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Historical Patterns of Public Pension Investment

Abstract

From the 1910s to the late 1950s, local, state, and federal retirement systems actively participated
in public finance as investors in public debt. They did so, this essay argues, under a regime of
‘fiscal mutualism,” where pension trustees balanced governments’ needs for low-cost finance
against pensioners’ needs for high investment returns. This regime was supported from the
institution of public employee retirement systems in the 1910s and 1920s until the late 1950s by
an overlapping system of state investment restrictions, actuarial preferences, and trustee
conservatism. Sustained low municipal bond yields in the 1940s and early 1950s undercut the
economic viability of this system, yet rising rates amid a state government and suburban
infrastructure boom from 1954 onwards revived it until about the end of the decade. At that point,
public funds moved decisively into mortgages, corporate bonds and corporate stocks.
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Historical Patterns of Public Pension Investment

Introduction

In mid-1950s, New York State Comptroller Arthur Levitt Sr. faced a dilemma. Across
the state, suburban school districts struggled to sell bonds into a rising market. Incremental
rate increases equated to hundreds of thousands of local tax dollars more in interest payments,
money which could be better used to build the schools in the state’s booming suburbs that
school districts were desperately trying to fund. As the chief fiscal officer of the state, Levitt
had a general duty to help New York’s political subdivisions secure the best financial deals
available and the specific obligation under the state’s school aid formula to bear some of the
interest costs. He also had the power to help. “When school bonds...appeared to go begging,”
Levitt explained in October 1956, he “stepped in and bought final maturities for the state
retirement fund.” Hence the dilemma: In the same breath, Levitt emphasized that “as the sole
trustee of the fund...it [was] incumbent on him to obtain the highest return possible” (Kraus
1956) for the state workers whose retirement savings comprised the fund.

The dilemma Levitt described was new. Before the 1950s, public pension trustees did
not frame their investment objectives in terms of achieving the highest possible returns.
Instead “safety with a reasonable return is all that is expected,” as one treatise writer observed
in 1918 (Meriam 1918, 337). In 1934, the Board of Administration for the California State
Employee Retirement System likewise foregrounded safety as their principal investment
philosophy. “The investment policy should be so steeped in conservatism and so firmly
interwoven with a realization of the Fund’s sacredness” that future managers should never
consider risky or speculative investments.! This conservatism, formalized through state
regulations that limited public pension investments to U.S. government securities and state
and local municipal bonds, structured an investment regime termed here ‘fiscal mutualism’

(Glass & Vanatta 2021; Vanatta 2024). Under fiscal mutualism, public pension trustees

1t Public Employee Retirement System, Board of Administration, Investment Policy Discussions
(hereafter CalPERS Investment Policy Discussions), April 27, 1934, box 1, Public Employee
Retirement System records, California State Archives, Sacramento, California (hereafter CalPERS
records).



invested public employee savings overwhelmingly in public debt securities. In some cities and
states, they did so passively, conforming to the legal limits imposed by pension legislation and
investing in line with their relevant expertise as local government employees. At times, though,
some pension managers practiced fiscal mutualism more actively, intentionally directing
public employee savings toward public investment priorities. From the 1910s until the late
1950s, under the framework of fiscal mutualism, public pension trustees balanced local
governments’ needs for low-cost financing with public employees’ needs for high investment
returns.

In the 1950s, fiscal mutualism unravelled, as trustees like Levitt increasingly chose to
pursue maximum risk adjusted returns by disinvesting from municipal bonds. They did so for
a variety of interconnected reasons. Because of their tax advantages to high-income investors,
municipal bonds delivered lower yields than similarly risky corporate securities. Pension
managers confronted this disparity during Worl War II, when high-grade municipal yields fell
to below 2 percent. At the same time, lawyers and bankers sought to liberalize the strict rules
that governed trust and other regulated investment categories, a change that was adjacent to
and eventually influences public pension funds. As public pensions gained the ability to invest
beyond public securities, they cultivated investment expertise, both by hiring dedicated
internal investment managers and by contracting with investment advisory and asset
management firms. As they did so, investment advisors pushed for further liberalizing
legislation, which promised to generate higher returns as well as more lucrative fees for
external advisors. Although local government financing needs in the 1950s encouraged
trustees like Levitt to significantly increase pension investments in local government
securities, trustees did so at a moment of transition into mortgages, corporate bonds, and
eventually corporate stocks. By the mid-1960s, most public funds had completely disinvested
from municipal bonds.

[paragraph on the stakes of this argument in relation to the themes of the

conference/edited volume].



To develop this argument, this chapter will look most closely at the New York State
Employee Retirement System (NYSERS), which Levitt presided over from 1955 until 1979, and
the California State Employees’ Retirement System (CalPERS). For much of the period, they
were the nation’s largest public pension funds, and thus offer a rich public and archival record
of their activities. In the revised version of this essay, I will layer in more material from archival
and media sources (such as Municipal Finance and Institutional Investor), which will more
fully contextualize these large systems within the archipelago of small and large public pension

funds.

Origins and Development of Fiscal Mutualism

Across the nineteenth century, state and local governments created a variety of plans
to offer retirement and disability benefits to public employees, especially police, firefighters,
and teachers. By 1910, the US Senate had identified 219 state and local pension plans (Neill
1910). These early plans rested on unstable financial foundations: local governments lacked
the expertise to effectively estimate long term pension liabilities, and they lacked the political
will to fund the plans through taxation or mandatory employee contributions. Yet as the public
workforce grew, organized workers lobbied for the extension of retirement benefits to more
groups of public employees. Good government activists, operating under the aegis of the turn-
of-the-century Progressive movement, foresaw fiscal calamity and demanded reform.

