Public Funds and Private Capital Markets:
The Investment Practices and Performance
of State and Local Pension Funds

Julia L. Coronado
Federal Reserve Board

Eric M. Engen
American Enterprise
Institute

Brian Knight
Brown University

National Tax Journal
Vol. LVI, No. 3
September 2003

Abstract - This paper addresses the question of whether a govern-
ment entity can invest money on behalf of employees or constitu-
ents in a manner comparable to the private sector. We focus on the
experience of pension funds operated by state and local govern-
ments on behalf of their employees. Using data from a sample of
public plans, we find some evidence that after controlling for dif-
ferences in asset allocation certain types of political interference
lead to a sacrifice of returns on plan assets. Combining data from
public and private plans, it appears that public plans earned a sig-
nificantly lower rate of return than private plans in 1998, the year
for which data was available for both types of plans.

INTRODUCTION

his paper addresses the question of whether a govern-
ment entity can invest money on behalf of employees or
constituents in a manner comparable to the private sector. That
is, we ask whether the conflicts of interest inherent to such
arrangements lead public funds to operate inside the risk/
return frontier. We focus on the experience of pension funds
operated by state and local governments on behalf of their
employees, which are still largely defined benefit plans, and
thus the employing government is responsible for develop-
ing the parameters that govern the investment of fund assets.
Many of these funds are quite sizable; in a recent survey of all
pension funds in the United States, five of the ten largest pen-
sion funds were operated by states.! Moreover, the value of
assets held by public funds often exceeds the annual budget
of the sponsoring government. Thus, the magnitude of the
funds provides a nontrivial incentive for policymakers to af-
fect the investment choices made by the plans in order to
maximize their relatively short—term political interests.
Determining whether state and local government employee
pension funds earn subpar returns on their portfolios due to
political influence will shed light on broader policy issues.
When President Clinton proposed investing a portion of the
Social Security Trust Fund in private financial markets, a
number of observers noted that such a practice would not

! Pensions and Investments.
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increase the resources available to fund fu-
ture pension obligations as it would only
reallocate assets and rates of return among
public and private investors and not in-
crease national saving. In addition, how-
ever, there was the concern that the invest-
ment choices made by the fund would be
influenced by political considerations lead-
ing to inefficiencies in capital allocation.
Critics of the President’s proposal cited state
and local employee pension funds as an
example of politically influenced investing.

Although constructing relevant com-
parisons to private funds is not always
straightforward, evidence from most prior
research supports the notion that public
pension funds have earned lower returns
than their private sector counterparts. This
result is partly attributable to differences
in portfolio allocation and therefore does
not necessarily imply that public funds are
operating inefficiently, just that they choose
a different mix of risk and return. How-
ever, a number of papers, described in
more detail below, have examined returns
among public funds and shown that, the
greater the level of political intervention
among public funds, the lower the return
on assets. One exception to these findings
is Munnell and Sunden (2001), who inves-
tigated the investment returns of a sample
of state and local pension funds; they con-
clude that recent examples of political in-
fluence are isolated, most public plans have
learned from past experiences, and have
adopted mechanisms designed to shield
decision—makers from political influences.
International evidence on countries whose
governments have invested in private mar-
kets suggests that the level of political in-
tervention is greater the larger is the trust
fund relative to the budget, and suggests
that government involvement in trust fund
investment leads to unambiguously lower
returns (Iglesias and Palacios, 2000).

We begin by outlining the issues involved
in pension fund governance in the public
sector and summarizing the existing econo-
metric evidence that attempts to establish
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a statistical link between plan returns and
investment practices. We then document
several high profile and commonly cited
examples of politically motivated invest-
ment practices. While anecdotes of politi-
cal meddling in public pension funds are
not hard to find, the policy-relevant ques-
tion is whether such intervention has led
to systematically lower returns. Thus, we
go on to perform an econometric analysis,
first using data on a sample of public pen-
sion funds from the 2000 Survey of State
and Local Government Employee Retire-
ment Systems—the same data set used in
many previous studies. We find evidence
that, after controlling for differences in as-
set allocation, certain types of political in-
terference appear to lead to a sacrifice of
returns on plan assets, although the evi-
dence is not overly compelling. However,
the most important innovation of this study
is that we match plan-level data on state
and local pension plans to similar micro—-
data on private plans and econometrically
examine the difference in returns. We find
some evidence that, after controlling for
plan size and asset allocation, public plans
in general earned a significantly lower rate
of return in 1998, the year for which data
was available for both types of plans.

