. 

Exiting the trade
One of benefits of spreads is that both sides of the trade can
work in your favor. Figure 1 shows the S&P 500 futures
climbed above 1,400 before the spread was closed on Nov.
29. The short December 1,400 calls moved in-the-money
(ITM), so why were they held when the guidelines suggest
rolling them? First, time decay enhances gains if the market
trades in a tight range (as it did here). As expiration
approached, the market didn’t move dramatically, which
boosts theta’s effect. Also, the June 07 1,450 calls protected
the December 1,400 calls even though they were ITM,
because they traded in tandem as the S&P rallied. 

When the S&P futures exceeded 1,400 on Nov. 15, the
December calls were at-the-money (ATM) and began to
resemble an underlying futures position. However, the
June 1,450 calls were close-to-the-money, because the
underlying June contract traded at 1,425 the next day. These
long June calls also held time premium, because they still
did not expire for more than 200 days. As the market
moved higher, the short December 1,400 call might lose
$2.50, while the long June 1,450 call might gain $2.20 — a
total call spread loss of only $0.30. In this scenario, the put
spread’s gain offsets the call spread’s small loss.

Table 4 shows a list of trades for the entire holding peri-
od. Overall, the spread gained $32,125 — a 21.4-percent

TABLE 3: POSSIBLE GAINS — NOV. 7

This table tracks the potential gains and losses of each spread component in the trade’s first month. On Nov. 7, the 
position had gained $12,825 (including commissions).

Short 10 Short 10 Short 10 Short 2 Short 2 Long 10 Long 10 Dec. S&P 500

Nov. Dec. Nov. Nov. Dec. June June futures

1,375 calls 1,400 calls 1,325 puts 1,350 puts 1,350 puts 1,450 calls 1,250 puts price

5-Oct-06 $11.40 N/A $9.50 N/A N/A $26.20 $23.70 1,340.40
12-Oct-06 $14.70 N/A $5.50 $10.20 N/A $28.80 $19.20 1,370.70
16-Oct-06 $16.80 N/A $4.00 $8.40 N/A $29.50 $18.50 1,376.10
20-Oct-06 $13.60 N/A $3.70 $6.40 $13.40 $28.40 $17.20 1,374.90
23-Oct-06 $17.60 $12.90 $2.50 $5.00 $11.80 $33.90 $13.80 1,380.70
26-Oct-06 $16.50 $1.00 $2.50 $7.30 1,392.90
7-Nov-06 1,388.90
Option profit/loss:

-$6.20 $8.50 $7.70 $2.20 -$6.50
Cash profit/loss:

-$15,500.00 $21,250.00 $19,250.00 $5,500.00 -$16,250.00

Nov. 7 profit: $14,250.00 
Commissions: -$1,425

Net profit: $12,825.00 

continued on p. 14
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TRADING STRATEGIES continued
Related reading
“Double diagonal spreads,” Options Trader, February 2007.
This versatile position helps put time your side, but watch out for a
drop in implied volatility. Find out when to place (or avoid) this
trade.

“Double diagonal spreads on the S&P 500”
Options Trader, February 2007.
This installment of the Options Strategy lab tests double diagonals
in the S&P 500 since 2001 and explains this strategy’s profitability. 

“Selling strangles in the S&P 500 futures”
Options Trader, September 2006.
The key to trading short strangles successfully is picking the right
strike prices. Learn how to find low-risk, far out-of-the-money
strikes with statistical analysis.

“Two spreads are better than one,” Options Trader, April 2006.
An attempt to improve the basic calendar spread by creating dou-
ble calendar and diagonal positions.

“Diagonal put spreads: Beyond the basic credit spread”
Active Trader, March 2005. 
How to profit from volatility surges and time decay with a put
spread that encompasses different expiration months.

You can purchase and download past articles at
www.activetradermag.com/purchase_articles.htm.

TABLE 4: REALIZED PROFITS — NOV. 29

The spread was adjusted several times to accommodate the S&P’s sharp rally last fall. The trade gained $32,125 overall
(21.4 percent) by Nov. 29. 

No. of Trade  Trade  Total  
Date Trade contracts Position price Commission profit/loss profit/loss

10/5/06 Sell 10 Nov. 1,375 calls $11.40 $250.00

10/5/06 Sell 10 Nov. 1,325 puts $9.50 $250.00

10/5/06 Buy 10 June 07 1,450 calls $26.20 $250.00

10/5/06 Buy 10 June 07 1,250 puts $23.70 $250.00

10/12/06 Sell 2 Nov. 1,350 puts $10.30 $50.00

10/23/06 Buy 10 Nov. 1,375 calls $18.00 $62.50 -$6.60 -$16,500.00

10/23/06 Sell 10 Dec. 1,400 calls $12.20 $62.50

10/23/06 Buy 2 Nov. 1,325 puts $2.50 $25.00 $7.00 $3,500.00

10/23/06 Sell 2 Dec. 1,350 puts $10.50 $25.00

10/26/06 Buy 8 Nov. 1,325 puts $1.60 $100.00 $7.90 $15,800.00

10/26/06 Sell 4 Dec. 1,350 puts $7.70 $50.00

11/7/06 Buy 2 Nov. 1,350 puts $0.95 $25.00 $9.35 $4,675.00

11/7/06 Sell 2 Dec. 1,350 puts $6.20 $25.00

11/28/06 Buy 10 Dec. 1,400 calls $6.20 $125.00 $3.80 $9,500.00

11/28/06 Sell 10 June 07 1,450 calls $32.00 $125.00 $5.80 $14,500.00

11/28/06 Buy 8 Dec. 1,350 puts $2.75 $100.00 $16.15 $32,300.00

11/28/06 Sell 10 June 07 1,250 puts $11.80 $125.00 -$11.90 -$29,750.00

Net profit: $34,025.00

Commissions: -$1,900.00

Total profit: $32,125.00

return on investment within two months
($32,125 profit / $150,000 margin). By contrast,
the S&P 500 futures climbed just 3.2 percent dur-
ing the trade. (Commissions of $25 per round
turn were included and all orders placed during
this period were market orders.)

Spreading your wings
We typically trade the double diagonal spread
with a negative delta bias. However, this posi-
tion’s delta fluctuated between -150 to +150,
which provides more flexibility and lowers the
risk of getting stopped out with a loss.

While this trade was profitable within two
months, not all trades will work out this way.
However, the double diagonal spread can gener-
ate profits when the underlying market trades in
a tight range or slowly trends in either direction.  

This spread takes advantage of time decay
while minimizing risk. Holding late-expiring
OTM long options protects the short options and
lets you hold the trade much longer than unpro-
tected strategies allow. � 

For information on the author see p. 4.

http://www.activetradermag.com/purchase_articles.htm
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OPTIONS STRATEGY LAB

Strategy: Jobs-report short strangle.

Market: Options on 10-year T-note futures (TY).

System concept: The release of the monthly jobs report
often precedes large moves in the Treasury market. On
announcement days, the CBOT’s T-notes futures (i.e., matu-
rities of two, three, five, and 10 years) often fluctuate more
than usual. 

