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EXECUTIVE SUMMARY

The SEC’s mission consists of three objectives: inform and protect investors; enforce federal securities
laws, and facilitate capital formation. To keep pace with the ever-changing landscape of our markets, the
SEC updates regulations by following emerging trends. One such update is taking place right now. The
SEC recently announced proposed rules aimed at addressing the outsized influence of proxy advisory
firms and restoring much-needed protections to the proxy voting process and those who bear the
financial consequences of the decisions made throughout.

The proposed rules stand to correct a number of issues related to proxy advisory firms that compromise
the shareholder voting process, and therefore company performance and financial returns on public
pension investments. These include:

1.

Lack of transparency - Those interested in obtaining information on the basis of proxy voting
recommendations will find it nearly impossible. Furthermore, proxy advisors provide a technological
platform for fund managers to utilize.! This encourages compliance with recommendations in a closed
system, resulting in a practice of “robo-voting.” This phenomenon disenfranchises public pension plan
members from having a say over how their own investment dollars are allocated.

Conflicts of interest - Proxy advisory firms advise institutional investors on how to cast their votes.
These firms also advise companies on how to obtain a more favorable score as awarded by the proxy
advisory firm. Such a practice directly violates the Sarbanes-Oxley Act of 2002, which requires the
separation of parts of financial institutions that provide ratings on companies and those that conduct
advisory work for those same companies.?

. Politically-motivated voting - In addition to the Taft-Hartley voting guidelines, which prioritize financial

returns, proxy firms deploy a range of specialty reports to inform institutional investors on how to vote,
including socially responsible, faith-based, and sustainability guidelines. These guidelines allow for
third parties to hijack pension funds in an attempt to advance arbitrary political or social causes while
providing cover for the proxy advisory firms who have been entrusted with providing independent
recommendations. Recommendations that give weight to any of the above considerations are far
from independent.

Outsized and Unwieldy Influence - Institutional Shareholder Services Inc. and Glass Lewis Co. control
97% of the market. The voting policies of these firms have become so enormous that corporations
have adopted a practice of tailoring their policies in advance to avoid lengthy “vote no” campaigns.®

All regulation amendments must follow the procedures of the official rulemaking process. Because an
informed citizen base is the best way to ensure democratic participation in these events, the Institute
for Pension Fund Integrity has produced this issue brief on the official SEC rulemaking process for the
SEC docket. We aim to educate the public and key officials on the rulemaking process, why it matters to
individuals outside the corporate or regulatory space, and why the SEC should follow through on their
proposed rules.

1

https://youtu.be/b1iO5RzP1QE?t=3523

2 https://www.congress.gov/bill/107th-congress/house-bill/3763/text
3 https://m.lw.com/thoughtLeadership/influence-of-iss-and-glass-lewis-on-proxy-advisory-business
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SEC MANDATE

Before the introduction of securities regulations, companies often issued false or misleading statements
about the securities they were issuing.* To restore the public’s faith in the integrity of the securities
market, Congress passed the Securities Act of 1933, followed by the Securities Exchange Act of 1934,
which officially created the SEC. The rulemaking process plays a vital role in all three divisions of the
SEC mission by offering a roadmap to address shifting trends or identified weaknesses in the regulatory
matrix. Several key acts, known as the Federal Securities Laws, give the SEC the authority to issue rules.

€66 The rulemaking process plays a vital role in all three
divisions of the SEC mission by offering a roadmap to
address shifting trends or identified weaknesses in
the regulatory matrix.99

Investment Company Act of 1940: This act regulates companies that primarily engage in investing,
reinvesting, and trading securities. It requires that companies routinely disclose their financial condition
and investment policies to investors.

Investment Advisers Act of 1940: This law requires that firms or sole practitioners be compensated
for advising others about securities investments must register with the SEC and conform to regulations
designed to protect investors.

Dodd-Frank Wall Street Reform and Consumer Protection Act of 2010: This law reshaped the SEC
by expanding its regulatory abilities in areas including but not limited to: consumer protection; trading
restrictions; credit ratings; regulation of financial products; corporate governance and disclosure,

and transparency.

4 https://www.investopedia.com/terms/s/sec.asp
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CURRENT RULEMAKING AGENDA:
PROXY ADVISORY REFORM

The rulemaking process is not bound to a set date or season every calendar year. Rather, the SEC
places items on its agenda continually. As these agenda items fluctuate in impact and priority, they may
cross a threshold where they demand action. The rules proposed on November 5th, 2019 represent the
most concrete step in a process that has been taking place for years. Former SEC Commissioner Dan
Gallagher cites the poor quality of proxy advisory firm recommendations and blatant conflicts of interest
as the top complaints that companies and trade associations make to the SEC Commission.® During

Mr. Gallagher’s time on the Commission, Staff Legal Bulletin No. 20 marked an attempt to resolve this
by clarifying that proxy advisory firms had an affirmative duty to disclose conflicts of interest.® Several
years later, the SEC held a roundtable on the proxy process and rules on November 15, 20187 Then, on
August 21, 2019, the SEC Commissioners issued interpretive guidance (which IPFI covered extensively in
a previous issue brief).®