New York City was at once a leader in the municipal pension movement and a leading
example of a city with grossly underfunded retirement plans. City-managed pension funds
dated to the creation of the police fund in 1856 and the fireman’s fund in 1866 (with a
voluntary fund dating to the 1790s). By 1913, the city operated eight special funds for employee
groups, including police, firefighters, teachers, street cleaners, and court staff, as well as a
general disability pension for all city employees (City of New York Commission on Pensions
1916a, 1-4). City leaders recognized that the funds were disorganized and poorly funded. In

June 1913, mayor William Gaynor created a Commission on Pensions, writing one prospective



member, “the time is arrived for the doing of great work.”2 Before the commission could make
headway, the Bureau of Municipal Research, a reform group with close ties to the city
government, produced a scathing report on the police pension fund. “The police pension
fund,” the Bureau determined, “exists as a legal fiction only” (Bureau of Municipal Research
1913, 16). A 1914 expose in the New York Times went further. “The pension systems of the
various important departments in the government of this city are headed straight for
bankruptcy—bankruptcy on a gigantic scale,” the paper reported. “They are not funds. They
are deficits” (“City Pension ‘Funds’ Are Headed for Bankruptcy” 1914). In February 1916, the
city’s Commission on Pensions confirmed the preliminary findings, identifying a
$200,000,000 deficit between existing funding streams and future pension liabilities. “The
city, in its pension systems, has blindly, perhaps unwittingly, embarked upon a vast financial
program with no thought of the cost involved or the methods of financing this cost” (City of
New York Commission on Pensions 1916b, iv).

Investigations in Chicago and other major cities revealed similar patterns of
underfunding, while a growing reform literature drew on the domestic and global experience
of pension design to establish best practices for governments to follow (Meriam 1918, 451-463;
Studensky 1920, 166-233). The key debates focused on interrelated questions of benefit rates,
contributions (and their appropriate division between employer government and employees),
and whether to pay benefits from current revenues or establish reserve funds (Brown 1911;
Meriam 1918, 325). With few exceptions (eg. plans in Massachusetts), over the next 30 years
most states and municipalities that established pension systems did so with an actuarial
reserve fund (Tilove 1976, 313-320). Because funds collected in the present and held on reserve
to meet future liabilities earned interest, the total cost of the pension system to the sponsoring
government was theoretically lower. As typically organized, state and local pensions required
matching contributions each month from the employer government and the employee, which

were held in trust. The sponsoring government often guaranteed a set rate of return on the

2 William J. Gaynor to George W. Perkins, June 11, 1913, folder 27, box 2, series III, Mayor William J.
Gaynor papers, New York Municipal archives; William J. Gaynor to Henry Bruere, June 11, 1913,
folder 128, box 12, series III, Mayor William J. Gaynor papers, New York Municipal archives.
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accumulated fund, usually between 3 and 4 percent, at the trustees’ discretion. The board of
trustees, often including representative workers and government officials, invested the
accumulated reserves.

Pension reformers rarely discussed how reserve funds should be invested (cf. Brown
1911, 188-204). “Safety with a reasonable return is all that is expected,” observed one treatise
writer in 1918 (Meriam 1918, 337). Typically, enabling legislation restricted investments to a
bespoke legal list composed of U.S. government securities and the municipal bonds of the
governing state and its political subdivisions, or legislation held the retirement fund to the
standards established for other regulated investments, such as those for government sinking
funds, insurance companies, or savings banks (Clark, Craig, & Wilson 2003, 204-214;
Studensky 1920, 346-430).

Legal restrictions on pension fund investments and the prevailing emphasis on safety
structured the investment regime of ‘fiscal mutualism,” a mode of financial governance where
public pension funds invested in public debt, practices which operated roughly from the 1910s
until the late 1950s. Professional actuaries, who became increasingly involved in public
pension management from the 1910s onwards, buttressed the public investment regime. They
built their valuations of pension liabilities on a steady, long-term rate of return, one that public
pension trustees could achieve by purchasing and holding public securities—at least in the
years before World War I1. Guided by actuarial analysis and charged with meeting a fixed rate
of return, pension trustees sought to achieve a steady return consistent with prevailing
government bond yields, rather than maximum risk-adjusted returns. Finally, the catastrophic
experience of the Great Depression, during which Americans lost their life savings through all
manner of financial calamities, redoubled public trustees’ collective adherence to a safety-first
investment philosophy.

In many public pension funds—perhaps even most—fiscal mutualism worked
structurally and implicitly. From the 1910s through the post-World War II years, state and
local governments provided limited staff for their retirement plans, and investment decisions

were uniformly taken by boards of trustees composed in whole or in part of state government



officials—including comptrollers, treasurers, insurance commissioners, and banking
commissioners (Andrews 1964, 449-453). These officials understood local municipal bond
markets and could evaluate the creditworthiness of government subdivisions in their states.
Through publications like Municipal Finance, public pension managers reinforced the
emphasis on safety through public security investments. “The most desirable form of
investment are government and municipal bonds,” wrote the actuary for Chicago’s public
funds in 1938. “It is impossible for a retirement system to maintain the special departments
necessary in connection with other forms of investment.” (Weinberg 1938, 31). When pension
trustees stepped outside the safe and narrow path of public government securities, they often
courted disaster. As the state treasurer of Indiana recalled at a meeting of state finance officials
in 1941, “You might have something that you wanted to get rid of and the thing to do was to go
and sell it to the Teachers’ Retirement Fund” (Givens 1941, 34).

From its inception in 1932 until 1947, the CalPERS followed this path, investing
exclusively in U.S. government and municipal bonds. CalPERS bought only California state
and local bonds until January 1939, when the Board of Administrators authorized the
purchase of New York City general obligation bonds.3 Reflecting the Depression-era context,
CalPERS’s actuary articulated the pension’s safety-first investment philosophy:
“funds...should be invested only in bonds of sterling quality...bonds issued by a source
commonly accepted as certain to carry out its obligation, which in turn means freedom from
the ordinary hazards of industry.” Businesses could succeed or fail. Governments had
consistent taxing power (Brown 1911, 194). When presented with alternatives, like federally
insured mortgage investments, the Board recognized that they lacked the staff and expertise
to undertake such investments. “For the Retirement System to engage in making such loans,
a regular mortgage department would be necessary with a personnel trained in such work and

with a clerical staff to follow collections and other mortgage routine.”s

3 CalPERS Investment Policy Discussions, January 27, 1939, box 1, CalPERS records.
4 CalPERS Investment Policy Discussions, April 27, 1934, box 1, CalPERS records.
5 CalPERS Investment Policy Discussions, October 23, 1936, box 1, CalPERS records.
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Soft fiscal mutualism operated through trustees’ safety-first mentality, the legal
requirements of government bond investment, and the limited capacity of pension trustees to
diversify beyond well-known local markets. In some state and local governments, pension
trustees pursued a fiscal mutualism in which they more assertively and intentionally directed
pension investments toward public purposes.

