MANAGING INDEPENDENCE: THE (GOVERNANCE
CoMPONENTS OF THE NATIONAL RAILROAD RETIREMENT

INVESTMENT TRUST
by Kevin Whitman*

Congress created the National Railroad Retirement Investment Trust (NRRIT) in 2001 to invest assets from the
federal Railroad Retirement program in equities, expecting to improve returns and help fund expanded benefits.
In designing the NRRIT, Congress tried to address concerns raised by policymakers and theorists about potential
political influence on investment decisions that could create conflicts, lower the program’s performance, and
interfere with private markets. Proposals to use centralized investment to improve Social Security’s financing
have recently raised similar concerns. This article reviews management and governance aspects of the NRRIT as
they relate to its political independence by focusing on the Trust’s legal status, mandate, governing board char-
acteristics, investment policy, and oversight. If Social Security were to adopt such an investment policy, examin-
ing the NRRIT’s design and experience in these areas could provide useful guidance.

Introduction

With the Social Security system facing a projected
funding shortfall within the next several decades,
policymakers have offered a variety of proposals

to improve the program’s long-term financial out-
look. One option is to increase the yield on trust fund
assets through centrally managed investments in
equities that offer potentially higher returns, but pose
greater risks, than federal government bonds.!

Insulating investment decisions from political influ-
ences would be a core consideration of such a policy.
Critics argue that regardless of any potential financial
benefits, trust fund investment would be problematic
because of the probability of political interference
(White 1996; Ostaszewski 1997; Ferrara 1980; Greens-
pan 1999).2 Public opinion polls reflect a similar
skepticism about the feasibility of apolitical trust fund
investment (NPR 1999).° However, other researchers
have suggested that with proper design and manage-
ment features, a centralized Social Security invest-
ment component could maintain its independence
(Munnell and Weaver 2001; Angelis 1998; Aaron and
Reischauer 1998; Templin 2007; Munnell and Sundén

1999). A common thread among these analyses is

the suggestion that principles of governance found in
comparable public pension plans and other models can
offer guidance on avoiding political interference.

One agency relevant to Social Security in this con-
text is the Railroad Retirement Board (RRB), which
administers a separate federal program providing
retirement, disability, and survivor benefits for railroad
employees. The Railroad Retirement system provides
two tiers of benefits: the first is designed to provide the
same benefit the worker would have received if he or
she were covered under Social Security, and the sec-
ond is intended to replicate a private-sector defined-
benefit pension. The Railroad Retirement system’s
funding structure currently includes money invested
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Selected Abbreviations—Continued

RRB Railroad Retirement Board

RRSIA  Railroad Retirement and Survivors’
Improvement Act

in equities by the National Railroad Retirement Invest-
ment Trust (NRRIT) (RRB 2006). Funds controlled
by the NRRIT are used for tier II benefits, supplemen-
tal RRB annuities, and in some cases, components of
tier I benefits exceeding the benefits Social Security
would provide (NRRIT 2010a).

This article describes the management and gov-
ernance aspects of the NRRIT as they apply to each
of five common characteristics of public pension
programs. These governance aspects shape program
investment operations, define their level of inde-
pendence, and determine the manner in which they
engage with political actors.

The five pension program characteristics are:
Legal status

. Mandate

Governing board characteristics

. Investment policy

I N

Oversight

The article begins with a summary of the NRRIT’s
formation. A description of the NRRIT governance
aspects of each of the five program characteristics
follows, along with commentary on its relevance to
political independence.* This article does not argue for
or against centralized investment; rather, it provides
information about some of the governance issues that
are unique to this policy option.

Background

The NRRIT was intended to fund expanded benefits.
In 2001, Congress passed the Railroad Retirement and
Survivors’ Improvement Act (RRSIA). The RRSIA
expanded benefits under the Railroad Retirement
system in a variety of ways and lowered tier II payroll
tax rates. To help finance these programmatic changes,
the legislation also established the NRRIT,> which
was authorized to receive assets from the Railroad
Retirement account and invest them in a diversi-

fied market portfolio rather than in Treasury bonds
(NRRIT 2010a).

The proposal’s designers expected that nominal
annual equity returns would be 2 percentage points

higher than the existing bond investments—that is,
8 percent versus 6 percent (House Transportation and
Infrastructure Committee 2001; Romig 2008).° The
NRRIT became operational on February 1, 2002, and
began making investments in September of that year.