The current proposed rules, passed by a vote of 3-2, build on the sentiments expressed in the
interpretive guidance. These rules would codify desperately-needed investor protections vital to the
financial well-being of the millions of individuals whose dollars fall under the umbrella of proxy advisory
firms. The rules seek to limit the role of proxy advisory firms in two ways. First, they require proxy
adviser firms to give companies two chances to review proxy voting materials before they are sent to
shareholders.® This effort responds to calls for stricter adherence to accurate information on the part of
proxy advisory firms. With two opportunities to review reports, companies would have a chance to point
out inaccuracies or outdated assertions.

€6 Proxy advisory firms also utilize a variety of
benchmark reports that award priority to objectives
outside the scope of financial returns. ISS drafts five
different specialty reports that allow advisors to
make recommendations skewed towards arbitrary
causes and away from profits. 99

https://www.youtube.com/watch?v=b1iO5RzP1QE&feature=youtu.be&t=2080

https://www.sec.gov/interps/legal/cfslb20.htm

https://www.sec.gov/news/press-release/2018-206
http://ipfiusa.org/wp-content/uploads/2019/09/REFORMING-THE-PROXY-ADVISORY-FIRM-DUOPOLY_An-Analysis-of-Recent-SEC-Guidance-
and-Its-Implications-for-Public-Pension-Retirees.pdf

9 https://www.ft.com/content/778602a8-f6b1-11€9-a79c-bcOacae3b654
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The rules also mandate an increase in the resubmission thresholds for motions that shareholders file
at companies. These issues span a broad spectrum, ranging from executive compensation to climate
change disclosures. The thresholds determine what level of shareholder support is needed to keep
a proposal alive. Under current provisions, shareholder resolutions must gain 3%, 6%, and then 10%
approval over three successive years to meet a passing verdict. The latest proposed rule suggests
increasing those percentages to 6%, 10%, then 30% over three successive years. The proposed

rule seeks to reach a greater consensus among shareholders who will be financially-affected by
these resolutions.

Institutional Shareholder Services (ISS) retaliated by suing the SEC just ahead of the proposed rules’
official announcement. CEO Gary Retelny asserted that, “the SEC inappropriately altered the regulatory
regime applicable to the voting advice provided by proxy advisory firms and that the new interpretation
is unlawful.”® As IPFI has outlined in this brief, the SEC organized numerous events to gather opinions
from stakeholders across the board on this issue before issuing guidance and now rule proposals.
These sessions informed the proposed rule and demonstrate that, despite ISS’ claims, plenty of affected
stakeholders see the utility for such rules. Now, the masses have a chance to weigh in against proxy
advisory firms’ corporate interests.

This isn’t the first time the SEC has faced pushback from its proposed rules. The “Regulation Best
Interest: the Broker-Dealer Standard of Conduct” rule proposal attempted to eliminate conflicts of
interest when financial advisors make investment recommendations to clients! The rule drew ire from
leading congress members, and Congress even added a bill amendment to prevent the implementation
of the regulation. Rules have a tendency to spark debate, which is why the SEC relies on public
comments to assist them in making a decision. Reg Bl garnered 3,783 comments in the year-long public
comment period.”?

10 https://www.ft.com/content/cdcb6ed7-18f4-4729-8dc4-6a577ac44f15
1 https://www.politico.com/story/2019/06/05/warren-waters-blast-sec-financial-advice-rule-as-wall-street-cheers-1507335
12 https://www.sec.gov/comments/s7-07-18/s70718.htm
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ACTIVIST INVESTING, ROBO-VOTING,
AND CONFLICTS OF INTEREST

The public comment period serves a critical purpose in the rulemaking process by providing a forum for
affected stakeholders to make their case. At IPFI, our sole mission remains safeguarding the retirements
of over 14 million Americans who currently contribute to a public pension plan. The degree to which
proxy advisory firms have acquired de facto authority over how public pension funds perform is often
obscured to those plan members. Shareholder resolutions introduce rules and guidance that have the
potential to impact a company’s bottom line. When resolutions become a vehicle for activist investing

or other stipulations that threaten a company’s profits, proxy advisors are the ones who award their
approval--not the plan members who are directly affected by the outcome.