In New York, the state comptroller, the state’s chief fiscal officer, was the sole trustee
of the State Employees Retirement System (NYSERS). Morris S. Tremaine, comptroller from
1927 to 1941, described his investment strategy in his 1929 Annual Report: “I have continued
the policy...of investing largely in the bonds of the municipalities of New York State, assisting
them in procuring funds for needed improvements at a fair rate of interest when their financial
condition warrants their borrowing.” Tremaine used his investment authority to support the
municipal bond market while also supervising local borrowing governments. Assertive fiscal
mutualism had, in this sense, a foundational political logic: it provided state officers with
levers of control over smaller units in the federalist political structure (Calvert 1960). It did so
while still meeting the needs of pensioners, who achieved the returns necessary to provide
their promised retirement benefits. Moreover, pension holdings of public debt ensure that the
interest costs paid by taxpayers also supported a public purpose in financing the retirement
system, rather than providing income for private investors.

City governments, too, used pension funds in this way, with New York City as the
leading example. Before the 1950s, the City’s various funds were restricted to investing in U.S.
government bonds and the bonds of New York state and its subdivisions. City comptrollers,
who held investment authority for the city’s pension funds, routinely invested exclusively in
New York City bonds. This was the practice from when the city funds consolidated in 1918
until 1930 (New York City Retirement System 1918; New York City Retirement System 1930,
25). [sentence about buying US bonds during the war.] From 1945 until 1954, the city raised
money exclusively by selling its bonds to its retirement funds (Heffernan 1954). In 1951, the
teacher’s union sued, arguing that the Comptroller had failed to invest in higher yielding U.S.

government securities (“School Pension Fund Scored on Holdings”). Under fiscal mutualism,



pension trustees balanced the interests of pensioners, who wanted safe, guaranteed returns
and of local governments, that wanted low-cost finance. When the city re-entered the bond
market in May 1954, it sold $79 million in bonds to a syndicate headed by Chase National Bank
at 1.9 percent interest, at a significant cost savings compared with the 2.25 percent rate paid
on bonds sold to the city pension funds (“First Public Sale of Its Bonds in 9 Years Gives City
Big Savings” 1954).

For the historian, fiscal mutualism is more visible in the large state and city funds than
in those of the much more numerous, smaller city and county funds (of which there were more
than 2,000 on the eve of World War II). This is a function of archive and media coverage
favouring larger funds. It is also the case that small funds, while subject to the structural
constraints that shaped soft fiscal mutualism—safety-first mentality, the legal requirements of
government bond investment, and the limited capacity of pension trustees to diversify beyond
well-known local markets—lacked sufficient capital to act assertively. Large funds, by contrast,
could shape municipal bond markets—or effectively substitute for them if needed. In 1941,
before the demands of global war reshaped the American financial system, states and large
cities (population more than 100,000) invested 37 percent of their pension portfolios in their
own bonds, 42 percent in other municipal securities, 13 percent in treasury bonds, and 8
percent in non-governmental securities (U.S. Bureau of the Census 1943, 20fn7). Smaller
funds practiced a very similar allocation, with 82 percent in municipal bonds (we lack the data
on the proportion between own and other municipal securities), 8 percent in treasury bonds,

and 10 percent in other non-governmental securities (Andrews 1964).

The Postwar Era Revival of Fiscal Mutualism

The United States prepared to enter World War II with a financial system that had
been vastly reshaped by the New Deal reforms in the 1930s. In the aftermath of the Great
Depression, Congress and the Roosevelt Administration siloed the financial services industry

by function, constructing barriers between activities such as commercial banking, investment



banking, and insurance, to limit financial concentration and destructive competition. At the
same time, New Deal reformers created a variety of programmes to channel public and private
investment towards social priorities, including agriculture, housing, and public infrastructure.
They constructed what sociologist Sarah Quinn calls a “credit state,” which achieved the goals
of centralized federal economic planning and spending through indirect lending programmes
that encouraged and stimulated public and private economic activity (Quinn 2019). At the
height of the New Deal political order, when American politicians broadly maintained faith in
an activist government capable of positively shaping the economy, public pensions used fiscal
mutualism to operate as local credit states, investing public funds in public social priorities
(Fraser & Gerstle 1989). These interventions appeared legitimate because they operated
through markets, rather than as direct government spending. Yet over time, the trade-offs
fiscal mutualism required gradually lost favour among pension managers, who sought to
minimize the cost of pensions to taxpayers and public employees by maximizing the

contribution generated by investment returns.

Fiscal Mutualism During World War II

Those costs of fiscal mutualism’s trade-offs first became visible during World War 11,
when significant changes in tax policy that gradually made municipal bonds less attractive for
pension fund investment. Since the ratification of the sixteenth Amendment to the
constitution in 1913, municipal bond interest had been exempt from federal income taxes. In
the 1920s, popular literature on bond investing emphasized that municipal bonds offered
lower yields than similarly risky, taxable corporate securities because of the tax advantages
they offered to high income investors (Carret 1925, 55-61; New York Evening Post 1925, 13-
14). Initially small, the yield gap between municipal and corporate bonds grew during the
1930s as tax rates increased under the New Deal. Even still, the weight of prevailing legal
restrictions, pension trustees’ emphasis on safety, and preference for the security of public
taxing power as against the hazards of private industry all ensured continued public

investment in public securities. During the war, tax rates increased even further and the tax

10



burden spread across a wider swath of the population (Sparrow 2011). Municipal bond yields
fell to a low of 1.2 percent for high-grade bonds, and municipal yields remained stubbornly

below 2 percent through the early 1950s (Homer 1966, 269—298).