THE ECONOMICS OF PUBLIC
PENSION FUNDS

The portfolio allocation of pension
funds, public or private, is generally de-
termined by an investment policy set by
a board of trustees or an investment
committee. Members of the board or
committee have a fiduciary responsibil-
ity to represent the interests of plan par-
ticipants. For private plans this responsi-
bility is a matter of federal law under the
Employee Retirement Income Security Act
of 1974 (ERISA). For plans operated on
behalf of state and local government em-
ployees, this responsibility is usually a
matter of local law that varies across
jurisdictions.
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In the private sector, those with fidu-
ciary responsibility are usually financial
professionals or officers of the sponsoring
corporation. In contrast, the boards of
public plans are usually made up of a
combination of members who are 1)
elected by plan participants, 2) appointed
by elected officials, and 3) elected officials
themselves. The potential for conflict of
interest for elected or appointed members
of public pension boards is clear: the long—
run interests of public sector employees
may not be in synch with the short-run
interests of the political constituents of the
party appointing pension board members.
For example, fostering employment
among the electorate through investment
in local firms, while politically popular,
may lead to a lower return on pension
plan assets.

Because most state and local pension
plans are defined benefit plans, it is likely
that plan participants have only limited
incentives to monitor the investment poli-
cies of the governing board as they are not
the residual claimants on any excess or
shortfall of assets relative to the value of
their promised benefits. Rather it is local
taxpayers who would be ultimately liable
for sub—par returns. Thus the mismatch
in interests may come to the degree that
the base of taxpayers differs from the con-
stituents of a particular official or politi-
cal party. In addition, there may be slip-

page between short and long run inter-
ests; increased employment that results
from local investment preferences has
immediate benefits and may lead to posi-
tive political outcomes, while the higher
taxes necessitated by sub par returns on
local investments will be paid over a much
longer horizon.

While there is clearly the possibility for
conflicts of interest in public pension fund
investment decisions, it has long been
thought that these funds do not face some
of the conflicts of interest that private sec-
tor investment managers face in practic-
ing corporate governance; that is, private
sector pension funds or mutual funds
donot actively vote the shares of the com-
panies in their portfolio for fear of dam-
aging potentially lucrative business rela-
tionships. Public funds, by contrast, are
generally more active in sponsoring and
voting on shareholder resolutions. Thus,
it is possible that that the absence of this
conflict of interest faced by private enti-
ties may lead to higher returns for public
funds. Thus, empirically comparing pub-
lic and private fund returns promises to
be an illuminating exercise.

An aggregate comparison of the annual
returns of state and local pension funds,
private pension funds, mutual funds, as
well as a measure of total stock market
returns between 1968 and 1996 is pre-
sented in Table 1. Public plans tend to hold

TABLE 1
INVESTMENT RETURNS TO PENSION PLANS
(Average Annual Returns, Percent, 1968-1996)

Hybrid Equity Stock
Time State & Loc. Gvt. Private Mutual Mutual Market
Period Pensions' Pensions? Funds® Funds® Returns
1968-83 6.9 7.6 n.a. n.a. 9.3
1977-83 9.1 11.3,10.4 n.a. n.a. 12.8
1986-90 11.9 8.7 (DB) 11.1 (DC) n.a n.a. 11.6
1990-94 8.8 8.4 (DB) 8.4 (DC) 8.5 9.1 9.7
1992-96 11.2 11.1 (DB) 8.9 (DC) 11.1 13.8 15.6

'Data for 1968-83 are from Mitchell and Hsin (1997). Data from 1986-96 are from Zorn (1994, 1996, 1997).

?Data from 1968-83 are from Mitchell and Hsin (1997), and are for large private pension plans. For the time
period 1977-83, returns are calculated from two data sources (SEI Financial Services and 5500 Reports, respec-
tively). Data from 1986-96 are unpublished Flow of Funds data for all defined benefit (DB) and defined contri-

bution (DC) plans, which uses Form 5500 reports.

*Data are from Morningstar. Hybrid funds, on average, hold about 60 percent of their assets in equities and the

remainder in bonds and cash.
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an aggregate mix of debt and equity that
is comparable to DB pension plans and
hybrid mutual funds. While returns of
public plans did not compare favorably
to private pensions in earlier years, they
have done better more recently.

The first row shows that state and local
plans averaged about 1 percentage point
below the returns on large private pen-
sion plans over the period 1968-1983, and
1 to 2 percentage points lower than large
private plans between 1986-1990
(Mitchell and Hsin, 1997). This compari-
son between public and private pension
returns is extended over the period 1986-
1996 and includes mutual fund returns. It
should be noted that the pension plan data
is from different sources than the data
shown for 1968-1983, and that the private
pension plan data for this more recent
period are for all private pension plans,
notjust for the large plans used in the ear-
lier period. This highlights one of the dif-
ficulties in comparing the investment re-
sults of public and private pension plans:
There may be economies of scale in invest-
ing and state and local plans are relatively
large, so the most appropriate compari-
son is probably with large private pension
plans. In addition, these aggregate returns
are not adjusted for the composition and
risk of the underlying portfolios, making
meaningful comparisons difficult. In any
case, these aggregate data suggest that
state and local plan returns tend to be
comparable to those of private pension
plans and hybrid mutual funds over the
1986-1996 period.

