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ÅModigliani & Miller (1958 & 1961) 

Å15 year gap 

ÅApplication to DB (Black, Harrison & 

Sharpe, Tepper) 

ÅAnother Gap 

ÅBritish School (EMS 1997) 

ÅAmerican School (Bader & Gold 2001) 

 

Chronology 



 

 

No Arbitrage 

 

Financial Economics 



 

 

ÅFinancial Economics does not require 

ÅCAPM 

ÅMPT 

ÅEMH 

ÅNo-Arbitrage is not the APT 

ÅArbitrage can be a fuzzy concept (without 

loss of power) 

 

Misconceptions 
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Discounted Cash Flow Spec 



 

 

Å$1 bonds has the same value as $1 equities 

ÅLong $1 equities and Short $1 bonds = 0 
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Bader Swap 
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ÅAdd up (central) expectations 

ÅDiscount 
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Actuarial Practice 



 

 

 
 Bader Swap

Distribution at t=15

-$4.00 -$2.00 $0.00 $2.00 $4.00 $6.00 $8.00 $10.00

Market Value

Distribution

Average

Median

What is the value? 



 

 

ÅLaw of One Price states that: 

if x has the same cash flows as y then 

the value of x equals the value of y. 

ÅFuzzy Version 

if x has similar cash flows as y then 

the value of x should be similar to the 

value of y. 

Law of One Price 



 

 

ÅFinancial Economics says 

Apply Law of One Price to value (known and 

certain) liabilities ï find a matching asset  

=> Use Bond-like discount rates 

ÅActuarial Practice says 

Use Asset-like discount rates 

=> Functionally equivalent to deducting the 

Bader swap value from liability value 

 

Matching 



 

 

ÅApplied to DB Funds 

The first-order effects of Asset Allocation are 

irrelevant eg Equity exposure does not add value 

to a shareholder 

Instead, focus on second-order effects 

ÅTax 

ÅSurplus Usage 

ÅAgency Issues 

 

Irrelevance Principle 



 

 

ÅWhat is a DB Scheme and does it have 

a risk preference? 

ÅStakeholder List 
Members 

Shareholders/Tax payers 

Trustees 

Consultants 

Fund Managers 

Corporate Management 

Tax man 

 

Scheme or Stakeholders? 