Prior to the passage of this legislation, critics raised
concerns about the potential dangers of centralized
equity investment. Writing about the proposed cre-
ation of the NRRIT, David John (2000) of the Heritage
Foundation wrote:

Though the board managing this investment
would be nominally independent, the assets
in the trust would be under the control of
political appointees and government bureau-
crats. Giving bureaucrats the power to invest
huge amounts of money in the stock market
would create a fundamental conflict of inter-
est between the long-term needs of future
retirees and short-term political goals.

As the bill was under consideration, the execu-
tive branch also voiced its dissatisfaction. Lawrence
Lindsey, director of the president’s National Eco-
nomic Council, wrote a letter to Congress stating the
administration’s strong opposition to having a federal
retirement program invest in the stock market. In Con-
gress, Senator Phil Gramm (R-TX) expressed similar
concerns, arguing “I do not per se object to investing
the money. I think there have to be protections for the
railroad worker to be sure the Government doesn’t
direct the investments to benefit some interests other
than the worker. There needs to be some firewall
between the investment committee and the Govern-
ment” (RPC 2001).

Governance Aspects of Pension
Program Characteristics

In establishing the NRRIT, legislators created a
variety of organizational mechanisms designed to
mitigate the types of problems that critics expected.
As Romig (2008) notes in her analysis of the NRRIT’s
investment practices, Congress explicitly structured
the Trust to try to ensure that the program’s operations
and investments would be free of political interfer-
ence. The rest of this article explores these manage-
ment and governance components.

Legal Status

The NRRIT is legally independent from the RRB
and the federal government. The RRSIA created the
NRRIT as an organization entirely separate from the
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RRB, with no role in the administration of benefits or
any other operational aspects of the Railroad Retire-
ment program. The act states that the NRRIT “is

not a department, agency, or instrumentality of the
Government of the United States” and establishes the
organization as subject to the rules governing trusts
that apply in the District of Columbia, not those at the
federal level (NRRIT 2007b).”

When given the opportunity to bring the NRRIT
within the purview of government entities, Congress
has explicitly demonstrated its desire to maintain
the existing separation. For example, in 2007, Con-
gress rejected a proposal from the RRB Office of the
Inspector General (OIG) to combine the auditing of
the NRRIT with the RRB? by stating that “the Rail-
road Retirement and Survivors’ Improvement Act of
2001 mandates that the Trust functions independently
from the Railroad Retirement Board” and citing
the requirement for a nongovernmental audit of the
program (House Appropriations Committee 2007).% 10
The NRRIT’s existing audit procedures and the OIG’s
concerns are discussed in more detail in the section
on oversight.

Mandate

Because Congress established the NRRIT to fund
expanded benefits, legislators charged the program
with maximizing returns to achieve this goal (House
Transportation and Infrastructure Committee 2001).
The law provides the NRRIT and its Board of Trust-
ees with a clear mandate, holding that their actions
should be “solely in the interest of the Railroad
Retirement Board and through it, the participants and
beneficiaries of the programs funded under this Act”
(NRRIT 2007b).

The trustees are directed to carry out this mandate
by investing with “care, skill, prudence, and dili-
gence” according to requirements like those of the
Employee Retirement Income Security Act of 1974
(ERISA) (NRRIT 2007b; DOL 2008). Importantly,
the fiduciary responsibilities of ERISA have been
interpreted as categorizing social investment objec-
tives—one of the core reflections of political influ-
ence—as “collateral benefits,” to be considered only
when a proposed investment’s risk-and-return profile
is at least equivalent to the best available alternative
(Doyle 1998).

The performance of other public pension funds
demonstrates the role mandates can play in setting
real-world investment practices. For example, the
California Public Employees Retirement System (Cal-

PERS) mandate allows consideration of noneconomic
factors in its investment decisions, which influences its
investments in environmental initiatives and emerg-
ing markets (CalPERS 2007a, 2007b). By contrast,

the Canada Pension Plan (CPP), like the NRRIT,

is directed to invest only to maximize returns and

the CPP has used this mandate as an explicit source

of pushback when the program has been pressed to
consider social goals."

