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On August 21, 2019, long-anticipated guidance was released by the Securities and
Exchange Commission (SEC) that will requireinvestment advisors (or 1 As) to exercise
mor e due diligence in voting and following proxy advisor (or PA) recommendations[1].
The guidance may also subject PAs, including I nstitutional Shareholder ServicesInc. (1SS)
and GlassLewis & Co. (GL), to a higher level of liability under the securities laws if their
recommendations contain any incorrect information. While this guidance fell short of
strictly regulating investment advisors' reliance on proxy advisors, and proxy advisor
activity itself, it will cause both entitiesto exercise a higher level of carein formulating
voting recommendations and casting votes.

Because this new guidance is deemed to be an interpretation, rather than anew rule, it is
effective immediately. The SEC has also noted that the guidanceis not prescriptive. Asa
result, it isunclear what the immediate impact of the rules may be for our clients. Some
outcomes could include:

= Moretransparency from GL and | SS asto application of their methodologies;

= Morepressureon |Asand PAsto consider individual facts and circumstances about
their clientsand those clients particular strategies, rather than applying one-size-
fits-all approaches;

= Morepressureon both IAsand PAstorender opinionsthat are based on extremely
accur ate facts and under standings of matters on which they are voting, including
compensation-related items such as say-on-pay and equity plan approvals;

= Extreme concentration in the proxy advisor market asincreased legal costs may put
too much pressure on smaller firmstrying to compete (i.e., firmsother than GL and
1 SS);

= Morework for IAsand PAsasthey will will likely want to establish an audit process
to comply with some of the guidelines (which may in turn result in higher fees);
and/or

= Morescrutiny wherelSSand GL areretained by companiesto perform consulting
services but are also providing voting recommendations.
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At thisjuncture, however, there do not appear to be any particular actions our clients need
to take.

This memo provides some background on the issues and outlines the highlights of the new
guidance.

Background

Under federal security laws, investment advisors arefiduciariesthat owe their clients
duties of care and loyalty with respect to services provided, including proxy voting. When
an | A votesits client’s securities, it must adopt and implement policies designed to ensure
that votes are cast in the best interest of that client. One of the many problemswith this
system isthat | Asgenerally don’t have the time to conduct extensive resear ch on behalf of
all of their client investments and the variousissuesup for vote. Asaresult, many hire
proxy advisorsto conduct the resear ch and make recommendations about how to cast
client votes.

Back in 2004, the SEC issued two no-action letters which indicated that one way | As could
show that proxieswerevoted in their clients’ best interest and fulfill their fiduciary duty
wasto vote based on the recommendations of a PA. Many claim that these letters
institutionalized the over-reliance on the PAs. To make matter s wor se, PAs were generally
not subject to any of the stringent rulesimposed on | As and have been criticized as
“unregulated regulators’ given the influence they now have on voting decisions.

After hearing ten years of criticism about undue proxy advisor influence, the Divisions of

I nvestment M anagement and Cor poration Financeissued SEC Staff L egal Bulletin No. 20
(SLB 20) in 2014[2], which contained due diligence guidance that should be followed by
|Asif they wereusing PA advice (i.e.,, the |l A could not blindly follow PA recommendations
without making some level of its own due diligence on the issues). However, the 2004

inter pretation letterswere not retracted and SL B 20 seemed to have little impact on
practices.

The two 2004 no-action letters wer e finally withdrawn in September of 2018 in
anticipation of the SEC’s 2018 Proxy Roundtable[3], during which the SEC engaged in
extensive discussion around the issue of PA influence. The culmination of thisfifteen year-
old controversy resulted in two sets of new guidance being issued, as detailed below.

Voting Responsibilities of Investment Advisors

The SEC guidance provides a series of six non-exclusive examplesthat areintended to
facilitate an 1A’s compliance with their principles-based fiduciary dutiesto clients.

