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The Synopsis :

1. Focus on the insurance company's
ーー

liability

2. Use our data to simplify
33 Algebraically manipulate
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W/ the intent to "create
the expression for the payoff ofthe put

"TheInsurance Company's Liability
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max (S(T) , 103) = ?
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max(a , b) = a + max(0, b
-a) = a + (b-a)+

= b +max(a-b, 0) = b + (a-b) +
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,
103) = S(T) + (103 -S(T)) +

Long Payoff of the put w/ strike 103
stock and exercise date T= 1

.

The insurance company can perfectly hedge by :
inst-y) unite of the stock index;· Longing Buying sco)

· BuyingT European pute w K= 103 and=

# they receive the same amount of moneya time O as is
the cost of this replicating portfolio , they BREAK EVEN.
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