Governing Board Characteristics

The NRRIT is led by a professional board represent-
ing both labor and management interests. Each of
the seven members of the Board of Trustees serves a
3-year term."”? Three of the members are selected by
labor organizations to represent employee interests,
three are selected by railroad carriers to represent
management interests, and one is an “independent
member” chosen by a majority of the other six mem-
bers. Beyond the representation requirements, the
legislation also establishes professional requirements
for the trustees, mandating that they have “experience
and expertise in the management of financial invest-
ments and pension plans” (NRRIT 2007b)."3

Congressional records demonstrate that the diverse
structure of the NRRIT’s Board of Trustees was
considered an important protection against political
interference. As the bill was being debated in the
House of Representatives, its sponsor, Don Young
(R-AK), singled out the Board of Trustees’ diversified
membership structure as critical to preventing political
interference. This point was echoed by Representative
Jerry Weller (R-IL), who argued that the seven-mem-
ber board would make certain that “any possible impli-
cation of a government role in investing is eliminated”
(US Congress 2001).

Investment Policy

The NRRIT’s Board of Trustees, in consultation with
investment experts, establishes the guidelines used to
direct the fund’s investment decisions. The NRRIT’s
first set of investment guidelines echoed their man-
date to focus exclusively on returns, outlining their
foremost objectives as being “(i) to ensure the timely
and certain payments of benefits of eligible railroad
retirement plan participants and beneficiaries, and (ii)
to achieve a long term rate-of-return on assets suffi-
cient to enhance the financial strength of the Railroad
Retirement System” (NRRIT 2002).

Upon the creation of the NRRIT, the Trust’s cash
assets were initially transferred into equities through
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index funds, using the Wilshire 5000 for US equities
and the MSCI World Ex-US Index for global equi-
ties (NRRIT 2007a). Fixed-income assets were later
added through the Lehman Brothers Aggregate index.
The Trustees suggested that passive management
was required during the early stages of the program
because of the lower oversight requirement and lower
administrative costs (NRRIT 2002). As the program
has matured, the NRRIT has introduced specific,
separately managed, nonindexed equity holdings.

At the close of fiscal year 2010, 74 percent of the US
equities held by the NRRIT were actively managed
(NRRIT 2010b).

Outside investment firms handle the management
of the NRRIT’s assets in accordance with the Board
of Trustees’ responsibility set forth in the RRSIA
to “retain independent investment managers to
invest the assets of the Trust in a manner consistent
with such investment guidelines” (NRRIT 2007b).
The asset management firm Northern Trust now
handles the primary administration of the NRRIT’s
investments.

The NRRIT’s investment targets, which cover a
broad array of asset classes, are:

US equities......ccoevverueneneennne 26 percent
Non-US equities......c.cccevverenennns 22 percent
US fixed income..........ccoeeneeeee. 17 percent
Non-US fixed income.............. 10 percent
Private equities..........ccceeeveenee. 10 percent
Real estate.........ccevveveenieennnne, 10 percent
Commodities........coceevveruenuennnene 5 percent

US equities constitute the plurality of the asset class
targets, with non-US equities and US fixed-income
investments representing the second and third largest
allocations, respectively (NRRIT 2010c).

The Trust’s investment policies also address the
issue of corporate control to help mitigate concerns
about the influence the NRRIT could have as a single
large investor. The RRSIA compels the Board of
Trustees, under normal circumstances, to diversify
their holdings to limit the extent to which the NRRIT
can influence the corporate operations of a single
company, as well as to minimize losses (NRRIT
2007b). Adding to this general guidance, the NRRIT’s
investment guidelines mandate that none of the private
investment managers employed by the Trust can
control more than 10 percent of the program’s assets
(Romig 2008).5

Oversight

Although independent, the NRRIT is overseen by
various government entities. It is subject to oversight
primarily through its Board of Trustees’ obligation

to submit an annual management report to Congress,
which it also provides to the president, the RRB, and
the Director of the Office of Management and Budget
(OMB). The RRSIA requires that the report contain
statements of financial position, operations, and cash
flows; a statement on internal accounting and admin-
istrative control systems; an independent auditor’s
report on the Trust’s financial statements; and any
other comments and information necessary to inform
Congress about the operations and financial condition
of the Trust (NRRIT 2007b). The NRRIT submits the
management report to the aforementioned entities and
posts the report online for public viewing.'®

The NRRIT is also party to a memorandum of
understanding with the RRB, OMB, and the Treasury
Department that requires the NRRIT to provide a
monthly report of its basic financial operations, spe-
cifically “receipt and disbursement of funds, purchases
and sales of assets, earnings and losses on invest-
ments, value of investments held, and administrative
expenses incurred” (NRRIT 2002). These methods of
oversight provide another role for government entities
in monitoring the NRRIT, without offering any direct
mode of control.