If thel A engagesthe services of a PA, it isinstructed to:

= Conduct due diligence when using a PA to assist with voting decisions. An | A should
consider whether the PA hasthe capacity and competency to responsibly issue
recommendations, including whether the PA has appropriate staffing, personnel,
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and/or technology. It must also assess whether the PA has an effective process for
seeking input from PA clients and companies for items such as voting policies,
methodologies, and peer group constructions, including say-on-pay votes. On this
topic, the guidance offer s specific examples of recommended due diligence,
including:

e How the PA constructs peer groups and how it does or does not take into
account the unique characteristics regarding the client, such astheclient’s size,
its governance structure, itsindustry and any particular practices uniqueto
that industry, its history, and its financial performance;

e Whether the PA has adequately disclosed its methodologiesin formulating
voting recommendations, so that the | A can under stand the factors underlying
the PA’svoting recommendations;

e Thenature of any third-party information sour ces the PA uses; and

e When and how the PA will engage with clientsand third parties.

= An lA’sduediligence must also include areview of a PA’s policy on conflicts of
interest. Examples may include assessing:

e Whether the PA has adequate policies and proceduresto identify, disclose, and
address actual and potential conflicts of interest, including (1) conflictsrelating
to the provision of proxy voting recommendations and proxy voting services
generally, (2) conflictsrelating to activities other than providing proxy voting
recommendations and proxy voting services, and (3) conflicts presented by
certain affiliations;

e Whether the PA’s policies and procedures provide for adequate disclosur e of
the PA’s actual and potential conflicts with respect to the servicesthe PA
providesto thelA (thisdisclosure could include details on, for example,
whether the client hasreceived consulting services from the PA, and if so, the
amount of compensation paid to thefirm, or whether a proponent of a
shareholder proposal or an affiliate of the proponent isor has been a client of
the PA); and

e Whether the PA’s policies and procedur es utilize technology in delivering
conflicts disclosuresthat arereadily accessible (for example, usage of online
portalsor other toolsto make conflicts disclosur e transparent and accessible).

Pearl Meyer Observation: These guidelines clearly take into account company frustration
about the lack of transparency of “black box” calculationstypical of proxy advisor
recommendations. They may also help to alleviate some of the perceived randomnessin PA
voting recommendations. It addresses issues inherent with providing consulting adviceto a
client but also providing voting recommendations on the same client. Whether and to what
extent the current “firewall” espoused by PAswill stand up to this guidance remainsto be
seen.

With so much due diligence now required, a new cost barrier to entering the PA sphere
may have been created, thereby concentrating all PA businessin the hands of the two
bigger players.

= Proactively address PA errors, incompleteness, or potentially methodol ogical weaknesses.
Investment advisor s should periodically review the accur ateness of the basis on



Pearl Meyer

which the proxy advisor basesitsrecommendations. | As should consider: (1) how
PAs get information from clients and how they ensure the data is accurate, aswell as
whether thereisa processfor thel A to accessthe client’s views about the PA
recommendationsin atimely manner; (2) the PA’seffortsto correct material
deficienciesin itsanalysis; (3) the PA’sdisclosureto the | A about its sour ces of
information and methodologies used in formulating its recommendations; and (4) the
PA’s consideration of factors uniqueto a specific client or proposal.

= Implement policies to evaluate PA advice. An | A should maintain policies or
proceduresto identify or evaluate a PA’s conflict of interest, and capacity and
competency to provide recommendations or execute votesin accordance with the
|A’sinstructions. An I A should also review whether the PA updatesits
methodologies, guidelines, and voting recommendations on an ongoing basis,
including in response to feedback from clients and their shareholders.

|Asarealso generally instructed to:

= Agree on scope of voting duties with their clients. If an | A takes on voting
responsibilities, there must be clarity about which itemsit will vote upon and its
methodology for voting. Some examples of possible voting arrangementsthat could
be agreed upon (subject to full and fair disclosure and informed consent) may
include: (1) thel A voting according to client instructionsor in a certain way for
particular shareholder proponents; (2) thelA will only vote on certain proposals
such asM&A; or (3) the | A will not vote wherethe cost of voting is high, the client
benefit islow, and/or where the vote is not reasonably expected to have a material
effect on the value of the client’sinvestment. An agreement may be made for the |A
to take on all voting deter minations, but the I A remains subject to compliance with
fiduciary duties.