“Employment report strangle,” (Options Trader, July 2005)
analyzed whether an option-selling strategy such as a short

strangle could profit from these predictable events. The
goal was to sell premium after the jobs report was released
with the expectation implied volatility (IV) would drop.
The test showed placing short strangles in 10-year T-note
futures after the release of the jobs reports was profitable
from January 2001 to May 2005. 

Short strangles can be affected by volatility, and the
Treasury market became decidedly less volatile as option IV

declined in the past two years. Figure 1 compares implied
and statistical volatility in the 10-year T-note futures since
September 2000. The figure’s red bar marks the original
test’s end and shows volatility has continued to fall since
May 2005. Because volatility has changed, it is worth retest-
ing this strategy through December 2006 to see if it has
remained profitable. 

First, let’s review the trade’s components. A short stran-
gle involves selling an OTM call and an OTM put in the
same expiration month. The strategy entered a strangle at
the announcement-day’s close to take advantage of the

quiet market that often follows
the initial response to the report.
Its potential gain is limited to the
premium collected from selling
both options, while its potential
risk is theoretically unlimited.  

Figure 2 shows the potential
gains and losses of a short stran-
gle entered on Dec. 8, 2006: short
one January 110 call at 1/64 and
short one 107 put at 2/64 — a total
credit of only $35 (including com-
missions). The vertical line shows
the 10-year T-note futures’ close
(108-39), and the two colored bars
(below) represent the futures’ first
(purple) and second (green) stan-
dard deviations, based on the
volatility and time projections.

Trade rules:

Entry
Sell one OTM call and one OTM
put in the nearest option expira-
tion month at the close on the

Friday of the monthly employment report release. Try
to position the strike prices at least one standard devi-
ation away from the underlying’s closing price. This
standard deviation was calculated using the implied
volatility of the front month’s at-the-money (ATM)
call.

Exit each position if the underlying futures touch one

The 10-year T-note futures have become less volatile in the past four years, so has
selling premium been more successful?

FIGURE 1 — DROPPING VOLATILITY
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Jobs-report short strangle

Source: OptionVue



of the short strikes. Otherwise,
let the strangle expire worth-
less on the second Friday of
each month.  

Starting equity: $3,000. Deduct
$5 commission per trade plus $1
per contract. 

Test data: The system was test-
ed on options in the 10-year T-note
futures (TY) at the CBOT. Daily
closing prices were used, and the
trades were executed at the last
quoted price, when available.
Otherwise, theoretical prices were
used. 

Test period: January 2001 to
December 2006.   

Test results: The strategy was
profitable in 50 of the 71 months
tested (70.4 percent), but the aver-
age winner ($184.47) was substan-
tially smaller than the average
loser ($242.47). 

However, the system was prof-
itable overall because more trades
were winners than losers. The
total profit was $4,131.78 — a
return of 138 percent (23.1 percent
annualized, see Figure 3). Each
trade required roughly $500 to
enter and gained $58.19 on aver-
age.  

However, the main goal was to
measure how the trade performed
from May 2005 to December 2006
as volatility fell and short premi-
um dried up. The second Strategy
Summary indicates short strangles
performed even better since May
2005. The strategy had a much

Short strangles involve selling OTM puts and calls and try to collect premium if the
underlying trades sideways or IV falls. However, the trade has a poor reward-risk
ratio.

FIGURE 2 — SHORT STRANGLE
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Selling strangles in T-note futures (TY-ZN) after monthly jobs reports has been prof-
itable since January 2001 despite a significant drawdown the first year.

FIGURE 3 — SHORT STRANGLE PERFORMANCE

Source: OptionVue

Source: OptionVue

continued on p. 18



higher probability of profit (89 percent) while gaining
approximately the same amount per trade ($58.29).  

In the past two years, the Treasury markets were less
volatile, so the trade’s short strikes were hit less often and
the short options frequently expired worthless. However,
there are signs this wasn’t an ideal strategy. First, lower
IV led to smaller premiums, and the recent period’s
annual yield was nearly cut in half (only 12.7 vs. 23.1 per-
cent overall). Also, no unusual events occurred since May
2005, but the small available premiums meant risk
(potential gain vs. loss) rose considerably.

Bottom line: While it is difficult to find a tradable edge
for a predictable event, the employment report short
strangle has clearly been profitable since 2001, despite the
recent period of relatively low volatility. But it’s a good
idea to look for an alternate strategy that can capture sim-
ilar gains with less risk, which will be the subject of next
month’s Lab.  

This test included minimal commissions, but larger

fees and slippage will likely reduce performance.
Specifically, overnight price gaps can be especially devas-
tating to a short strangle position. 

— Steve Lentz and Jim Graham of OptionVue
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OPTIONS STRATEGY LAB continued

STRATEGY SUMMARY — OVERALL

Net gain ($): 4,131.78

No. of trades: 71

No. of winning trades: 50

No. of losing trades: 21

Win/loss (%): 70

Average trade ($): 58.19

Largest winning trade ($): 534.88

Largest losing trade ($): -508.37

Avg. profit (winners) $: 184.47

Avg. loss (losers) $: -242.47

Ratio avg. win/avg. loss: 0.76

Avg. hold time (winners) days: 19

Avg. hold time (losers) days: 11

Max. consec. win/loss: 13 / 3

STRATEGY SUMMARY — SINCE MAY 2005

(Starting portfolio value: $5,922.22)

Net gain ($): 1,107.43

No. of trades: 19

No. of winning trades: 17

No. of losing trades: 2

Win/loss (%): 89

Average trade ($): 58.29

Largest winning trade ($): 144.26

Largest losing trade ($): -164.63

Avg. profit (winners) $: 80.83

Avg. loss (losers) $: -133.38

Ratio avg. win/avg. loss: 0.61

Avg. hold time (winners) days: 20

Avg. hold time (losers) days: 10

Max. consec. win/loss: 13 / 1

Option System Analysis strategies are tested using OptionVue’s
BackTrader module (unless otherwise noted). 

If you have a trading idea or strategy that you’d like to see tested,
please send the trading and money-management rules to
Advisor@OptionVue.com.

LEGEND: 

Net gain – Gain at end of test period, less commission 

No. trades – Number of trades generated by the system

No. of winning trades – Number of winners generated
by the system

No. of losing trades – Number of losers generated by
the system

Win/loss (%) – The percentage of trades that were prof-
itable

Avg. trade – The average profit for all trades

Largest winning trade – Biggest individual profit gener-
ated by the system

Largest losing trade – Biggest individual loss generat-
ed by the system

Avg. profit (winners) – The average profit for winning
trades

Avg. loss (losers) – The average loss for losing trades

Ratio avg. win/ avg. loss – Average winner divided by
average loser

Avg. hold time (winners) - The average holding time
for winning trades

Avg. hold time (losers) – The average holding time for
losing trades

Max consec. win/loss – The maximum number of con-
secutive winning and losing trades

mailto:advisor@optionvue.com
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OPTIONS RADAR (as of Feb. 26) 

LEGEND:
Options vol: 20-day average daily options volume (in thousands unless otherwise indicated).
Open interest: 20-day average daily options open interest (in thousands unless otherwise indicated).
IV/SV ratio: Overall average implied volatility of all options divided by statistical volatility of asset.
10-day move: The underlying’s percentage price move from the close 10 days ago to today’s close.
20-day move: The underlying’s percentage price move from the close 20 days ago to today’s close. The “% Rank” fields for each time window (10-day moves,
20-day moves) show the percentile rank of the most recent move to a certain number of previous moves of the same size and in the same direction. For exam-
ple, the “% Rank” for 10-day moves shows how the most recent 10-day move compares to the past twenty 10-day moves; for the 20-day move, the “% Rank”
field shows how the most recent 20-day move compares to the past sixty 20-day moves.