Beyond reviewing financial and management
reports, the act gives the RRB additional oversight
authority by allowing it to bring lawsuits against the
NRRIT for two reasons:

(1) to enjoin any act or practice by the Trust,
its Board of Trustees, or its employees or
agents that violates any provision of this Act;
or

(i1) to obtain other appropriate relief to
redress such violations, or to enforce any
provisions of this Act (NRRIT 2007b).

To date, the RRB has not invoked this authority;
however, the RRB’s OIG suggests that the current
audit process may be inadequate for identifying the
full range of potential problems that would necessi-
tate legal action (RRB 2008). The OIG argues that in
addition to the existing financial auditing, the NRRIT
should be subject to performance audits, which
Szymendera (2010) notes would be used to analyze
“program effectiveness, economy and efficiency,
internal control, and compliance with the law.”" In its
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published Statement of Concern on the issue, the OIG
contrasts the oversight of assets administered by the
NRRIT with those of the Federal Retirement Thrift
Investment Board, which is subject to performance
audits from the Department of Labor under the rules
of the Federal Employees’ Retirement System Act of
1986 (RRB 2008).

Conclusion

Thus far, the NRRIT appears to have achieved the
political independence Congress desired. However, the
role played by any single governance component in
keeping the NRRIT independent and apolitical is dif-
ficult to quantify based on existing records. Although
program performance can be seen as showing that the
management constructs established by Congress to
guard against political interference have succeeded,

it may also be that their ability to withstand such
challenges has not yet been sufficiently tested. As the
program matures, continued study and analysis will
be necessary.

The NRRIT is an appealing case study for any
policymaker or theorist examining trust fund invest-
ment because of the programmatic similarities
between the Railroad Retirement system and Social
Security. Foremost is that both are federal-level
defined-benefit retirement programs (which alleviates
concerns about the limited applicability of assessing
political risk by analyzing a defined-contribution pen-
sion model such as the Thrift Savings Plan). However,
one should be careful not to overstate the likeness
between the programs in this regard. Although the
Railroad Retirement system is primarily a defined-
benefit program, the portion of its assets placed in
diversified investments through the NRRIT largely
funds tier II benefits. Because tier I benefits are
designed to replicate a private pension rather than
Social Security, there may be greater willingness—
and a more compelling precedent—to invest them in
nongovernment equities.

Another difference that could limit the NRRIT’s
applicability to Social Security is the relative size
of the investments. Critics of investing the Social
Security trust funds in equities often suggest that the
magnitude of the Old-Age, Survivors, and Disabil-
ity Insurance (OASDI) Trust Funds makes political
interference more likely."® Were Social Security to
invest in equities, there is little chance Congress would
authorize investing all trust fund assets, but even a
modest percentage of these holdings would surpass the
NRRIT’s assets."”

No program will ever serve as a perfect analog for
Social Security; but as policymakers continue to ana-
lyze potential solutions for Social Security’s projected
funding shortfall, program comparisons can provide
useful information. Examining the five governance
components of the NRRIT (legal status, mandate,
governing board characteristics, investment policy,
and oversight) provides valuable insight into the man-
agement structures that would need to be considered if
Social Security were to adopt centralized investment
in the private market.

Notes
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! In the most high-profile effort to introduce this type of
reform, President Clinton proposed investing the govern-
ment’s surplus funds to help improve Social Security’s
financing in his 1999 State of the Union Address (CNN
1999). Although Clinton’s proposal was never adopted,
theorists and policymakers have continued to discuss
the option.

2 Some view private accounts as a way to capture the
higher returns of the market without the political problems
that would accompany centralized trust fund invest-
ment. Proponents also posit greater individual control and
ownership as reasons for individual rather than collective
investment.

3 A 1999 survey conducted by National Public Radio, the
Henry J. Kaiser Family Foundation, and Harvard Univer-
sity’s Kennedy School of Government analyzed respon-
dents’ perceptions of a proposal to centrally invest Social
Security’s assets and found that 71 percent believed that
financial decisions would be inherently politicized under
such a policy.

The question’s exact wording is:

Some people have suggested that the federal government
set up an independent commission to decide how to invest a
portion of Social Security funds in the stock market. If such
a commission were formed...

Do you think the commission would remain independent
and try to make the best investments for retirees, or

Do you think the investment decisions by the commission
would increasingly be made for political reasons rather
than in the best interests of retirees?