The total amount of activist campaigns (also known as environmental, social, and governance [ESG]
investing) introduced through shareholder resolutions has hovered between 250-300 per year for the
past five years! IPFIl has previously written at length about the merits and pitfalls of ESG investing.
We maintain that, in its purest form, ESG investments can add value and reduce risk in an investment

€6 \When resolutions become a vehicle for activist
investing or other stipulations that threaten a
company’s profits, proxy advisors are the ones
who award their approval—not the plan members
who are directly affected by the outcome. 99

portfolio and there are cases in which ESG investment would be prudent. However, ESG investment
measures have become increasingly politicized through institutional investors and pension funds’
growing reliance on proxy advisory firms, and have been shown to weaken public pension fund
performance in California, New Jersey, New York, lllinois, and elsewhere™

In particular, the practice of robo-voting, or automatic voting, should concern plan members (as well

as any individual who has entrusted his or her investments to a third-party advisor). Robo-voting has
become a staggering issue among institutional investments, and it occurs when investors and money
managers offload their voting responsibilities to proxy advisory firms. While the purpose of proxy
advisory firms is to inform investors, recent studies have shown that investors often automatically vote
in-line with the recommendations they receive. In fact, one study demonstrated that asset managers
overseeing over $5 trillion in assets followed the recommendations of ISS over 95% of the time®> A 2018
list of the 20 top robo-voting entities includes five different pension funds.'®

13 https://corpgov.law.harvard.edu/2019/04/05/review-and-analysis-of-2018-u-s-shareholder-activism/
14 http://ipfiusa.org/wp-content/uploads/2018/09/IPFI-ESG-Paper.pdf

15 https://corpgov.law.harvard.edu/2018/11/29/the-realities-of-robo-voting/

16 Ibid.
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66 Robo-voting disenfranchises those individuals
who have entrusted institutional investors with
their funds on the premise that those investors
would grow their returns through careful analysis,
not subject those funds to an array of social, moral,
or political factors that may not align with strictly
fiduciary considerations. 99

The timeframe within which investors cast their votes after receiving recommendations demonstrates
that, in many cases, the recommendations are not being carefully subjected to the tenants of fiduciary
responsibility which demands a thorough level of due diligence on the investor’s part. One study found
that almost 20% of votes are cast within three days of an adverse recommendation.” The study also
addresses the problem of faulty recommendations made by proxy advisory firms. When issuers believe
proxy advisors have made a faulty recommendation, they may file a supplemental proxy filing. A review
of filings from 94 different companies from 2016 through September 2018 showed 139 significant
problems, including 49 that were classified as ‘serious disputes.” Naturally, robo-voting perpetuates the
financial costs associated with faulty recommendations.

On the topic of faulty recommendations, proxy advisory firms also utilize a variety of benchmark

reports that award priority to objectives outside the scope of financial returns. ISS drafts five different
speciality reports that allow advisors to make recommendations skewed towards arbitrary causes

and away from profits. Only one of these reports, the Taft-Hartley guidelines, provides a basis for
recommendations strictly in-line with fiduciary responsibility. By contrast, the other guidelines abdicate
fiduciary responsibility in favor or social, moral, or political inclinations. These shadowy alternative
recommendation standards include Socially Responsible Investment guidelines, Faith-Based guidelines,
and Sustainability guidelines. Proxy advisory firms offer pick-and-choose services to their clients while
providing cover as independent third parties.

In conjunction with the existence of numerous investment guidelines utilized by ISS, robo-voting amounts
to negligence. This practice disenfranchises those individuals who have entrusted institutional investors
with their funds on the premise that those investors would grow their returns through careful analysis,
not subject those funds to an array of social, moral, or political factors that may not align with strictly
fiduciary considerations.

Furthermore, proxy advisory firms offer little in the way of reassurance to pension plan members. These
firms consistently oppose any regulatory measures that seek to remedy the blatant conflict of interest
inherent in the proxy advisor business model. The core problem lies in their practice of providing
advice to institutional investors on how to vote while also advising corporations on how to improve their
corporate governance. Firms like ISS also provide a rating on corporations, which is affected by that
company’s corporate governance. The Sarbanes-Oxley Act of 2002 requires the separation of parts of
financial institutions that provide ratings on companies and those that conduct advisory work for those
same companies.®

17 https://corpgov.law.harvard.edu/2018/11/29/the-realities-of-robo-voting/#11
18 Ibid.
19 https://www.congress.gov/bill/107th-congress/house-bill/3763/text
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CONCLUSION

As we have seen many times before, what began as a market issue that rightfully fell under the SEC’s
purview has become a polarizing political circus. As it turns out, proxy advisory firms played a substantial
role in this shift as they aggressively lobbied Congress in defense of the status quo—an unregulated
free-for-all in which they could reap profits that would otherwise be hindered by stricter rules

and guidance.

66 \Vith the recent vote to propose rules on
proxy advisory firms, the SEC is fulfilling its three
core objectives: inform and protect investors;
enforce federal securities laws, and facilitate
capital formation. 99

The SEC is a critical federal agency that has worked for the past 85 years to protect investors, increase
financial transparency, and maintain the stability of the United States economy. The agency’s rules and
regulations are meant to reflect these values. With the recent vote to propose rules on proxy advisory
firms, the SEC is fulfilling its three core objectives: inform and protect investors; enforce federal securities
laws, and facilitate capital formation.

To make an accurate assessment when drafting its final rules, the SEC relies on the voices of the people
to guide it on subsequent steps. IPFl encourages each and every citizen to participate in this rulemaking
process to help safeguard the retirements of over 14 million public servants.
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