MOST-LIQUID INSTRUMENTS*
Options Open 10-day % 20-day % IV/SV IV/SV ratio —

Indicies Symbol Exchange volume interest move rank move rank ratio 20 days ago
S&P 500 index SPX CBOE 130.4 1.43 M 0.79% 41% 1.91% 60% 10.2% / 7.5% 10.1% / 9%
S&P 100 index OEX CBOE 20.3 114.3 0.03% 0% 0.46% 13% 9.7% / 7.2% 9.6% / 9.1%
E-mini S&P 500 futures ES CME 19.1 136.8 0.99% 56% 1.82% 49% 9.7% / 8.2% 9.9% / 10%
Nasdaq 100 index NDX CBOE 16.2 212.8 1.61% 64% 3.49% 82% 15.2% / 13.1% 16.4% / 16.7%
Russell 2000 index RUT CBOE 12.7 278.5 2.05% 50% 4.51% 81% 15% / 11.3% 15.8% / 15.1%

Stocks
AtheroGenics AGIX 3.04 M 390.7 -3.82% 71% 10.60% 44% 257.5% / 60% 218.2% / 73.5%
NYSE Group NYX 1.84 M 547.8 -1.65% 11% -10.47% 76% 37.1% / 38.8% 41.7% / 42.9%
Alltel AT 1.82 M 202.7 2.67% 100% 2.23% 28% 21.1% / 19.1% 25.7% / 17.9%
Intl Business Machines IBM 1.22 M 264.2 -1.66% 92% -0.55% 56% 16% / 12.7% 15.6% / 15.4%
UAL Corp UAUA 1.21 M 105.5 -5.10% 46% -3.20% 29% 41.5% / 40.8% 44.3% / 52%

Futures
Eurodollar ED-GE CME 483.9 8.69 M 0.01% 40% 0.01% 20% 11.2% / 1.1% 10.3% / 2%
10-year T-notes TY-ZN CBOT 160.3 2.03 M 0.94% 100% 1.11% 88% 4% / 3.7% 3.9% / 4%
Crude oil CL NYMEX 65.9 864.5 6.19% 50% 13.66% 94% 31.2% / 43.4% 36.6% / 43.7%
30-year T-bonds US-ZB CBOT 50.2 838.1 1.72% 100% 2.65% 95% 6.2% / 5.8% 6% / 6.3%
5-year T-notes FV-ZF CBOT 40.8 398.4 0.84% 100% 0.96% 92% 2.7% / 2.2% 2.6% / 2.5%

VOLATILITY EXTREMES**
Indicies — High IV/SV ratio

S&P 500 volatility index VIX CBOE 6.4 336.1 0.45% 0% 0.18% 0% 108.6% / 64.8% 129.2% / 82.4%
S&P 500 index SPX CBOE 130.4 1.43 M 0.79% 41% 1.91% 60% 10.2% / 7.5% 10.1% / 9%
S&P 100 index OEX CBOE 20.3 114.3 0.03% 0% 0.46% 13% 9.7% / 7.2% 9.6% / 9.1%
Russell 2000 index RUT CBOE 12.7 278.5 2.05% 50% 4.51% 81% 15% / 11.3% 15.8% / 15.1%
S&P 100 index 
(European style) XEO CBOE 5.3 99.6 0.03% 0% 0.46% 13% 9.4% / 7.2% 9.3% / 9.1%

Indicies — Low IV/SV ratio
Semiconductor index SOX PHLX 1.3 9.9 5.35% 100% 5.45% 68% 20.7% / 21.6% 22.2% / 22.1%

Stocks — High IV/SV ratio
AtheroGenics AGIX 3.04 M 390.7 -3.82% 71% 10.60% 44% 257.5% / 60% 218.2% / 73.5%
Dendreon DNDN 1.6 54.2 7.83% 43% 14.22% 88% 145.7% / 45.5% 139.3% / 43.8%
Neurochem NRMX 2.7 166.8 -7.02% 88% -3.32% 8% 160.8% / 53.9% 109.1% / 66.5%
CV Therapeutics CVTX 608.1 149.1 3.39% 75% -2.68% 19% 92.4% / 38% 102.8% / 42.3%
Harrah's Entertainment HET 5.7 93.3 -0.04% 0% -0.72% 100% 12.9% / 5.8% 9% / 6%

Stocks — Low IV/SV ratio
Novelis NVL 1.6 29.2 14.06% 15% 17.86% 65% 17.6% / 35.1% 34.7% / 28.7%
Texas Utilities TXU 1.5 106.7 21.77% 100% 26.07% 100% 13.2% / 21.7% 23.9% / 20.1%
New River Pharmas NRPH 1.2 49.4 14.23% 82% 12.77% 96% 17.3% / 25.2% 41.1% / 28.9%
Onyx Pharma ONXX 5.9 58.0 127.49% 79% 145.73% 97% 57.9% / 83.9% 46.6% / 35.1%
Nutrisystem NTRI 8.9 104.6 14.23% 82% 12.77% 96% 44.1% / 63% 55% / 39.6%

Futures — High IV/SV ratio
Eurodollar ED-GE CME 483.9 8.70 M 0.01% 40% 0.01% 20% 11.2% / 1.1% 10.3% / 2%
Rough rice RR CBOT 1.1 4.1 0.39% 60% 0% 0% 16.7% / 11.9% 13.7% / 11.2%
Coffee KC NYBOT 8.1 108.4 2.70% 67% 1.33% 4% 26.9% / 19.3% 28.3% / 21.8%
Corn C CBOT 40.1 792.1 4.73% 69% 4.93% 50% 31.7% / 23.3% 30.3% / 28.7%
Live cattle LC CME 3.1 43.7 4.40% 79% 7.84% 78% 14.6% / 11.2% 15.4% / 12.9%

Futures — Low IV/SV ratio
Orange juice OJ NYBOT 2.0 38.8 9.05% 100% 1.98% 65% 18.2% / 25.7% 19% / 17.1%
Crude oil CL NYMEX 65.9 864.5 6.19% 50% 13.66% 94% 31.2% / 43.4% 36.6% / 43.7%
Sugar SB NYBOT 11.1 346.5 2.10% 0% -0.09% 2% 26.8% / 33.3% 26.3% / 23.6%
Natural gas NG NYMEX 12.2 81.1 6.56% 54% 11.00% 43% 41.4% / 49.7% 57.9% / 62%
Heating oil HO NYMEX 5.1 15.9 6.36% 47% 12.38% 91% 34.7% / 41% 36.5% / 34.9%

* Ranked by volume ** Ranked by high or low IV/SV values.
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INDUSTRY NEWS 

Although electronic trading dominates the futures
contracts at the Chicago Mercantile Exchange,

that isn’t the case with options.
On average, only about 12 percent of the CME’s daily

options volume is executed electronically, and a large per-
centage of that occurs in the Eurodollar (ED) options. The
electronic craze that sparked record volumes in futures —
and in stock options — has been slow to reach options on
futures.