Two recent studies compared the re-
turns of public and private pension plans
(both were commissioned by The Califor-
nia Public Employees Retirement System
(CalPERS). Wilshire Associates use a data
set with approximately 50 large corporate
pension funds and 50 large state and lo-
cal pension funds, with combined assets
of $870 billion (about 15 percent of total
pension assets). Over the five—year period
ending in September 1998, the median
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annual return to corporate pension funds
in their sample was 12.3 percent while the
median annual return to public pension
funds was 11.4 percent—almost 1 percent-
age point lower. The study attributed the
difference to the fact that private pension
funds had larger fund allocations in
stocks. Cost Effectiveness Measurement
(CEM) used a database with pension re-
turns over the period 1994 through 1997
for about 50 private and 35 public pen-
sion funds. In this sample, corporate
funds earned an average of 14.6 percent
annually while public pension funds
earned 13.4 percent—more than 1 per-
centage point lower. The average asset
mix was 70 percent equity in the corpo-
rate funds, and 60 percent equity in the
public pension funds. CEM also attributes
the difference in returns to be a conse-
quence of these different portfolio allo-
cations. Neither of these studies per-
formed an econometric analysis that con-
trolled for both the size of the plan and
the portfolio allocation.

Anumber of econometric studies have
looked at the relationship between politi-
cal intervention and investment returns
among public plans using variation in
rates of return and investment practices.
In particular, these studies have investi-
gated three potential channels of political
influence in state and local public pension
plans: 1) requirements for investing a cer-
tain portion of assets within the state, 2)
restrictions on investing in certain coun-
tries or industries, and 3) the methods
through which trustees are chosen to serve
on the Board. In addition, some studies
have examined the extent to which “pru-
dent man” requirements have shielded
plans from such political influences and
the effect of active corporate governance
on plan returns. The results of these pa-
pers are summarized in Table 2.

Regarding the first channel, many state
and local pension plans have been encour-
aged to actively seek investment oppor-
tunities within the state under the guise
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of local economic development policies.
These within-state investment programs
are commonly referred to as ETIs, or Eco-
nomically Targeted Investments. As
shown in Table 2, Munnell’s (1983) case
study focuses on pension investments
designed to increase the supply of hous-
ing within the state. Comparing returns
on these in—state mortgage—backed secu-
rities with returns on alternative invest-
ments, she concludes that these types of
in-state investments sacrifice plan invest-
ment returns. The econometric evidence
on this point is mixed. While Mitchell and
Hsin (1997) and Nofsinger (1998) both
find that in-state investment programs are
associated with lower plan returns,
Munnell and Sunden (2001) do not find a
statistically significant relationship.

A second channel of political influence
that has been investigated involves pro-
hibitions on investments in certain coun-
tries or industries. During the 1980s, many
public pension plans restricted invest-
ments in South Africa in protest of the
government’s apartheid policy. While
these restrictions no longer exist today,
many states currently require investment
managers to invest only in companies fol-
lowing the MacBride Principles, which
restrict religious discrimination in em-
ployment in Northern Ireland. Regarding
industry restrictions, some plans currently
have restrictions on investing in tobacco
companies. Again, the econometric evi-
dence attempting to link these restrictions
with plan returns is mixed, with Romano
(1993) finding the expected negative
relationship between country and/or in-
dustry prohibitions and plan returns,
while Nofsinger finds a counterintuitive
positive, statistically significant relation-
ship.

The third channel of political influence
involves the method through which in-
vestment boards are chosen. Relative to
Boards appointed by the governor or leg-
islature, those elected by the plan’s mem-
bership may be more responsive to the
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preferences of plan participants and hence
less subject to political influence. Romano
(1993) finds the expected positive relation-
ship: Plans with a higher proportion of
elected board members tend to experience
higher rates of return. Munnell and
Sunden (2001) do not find a statistically
significant relationship.

In order to mitigate political influences,
many jurisdictions hold their pension
funds to a prudent man requirement simi-
lar to the standard that private funds face
under ERISA. Plans are permitted to in-
vest only in securities that “a prudent man
of discretion and intelligence would buy.”
While this policy should limit political
influences, at least in principle, none of
the studies in Table 1 have found a statis-
tically significant link between these pru-
dent man requirements and investment
returns. It is perhaps not surprising that
no statistical link has been found as nearly
all public plans have some form of pru-
dent man standard. Further, it may be
difficult for participants to argue that
plan investments violated the prudent
man standard given that investment
board investment choices are often
constrained by law. Finally, studies that
have included indicators for whether the
pension plan engages in active corporate
governance have found no statistical evi-
dence that such activity significantly in-
creases or decreases the plan’s investment
results.

EXAMPLES OF POTENTIAL
POLITICAL INFLUENCES

There are numerous examples of politi-
cally influenced investment decisions in
the history of state and local pension
plans. Listed below are some high profile
and often—cited recent examples.