All State and Local Funds (1941-1960)
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Source: Andrews 1964, 531.

The ultimate path of municipal yields was not obvious, or even especially
consequential, to pension trustees at the outbreak of the war. Instead, their initial responses
reflected the patriotic impulses pulsing through American society. To fully support the war
effort, trustees effectively reversed the direction of fiscal mutualism: where pensions had
invested down into municipal bond markets, during the war they invested up into US
government securities. In 1941, 80 percent of public pension investments were in state and
local bonds, 12 percent were in U.S. government bonds, and 8 percent were in non-
governmental securities. By 1946, the balance had shifted: 34 percent of public pension
investments were in state and local bonds, 60 percent were in U.S. government bonds, and 6
percent were in non-governmental securities (Andrews 1964, 531). State governments led this
trend, cutting their holdings of municipal bonds in half during the war years, and reinvesting
the proceeds in treasury bonds. City and county funds, by contrast largely maintained their

municipal bond portfolios, and purchased treasuries only with new fund contributions.
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The transformation of state fund investment strategy is evident in the decisions of the
CalPERS Board of Administrators. At the board’s first meeting following the Japanese attack
on Pearl Harbor, members worried about the fund’s heavy investment in the San Francisco-
Oakland Bay Bridge, given “the possibility of damage to the bridge from bombing or
sabotage.”® They agreed to maintain their existing policy of investing in California and New
York City bonds, “with the general understanding that no further bonds of the San Francisco-
Oakland Bay Bridge be purchased.” At following meeting in April 1942, the board made a
decisive shift. Members considered an explicit policy of halting California bond purchases, in
part because “the Pacific Coast might be invaded,” but they determined that declaring such a
policy would have “a bad public effect.” In practice, however, from that point forward,
CalPERS the invested “in Government bonds principally.”” Over the course of the war, as yields
on municipal bonds fell and the price of their California bonds rose, the Board of
Administrators sold all its California bonds and reinvested the proceeds in treasury securities.
By the end of the war, its portfolio was comprised of 96 percent U.S. government bonds and 4

precent New York City Bonds.8

Postwar Drive for Diversification and Higher Yields

When the war ended in 1945, low municipal bond yields created conflicting incentives
for public pension managers who remained subject to strict investment limitations. A survey
conducted by the Connecticut Teachers’ Retirement System in 1946 found that twelve states
limited teacher funds exclusively to U.S. and local government bonds; four allowed U.S.,
municipal, and F.H.A. or equivalent securities; eight provided the same investments as
permitted to life insurance companies; eight permitted the same as savings banks; seven

provided the same restrictions as imposed on other state-invested funds, and seven states

6 CalPERS Investment Policy Discussions, January 30, 1942, box 1, CalPERS records.
7 CalPERS Investment Policy Discussions, January 30, 1942, box 1, CalPERS records.
8 Report of the board of administration, California State Employees’ Retirement system, June 30,

1947, 1.
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either held no reserves or provided no data.® Overall, this meant that most funds could only
invest in government securities, with limited room for those under life insurance and savings
bank rules to invest in corporate securities meeting clearly defined quality standards. These
investment restraints, in turn, made it difficult for public funds to achieve their legally
mandated return requirements. Pension systems either had to lower the legal rate and make
larger upfront contributions from payroll, or maintain the legal rate and make deficiency
payment to make up for return shortfalls. From 1944 to 1959, CalPERS board of
administration assumed a 2.5 percent rate of return, required the state to contribute 9.16
percent of payroll.?o “The real question,” opined one pension manager at a conference in 1946,

“is whether the present interest rates and yield can be maintained.”*

9 Dorothy Shanley, “An Analysis of the Type of Investments Permitted to State Teacher Retirement
Systems (1946),” “Summary of the Southern Conference on Teacher Retirement Systems,” November
7-8, 1946, Southern Conference on Teacher Retirement 1945-47 folder, box 3, Teachers’ and State
Employees’ Retirement System Director’s Office, Department of State Treasurer, North Carolina State
Archives.

10 1961 CalPERS annual report, p. 9.

u Drew S. Gaylor, “Investments: Legal Provisions and Limitations,” “Summary of the Southern
Conference on Teacher Retirement Systems,” November 7-8, 1946, Southern Conference on Teacher
Retirement 1945-47 folder, box 3, Teachers’ and State Employees’ Retirement System Director’s
Office, Department of State Treasurer, North Carolina State Archives.
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Table 1: Permitted Investments of State Teacher Pension Funds, 1946

U.S. Government Bonds and Municipal
bonds of home state (a); US bonds and
bonds of any state (b); Only municipal

bonds of home state (c)

Arkansas (¢)
Colorado (a)
Florida (a)
Indiana (b)
Kansas (a)
Kentucky (a)
Michigan (a)
North Dakota (b)
South Dakota (b)
Tennessee (a)
Utah (a)

West Virginia (a)

U.S. Government Bonds, Municipal bonds
of home state, and F.H.A. and similar
securities

Arizona
Ohio
Oklahoma
Texas

Life Insurance Companies

Alabama
Georgia
Louisiana
Maryland
Montana
Nebraska
Virginia
Wisconsin

Savings Banks

California
Connecticut
Maine
Minnesota
Nevada

New Hampshire
New York
Vermont

Sinking or other state funds

Illinois
Massachusetts
New Jersey
North Carolina
Pennsylvania
South Carolina
Washington

No Reserves (a) or no data (b)

Delaware (a)
Idaho (b)

Iowa (b)

New Mexico (a)
Oregon (b)
Rhode Island (b)
Wyoming (b)