However, the exchange is encouraged by the recent
uptick in electronic volume in the E-Mini options on the
S&P 500, Nasdaq 100, and Russell 2000, as well as in an end-
of-month option on the S&P 500. As is the case with their
futures counterparts, all trading in the E-Mini options is
electronic.

Volume (about 55,000 contracts per day in January) is still
tame compared to the E-Mini futures (which trade millions

of contracts per day overall) and Eurodollar options (which
averaged just more than 800,000 contracts per day in
January), but the numbers represent a huge increase from
just a year ago.

The S&P option accounts for most of the volume — about
44,000 per day — while the Nasdaq and Russell trade about
4,000 contracts each, and the end-of-month S&P between
800 and 1,000 contracts daily.

“Standing alone, these numbers don’t look that signifi-
cant, but just a few years ago we were doing about 500 per
day,” says Tom Boggs, associate director of equity products
at the CME.

Boggs says volume in the S&P is up 135 percent from a
year ago, and overall volume among the four options con-
tracts is up 60 percent.

“To us, that signals traction and acceptance,” Boggs says.
E-Mini options were launched in 1997 but did virtually

no volume until 2004, despite the fact
overall options volume skyrocketed dur-
ing this time. Boggs says the E-Mini
options volume caught on only after tech-
nological changes enabled streaming
options quotes.

“We initiated technology to allow
national and international market makers
to make quotes in a competitive way,”
Boggs says. “Prior to that, we didn’t have
commitment on the market-maker side.”

Boggs says the new technology allowed
the exchange to increase its quoting capa-
bilities from 60 quotes per second to 200.
The CME also provided protections for
market makers, such as mechanisms to
ensure they do not get hit on all their
quotes at the same time.

“Instead of five guys on the floor, you
have 15 giving quotes through a market-
maker system,” Boggs says.

The CME has previously stated it
would like to have more electronic
options volume, and the recent success of
the E-Mini options could provide a test
case for other products.

“In Eurodollar options, we have a big
push to put a lot of that trading on
Globex,” Boggs says. “That’s a little dif-
ferent because it’s side-by-side (the options

Source: Barclay Trading Group (www.barclaygrp.com)

Based on estimates of the composite of all accounts or the fully funded subset method.

Does not reflect the performance of any single account.

PAST RESULTS ARE NOT NECESSARILY INDICATIVE OF FUTURE PERFORMANCE.

Top 10 option strategy traders ranked by January 2007 return 

(Managing at least $1 million as of Jan. 31.)

2007 $ under
January YTD mgmt.

Rank Trading advisor return return (millions)

1. Pirates of Profit 16.50 16.50 2.7

2. Ascendant Asset Adv. (Strategic2) 7.54 7.54 13.2

3. Aksel Capital Mgmt (Growth & Income) 6.57 6.57 6.5

4. Crescent Bay Capital (Stock Index) 6.35 6.35 2.4

5. ACE Investment Strategists (SIPC) 5.01 5.01 113.7

6. Argus Capital Mgmt (S&P Option) 5.00 5.00 9.7

7. Welton Investment (Alpha Leveraged) 4.92 4.92 33.0

8. LJM Partners (Neutral S&P Option) 4.90 4.90 105.1

9. Solaris Market Neutral Fund LP 3.99 3.99 1.5

10. Raithel Inv. (Target Volatility) 3.79 3.79 7.4

MANAGED MONEY

Technology wins again

Mini index options take a big step

http://www.barclaygrp.com


trade in the pits at the same time they trade on Globex). That’s a
real test to see where the market is going.”

Boggs says customers use the index options as a way to
participate in the benchmark index, as a hedge, or in spread-
ing (e.g., using option spreads to buy or sell volatility).

“On any given day, we could have a mix or blend of all of
these, and they all overlap because we have a limited num-
ber of options and months,” Boggs says. “A professional
money manager might use these products to arbitrage
between indices, but I don’t think our product is being used
much for that on the retail side.”

Boggs is most pleased that index options volume is grow-
ing in a low-volatility environment, which suggests traders
aren’t just selling overpriced options.

“Often, when volatility drops, trading drops,” Boggs
says. “But we’ve seen the reverse, which tells us people are
either buying volatility because options are cheap, or they
are using our products because they think option prices are
stable and a little easier to discern.

“We’re hoping [when a volatility shift occurs] we’ll see
continued growth,” he adds. “This is a good test to grow
these contracts in a low-volatility environment.”�

The E-Mini index options caught on only after technology enabled 

increased price-quote capacity. Overall volume among 

the four E-Mini options contracts is up 60 percent from a year ago, 

with volume in the S&P 500 E-Mini options up 135 percent.

http://www.zecco.com/trading/FreeTrading.aspx?tab=CompareUs&campaign=1activetrader 


Acovered call is arguably the most well-known
options position: If you are long a stock or
futures contract, you sell a call option (usual-
ly out of the money) to generate income. In a

bullish or neutral market, this trade could produce consis-
tent gains. However, few traders focus on the strategy’s
downside risk: If the underlying tanks, the money you take
in from selling the call option won’t help much. 

An option collar trade solves this dilemma by purchasing
put options to protect against loss. A collar is a conserva-

tive, flexible strategy that profits if the underlying instru-
ment trades within a certain range by expiration. The strat-
egy’s goal is to improve a long position’s odds of success by
adding low-cost downside protection without excessively
limiting potential upside profits. 

A collar is a protected covered call that includes three
components: an underlying long position plus a short call
and a long put that expire in the same month. The strategy
doesn’t cost much because the premium collected from sell-
ing the call helps offset the long put’s premium. Ideally, the

long and short option prices can-
cel each other out and the posi-
tion is “free” — it costs the same
as simply buying the underlying
instrument. Collars are flexible
because you can either place an
entire trade simultaneously or
add options after buying the
underlying to capture unrealized
gains.

Let’s compare a standard cov-
ered call to a collar and compare
benefits and drawbacks.

Covered call basics
A covered call is a long position
with limited potential profit. You
accept a lower maximum gain as
a trade-off for the premium col-
lected when selling a call. If the
underlying instrument rallies
above its strike price, shares (or
futures contracts) will be
assigned at that strike price to the
call option holder, which means
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OPTIONS BASICS

The collar trade
Collars offer low-cost protection for new or existing long positions.