®  The California Public Employees Re-
tirement System (CalPERS), which is
the single largest state and local pen-
sion plan with over $150 billion in
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assets, has a vigorous program for
investing in California. Near the end
of 2002, more than 17 percent of
CalPERS’s total assets were invested
in California, making it one of the
biggest investors in the state. This as-
set allocation raises questions about
risk and diversity, but CalPERS has
a stated policy of undertaking these
investments for “. . . providing jobs,
services, and a financial boost to the
State’s economy.” For example, in
1999 CalPERS announced that it was
investing about $340 million in shop-
ping centers in California. Pressure
to invest locally may increase dur-
ing a recession, and in 1992 CalPERS
announced that it would invest $375
million in local single family home
construction shortly after the gover-
nor pressured it to undertake invest-
ments to stimulate California’s
economy. Investments may not al-
ways be influenced politically solely
for economic reasons. Earlier in the
1980s, the California state legislature
passed a measure that forced
CalPERS to sell its shares of compa-
nies that did business in South Af-
rica. CalPERS estimates that the di-
vestment plan cost the fund about
$500 million.

Two large Texas state public pension
plans, the Texas Retirement System
(TRS) and the Employees Retirement
System (ERS), were heavily invested
in equities and bonds of Enron Cor-
poration, which was headquartered
in Houston, and the plans continued
to purchase shares even after news
of the Enron’s financial and account-
ing problems began to surface.
Taken together, the loss to the two
plans associated with their invest-
ments in Enron is estimated at $60
million.?

e US Airways accepted an offer from

the Retirement System of Alabama
to invest $240 million of state pen-
sion money in the airline, in ex-
change for a 37.5 percent stake, after
its expected emergence from bank-
ruptcy protection. David Bronner,
the fund’s CEO, made clear his de-
sire for the fund’s investment in US
Airways to result in both increased
flights to and additional job oppor-
tunities for residents of the state,
noting “The investment provides me
with an opportunity to say ‘If you
are going to expand in x, y, or z,
there’s no reason why it can’t be in
Alabama’.”?

In 1998, Texas’ public teachers pen-
sion plan liquidated 1.2 million
shares of Disney in protest of the
“anti—family content” of some of the
company’s films.

Connecticut’s state employee pen-
sion plan invested $25 million in
1990 in the state’s financially
troubled Colt Firearms in order to
keep local jobs from being lost. The
political pressures to undertake this
investment were cited in many re-
ports. Colt filed for bankruptcy in
1992 and the pension plan lost its in-
vestment.

Were the Social Security trust fund to
invest in the stock market, it is likely that
similar types of political pressure would
be brought to bear on the investment de-
cisions of the fund. Indeed, soon after the
Administration made its trust fund invest-
ment proposal, Jesse Jackson testified be-
fore the House Ways and Means Commit-
tee on the proposal: “I think we should
not invest in gun manufacturers, and
shouldn’t invest in liquor companies, and
shouldn’t invest in tobacco companies.”*
Other commentators have questioned, for

% Associated Press, January 17, 2002.
3 Washington Post, October 5, 2002.
* Wall Street Journal, February 1, 1999.
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example, whether the Clinton Adminis-
tration would have initiated its antitrust
case against Microsoft were the govern-
ment also a significant shareholder in the
company.

ECONOMETRIC ANALYSIS
Updating PENDAT

This section updates the econometric
evidence on political intervention and re-
turn on investments in public funds by
incorporating the most recently available
data, the 2000 Survey of State and Local
Government Employee Retirement Sys-
tems (commonly referred to as PENDAT),
which is sponsored by the Government
Finance Officers Association. This annual
survey queries retirement systems on a
wide variety of administration and finan-
cial topics, including investment practices
and rates—of-return, the two key measures
in this literature. In the 2000 data, 246 re-
tirement systems responded to the survey
and most of these included information

on their annual rates of return between
1994 and 1998 along with their investment
practices as of 1998.

Table 3 provides summary statistics on
the variables of interest, including the
prevalence in 1998 of the investment prac-
tices that have been identified as possible
channels of potential political influence in
the existing econometric literature. As
shown, only 5 percent of plans report a for-
mal ETI program, while 12 percent report
having limitations on investments in cer-
tain countries or industries. While these
estimates suggest that these potential chan-
nels of political influence are not wide-
spread, the fact that only 35 percent of
Board members are elected by plan mem-
bership suggests that plans are potentially
subject to political influence. Finally, a sub-
stantial number of plans, 85 percent in this
case, report having adopted a “Prudent
man” rule, while 20 percent of plans ac-
tively participate in corporate governance.

Despite the heterogeneity among pub-
lic plans in terms of measures of political
influence, there is relatively little disper-

TABLE 3
SUMMARY STATISTICS FOR SAMPLE OF PUBLIC PENSION PLANS

Variable Mean (standard error)
Plans reporting that a portion of their portfolio is directed instate for economic 0.05
development purposes. (0.014)
Plans with prohibitions against, or limitations on, direct or indirect investments in 0.12
specific types of countries or industries, e.g., those doing business with Northern (0.021)
Ireland, manufacturing tobacco, etc.
Fraction of elected board members 0.35
(0.017)
Plans with a prudent person rule 0.85
(0.023)
Plans actively participating in corporate governance 0.20
(0.026)
Rate of return in 1998 14.4
(0.346)
Percent of portfolio in equity in 1998 53.2
(1.09)
Annual rate of return 1994-98 4.86
(0.130)