= Take steps to demonstrate they are making voting determinationsin their client’s best
interest. | As should consider whether voting all of itsclients’ sharesunder a uniform
policy would bein the best interest of each of its clients, or whether itspolicies
should betailored to individual clients based on their own investment strategies and
objectives. | As should also annually review and assess the adequacy of their own
policiesto make sure votes continue to be cast in the best interest of their clients. If
an |A doesusea PA, it should likewise assess whether it thinksthe PA is making
decisionsin the best interest of the client.

= Refrain from voting in certain scenarios. An | A should not voteif it hasagreed in
advance with a client that it will not be voting on theissue at hand, or if thelA
determinesthat refraining would bein the best interest of the client (e.g., where cost
exceeds benefits). However, the | A cannot declineto vote if doing so would violate its
duty of carein light of the scope of servicesfor which it and the client had previously
agreed.

Increased Liability of Proxy Advisors in Making Recommendations

Thefederal proxy rulesapply wherethereis*solicitation” which includes, among other
things, communications by a person seeking to influence the voting of proxies by
shareholders, regardless of whether the person itself is seeking authorization to act asa
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proxy. Thisinterpretation will increase PA exposure and liability for inaccuracies.

The solicitation rules applicable to PAs prohibit them from making materially false or
misleading statements or omitting material facts. In order to avoid a potential violation,
the guidelines suggest the PA disclose the following:

= Methodology: Include an explanation of the methodology used to formulate its voting
adviceon a particular matter (including any material deviationsfrom the provider’s
publicly announced guidelines, policies, or standard methodologies for analyzing
such matters) wherethe omission of such information would render the voting advice
materially false or misleading. For example, if the PA relieson a peer group for
making compensation decisions, it must identify peer group members, therationale
for selecting those members, and why it differsfrom the company’s peer group.

= Third-Party Information: If voting advice is based on infor mation other than the
company’s public disclosures, such asthird-party infor mation sour ces, there must be
disclosure about these information sour ces and the extent to which the information
from these sour ces differs from the public disclosur es provided by the company if
such differences are material and the failure to disclose the differences would render
the voting advice false or misleading.

= Conflicts: Include disclosur e about material conflicts of interest that arisein
connection with providing the proxy voting advice in reasonably sufficient detail so
that the client can assess the relevance of those conflicts.

Pearl Meyer Observation: These additional disclosureswill likely result in increased legal
and compliance costs, likely resulting in barriersto entry into the proxy advisory business.
However, some of the commissioner s have pointed out that this guidance is not
prescriptive. Therefore, PA firms may choose to ignor e the guidance and continueto
provide business on both sides of the house. How this plays out is anyone’s guess.

What's Next?
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The guidance passed 3-2 with Commissioners Clayton, Peirce, and Roisman voting for,
and Commissioners Jackson and L ee voting against. The dissenting commissioner s voiced
concernsthat the new guidance will increase the voting power of large | As because smaller
ones may not have the resour cesto conduct the new diligence requirements and may
simply not vote. They are also concerned that the guidance may disincentivize smaller PAs
from entering the market, thereby concentrating the entire market to only a few
companies (presumably I SS and GL). Finally, some commissioner s wer e very concer ned
that because the SEC categorized the new guidance asinter pretative guidance rather than
asanew rule, it is effective immediately without the public input and commentary that
often precedes agency regulatory action. This meansthat there has been no cost, benefit,
and economic impact analysis open to the public. Therefore, the extent of the extra effort
and the expenses associated with compliance are an unknown. We ar e hopeful that the
silver lining will include far mor e transpar ency in voting methodology as well as accuracy
from the big proxy advisory players.

We will be carefully monitoring this process to fully understand and report on impacts and
consequences.

[1] https://www.sec.gov/r ules/inter p/2019/34-86721.pdf and
https:.//www.sec.gov/r ules/inter p/2019/ia-5325.pdf

[2] https://www.sec.gov/inter ps/legal/cfslb20.htm

[3] https://www.sec.gov/divisions/investment/imannouncements/im-info-2018-02.pdf
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