BY OPTIONS TRADER STAFF

FIGURE 1 — STOCK VS. COVERED CALL

Selling an OTM call (pink line) on a long position (brown line) generates income that
cushions downside losses. But upside gains are capped at the short strike.

Source: OptionVue



you forfeit any additional gains.
However, you still keep the short
call’s premium.

Here’s an example. The S&P
500 has rallied 18.9 percent over
the past seven months. Let’s
assume you believe the index
could continue higher or at least
trade sideways over the next
year. You could buy 100 shares of
the S&P 500 tracking stock (SPY)
at $145.30 on Feb. 23 and sell a
February 2008 150 call for 5.80
($580). Figure 1 compares the
covered call’s potential gains and
losses (pink line) to simply buying
100 shares of SPY (brown line).

If the S&P 500 tracking stock ral-
lies 3.2 percent to $150 in the next
year, you’ll gain $470 on the stock
plus $580 from the short 150 call —
a total of $1050. By selling the 150
call, you’ve more than doubled the
trade’s gain.

If SPY rallies above $150, the
maximum gain remains $1,050
because your SPY shares will be
“called away” through assignment
and you’ll have to sell stock at the
strike price ($150). 

If the stock drops, the call’s 5.80
premium will partially offset any
loss. For example, SPY can drop 4
percent to $139.50 and the trade will
break even — the loss on the stock
will equal the money you collected
for selling the call. However, if the
stock falls below the breakeven
point, you face steep losses. Any
loss will simply be $580 less than
holding the long position outright.

Fix your collar
Buying a put that expires in the

same month adds downside protec-
tion to a covered call, creating a col-
lar. For example, if you bought a
February 2008 145 put for $4.20 on
Feb. 23, the combined position can’t
lose ground because you sold the
150 call for more premium than it
cost to buy the protective 145 put.
Therefore, the collar’s worst-case
scenario is a gain of $1.30 (5.80 call
premium - 4.20 put premium - $0.30
per-share loss = $1.30 profit).

Collars are especially attractive in
bull markets, because call premium
is typically more expensive than put
premium, allowing you to enter a
collar for free or with a credit, as
shown here.

Figure 2 shows the collar’s poten-
tial gains by the Feb. 16, 2008
options expiration. If SPY closes at
$150, the trade will gain $630 ($470
underlying profit + $580 call premi-
um - $420 put premium). However,
if SPY drops below the long put’s
145 strike price, the position will
still gain $130. The collar’s final

continued on p. 24
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FIGURE 2 — COLLAR TRADE

This collar trade will gain ground in the next year for two reasons: The position was
entered at a credit and SPY shares earn dividends.

Source: OptionVue

http://www.optionsmentoring.com
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OPTIONS BASICS continued

profits will be higher, because
you will also collect $2.22 per
share ($222) in S&P 500 divi-
dends during the trade.

Figure 3 compares the poten-
tial gains and losses of three
trade possibilities at February
2008 expiration: long 100 shares
of SPY (straight brown line), cov-
ered call (upper blue line), and
collar (middle line). The trade-
offs are clear — a long underly-
ing position has the largest pos-
sible gains and losses, the cov-
ered call provides a capped gain
of $10.50 that can partially pro-
tect against downside losses,
and the collar has lower maxi-
mum gain ($8.52) with a “worst-
case” profit of $3.52.

Protecting 
unrealized gains
Although you can place a collar
and buy the underlying instru-
ment simultaneously, the posi-
tion is an inexpensive way to
protect existing underlying
gains without sacrificing all
upside potential profits. 

Let’s assume you bought 100
shares of SPY at $140.35 on Nov.
24. The long position gained
$4.95 by Feb. 23 ($145.30 -
$140.35), which you want to pro-
tect. To create the same collar as
shown in Figure 2, you would
sell a February 2008 150 call for
$5.80 and buy a same-month 145
put for $4.20 for a total credit of
$1.60.

Figure 4 compares the risk

FIGURE 4 — LOCKING IN PAPER GAINS

Collars help capture a long position’s unrealized gains without actually selling stock
(upper figure).

Source: OptionVue

FIGURE 3 — STRATEGY COMPARISONS

Choosing among these strategies (long stock, covered call, and collar) involves
trade-offs. Simply buying shares offers the largest potential gains and losses. 
A covered call generates income, but caps gains and provides little downside 
protection. A collar offers a better chance of success, but smaller profits. 

Source: OptionVue
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profiles of the original collar (green
line) and the collar placed on SPY’s
unrealized gain (purple line). Both
positions’ potential gains are similar,
but the higher one has been improved
by $4.95 — SPY’s unrealized gain. If
SPY reaches $150 by next February, the
collar will gain $1,347.00 — its maxi-
mum profit ($965 profit + $222 divi-
dend + $580 call premium - $420 put
premium). But if the stock drops
below $145, the collar still gains $847
($222 dividend + $580 call premium +
$45 put profit).

Selecting strike prices
and expirations
Picking strike prices for the collar’s
short call and long put involves a
trade-off. You’ll collect more premium
for call-option strike prices that are
closer-to-the-money, but the odds of
assignment increase as the market
approaches the strike. However, sell-
ing further out-of-the-money (or high-
er) calls reduces assignment risk, but
you’ll collect less premium.

Let’s assume you wanted to give the
long position more room to rally, so
you sold the February 2008 155 call
instead of the 150 call. The collar’s
maximum gain increases by $300 if
SPY reaches $155, but the worst-case
gain drops by $200 if SPY falls below
$145.

Selecting the appropriate put-
option strike price to buy involves a
similar compromise. When entering
collars, traders often buy an at-the-
money (ATM) put, because it offers
complete downside protection. If SPY
drops below $145, the long put’s gain

offsets the stock’s loss. But ATM puts
are expensive, and you could save
nearly $300 by purchasing the
February 2008 140 calls instead of the
145 strike call. Again, the collar’s max-
imum gain increases by $200, but the
worst-case profit drops $300 to $47.

Longer-term play
Collars work best as long-term strate-
gies, because traders want to give the
long position enough time to move
higher. The option’s expiration month
really depends on your time horizon.
Traders typically create collars with
options that don’t expire for at least a
year. Short-term options cost less but
expire sooner, while longer-term
options cost more but expire later. 

However, collars are unique
because you can often enter the trade
for free or for a credit (when the short
call’s premium is at least as much as
the long put’s cost). As a result, plac-
ing a long-term collar makes sense,
because the strategy isn’t really affect-
ed by time decay of its options.�

Related reading

“Hedging risk with collar trades,” Options Trader, April 2005.
Collar trades can help reduce the risk of a stock or futures position — and
lock in gains without wiping out additional profits.

“The rolling collar trade,” Options Trader, December 2005.
This system tries to outperform a buy-and-hold position in the Nasdaq 100
tracking stock by using Long-Term Equity AnticiPation Securities (LEAPS),
which are options with at least a year to expiration. The strategy buys both
the underlying market and long-term puts (for protection), while selling near-
month calls to collect income.