Source: 2000 Survey of State and Local Government Employee Retirement Systems (commonly referred to as

PENDAT)



The Investment Practices and Performance of State and Local Pension Funds

sion in their asset allocation and invest-
ment returns. Plans responding to the
PENDAT survey held slightly more than
half of their assets in corporate equity in
1998, with a 95 percent confidence inter-
val ranging from roughly 51 to 55 percent.
They earned an average of nearly 14-1/2
percent on their portfolios in 1998, with a
95 percent confidence interval ranging
from approximately 13-3/4 to 15 percent.
This is quite comparable to the aggregate
return of just over 14-1/2 percent in the
same year for those private defined ben-
efit plans sponsored by a single employer
and covering more than 100 participants
(U.S. Department of Labor, 2000-2001).
The variation in political intervention
among public plans begs the question of
how these programs arise and why we ob-
serve them in some jurisdictions and not in
others. Earlier we outlined the channels
through which the interests of the politi-
cians who are able to influence investment
policy might conflict with the interests of
plan participants. In particular, we noted
that, the larger the pool of assets, the greater
the incentive for political intervention.
Table 4 shows correlations among the vari-
ables of interest. The size of the asset pool
is indeed positively correlated with having
an ETI program and having country or in-
dustry restrictions on investments; however
it is also positively correlated with having
a greater fraction of elected members on the
board of trustees, having a prudent person
rule, and practicing corporate governance.

In general the relationships reported in
the table do not paint a compelling pic-
ture about the association between politi-
cal intervention and returns: the existence
of an ETI program is only weakly corre-
lated with returns, while state and indus-
try restrictions have a slight positive rela-
tionship. A greater representation of
elected members on the board of trustees,
having a prudent person rule, and actively
practicing corporate governance all have
the expected positive correlation with re-
turns.

We sort out the various influences on
returns in a multivariate regression frame-
work, the results of which are presented
in Table 5. The dependent variable for the
results in the left column is the 1998 total
rate of return gross of investment fees. In
the right column the dependent variable
is the average annual rate of return be-
tween 1994 and 1998. Recall that the
sample means of these variables are
roughly 14-1/2 percent and 5 percent, re-
spectively. The estimated coefficients are
presented in the table with robust stan-
dard errors below in parentheses. In ad-
dition to the measures of political influ-
ence, we control for the size of the plan
by including the log of assets and for port-
folio composition by including the frac-
tion of the portfolio in equity.

As shown, all of the coefficients have
the expected sign, although among the
variables measuring political influence,
only the dummy variable indicating

TABLE 4
CORRELATIONS AMONG VARIABLES OF INTEREST

Rate of State/ Elected Prudent
return industry Board person Practice Equity
1998 ETI restrictions (%) rule Governance allocation  Assets
Rate of return 1998 1.00
ETI -0.01 1.00
State/industry 0.04  0.01 1.00
restrictions

Elected Board (%) 0.16  0.05 0.01 1.00
Prudent person rule 010  -.09 0.03 -0.04 1.00
Practice Governance 0.25 0.04 0.07 0.26 0.09 1.00
Equity allocation 0.41 0.10 0.08 0.14 0.07 0.16 1.00
Assets 020 018 0.09 0.12 0.14 0.37 0.09 1.00

Source: 2000 Survey of State and Local Government Employee Retirement Systems
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TABLE 5
POLITICAL INFLUENCE AND PUBLIC PENSION PLAN RETURNS
Dependent variable: Total rate of return on investments in calendar year

Variable 1998 Average 94-98
ETI program -1.28 -0.481
(1.14) (0.412)
Country / industry restrictions -0.154 -0.317
(1.17) (0.332)
Percent of Board elected 1.10 0.247
(1.45) (0.494)
Prudent person requirement 0.685 0.254
(1.01) (0.371)
Corporate governance 1.40* 0.529*
(0.850) (0.318)
Fraction of portfolio in equity 0.128** 0.054**
(0.020) (0.007)
Log of total assets 0.251* 0.138**
(0.163) (0.057)
constant 4.31** 0.458
(1.64) (0.586)
R-squared 0.22 0.30
Mean squared error 4.15 1.44
Number observations 166 158

Robust standard errors in parentheses, * denotes 90 percent significance, ** denotes 95 percent significance

whether the plan actively participates in
corporate governance is statistically sig-
nificant. Although the estimated impact of
political intervention on plan returns is not
statistically significant, the point estimates
are economically significant. Having an
ETI program implied a sacrifice of roughly
1-1/4 percent out of an average return of
14-1/2in 1998, and a sacrifice of 1/2 per-
cent out of average annual returns of 5
percent between 1994 and 1998. The frac-
tion of assets allocated to in—state invest-
ments are fairly small even among plans
with ETI programs. Therefore it is unlikely
that the performance of the assets within
the ETI program could account for the
entire sacrifice of returns. Rather, the pres-
ence of an ETI program may proxy for a
general lack of sound investment policies,
reflecting in part political pressures on the
plan. The coefficient on the indicator for
whether the plan has country or industry

prohibitions also imply reduced returns of
15 basis points in 1998 and 30 basis points
on average returns between 1994 and 1998
from such policies.