Source: Dorothy Shanley, “An Analysis of the Type of Investments Permitted to State
Teacher Retirement Systems (1946), North Caolina State Archives.
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To meet this challenge, pension trustees sought to diversify into higher yielding
investments where they could. In New York, Comptroller Frank C. Moore took advantage of
high municipal bond prices in 1945 to sell New York City bonds held in the NYSERS portfolio
at a tidy profit, reinvesting in US treasuries (“State Controller Sells City Bonds” 1945; “State
Clears $2,725,169 Selling Portfolio Bonds” 1945). For the next few years, the fund continued
to focus on treasuries, with some municipal bond purchases. In 1949, Moore changed track,
and began to invest heavily in FHA mortgages, increasing the fund’s holdings from four
percent in 1948 to almost 30 percent in 1953.12 CalPERS Board of Administrators had ruled
out FHA mortgages in the 1930s, and they instead used their broader powers under
Californai’s savings bank law to invest in public utility bonds. They did so with some
reluctance. “It was recalled that the policy of the Board from the inception of the Retirement
System, had been to buy bonds issued by the United States Government, State government
and various public agencies of the State, with the purpose of avoiding industrial hazard.”s As
such, “to approve the purchase of the Telephone and Telegraph bonds would be a radical
change in the policy of the Board.”# They held off on that radical policy change until 1948,
when they began to direct all new investments towards public utility bonds, railroad trust
certificates, and eventually industrial bonds. From a balance of 96 percent treasuries and 4
percent municipals in 1947, the fund transitioned to 34 percent treasuries, 7 percent
municipals, and 59 percent corporate bonds by 1953 (California State Employees’ Retirement

System 1955, 11).

12 Annual Report of the Comptroller (New York), various years.
13 CalPERS Investment Policy Discussions, April 26, 1946, box 1, CalPERS records.
14 CalPERS Investment Policy Discussions, July 26, 1946, box 1, CalPERS records.
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The percentages of total investments, in respective types of securities held by the System
at the close of each of the 10 years June 30, 1947, through June 30, 1956, were:

Total book value and percentage of total book value according to
type securities beld ar
June 30, June30, June 30, June30, June 30, June30, June30, June30, June30, June30,
1956 1955 1954 1953 1952 1951 1950 1949 1948 1947

Book value of invested
assets (in millions) 615.1 §22.2 4374 3599 293.8 237.7 188.7 142.6 107.6 78.5

Type of securities
Governmental securities
. 5. Gov. bonds..  30% 32%  33% % 8% 41% 47% 0 61%, T7% 96%
Munic. bonds, U. 8. 9% 9% 8% 7% 5% 7% 10% 8% 5% 4%
Canadian bonds ____ 3% 3% 3% -
% governmental  42% MY ML 4% 0% 48%;, 57% 69%  B2%  100%
Corporate securities

Public U'ﬂ]lt}' bonds 40% 9% 40% 45%, 47% 47% 41% 30% 18%
. equip. tr. certs,  11% 1% 10% 9% 9% 5% 2% 1%

Industrial bonds._.._. 7% 6% 6% 5% 4% -
% corporate ... 58% 56% 56% 59% 60% §2% 43% 31% 18%
Totals........ 100% 1005 1005, 100%  100% 100% 100% 100%% 100% 100%

Investm't carnings as
% of accumulated
contributions ........ - 301% 3.00% 3.009% 286% 2.7B% 2.71% 271 270% 2.62% 2.78%

The list of securities held is shown after the financial statements.

Source: California State Employees’ Retirement System 1957, 62

The shifts in the NYSERS and CalPERS portfolios was mirrored by public pensions at
large (with the exception of New York City, which is difficult to disaggregate before the census
began publishing comprehensive data in 1957). In state-administered funds, non-
governmental securities increased to 24 percent of aggregate portfolios, and in small funds,
they grew to 34 percent. Reflecting the experiences in New York and California, these
investments tended to cluster in mortgages, and in public utility and railroad bonds, which

were understood to be the safest corporate options (Valentine 1956).
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Small Cities (1948-1953)
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Source: Andrews 1964, 530.

Doubling Down on Fiscal Mutualism

The momentum towards diversification was counterbalanced by the growing financial
demands of federal, state, and local governments in the 1950s. All public borrowers had
enjoyed a long period of relatively low interest rates during the war and early postwar years.
The Federal Reserve held rates down to facilitate the funding of the U.S. deficit, while high tax
rates and low supply drove down municipal bond yields. In March 1951, however, the Fed
regained monetary policy control, and from that point forward government borrowing costs
rose and fell with swings in Fed policy. In this environment, Congress and the Treasury
continued to seek public pension investments. Treasury officials made direct pitched to public
pension managers, while Congress devised creative programmes, like Capehart mortgages to
fund military housing and [merchant marine subsidy name] to fund ship construction,
pitching these investments toward public funds. States, which undertook ambitious postwar
plans for building new university campuses and administrative buildings, looked to their
pensions as captive sources of low-cost financing. So too did newly suburbanizing counties,
towns, and school districts, which often had recently been agricultural communities with little
borrowing history and suspect tax bases. In the 1950s, fiscal mutualism’s underlying bargain

still held: Policymakers would seek to balance the borrowing costs of government, especially
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as market rates pressed borrowing costs beyond long-prevailing norms, against the
requirements to deliver a set return to public employees.

In New York, state comptrollers actively used NYSERS to finance the construction of
suburban schools. Due to “vast increases in school populations in suburban areas,”
Comptroller J. Raymond McGovern noted in 1954, the volume of school bond issues “was
greater than the normal market would absorb.” To “establish an orderly school bond market,”
McGovern began directly bidding on school bonds.’s Direct bidding put NYSERS in
competition with the investment banking firms which managed the municipal bond market.
By telegraphing the price he would pay in advance, McGovern established a ceiling for school
district borrowing costs. As school construction took off in 1954, McGovern bid on 228 school
bond issues and won 34 of them, increasing NYSERS’s holdings of school bonds from 2 to 6
percent of its portfolio.’® In subsequent years, McGovern’s successor, Arthur Levitt Sr.,
continued to invest in school bonds, though more often in cooperation with investment
banking syndicates. Levitt tended to purchase the longest dated, riskiest portions of school
bond issues for the NYSERS fund. At the peak in 1958, 11 percent of NYSERS assets were
invested in New York school district bonds.*”

In California, CalPERS increased its municipal bond investments in the 1950s, but
without the clearly stated ambition of building schools or supporting suburban development.:8
Instead, the Board of Administrators invested public money in state and local government
office buildings. As far back as 1938, the board had debated the legality of such investments.
In 1955 the legislature authorized the State Public Works Board to issue building certificates,
which were only eligible for purchase by California state agencies, including CalPERS. The
certificates would pay interest at 3/8 percent above the prevailing yields for US government

bonds of at least 15 years maturity, not to exceed 4 percent. The State Public Works Board

15 “State Controller Buys More Bonds,” New York Times (July 1, 1953), 44.