“Collar Trade,” Options Trader, March 2006. This system compares a buy-
and-hold position in Intel (INTC) and Amgen (AMGN) to an options collar. 
This article is available free for a limited time at the Option Industry Council’s
Institutional Web site (www.888options.com/institutional).

“Writing covered calls and puts,” Options Trader, June 2006.
Selling options against a position in the underlying instrument brings risk as
well as opportunity. Learn how to build covered call and put positions and
increase the odds of their success.

You can purchase and download past articles at 
www.activetradermag.com/purchase_articles.htm.

http://www.activetradermag.com/purchase_articles.htm
http://www.888options.com/institutional
https://www.mcssl.com/app/adtrack.asp?MerchantID=73102&AdID=294983


Account equity: Value of account, which includes cash
and investments.

American style: An option that can be exercised at any
time until expiration. 

Assign(ment): When an option seller (or “writer”) is
obligated to assume a long position (if he or she sold a put)
or short position (if he or she sold a call) in the underlying
stock or futures contract because an option buyer exercised
the same option.

At the money (ATM): An option whose strike price is
identical (or very close) to the current underlying stock (or
futures) price. 

Bear call spread: A vertical credit spread that consists
of a short call and a higher-strike, further OTM long call in
the same expiration month. The spread’s largest potential
gain is the premium collected, and its maximum loss is lim-
ited to the point difference between the strikes minus that
premium.

Bear put spread (call credit spread): A bear debit
spread that contains puts with the same expiration date but
different strike prices. You buy the higher-strike put, which
costs more, and sell the cheaper, lower-strike put. 

Beta: Measures the volatility of an investment compared
to the overall market. Instruments with a beta of 1 move in
line with the market. A beta value below 1 means the instru-
ment is less affected by market moves and a beta value
greater than 1 means it is more volatile than the overall mar-
ket. A beta of zero implies no market risk. 

Bull call spread: A bull debit spread that contains calls
with the same expiration date but different strike prices.
You buy the lower-strike call, which has more value, and
sell the less-expensive, higher-strike call. 

Bull put spread (put credit spread): A bull credit
spread that contains puts with the same expiration date, but
different strike prices. You sell an OTM put and buy a less-
expensive, lower-strike put. 

Butterfly: A non-directional trade consisting of options
with three different strike prices at equidistant intervals:
Long one each of the highest and lowest strike price options
and short two of the middle strike price options.

Calendar spread: A position with one short-term short
option and one long same-strike option with more time
until expiration. If the spread uses ATM options, it is mar-
ket-neutral and tries to profit from time decay. However,
OTM options can be used to profit from both a directional
move and time decay.

Call option: An option that gives the owner the right, but
not the obligation, to buy a stock (or futures contract) at a
fixed price. 

Carrying costs: The costs associated with holding an
investment that include interest, dividends, and the oppor-
tunity costs of entering the trade. 

Covered call: Shorting an out-of-the-money call option
against a long position in the underlying market. An exam-
ple would be purchasing a stock for $50 and selling a call
option with a strike price of $55. The goal is for the market
to move sideways or slightly higher and for the call option
to expire worthless, in which case you keep the premium.

Credit spread: A position that collects more premium
from short options than you pay for long options. A credit
spread using calls is bearish, while a credit spread using
puts is bullish.

Deep (e.g., deep in-the-money option or deep
out-of-the-money option): Call options with strike
prices that are very far above the current price of the under-
lying asset and put options with strike prices that are very
far below the current price of the underlying asset. 

Delta-neutral: An options position that has an overall
delta of zero, which means it's unaffected by underlying
price movement. However, delta will change as the under-
lying moves up or down, so you must buy or sell
shares/contracts to adjust delta back to zero.
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KEY CONCEPTS

The option “Greeks”

Delta: The ratio of the movement in the option price for
every point move in the underlying. An option with a
delta of .5 would move a half-point for every 1-point
move in the underlying stock; an option with a delta of
1.00 would move 1 point for every 1-point move in the
underlying stock.

Gamma: The change in delta relative to a change in the
underlying market. Unlike delta, which is highest for
deep ITM options, gamma is highest for ATM options
and lowest for deep ITM and OTM options.

Theta: The rate at which an option loses value each day
(the rate of time decay). Theta is relatively larger for
OTM than ITM options, and increases as the option gets
closer to its expiration date.

Rho: The change in option price relative to the change
in the interest rate.

Vega: How much an option’s price changes per a one-
percent change in volatility.
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Diagonal spread: A position consisting of options with
different expiration dates and different strike prices — e.g.,
a December 50 call and a January 60 call.

European style: An option that can only be exercised at
expiration, not before. 

Exercise: To exchange an option for the underlying
instrument. 

Expiration: The last day on which an option can be exer-
cised and exchanged for the underlying instrument (usual-
ly the last trading day or one day after). 

In the money (ITM): A call option with a strike price
below the price of the underlying instrument, or a put
option with a strike price above the underlying instru-
ment’s price. 

Intrinsic value: The difference between the strike price
of an in-the-money option and the underlying asset price. A
call option with a strike price of 22 has 2 points of intrinsic
value if the underlying market is trading at 24.

Iron condor: A market-neutral position that enters a bear
call spread (OTM call + higher-strike call) above the market
and a bull put spread (OTM put + lower-strike put) below
the market. Both spreads collect premium, and profit when
the market trades between the short strikes by expiration.
All options share the same expiration month.

Lock-limit: The maximum amount that a futures contract
is allowed to move (up or down) in one trading session.   

Long-Term Equity AnticiPation Securities
(LEAPS): Options contracts with much more distant expi-
ration dates — in some cases as far as two years and eight
months away — than regular options.

Market makers provide liquidity by attempting to prof-
it from trading their own accounts. They supply bids when
there may be no other buyers and supply offers when there
are no other sellers. In return, they have an edge in buying
and selling at more favorable prices.

Naked (uncovered) puts: Selling put options to collect
premium that contains risk. If the market drops below the
short put’s strike price, the holder may exercise it, requiring
you to buy stock at the strike price (i.e., above the market).

Open interest: The number of options that have not
been exercised in a specific contract that has not yet expired. 

Out of the money (OTM): A call option with a strike
price above the price of the underlying instrument, or a put
option with a strike price below the underlying instru-
ment’s price. 

Parity: An option trading at its intrinsic value.

Premium: The price of an option. 

Put option: An option that gives the owner the right, but
not the obligation, to sell a stock (or futures contract) at a
fixed price. 

Put spreads: Vertical spreads with puts sharing the same
expiration date but different strike prices. A bull put spread
contains long, higher-strike puts and short, lower-strike
puts. A bear put spread is structured differently: Its long
puts have higher strikes than the short puts.

Straddle: A non-directional option spread that typically
consists of an at-the-money call and at-the-money put with
the same expiration. For example, with the underlying
instrument trading at 25, a standard long straddle would
consist of buying a 25 call and a 25 put. Long straddles are
designed to profit from an increase in volatility; short strad-
dles are intended to capitalize on declining volatility. The
strangle is a related strategy.