Arrangements designed to insulate in-
vestment decisions from political interfer-
ence appear to improve returns. Having
a higher fraction of the board elected and
being held to a prudent person fiduciary
standard both lead to a quarter—point im-
provement on average annual returns be-
tween 1994 and 1998. In addition, actively
participating in corporate governance sig-
nificantly enhances returns, leading to
nearly 1-1/2 percent higher returns in
1998 and 1/2 percent higher average an-
nual returns between 1994 and 1998.
Larger plans earn higher returns, perhaps
reflecting economies of scale in investing,
and, not surprisingly over this period,
higher equity holdings were associated
with significantly higher returns.
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Alternative Measures of Political
Intervention

The question regarding ETIs in
PENDAT is somewhat rigid. More specifi-
cally, the survey asks whether a portion
of the portfolio is targeted or directed in—
state for economic development purposes.
This question would capture programs
where a fraction of assets is explicitly al-
located for local investing, but may not
capture the numerous policies in which a
preference is given to local investments
but a specific allocation is not specified.
In addition, there may simply be mis-
reporting to this and other questions de-
signed to capture political interventions as
even those that engage in targeted local
investing may understand that such prac-
tices are not consistent with sound invest-
ment principles, and therefore these plans
may be reticent to disclose such informa-
tion on a survey such as PENDAT. For ex-
ample, CALPERS, whose in—state invest-
ing was detailed above, reports that it does
not have an ETI program in PENDAT.

We examined the annual reports of 25
of the largest state pension plans to ascer-
tain whether they had an ETI program
that was more loosely defined as having
any stated preferences for in—state invest-
ments. We also attempted to determine
from the financial reports whether these
plans had any restrictions on investments
in particular countries or industries. Table
6 compares the responses to the questions
on ETI programs and country/industry

TABLE 6

ALTERNATIVE MEASURES OF POLITICAL
INFLUENCE: SUMMARY STATISTICS

PENDAT  Annual Reports
ETI Program 0.09 0.37
(0.048) (0.082)
Country /Industry 0.12 0.17
Restrictions (0.056) (0.065)
Number of Plans 24

Source: 2000 Survey of State and Local Government
Employee Retirement Systems and data collected
from the comprehensive annual financial reports of
select public pension plans

589

restrictions in PENDAT for these plans to
the data we gathered from the financial
reports. As shown, these investment prac-
tices, in particular the existence of an ETI
program, appear to be under-reported in
PENDAT.

We next re—estimate our regressions on
this smaller sample of plans first using the
PENDAT indicators for having an ETI
program or country/industry prohibi-
tions, and then using our alternative mea-
sures defined using the annual financial
reports of these plans. The results are pre-
sented in Table 7. Simply re-estimating
the regressions using PENDAT on this
smaller sample results in a counter—intui-
tive and sizable, negative coefficient on
the percent of the Board elected. It is still
the case that all of the coefficients on the
measures of investment practices are sta-
tistically insignificant; the one exception
is the coefficient on the indicator for cor-
porate governance, which now implies
quite a sizable gain from such activities.

Using our alternative measure of the
presence of an ETI program and country
or industry restrictions actually implies
less of a sacrifice from such interventions
relative to specifications in which the
PENDAT measure is used. This result is
perhaps not so surprising when one con-
siders that those plans that actually report
having an ETI program are likely to be
those plans with the largest such pro-
grams and therefore experience the great-
est reduction in investment performance.

Taken together, the instability and im-
precision of the estimated coefficients on
the indicators of political influence that we
have found thus far could be interpreted
as an indication that political interference
does not appear to significantly influence
the returns earned by public pension
funds. However, we have focused on only
five forms of intervention. The channels
for conflicts of interest we had outlined
earlier are common to all public plans;
likewise the lack of conflicts that private
pension managers might face in practic-
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TABLE 7
ALTERNATIVE MEASURES OF POLITICAL INFLUENCE: REGRESSION ANALYSIS

Rate of Return 1998 Average Annual Return 1994-98
Variable PENDAT Alternative PENDAT Alternative
ETI program -0.94 -0.85 -1.80 -1.48
(1.40) (1.61) (2.24) (2.66)
Country industry restrictions -2.81 -0.48 -5.19 0.21
(2.37) (1.83) (3.49) (3.42)
Percent of Board elected -5.64 —4.33 -10.75 -8.62
(4.26) (4.40) (7.55) (7.89)
Prudent person requirement 1.44 1.25 3.30 3.26
(2.23) (1.81) (3.83) (3.03)
Corporate governance 4.46™ 4.70** 8.11** 8.56™
(1.68) (1.56) (2.93) (2.76)
Fraction of portfolio in equity 0.27** 0.23** 0.55™* 0.48**
(0.103) (0.09) (0.166) (0.137)
Log of total assets -5.04* -5.14* -9.79** -9.82%
(1.66) (1.75) (3.53) (3.66)
constant 51.32** 54.26** 93.88** 97.12**
(17.71) (18.17) (37.89) (38.23)
R-squared 0.39 0.33 0.48 0.42
Mean squared error 3.49 3.66 6.07 6.42
Number observations 24

Robust standard errors in parentheses, * denotes 90 percent significance, ** denotes 95 percent significance

ing corporate governance. Therefore in
assessing the relative success of public
pension plan investment, the relevant
comparison may be to otherwise similar
private pension plans.

