
M E N TA L  M O D E L S  F O R  
T R A D I N G

K A L I D  A Z A D ,  B E T T E R E X P L A I N E D . C O M

http://betterexplained.com


–  F R A N C I S  M A S È R E S ,  1 7 5 9  

“Negative numbers darken the very whole 
doctrines of the equations...” 
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https://en.wikipedia.org/wiki/Francis_Maseres


W H Y  WA S  T H AT  H A R D ?



W A L L I S ,  T R E AT I S E  O F  A L G E B R A  ( 1 6 8 5 )

M O D E R N  D AY





W H AT  W I L L  W E  R E M E M B E R ?



A N A L O G Y Tell me what it's like

D I A G R A M Help me visualize it

E X A M P L E Allow me to experience it

P L A I N  E N G L I S H Describe it with everyday words

T E C H N I C A L Discuss the formal details

ADEPT Method

https://betterexplained.com/articles/adept-method/



M A R K E T P L A C E S

• Amazon


• Ebay


• Zillow



P R I C I N G  M O D E L S



C A M E L C A M E L C A M E L E B AY

P R I C E  H I S T O R Y  
A L E R T S  /  A U T O B U Y S TA N D I N G ,  U N I F I E D  B I D

F E AT U R E  R E Q U E S T S



P U B L I C  M A R K E T

C E N T R A L  L O C AT I O N  
T R A N S PA R E N T  I N V E N T O R Y  

P R I C E  H I S T O R Y  
" N A M E  Y O U R  P R I C E "  L I M I T  O R D E R S  

" B U Y  I T  N O W "  M A R K E T  O R D E R



G U T C H E C K S

• Why does the price change?


• How many prices are there?


• Quantity of buyers/sellers vs. aggression?



Stock Market: 
Better Store

Central location for 
buyers and sellers to 
trade, with public 
prices, orders, and 
history

Spreads 
Dealers


Market Makers

Exchanges 

Order Routing

analogy diagram / example

plain English technical

( O R D E R  B O O K  &  H I S T O R Y )



O P T I O N S

• Right to buy or sell at a given price, for some time


• Everyday examples


• Pre-orders


• Coupons


• Insurance


• Paid warranty



O P T I O N S

P O S S I B L E  P R O F I T S

I N S U R A N C E



O P T I O N S  M A R K E T  AT  M A N Y  P R I C E S / D AT E S

O P T I O N  M A R K E T  AT  D AT E



L O N G  S T O C K

O W N  A L L  P R O F I T S  /  L O S S E S  
F O R  A L L  T I M E

https://www.optionsprofitcalculator.com/



C O V E R E D  C A L L

M O V E  VA L U E  F R O M  F U T U R E  T O  P R E S E N T



O P T I O N S  PAY O F F  D I A G R A M



W H AT  S H O U L D  O P T I O N S  C O S T ?

• Historically: contracts traded individually, over the counter


• How much should you pay? Which factors matter?


• Car insurance policy based on:

VA R I A B L E Sensitivity of value

C A R  A G E ?

C A R  VA L U E ?

Y O U R  A G E ?

Y O U R  R I S K  FA C T O R S ?

P O L I C Y  C O V E R A G E ?



O P T I O N S  VA L U E  ~  H E AT  T R A N S F E R  +  R A N D O M  M O T I O N

https://www.mathworks.com/matlabcentral/fileexchange/42604-finite-difference-method-to-solve-heat-diffusion-equation-in-two-dimensions 
https://stanfordphd.com/Brownian_Motion.html

https://www.mathworks.com/matlabcentral/fileexchange/42604-finite-difference-method-to-solve-heat-diffusion-equation-in-two-dimensions


B L A C K - S C H O L E S  M O D E L

VA R I A B L E Sensitivity of option value ("Greeks")

S T R I K E  P R I C E Fixed during contract

S T O C K  P R I C E Delta, Gamma

V O L AT I L I T Y Vega

I N T E R E S T  R AT E Rho

T I M E  L E F T Theta

https://tradeoptionswithme.com/black-scholes-explained/

W H AT  D E T E R M I N E S  O P T I O N S  P R I C E ?



H I S T O R Y

• 1973: Black-Scholes Model published


• 1973: CBOE (first options exchange)


• 1st day: 911 contracts traded


• 1st month: More volume than all OTC


• Today: >44M contracts daily


• 1997: Nobel Prize in Economics

https://www.optionsplaybook.com/options-introduction/stock-option-history/



Options: 
Coupon, 

Profit Share, 
Insurance

Opportunity to buy 
or sell at a specific 

price, by/on a given 
date

Black-Scholes Model 
Greeks 

Intrinsic/Extrinsic Value 
Implied Volatility

analogy diagram / example

plain English technical



O P T I O N S  T R A D I N G :  B I G  I D E A S

U N B U N D L E  A S S E T C O M M I T M E N T  =  PA I D  C O N T R A C T

A I R L I N E  T I C K E T  =  
S E AT  +  F O O D  +  L U G G A G E  

+  V I E W  +  . . .

S T O C K  =  1 0 0 %  O F  
P R O F I T S / L O S S E S  F O R E V E R  

 
O P T I O N S  =  P O R T I O N  O F  

P R O F I T S / L O S S E S  F O R  
S O M E  T I M E

G E T  PA I D  T O  L I S T  O N  E B AY  
G E T  PA I D  T O  P R E O R D E R

S A M P L E  C O M M I T M E N T S  
 

W I L L  B U Y  AT  D I S C O U N T  
W I L L  S E L L  AT  P R O F I T  

W I L L  H O L D  F O R  L O N G  T E R M



I N V E S T M E N T  G O A L Option Strategy

B U Y  P O S S I B L E  P R O F I T S Buy call

B U Y  I N S U R A N C E Buy put

S E L L  P O S S I B L E  P R O F I T S Hold stock, sell call (covered call)

D I S C O U N T E D  P R E O R D E R Have cash, sell put (cash-secured put)

B U Y  P R O F I T  R A N G E Buy call spread

S E L L  P R O F I T  R A N G E Sell call spread

S E L L  I N S U R A N C E  R A N G E Sell put spread

S T O C K  S U B S T I T U T E Buy long-term, high-delta call (LEAP)

Trading Strategies



Trading Strategies

https://www.optionsplaybook.com/option-strategies/



E X A M P L E  S T R AT E G Y

https://nominex.io/blog/education/introduction-to-the-wheel-trading-strategy/

S E L L  P R O F I T S ,  D I S C O U N T E D  P R E O R D E R



Learning 
Analogies First

Stock Market 
Better Store

Options 
Coupons, Insurance

Trading 
 Sell your peanuts

Summary

betterexplained.com/cboe

http://betterexplained.com/cboe




B O N U S :  R U L E  O F  7 2

P U R P L E ,  O R A N G E . . .  =  C O M P O U N D  E F F E C TG R E E N  =  D I R E C T



Rule Of 72: 
Road Trip To 
Doubleville

Pct/yr → Doubling Time 
 

1% → 72 years 
2% → 36 years 
3% → 24 years 

10% → 7.2 years

The time to double is 
roughly 72 divided by 

interest rate.

1 * e^{RT} = 2 
RT = ln(2) = .693 ~ .72 

T = .72 / R 
 

[change "R=.05" to "R=5"] 
 

T = 72 / R

analogy diagram / example

plain English technical