16 New York, Annual Report of the Comptroller (1954), 15—-16

17 U.S. Bureau of the Census. "Finances of Selected Individual Public Employee-Retirement Systems:
1957-2007.”

18 Report of the board of administration, California State Employees’ Retirement system, June 30,
1950, 6.
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would construct the office buildings and building certificate holders’ interest payments would
be guaranteed by the lease revenue from the buildings.»9 In 1956, CalPERS contracted to
finance six buildings across the state, as well as its own headquarters in Sacramento. In 1959,
the legislature expanded the programme to include local governments. Over the next decade,
the investment committee engaged in fine grained negotiations with city governments about
their architectural plans.2° [One sentence with final data on building certificate programme to
early 1960s.]

The revival of fiscal mutualism peaked in 1960. Across the prior decade, public pension
funds had begun to shift into non-governmental securities, first public utility and railroad
bonds and insured mortgages, and later into commercial mortgages, general corporate bonds,
and corporate equities. Yet public funds also continued to make large investments in state and
local debt, even though the tax benefits of these investments did not accrue to public funds. In
1960, state and local funds, excluding New York City, held 16 percent of their $15.5 billion in
state and local bonds and 49 percent in non-governmental securities (New York City’s eight
funds held 70 percent of their assets in the city’s bonds) (Andrews 1964; U.S. Bureau of the
Census). From that point forward, public pension funds aggressively shed municipal bond

investments.

The End of Fiscal Mutualism

A combination of factors led to the unwinding of fiscal mutualism in the late 1950s.
First, higher taxes and coordinated Federal Reserve policy pushed down municipal bond yields
during the war and early postwar years, compelling sponsoring governments to increase
payroll contributions or deficiency payments. Public pension managers entered the postwar
years primed to seek higher yielding alternatives. They saw an avenue in a parallel movement

to change state rules governing trust funds and other regulated investments. Advocates of the

19 CalPERS Investment Policy Discussions, April 27, 1956, box 1, CalPERS records.

20 Minutes of the Investment Committee, January 19, 1960 and March 22, 1960, Mtg. Files, January
1959-June 1961, Board of Administration — Investment Committee, Public Employee Retirement
System, box 11, CalPERS records.
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‘prudent man rule’ sought to normalize an investment philosophy focused on professional
asset management and maximum risk-adjusted returns. As pension managers sought to
encourage state legislature to liberalize their investment powers in line with prudent man
reforms, they also began to articulate a different core logic of public pensions than had
predominated in the pre-war years. Public pension systems had originated as a means of
retiring superannuated workers by offering them subsistence in old age, but with the
introduction of Social Security in 1935 and its extension to state and local workers in the 1950s,
public officials began to frame pensions as a benefit to enable the public sector to compete
with private employers. This shift in perspective encouraged a like shift from ensuing the
absolute safety of pension investments meant to provide subsistence to a willingness to take
risks that would yield the potential for a higher quality of life. Finally, throughout the period,
public funds gradually professionalized their investment activities, either by hiring internal
experts or by acquiring external advice. The development of investment expertise within
public funds shifted pension governance power and authority from actuaries—who sought
safety and routine investment returns—and politicians—who sought to balance competing
interests of borrowing governments and retirees—to asset managers who sought to achieve
the highest possible returns and who pursued further liberalization of investment rules to

achieve goals.

The Prudent Man Rule

When state and local governments established public pension funds, they tended to
take the form of trusts, with investment powers limited to a legal list, either very narrowly
tailored to federal and local government bonds or aligned with other categories of regulated
investment, such as state rules governing savings banks or insurance companies. (Part of the
justification for establishing retirement systems as incorporated trusts was to guarantee the
funds against seizure by the sponsoring government [Burt 1976, 24].) Pension investment
restrictions reflected not only an actuarial preference for safety and stable returns, but a

broader legal ideology of trusteeship that placed safety of the principle as a paramount ideal.
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To keep trustees on what Pennsylvania’s Supreme Court called a ‘plain though narrow path’
(Friedman 1964, 558), most states followed some version of the “New York rule” for trust
investments, limiting trustees to a legally sanctioned list of permissible investments intended
to prioritize safety of the principle. Legal lists enabled trustees (usually lawyers) with limited
financial expertise to make relatively safe investments, while protecting themselves from suits
for negligence if the legally invested funds lost value.

Beginning in the early 1940s, reformers within the American Bankers Association’s
Trust Division and the American Bar Foundation’s Committee on Prudent-Man Rule for Trust
Investments championed an alternative (Committee on Prudent-Man Rule of Trust
Investments 1945; Whyte 1945). Under their preferred prudent man rule, practiced most
visibly in Massachusetts, the trustee ‘is to observe how men of prudence, discretion and
intelligence manage their own affairs,” and to invest entrusted funds accordingly (Harvard
College v. Armory, 1830, p. 446).” Where legal lists offered a narrow path of safety, the prudent
man rule offered greater scope for discretion and professional judgement. The reform
campaign was exceptionally successful. In 1939, only 9 states had a prudent man rule. By 1953,
only twelve states did not have a prudent man rule (Stevenson, 1953, p. 74).