Strangle: A non-directional option spread that consists of
an out-of-the-money call and out-of-the-money put with
the same expiration. For example, with the underlying
instrument trading at 25, a long strangle could consist of
buying a 27.5 call and a 22.5 put. Long strangles are
designed to profit from an increase in volatility; short stran-
gles are intended to capitalize on declining volatility. The
straddle is a related strategy.

Strike (“exercise”) price: The price at which an under-
lying instrument is exchanged upon exercise of an option. 

Support and resistance: Support is a price level that
acts as a “floor,” preventing prices from dropping below
that level. Resistance is the opposite: a price level that acts
as a “ceiling;” a barrier that prevents prices from rising
higher. 

Support and resistance levels are a natural outgrowth of
the interaction of supply and demand in any market. For
example, increased demand for a stock will cause its price
to rise, creating an uptrend. But when price has risen to a
certain level, traders and investors will take profits and
short sellers will come into the market, creating “resistance”
to further price increases. Price may retreat from and
advance to this resistance level many times, sometimes
eventually breaking through it and continuing the previous
trend, other times reversing completely.  

Support and resistance should be thought of more as gen-
eral price levels rather than precise prices. For example, if a
stock makes a low of 52.15, rallies slightly, then declines
again to 52.15, then rallies again, a subsequent move down
to 52 does not violate the “support level” of 52.15. In this
case, the fact that the stock retraced once to the exact price

continued on p. 28
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level it had established before is more of a coincidence than
anything else.  

Time decay: The tendency of time value to decrease at an
accelerated rate as an option approaches expiration. 

Time spread: Any type of spread that contains short
near-term options and long options that expire later. Both
options can share a strike price (calendar spread) or have
different strikes (diagonal spread).

Time value: The amount of an option’s value that is a
function of the time remaining until expiration. As expira-
tion approaches, time value decreases at an accelerated rate,
a phenomenon known as "time decay."

Variance and standard deviation: Variance meas-
ures how spread out a group of values are — in other
words, how much they vary. Mathematically, variance is the
average squared “deviation” (or difference) of each number
in the group from the group’s mean value, divided by the
number of elements in the group. For example, for the num-
bers 8, 9, and 10, the mean is 9 and the variance is:

{(8-9)2 + (9-9)2 + (10-9)2}/3 = (1 + 0 + 1)/3 = 0.667

Now look at the variance of a more widely distributed set
of numbers: 2, 9, and 16:

{(2-9)2 + (9-9)2 + (16-9)2}/3 = (49 + 0 + 49)/3 = 32.67

The more varied the prices, the higher their variance —

the more widely distributed they will be. The more varied a
market’s price changes from day to day (or week to week,
etc.), the more volatile that market is.

A common application of variance in trading is standard
deviation, which is the square root of variance. The stan-
dard deviation of 8, 9, and 10 is:   .667 = .82; the standard
deviation of 2, 9, and 16 is:   32.67 = 5.72.

Vertical spread: A position consisting of options with
the same expiration date but different strike prices (e.g., a
September 40 call option and a September 50 call option). 

Volatility: The level of price movement in a market.
Historical (“statistical”) volatility measures the price fluctu-
ations (usually calculated as the standard deviation of clos-
ing prices) over a certain time period — e.g., the past 20
days. Implied volatility is the current market estimate of
future volatility as reflected in the level of option premi-
ums. The higher the implied volatility, the higher the option
premium.

Volatility skew: The tendency of implied option volatil-
ity to vary by strike price. Although, it might seem logical
that all options on the same underlying instrument with the
same expiration would have identical (or nearly identical)
implied volatilities. For example, deeper in-the-money and
out-of-the-money options often have higher volatilities than
at-the-money options. This type of skew is often referred to
as the “volatility smile” because a chart of these implied
volatilities would resemble a line curving upward at both
ends. Volatility skews can take other forms than the volatil-
ity smile, though.

� TradingEducation.com has launched a new Web site,
www.TraderChat.com, designed to provide futures, forex, and
equities traders with an open forum for sharing ideas and
strategies. Discussions range from strategies, technical analysis
tools, and software to trading techniques and current events.
Reviews and tutorials are also available on TraderChat.com.
Membership is free. 

� Ensign Software now provides free real-time forex
quotes and charts with all Ensign Windows charting software
subscriptions. In addition, Ensign Windows is now compatible
with FXCM and CyberTrader data sources. The complete list of
supported data sources includes eSignal, DTN IQfeed,
Interactive Brokers, FXCM, CyberTrader, and QFeed.
Download a free trial use of Ensign Windows at www.ensign-
software.com.

� Ong First Tradition Pte Ltd. will be using Patsystems

to access the Singapore Exchange (SGX) and other global
exchanges in the U.S. and Europe such as the Chicago
Mercantile Exchange (CME), the Chicago Board of Trade
(CBOT), Euronext.liffe  (LIFFE), and Eurex, and Asian
exchanges such as the Korea Exchange  (KRX), the Osaka
Securities Exchange (OSE), the Tokyo Stock Exchange (TSE),
the Tokyo International Financial Futures Exchange  (TIFFE),
the Tokyo Commodities Exchange (TOCOM), and the Hong
Kong Futures Exchange  (HKFE). Ong First is distributing
Patsystems’ J-Trader front-end to its customers in Singapore.
To find out more about Ong First, please visit the Web site at
www.ongfirst.com.

Note: The New Products and Services section is a forum for industry
businesses to announce new products and upgrades. Listings are
adapted from press releases and are not endorsements or recommen-
dations from the Active Trader Magazine Group. E-mail press releas-
es to editorial@optionstradermag.com. Publication is not guaranteed.

NEW PRODUCTS AND SERVICES

KEY CONCEPTS continued

http://www.ongfirst.com
mailto:editorial@optionstradermag.com
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Legend

CPI: Consumer Price Index

ECI: Employment cost index

FOMC: Federal Open Market
Committee

GDP: Gross domestic 
product

ISM: Institute for Supply
Management

LTD: Last trading day; the
first day a contract may trade
or be closed out before the
delivery of the underlying
asset may occur.  