* This article is primarily concerned with the effec-
tiveness of management components and political risk.
However, in addition to avoiding politicization, the ques-
tion of whether the NRRIT has succeeded in its stated
goals depends on the program’s financial returns. Since
beginning operations in 2002, the NRRIT has experienced
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periods of both gain and loss coinciding with general
market performance, but given the relatively short period
that the NRRIT has existed, a definitive statement about the
financial success or failure of the program would likely be
premature.

’ For a legislative history of the NRRIT’s creation, see
http://www.rrb.gov/pdf/nrrit/2covrpt.pdf.

¢ However, the Congressional Budget Office (CBO)
estimated no increase in expected returns by switching
from investing in government bonds to private securities,
reasoning that “although private securities may well yield
higher gains, over the long term, than government securi-
ties, such investments carry much greater risk than govern-
ment bonds, which are essentially risk-free. The difference
between projected returns on government bonds and private
securities can be seen as the cost investors are willing to
pay in order to bear the additional risk of holding private
securities instead of government bonds. Thus, adjusted for
the additional risk associated with private securities, the
expected returns on private securities are the same as those
on government securities. Therefore, CBO projects returns
to NRRIT’s investments using a risk-free rate, equivalent
to the government’s borrowing rate, and thus shows no
net budgetary changes as a result of those investments”
(CBO 2002).

" Despite its independence, the NRRIT does have certain
responsibilities to the federal government. For example,
the NRRIT must submit an annual management report to
Congress (NRRIT 2010c). This requirement is discussed in
further detail in the section on oversight.

8 Although none of the annual reports and audits have
indicated any type of political interference, the RRB OIG
asserts that the current oversight arrangement is too lim-
ited. OIG argues that “an annual financial statement audit is
not adequate to support the RRB’s enforcement responsibil-
ity because such audits are not intended to provide informa-
tion about all areas of risk that could indicate the need for
enforcement action” (RRB 2008, 1).

? The separation between the NRRIT and the govern-
ment matches the framework used by many other public
pension programs. For example, Canada’s government cre-
ated the Canada Pension Plan Investment Board as a Crown
Corporation. The Canada Pension Investment Board Act
declares that the Board is “not an agent of Her Majesty” and
that “directors, officers, employees and agents of the Board
are not part of the federal public administration” (Depart-
ment of Justice Canada 2011).

10 This article takes no position on the desirability or suit-
ability of combined NRRIT and RRB auditing, and cites
this example only to illustrate continued Congressional
dedication to the legal independence created in the RRSIA.

I Responding to the suggestion that the CPP cease
investing in tobacco companies, the president and chief
executive officer of the CPP Investment Board argued that

the change would run counter to the organization’s clear
mandate, declaring “defined benefit pension plans, like the
CPP, have a single purpose. Their reason for being is to pay
the pensions promised to their retirees. Pension funds are
not vehicles for advocacy groups to advance their objec-
tives, however worthy” (MacNaughton 2004).

12 The initial Board of Trustees was a planned exception
to the 3-year rule. Some members served 1- or 2-year terms
to stagger the future replacement process (NRRIT 2007b).

13 Not all public pension programs require trustees to
have investment expertise. Hess and Impavido (2004) find
that just 62 percent of the public pension plans they sur-
veyed had at least one governing board member identified
as an investment expert.

' Investment policy is both a governance concern and a
factor in market performance. However, this article exam-
ines only the governance component.

15 However, the NRRIT exempts the investment manager
“retained to invest in index accounts” from this require-
ment (NRRIT 2007Db).

16 Annual management reports are available at http:/
www.rrb.gov/nrrit/ReportsTOC.asp.

' The Government Accountability Office’s audit-
ing standards describe performance audits as providing
“objective analysis so that management and those charged
with governance and oversight can use the information
to improve program performance and operations, reduce
costs, facilitate decision making by parties with responsi-
bility to oversee or initiate corrective action, and contribute
to public accountability” (GAO 2007).

8 For example, speaking about the creation of the
NRRIT, John (2000) wrote “if this model were extended to
Social Security’s trust funds, the door would open for gov-
ernment ownership of a significant portion of the economy.”

1t is also possible that Social Security’s size would
decrease the probability of political interference because
Social Security is subject to more scrutiny from the press
and the public. Angelis (1998, 297-298) suggests that the
effects of trust fund size are difficult to predict and it is
conceivable that “Social Security’s vital importance in
millions of Americans’ lives might deter attempts to use its
investments to meet other goals.”
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