The widespread adoption of the prudent man rule can be thought of as at once a
technical legal change and as a transformation in financial ideology, one which gained
momentum at a moment of uncertainty for public pension funds. In a narrower sense, as state
legislators adopted the prudent man rule to apply to trust investments, they created
momentum to gradually lift the restrictions placed on other types of regulated investments.
This was especially the case because most private pension funds were governed by trust rules,
so that, for example, when New York state introduced a partial rule in 1950 allowing 35 percent
of trust assets to be invested under prudent man standards, it enabled private funds registered
in the state to transition from corporate bonds into equities (McCarthy 2017, 110).

Public pension managers, seeing the higher returns generated elsewhere, gradually
lobbied to join the prudent man revolution. They did so cautiously. Trustees tended to request

incremental authorization to investment in specific asset classes. In 1959, New York’s Aurthur
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Levitt sought authority to invest 20 percent of NYSERS’s portfolio in highly rated railroad and
public utility bonds and, in 1960, ten percent of its portfolio in common stocks.2* When
trustees demonstrated that they could manage these allocations without inducing catastrophe,
they usually returned to the legislature to increase the percentages, as Levitt did. In 1964,
Levitt requested the legislature lift the allocation to highly rated railroad and public utility
bonds to 30 percent, arguing “if the Comptroller...is precluded from purchasing corporate
bonds, the overall investment yield of the State Employees’ Retirement System would be
impaired as the Comptroller would have to revert to lower yield tax exempt and government
bonds as the major investment source.”22

In California, CalPERS’s investment advisor wanted to use a new prudent man
provision of the state’s savings bank law to invest in several public infrastructure projects in
late 1954—including the Ohio Turnpike and Ontario hydroelectric projects.23 Legal ambiguity
about how the rule would apply to CalPERS encouraged the board to study the prudent man
rule and to ultimately propose legislation allowing the fund to invest ten percent of its assets
in securities, other than corporate equities, “whether or not such securities are herein
expressly authorized and whether or not they qualify hereunder, in which in the informed
opinion of the board or officer charged with the investment of funds of such systems
respectively it is prudent to invest retirement funds.”24 With these new powers, the Board of
Administrators remained very cautious, responding with deep scepticism to legislative audit
of California’s retirement systems that argued “to achieve as high a yield as is possible that is
consistent with the safety of the fund should be one of the guiding principles in the investment
of such funds.”25 CalPERS secured an increase in prudent man rule investments to twenty

percent in 1957, and the Board used this power to continue investments in bonds and later

21 Arthur Levitt to Roswell B. Perkins, April 9, 1959, at 15, bill jacket, L. 1959, ch. 833, Arthur Levitt to
Nelson A. Rocke fel ler, April 7, 1959, at 14; Arthur Levitt to Ros well B. Perkins, April 9, 1959, at 15,
bill jacket, L. 1959, ch. 833; Arthur Levitt to Hon. Robert MacCrate, April 7, 1960, at 16, bill jacket, L.
1960, ch. 817, New York State Archives, Albany, NY (hereafter NYSA).

22 Authur Levitt, Memorandum in Support, at 2, bill jacket, L. 1964, ch. 369, NYSA.

23 CalPERS Investment Policy Discussions, October 8, 1954, box 1, CalPERS records.

24 California State Laws (1955), chapter 213.

25 CalPERS Investment Policy Discussions, August 12, 1955, box 1, CalPERS records.
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home mortgages. CalPERS resisted common stock investments until the late 1960s, long after

most other large funds had shifted heavily into this asset class (Howell 1962; Sederberg 1969).

Public Pensions and the Growing Welfare State

When state and local governments began the widespread adoption of public employee
retirement systems in the 1910s and 1920s, reformers promoted pensions as a means for
improving the operation of government by enabling the superannuation of aged workers. “A
sound retirement system provides the state with a sure and just method of eliminating from
its active force those employees who have become incapable of performing their best work
because of disability or superannuation,” wrote the California Commission on Pensions of
State Employees (1928, 8). Retirement, as a life stage, had not yet been normalized (Chappel
2024; Graebner 1980). The enactment of Social Security in 1935 made government-funded
subsistence in old age the norm for most American workers and made private pensions, which
offered a more comfortable post-work life, an employment benefit for white collar and
unionized workers. The original social security legislation, however, excluded state and
municipal workers, and so public employee pensions retained a core social welfare function.
In 1954, Congress authorized local governments to participate in Social Security coverage,
which in turn changed policymakers’ conception of pensions from a collective welfare device
to an individual employment benefit. States like New York and California enrolled in OASDI
coverage and liberalized their pension investment rules at the same time.

[I'm trying to decide how/whether to develop this idea further. One route would be to
discuss the rise of public sector unionization and the eventual collective bargaining over
pension benefits. In the 1950s, most public sector workers were not yet unionized, and often
pension trustees represented their interests indirectly within state governments (this was very
much Levitt’s view, for example). A second route would be to discuss the conflict over who
should benefit from increasing investment returns—sponsoring governments that can pay

lower contributions or employees who might likewise pay lower contributions or receive
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higher benefits. In New York, NYSERS moves to a non-contributory system for state

employees on the back of increasing investment yields.)

Professionalization

The gradual professionalization of public pension investment built a steady
momentum. As public funds hired internal experts or engaged external consultants, their
institutional capacity to diversify their portfolios increased. The investment professionals were
evaluated on fund performance and had the incentive to lobby for rule changes that would
enable them to pursue higher investment returns. As public portfolios grew and the range of
investments expanded, public trustees increasingly ceded investment decisions to return-
oriented professionals, rather than the actuaries and policymakers who had guided pension
investment strategies through the early postwar years.

