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Compliance Corner

By Paul M. Miller, Partner, and Anna C. Leist, Associate, Seward & Kissel LLP*

Proxy Voting by Investment Advisers: One Sentence and Eleven+ 
Years of Experience

In 2003, the SEC adopted Rule 206(4)-
6 under the Investment Advisers Act of 
1940 (Advisers Act) requiring registered 
advisers to adopt written policies 
and procedures that are reasonably 
designed to ensure that they vote 
proxies in the best interests of their 
clients. At the time, advisers with proxy 
voting authority were instructed that 
the policies must address how they 
confront material conflicts between 
their interests and those of their clients. 
It was also suggested that an adviser 
could demonstrate that a “vote was 
not a product of a conflict of interest if 
it voted client securities, in accordance 
with a pre-determined policy, based 
upon the recommendation of an 
independent third party.” The flexibility 
afforded by this sentence has been 
utilized by advisers since 2003, creating 
new issues that the SEC staff and others 
have sought to address recently. 

This article revisits the requirements 
of Rule 206(4)-6 and the fiduciary duties 
underlying those requirements and 
explores common practices employed 
by advisers in their proxy voting 
policies, including the use of various 
services offered by proxy voting firms. 
It highlights some of the concerns 
raised with following the voting 
recommendations of proxy voting 
firms and concludes with several items 
that advisers may wish to consider in 
connection with selecting such firms in 
light of the conflicts to which such firms 

are subject and the SEC staff’s focus on 
those conflicts. 

Rule 206(4)-6, Common Policy 
Practices and Underlying Duties

Rule 206(4)-6 requires advisers to 
adopt written policies and procedures 
reasonably designed to ensure that 
proxies are voted in the best interests 
of clients. The written policies must 
address how an adviser addresses 
material conflicts that may arise 
between the adviser’s interests and 
those of the adviser’s clients. The Rule 
also requires advisers to disclose 
to clients how a client may obtain 
information from the adviser about how 
it voted the client’s securities and to 
describe to clients the policies and that 
the policies will be furnished to a client 
upon request. 

An adviser’s proxy voting policies 
established pursuant to the Rule typically 
consist of both voting guidelines and 
procedures covering the proxy voting 
process. Voting guidelines address how 
an adviser will vote on particular issues, 
such as election of directors, corporate 
governance issues, anti-takeover 
measures and social and environmental 
issues. The guidelines provide one 
measure for addressing an adviser’s 
conflicts of interest. In the case of a 
conflict, an adviser may establish a 
requirement to adhere to guidelines 
in voting client proxies, prohibiting 

overrides of such guidelines that might 
occur due to incentives created by 
conflicts. Procedures typically cover 
the process for identifying conflicts of 
interest and for disclosing the proxy 
voting policies and how clients might 
obtain a copy of such policies and their 
voting records. The procedures often 
also address periodic review of the 
procedures, recordkeeping and testing 
requirements, and responsible persons 
for administering the policy. 

As the SEC noted upon adoption, the 
Rule incorporates the fiduciary duties 
of care and loyalty that an adviser owes 
to each of its clients. The duty of care 
requires an adviser with proxy voting 
authority to monitor corporate events 
and to vote the proxies. The duty of 
loyalty requires an adviser to cast votes 
in a manner consistent with the best 
interests of its clients, free of conflicts 
that could affect how the adviser votes. 

The Rule and the duty of care do not 
require an adviser with proxy voting 
authority to vote every client proxy. In 
some cases, an adviser may determine 
that it is in the client’s best interest not 
to vote a proxy, for instance, when the 
cost or effort involved in voting the 
proxy outweighs the benefit of voting 
the proxy for the client (as is often the 
case with foreign securities). Further, 
and as recently recognized by the SEC 
staff in Staff Legal Bulletin No. 20 (IM/
CF), the scope of an adviser’s delegated 
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proxy voting authority can limit its 
obligations to a client. The SEC staff 
has cautioned, however, that an adviser 
that has assumed full responsibility for 
voting client proxies may not simply 
adopt a policy of not voting any client 
proxies.