Comparing Public and Private Plans

To the PENDAT data that covers invest-
ment returns in 1998, we added data from
Form 5500 filings by private pension plans
with the Department of Labor for the same
year. We used only data on plans that cov-
ered more than 100 workers and elimi-
nated observations with inscrutable data,
leaving us with 1042 plans. For compara-
bility with the PENDAT data, we defined
rates of return as gross of investment fees.
As shown in Table 8, the average returns
earned by public and private pension
plans in this sample were remarkably
similar in 1998. However the public plans
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were much larger on average, and had
a bit more of their portfolio allocated to
corporate equity. The two recent studies
that compared the returns of public and
private plans cited public plans as hav-
ing less equity exposure than private
plans; however, this could be explained
by the fact that they were focusing on a
small sample of very large private plans.
In the aggregate, public funds did have
more of their portfolio in equity in 1998
(Flow of Funds Accounts of the United
States, 2003).

We also show the average fraction of the
portfolio allocated to directly held mort-
gages (as opposed to securities backed by
mortgage pools issued by Fannie Mae and
Freddie Mac) and directly held real estate.
These measures capture a finer degree of
detail on the riskiness of the underlying
portfolio. Public and private plans have a
similar allocation to directly held mort-
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TABLE 8
COMPARISON OF PUBLIC AND PRIVATE
PENSION PLANS: SUMMARY STATISTICS

Public Private

Rate of return 1998 145 14.5
Percent of portfolio in: (4.62) (11.38)

equity 53.2 48.9
(14.22) (16.24)

direct mortgages 0.4 0.4
(1.60) (1.53)

real estate 22 1.5
(3.27) (1.94)

Plan assets ($ millions) 7,667 760
(17,493) (2,590)

Source: 2000 Survey of State and Local Government
Employee Retirement Systems, and Data from Form
5500 filed by private plans with the Department of
Labor.

gages, however public plans hold more
real estate on average than private plans.
Direct mortgage programs for low income
households and in—state commercial de-
velopment investments are common com-
ponents of economically targeted invest-
ment programs.

We first estimated a rate of return re-
gression for the pooled sample of public
and private plans including just the eq-
uity allocation of the plans, the log of plan
assets and a dummy for whether the plan
is public. These results are presented in
the first column of Table 9. The coefficient
on equity allocation is quite similar to the
results on just the public sample in Table
5. The effect of plan size on returns is
somewhat larger and significant. The co-
efficient on the dummy for being a public
planis significant and indicates that, hold-
ing equity allocation and plan size con-
stant, public plans earned returns 33 ba-
sis points lower than private plans. This
result indicates that if the equity share
adequately controls for differences in port-
folio risk across plans, public plans are
earning returns inside the risk/return
frontier. To check the robustness of this
result we add the share of directly held
mortgages and real estate to the regres-
sion. The results are shown in the second

column, and indicate that real estate allo-
cation leads to significantly lower returns
while mortgage holdings do not have a
significant effect. The coefficient on the
public plan indicator is now quite a bit
larger and still significant, although the
overall fit of the regression is still fairly
poor.

We next define values for the political
influence variables for the private plans. No
private plans have ETI programs or coun-
try /industry restrictions so the value for
those indicators is zero for private plans.
All private plans operate under a prudent
person standard so that indicator is one for
private plans. We do not know for sure
whether the private plans in our sample are
actively voting their shares of corporate
equity, however we do know that the prac-
tice is quite rare among private plans and
we therefore set the corporate governance
indicator to zero for private plans. As to the
percent of the Board that is elected, this is
not relevant for most private plans, as they
do not have a board of trustees. Thus, we
can either set this indicator to zero or one,
although its coefficient will not be very
meaningful. We set it to one, although the
results are not sensitive to this choice.

The results including the indicators for
political influence are shown in the third
column. The coefficients on the fraction
of equity in the plan portfolio and the log
of plan assets are significant at a 95 per-
cent level of confidence, again reflecting
the strong equity returns in 1998 and
the returns to scale in investing. The
coefficients on the political indicator vari-
ables are all insignificant, although they
still have the right sign with the excep-
tion of the coefficient on having country
or industry prohibitions. The dummy
variable for public plans continues to be
statistically and economically significant,
suggesting that the manifestations of the
conflicts of interest faced by public plan
administrators may not be adequately
captured by the measures included in
PENDAT.
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TABLE 9
COMPARISON OF PUBLIC AND PRIVATE PLAN RETURNS: REGRESSION ANALYSIS
Dependent variable: Total rate of return on investments in 1998