Professionalization began within the context of fiscal mutualism. In the late 1930s,
CalPERS board of administrators sought options for diversifying beyond California bonds into
those of east coast cities, but they need to hire staff to determine whether out of state bonds
met the safety standards that governed CalPERS portfolio.2¢ The board prevailed on the state
Department of Finance to hire “competent individual...for the purpose of buying bonds and
studying various sources of issue to determine whether their bonds would meet the
requirements of such funds as the Retirement Fund.”2” The Department of Finance appointed
Rene L. Rothschild to serve as investment advisor in October 1940, a role Rothschild would
hold for more than two decades.2® During the war, Rothschild advised the Board of
Administrators to sell California bonds and reinvest the proceeds in U.S. treasuries. Then in
late 1940s, he steered the fund toward its public utility investments. Rothschild benchmarked
the state’s investment allocations against the insurance industry, and he quickly realized that
he could not manage CalPERS nearly $200 million portfolio by himself (California State

Employees’ Retirement System 1951). In November 1950, the Board sought to hire an assistant

26 CalPERS Investment Policy Discussions, April 27, 1939, CalPERS records.
27 CalPERS Investment Policy Discussions, April 27, 1939, CalPERS records.
28 CalPERS Investment Policy Discussions, October 13, 1940, CalPERS records.
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investment advisor and to purchase analysis services from Moodys (they need both, because
without an assistant, Rotschild lacked the capacity to make use of the Moody’s service).29

From his perch as investment advisor, Rothschild was a driving force behind state’s
adoption of a prudent man standard for CalPERS’s investments. By early 1960, however,
Rothschild was frustrated with the remaining limitations on the fund’s investments. The
increasing flow of funds into CalPERS from state and employee contributions, and the
continued limits on permitted investments, meant that CalPERS was buying larger blocks of
permitted securities, driving down available returns. This was compounded by competition
from other, similarly restricted public pension funds.3° To further develop his case for
diversification and liberalization, Rothschild sought external advice. In 1960, CalPERS
contracted for an external portfolio review from Moody’s Investor Services. The report
characterized CalPERS’s strategy as “ultra-conservative.” While Moody’s did not find specific
fault in this approach, which “laid the foundation for the sound present condition of” CalPERS,
it also advised “tax exempt State and municipal bonds are not an attractive medium for the
investment of public retirement funds.” 3* Instead, Moody’s urged liberalization of investment
rules that would allow for the purchase of common stocks (Howell 1962).
Disinvestment

Moody’s report gave CalPERS’s professional investment staff a basis for requestion
legislative liberalization of the fund’s investment powers, liberalization which took years to

accomplish eventually through a 1966 ballot initiative. But fund trustees also used its

29 CalPERS Investment Policy Discussions, August 11, 1961, CalPERS records.

30 CalPERS Investment Policy Discussions, February 19, 1960, CalPERS records.

31 “The State Employees Retirement System,” May 3, 1961, Board of Admin. — Investment Com. Mtg.
Files, January 1959-June 1961, box 11, CalPERS records.

25



recommendations as a basis for fully shifting away from fiscal mutualism. The investment
committee use Moody’s report as evidence in a May 1961 meeting with Governor Pat Brown
that CalPERS should no longer be an indirect source of capital for California’s municipal
governments. In August 1961 CalPERS began a process of “disposing of low-yield government
securities and reinvesting in long-term high-yield corporate and other securities.”32 That year
marked the peak, at $128 million (9.13 percent of assets) of CalPERS municipal bond
investments. The selloff was gradual across the 1960s, as the board sought to avoid recognizing
losses. By 1973, CalPERS held less than 1 percent of its portfolio in state and local bonds, with

the remainder in nongovernmental securities.
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The process played out similarly in New York. In May 1959, two months after the
legislature authorized NYSERS to invest in high grade bonds, Arthur Levitt appointed an
investment advisory council of leading financial industry executives, headed by Sidney J.
Weinberg, Senior Partner of Goldman Sacs & Company. The committee urged caution in

its first meeting with Levitt, agreeing “that perhaps ten per cent of the Fund should

32 CalPERS Investment Policy Discussions, November 10, 1950, CalPERS records.

26



continue to be invested in School District bonds.”33 One year later (and after NYSERS had
gained additional authority to invest in equities), the council advised a decisive change in
strategy. After reviewing NYSERS “sizable investment in tax exempt state and municipal
bonds,...it was agreed that their retention was not particularly appropriate as a matter of
a policy.”s4 Levitt did not need to be told twice. From a high of $406 million in state and
municipal bonds in 1959 (22.3 percent of the portfolio), Levitt paired NYSERS holdings so

that by 1967, municipal bonds made up less than 1 percent of the fund.
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Conclusion
Public pension funds, including CalPERS and NYSERS, are among the largest asset
managers in the world. According to its 2024-2025 Annual Investment Report, CalPERS owns
$0 in state and local bonds but holds $21 billion in ‘infrastructure partnerships” (CalPERS

2025, 316). These investments reflect the privatization of public infrastructure within the what

33 Minutes, Meeting of Comptroller’s Investment Advisory Council, May 27, 1959; press release, May 1,
1959, “Retirement— Investment Adv. Comm.” folder, box 3, New York State Department of Audit and
Control Correspondence, Speech, and Report Files (hereafter Levitt files), NYSA.

34 Minutes, Meeting of Comptroller’s Investment Advisory Council, May 6, 1960, “Retirement—
Investment Adv. Comm.” folder, box 3, Levitt files, NYSA.
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Brett Christophers calls the “asset-manager society,” “in which asset managers increasingly
own and control our most essential physical systems (Christorphers 2023).” CalPERS makes
the investments not to improve the quality of life of California residents or of public retirees,
but to secure the highest available returns within a diversified and well-balanced portfolio.
This is a reasonable approach, given the prevailing assumptions and political ideologies that
govern public pension investment. In the past, however, public pension funds played a more
active role—directly and indirectly—in supporting the development of public infrastructure.
These investments, under the rubric of fiscal mutualism, were not free of conflict—or conflicts
of interest. As Arthur Levitt confided to his investment advisory council in May 1959, “The
dual function” of the Comptroller’s role a chief fiscal officer and sole trustee of NYSERS, “has
confronted those occupying the office of the Comptroller with perplexing questions of policy
from time to time.”35 Since the end of fiscal mutualism policymakers have circled back, again
and again, to the question of whether and how public workers’ accumulated capital can be

directed to public purposes. It remains an open question.

35 Minutes, Meeting of Comptroller’s Investment Advisory Council, May 27, 1959; press release, May 1,
1959, “Retirement— Investment Adv. Comm.” folder, box 3, Levitt files, NYSA.
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