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SEC Staff Withdraws Proxy Advisory
Guidance Ahead of Fall Roundtable on
Proxy Process

Withdrawal of Interpretive Letters Issued in 2004 to Institutional
Shareholder Services, Inc. and Egan-Jones Proxy Services

Yesterday, the SEC’s Division of Investment Management withdrew two interpretive letters issued in 2004
to Egan-Jones Proxy Services (“Egan-Jones”) and Institutional Shareholder Services, Inc. (“ISS”). The
letters described some of the guidelines under which an investment adviser could rely on a proxy
advisory firm as an independent third party for purposes of making proxy voting recommendations. In
particular, the letters focused on the steps an investment adviser should take to ensure that voting
recommendations were made in an impartial manner and that the proxy advisory firm’s potential conflicts
of interest were addressed. The SEC staff stated that it was providing notice of withdrawal to facilitate

discussion at the SEC’s Roundtable on the Proxy Process, expected to be held in November 2018.

The Division of Investment Management, however, did not withdraw Staff Legal Bulletin No. 20, issued on

June 30, 2014 (“SLB 20”), which also provides guidance about investment advisers’ responsibility in

voting client proxies and retaining proxy advisory firms.

Also yesterday, SEC Chairman Jay Clayton released a statement emphasizing that all SEC staff
statements are non-binding and create no enforceable legal rights or obligations, as compared to rules
and regulations promulgated by the Commission itself, which have the force and effect of law. The five
federal banking regulators issued a similar statement on Tuesday. Chairman Clayton has also requested
the SEC’s divisions and entities to review prior staff statements and documents and consider whether

they should be modified, rescinded or supplemented in light of market conditions.

New York Washington, D.C.  Los Angeles Palo Alto London Paris Frankfurt Brussels
Tokyo Hong Kong Beijing Melbourne Sydney

www.sullcrom.com



http://www.sullcrom.com/
https://www.sec.gov/news/public-statement/statement-announcing-sec-staff-roundtable-proxy-process
https://www.sec.gov/interps/legal/cfslb20.htm

SULLIVAN & CROMWELL LLP

SUMMARY OF THE WITHDRAWN LETTERS

The Egan-Jones and ISS letters described the circumstances under which a proxy advisory firm could be
an independent third party for purposes of making proxy recommendations to an investment adviser even
though the proxy advisory firm receives compensation from an issuer for providing advice on corporate
governance issues. Rule 206(4)-6 under the Investment Advisers Act of 1940 (the “Proxy Rule”)
generally requires an investment adviser to adopt and implement written policies and procedures that are
reasonably designed to ensure that its clients’ proxies are voted in the clients’ best interests and resolve

direct and material conflicts of interest in voting proxies on behalf of its clients.

In the Egan-Jones letter, issued May 27, 2004, the Division of Investment Management staff indicated
that “the mere fact that a proxy [advisory] firm provides advice on corporate governance issues and
receives compensation from the Issuer for these services generally would not affect the firm’s
independence from an investment adviser.” Therefore, the Division of Investment Management staff
recommended that an investment adviser should ascertain whether the proxy advisory firm (1) has the
capacity and competency to adequately analyze proxy issues and (2) can make recommendations
impartially and in the best interest of the investment adviser's clients. The letter suggested that the
investment adviser obtain information from the proxy voting firm on an ongoing basis, including any
information about the proxy voting firm’s relationship with any issuer with respect to which a

recommendation was being made.

The second letter, issued to ISS, elaborated that an investment adviser also could satisfy its fiduciary duty
under the Proxy Rule by thoroughly reviewing a proxy advisory firm’s conflict procedures. The Division of
Investment Management staff recommended that the investment adviser thoroughly understand the proxy
voting firm’s business, the nature of the conflict of interest and whether the conflict procedures negate the

conflict and have been fully implemented.

The Egan-Jones and ISS letters have been cited by some as leading to an overreliance on
recommendations made by proxy advisory firms without due consideration of the full scope of the
conflicts they face. A provision directing the SEC to withdraw the Egan-Jones and ISS letters was
included in the Corporate Governance Reform and Transparency Act of 2017 (H.R. 4015), which passed

in the House late last year and is currently before the Senate.

IMPLICATIONS

At this time, we cannot draw definitive conclusions on the impact on investment adviser firms from the

withdrawal of the Egan-Jones and ISS letters. Although those letters have been withdrawn, the SEC staff

did not withdraw SLB 20, which was adopted after the Egan-Jones and ISS letters, cites the letters as

authority and also provides guidance as to oversight of the conflicts proxy advisory firms face. It is clear,

however, that proxy advisory firms’ potential conflicts of interest is an area of renewed attention for the
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SEC, and investment advisers may want to review their policies and procedures relating to oversight of
these conflicts in advance of any further SEC action. We anticipate that the SEC will issue additional
guidance or rulemaking in this area, although time will be limited given the desire to take into account the

discussion at the roundtable and the coming proxy season.

Later yesterday afternoon, House Financial Services Committee Chairman Jeb Hensarling released a
statement reacting to the withdrawal of the Egan-Jones and ISS letters, stating that “[t{jhe market power of
proxy advisory firms demands greater accountability for these firms’ actions and the information that they
provide institutional investors.” In addition, Representative Hensarling commended Chairman Clayton
“for affirming the fact that guidance is legally non-binding and for emphasizing the guidance distinction to

Commission staff.”
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ABOUT SULLIVAN & CROMWELL LLP

Sullivan & Cromwell LLP is a global law firm that advises on major domestic and cross-border M&A,
finance, corporate and real estate transactions, significant litigation and corporate investigations, and
complex restructuring, regulatory, tax and estate planning matters. Founded in 1879, Sullivan & Cromwell
LLP has more than 875 lawyers on four continents, with four offices in the United States, including its

headquarters in New York, four offices in Europe, two in Australia and three in Asia.

CONTACTING SULLIVAN & CROMWELL LLP

This publication is provided by Sullivan & Cromwell LLP as a service to clients and colleagues. The
information contained in this publication should not be construed as legal advice. Questions regarding the
matters discussed in this publication may be directed to any of our lawyers listed below, or to any other
Sullivan & Cromwell LLP lawyer with whom you have consulted in the past on similar matters. If you have
not received this publication directly from us, you may obtain a copy of any past or future publications by

sending an e-mail to SCPublications@sullcrom.com.
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