Median Robust
Variable OLS with robust standard errors regression regression
Log of total assets 0.47** 0.69** 0.61** 0.54** 0.42**
(0.187) (0.201) (0.216) (0.173) (0.135)
Equity 0.11** 0.11** 0.11* 0.08™* 0.05**
(0.022) (0.022) (0.022) (0.013) (0.010)
Direct mortgages -0.21 -0.22 -0.11 -0.14
(0.167) (0.172) (0.131) (0.106)
Real estate -0.45** -0.46** -0.22** -0.17**
(0.119) (0.121) (0.098) (0.078)
Public Plan -.33** —1.24* -1.62** -0.351 1.07
(0.579) (0.571) (0.723) (1.04) (0.810)
ETI program -0.59 0.01 -0.701
(1.03) (2.26) (1.84)
Country/industry restrictions 0.36 -0.954 -0.05
(1.07) (1.89) (1.51)
Prudent person requirement 1.22 1.46 1.19
(0.981) (1.91) (1.52)
Percent of Board elected 0.77 2.64 1.29
(1.41) (2.28) (1.79)
Corporate governance 1.37 0.737 1.47
(0.841) (1.37) (1.08)
constant 6.44** 5.67"* 4.89* 4.84** 6.50
(1.34) (1.41) (1.68) (2.15) (1.72)
Adjusted R-squared 0.03 0.04 0.03 0.03 0.05
Root mean squared error 10.54 10.51 10.55 Bl 5.53
Number observations 1213

Standard errors in parentheses, * denotes 90 percent significance, ** denotes 95 percent significance

Overall, it must be acknowledged that
the fit of these regressions is quite poor,
perhaps reflecting the higher dispersion in
the distribution of returns in the sample of
private plans. In the fourth column of Table
9 we estimate the rate of return relation-
ship using median regression to control for
the influence of outliers. The fit does not
improve dramatically as measured by the
adjusted R-squared. The results now sug-
gest that public pension plans earn about
35 basis points less than otherwise similar
private plans, although the coefficient is
not statistically significant. If we were to
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interpret the economic significance of the
political influence measures despite their
lack of statistical significance, we could
conclude that having relatively good in-
vestment practices in terms of governance
and limited political intervention can off-
set the lower returns associated with pub-
lic management. The last column shows
the results of estimating the rate of return
relationship using robust regression, which
again controls for outliers. Here the fitim-
proves somewhat while the coefficient on
the still insignificant public plan dummy
actually changes sign.
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These results, together with the fact that
the aggregate returns of public and pri-
vate returns were comparable in 1998,
provide some evidence that the extra re-
turns public plans earned from their larger
size and their greater equity exposure
were offset by generally poorer overall
investment choices and practices. We have
attributed the importance of plan size on
returns to economies of scale in investing.
It is worth expanding on this point given
the importance of scale effects. The most
basic scale effect reflects economies of
scale in fixed front office expenditures.
However, there are a number of other
potential advantages of size that could
result in higher returns. It is accepted
among financial market participants that
larger institutional investors gain informa-
tion advantages with brokers and pre-
ferred access to certain investments. In
addition, very large plans such as
CalPERS are generally considered to have
market mover status, so that when they
choose an investment strategy others fol-
low, thereby driving up the return to the
early investor. Thus there is some evi-
dence that public plans “spend” the ad-
vantages they gain from size on politi-
cal capital.

CONCLUSION

The results presented here, while
not definitive, suggest there may be costs
associated with public investment in
private capital markets owing to politi-
cally influenced investment decisions.
The experiences of state and local pension
funds suggest that investing the Social
Security trust funds in private securities
could arguably put the efficiency of
capital markets at greater risk, especially
considering the size of such an invest-
ment.

However, these costs could be worth
bearing if they are outweighed by the ben-
efits of equity investment by the trust
fund. We are skeptical that this is likely to
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be the case. The proposed benefit of in-
vesting the trust fund in equities is largely
illusory. Equity investment by the trust
does not increase the capital stock. Thus,
if the trust fund does receive a higher rate
of return on its holdings then the private
sector must receive a lower rate of return.
Equity investment may make Social
Security’s financial accounting look bet-
ter but it does not increase the capital
stock, productivity, or national income.
Moreover, a significant proportion of the
higher return to equities compared to
bonds represents compensation for
greater risk. Money’s worth calculations
by the Social Security Administration do
not adjust for risk, and thus greatly over-
state the financial benefits of equity invest-
ment for the Social Security trust fund
(Geanakoplos, Mitchell, and Zeldes, 1998).
The Social Security Administration esti-
mates—not adjusting for risk—that $1
dollar shifted from bonds to equity results
in a $2.85 net present value gain to the
trust fund. Geanakoplos, Mitchell, and
Zeldes estimate—after adjusting for risk—
that $1 dollar shifted from bonds to eq-
uity in the trust fund results in a net
present value gain of between zero to
$0.59, depending upon their assumptions.
Our results suggest that even this estimate
is likely to be overly optimistic, as it does
not account for the sacrifice in returns
from the political intervention and poor
investment choices common to public sec-
tor investing.
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