PPI: Producer Price Index

Quadruple witching Friday:
A day where equity options,
equity futures, index options,
and index futures all expire. 
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MARCH
1 • Personal income for January

• LTD: February milk options (CME)

2 • LTD: April cocoa options (NYBOT); 
• March pork belly options (CME)

3
4
5
6 • Productivity and costs (revised) for 4th 

quarter

7
8
9 • Unemployment for February

• LTD: March currency options (CME); 
March U.S. dollar index options 
(NYBOT); April sugar and coffee 
options (NYBOT)

10
11
12 • Federal budget for February

13
14
15 • PPI for February

• LTD: All March equity options; March 
S&P options (CME); March Nasdaq 
options (CME); March Dow Jones 
options (CBOT); April crude oil options 
(NYMEX)

16 • Quadruple witching Friday
• CPI for February
• LTD: April orange juice options 

(NYBOT)

17
18

19
20 • FOMC meeting

21 • FOMC meeting

22
23
24
25
26
27 • Consumer confidence for March

• LTD: April natural gas, gasoline, and 
heating oil options (NYMEX); April 
aluminum, copper, silver, and gold 
options (NYMEX)

28
29 • GDP (final) for 4th quarter

• LTD: March feeder cattle options 
(CME); March milk options (CME)

30
31

APRIL
1
2 • LTD: May cocoa options (NYBOT)

3
4
5 • LTD: April currencies options (CME); 

April U.S. dollar index options 
(NYBOT); April live cattle options 
(CME)

6 • Markets closed — Good Friday
• Unemployment for March

The information on this page is subject to change. Options
Trader is not responsible for the accuracy of calendar dates
beyond press time.
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MARCH/APRIL

Event: 8th Annual Technical Analysis Expo — Paris
Date: March 23-24
Location: Espace Pierre Cardin, Paris
For more information: Visit www.salonAT.com

•
Event: 31st Annual International Futures Industry
Conference
Date: March 14-17 
Location: Boca Raton Resort & Club, Boca Raton, Fla.
For more information: Visit 
www.futuresindustry.org/boca2007-2735.asp

•
Event: Intensive Option Seminar
Date: March 31 
Location: Wilshire Grand Hotel, Los Angeles, Calif.
For more information: Visit www.optionstrategist.com

•

Event: The Options Course for Advisors and
Planners
Date: May 22
Location: Chicago Board Options Exchange,
Chicago, Ill.
For more information: Visit www.cboe.com

•
Event: The Traders Expo San Diego
Date: June 20-23
Location: Marriott Hotel & Marina, San Diego, Calif.
For more information: Visit www.tradersexpo.com

•
Event: Forex Trading Expo
Date: Sept. 15-16
Location: Mandalay Bay Hotel and Casino, Las Vegas,
Nev.
For more information: Visit www.forextradingexpo.com

EVENTS

OPTIONS EXPIRATION CALENDAR 

APRIL 2007
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FOREX DIARY

TRADE

Date: Monday, Feb. 12.

Market: Options on Yum Brands
(YUM).

Entry: Sell 10 February 60 puts 
for $0.70 each.
Buy 10 March 60 puts for 
$1.40 each. 

Reasons for trade/setup:
Yum Brands (YUM), the company
that manages Taco Bell, KFC, and
Pizza Hut restaurants, recently
had a rough quarter. In
November, dozens of customers
in New York, New Jersey, and
Pennsylvania were sickened with
E. coli from Taco Bell’s lettuce.
Fortunately, no one died, but ana-
lysts were unsure how this fiasco
would affect YUM’s fourth-quar-
ter profits. 

The company planned to report quarterly earnings
after the close on Feb. 12, and February option implied
volatility (IV) traded 48 percent higher than March
option IV. Historical testing of YUM’s price behavior fol-
lowing the last 36 earnings reports (since February 1998)
showed the stock climbed an average 0.38 percent from
the report’s release to the close four days later. 

This slightly bullish bias is hardly noteworthy, but we
dug deeper and discovered YUM has traded in a fairly
wide range in this period. The average close-to-high up

This trade’s potential gains (solid line) almost match its expected trading range after 
earnings hit the Street (shaded area).

FIGURE 1 —  RISK PROFILE — CALENDAR SPREAD

Source: OptionVue

TRADE SUMMARY

Entry date Feb. 12

Underlying security: Yum Brands (YUM)

Position:

10 short February 60 puts

10 long March 60 puts

Capital required: $700

Initial stop: Exit trade if stock moves more than 5 
percent in either direction by Feb. 17 expiration.

Initial target: YUM closes above 60 at week’s end.
Initial daily time decay: 86.26

Trade length (in days): 4

P/L: $450 (64 percent)

LOP: $400

LOL: -$250

LOP — largest open profit (maximum available profit during lifetime
of trade); LOL — largest open loss (maximum potential loss during
life of trade).

TRADE STATISTICS

Date Feb. 12 Feb. 16

Delta 32.56 -205.1

Gamma -37.00 -487.3

Theta 86.26 106.20

Vega 43.50 55.65

Probability of profit 
by expiration 94% 100%

Breakeven points 57.78 / 62.86 58.75 / 60.99

continued on p. 34

This calendar spread exploits volatility skew surrounding a recent earnings release.

OPTIONS TRADE JOURNAL
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move was 4.84 percent and the average close-to-low down
move was 4.55 percent. The next step is to create an options
position that will profit if Yum Brands trades within this 10-
percent range by Feb. 17 expiration.

Initially, a diagonal spread (short ATM options, long
OTM options in further month) looked promising. For
example, you could sell February ATM options at 40-per-
cent IV and buy March OTM options at 25-percent IV and
collect at least $0.40 in premi-
um. However, these spreads
were only appropriate if you
had a clear directional fore-
cast, which we didn’t. And
the required margin was
nearly $5,000.

Instead, we entered a calen-
dar spread by selling
February 60 puts for $0.70
and buying March same-
strike puts for $1.40. The
volatility skew was nearly
identical, but the trade
required a debit of only $700,
which also represents its
largest loss.

Figure 1 shows the posi-
tion’s potential gains and
losses on three dates: trade
entry (Feb. 12, dotted line),
halfway until expiration (Feb.
15, dashed line), and expira-
tion (Feb. 17, solid line). The
shaded area represents
YUM’s likely trading range
before expiration, which is
based on historical testing. The spread fits the market-neu-
tral forecast well, because the calendar’s profit zone covers
most of this area.

The trade has a 73-percent chance of success and its max-
imum gain is $880 if YUM closes at the 60 short strike with-
in four days. Also, losses will not accumulate too quickly if
YUM moves sharply in response to earnings. Finally, any
gains will represent an attractive return on investment,
because the spread costs only $700.

The goal is to hold the spread until February options
expire worthless. At that point, we will sell the long March
options, because they will retain some time value.

(For a more detailed explanation of this strategy, see
“Calendar spreads surrounding earnings news.”)

Initial stop: Exit spread if YUM rallies or drops more
than 5.0 percent within four days. 

Initial target: YUM closes above 60 strike at Feb. 17 expi-
ration and short puts expire worthless. Then, sell long
March puts. 

RESULT

Outcome: Figure 2 shows YUM bounced around after
quarterly earnings hit the Street on Feb. 12, but the stock
stayed within the predicted range. YUM fell 3.64 percent
the next day and came within 1 percent of the stop-loss.
However, the stock recovered quickly to trade higher in the
following three days and the short 60 puts expired worth-
less as expected. The long March puts were sold for $1.15 at
Feb. 16’s close.  

Overall, the spread gained $450 ($700 from February
puts - $250 loss from March puts). This profit is modest, but
it represents a 64-percent return on investment ($450 / $700
debit).�

YUM dropped 3.64 percent after earnings news, but the spread wasn’t stopped out. It
gained $450 (64 percent) within a week as the stock recovered to close near the 60
strike by Feb. 17 expiration. 

FIGURE 2 — RUN FOR THE BORDER

Source: eSignal

OPTIONS TRADE JOURNAL continued
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