Use of Third-Party Proxy Voting 
Firms

As noted above, the SEC suggested 
that an adviser could demonstrate that 
a proxy vote was not the product of a 
conflict of interest if the vote occurred 
in accordance with a pre-determined 
policy to follow the recommendations 
of an independent third party. Given 
this flexibility and the time-consuming 
nature of analyzing proxy issues and 
processing proxy votes, advisers with 
proxy voting authority have increasingly 
looked to the services of third-party 
proxy voting firms to fulfill some or most 
of their proxy voting obligations. 

Proxy voting firms offer a number 
of services to advisers wishing to 
outsource work related to the proxy 
voting process, including, among other 
things: 

• administrative and back office 
functions (e.g., receipt and 
execution of proxies according 
to the proxy voting firm’s own 
guidelines or specific instructions 
provided by a client, and ballot pre-
population analysis on how a client 
would likely vote on proxies);

• research and analysis services 
(e.g., a report on proposed votes 
accompanied by statistics, facts 
and analysis);

• voting recommendations based on 
the firm’s own voting guidelines; and 

• expertise and recommendations in 
drafting proxy voting guidelines. 
 
While the SEC permitted reliance 

by an adviser on a policy to vote 
based on the recommendations of an 
independent third party, it stated in 

its adoption of Rule 206(4)-6 that such 
policy must be designed to further the 
interests of clients rather than those 
of the adviser. In a 2009 enforcement 
action, the SEC sanctioned an adviser 
for voting in accordance with the 
recommendations of a proxy voting 
firm when that firm’s recommendations 
served to benefit the adviser’s interest in 
attracting and retaining certain clients. 
While the firm’s recommendations 
may have been in the best interests 
of certain of the adviser’s clients, they 
were not in the best interests of all of 
the adviser’s clients. In choosing to rely 
upon the recommendations of a proxy 
voting firm, an adviser should consider 
whether that firm’s recommendations 
would be in the best interests of the 
adviser’s clients. The adviser should at 
the same time address in its own proxy 
voting policy any potential conflicts it 
may have in relying on the proxy voting 
firm’s recommendations.

Potential Conflicts of Interest of a 
Proxy Voting Firm

Many calls for regulation of proxy 
voting firms have centered on the 
issue of conflicts of interest within 
these firms, including concerns over 
situations in which these firms provide 
services despite significant conflicts. 
For example, in an August 2014 working 
paper published by the Washington 
Legal Foundation, SEC Commissioner 
Daniel Gallagher urged structural 
changes to the oversight and regulation 
of proxy voting firms in reaction to 
what he viewed as overreliance on 
such firms’ recommendations despite a 
myriad of conflicts. 

Certain proxy voting firms offer 
advisory services to public companies 
on the development and structure of 
proposals, and subsequently provide 
voting recommendations on such 
proposals. Specifically, an issuer might 
use advisory services offered by a proxy 
voting firm to structure governance and 
proxy proposals so as to avoid “no” 

voting recommendations from the very 
same firms. Arguably, a proxy voting firm 
might tend to be more lenient in making 
voting recommendations for companies 
using its services. Conflicts also arise 
for proxy voting firms that provide 
services to asset management clients 
that are owned by public companies.

As a result of such conflicts, 
Gallagher concluded in his working 
paper that SEC guidance is necessary 
to clarify that institutional investors 
must take responsibility for proxy 
voting, rather than rely entirely on the 
recommendations of proxy voting firms. 
He also suggested that the SEC should 
explore the issue further and consider 
possible reforms, such as the creation 
of a universal code of conduct applying 
to proxy voting firms and requirements 
promoting increased accountability and 
transparency.

SEC Staff Legal Bulletin and 
Retention and Oversight of Proxy 
Voting Firms

The Staff Legal Bulletin, issued in 
June 2014, addressed expectations 
with respect to the selection and 
ongoing oversight of proxy voting 
firms by advisers. The Bulletin also 
promoted the use of robust proxy voting 
policies and procedures by advisers to 
assist in such oversight functions. The 
staff urged that advisers review and 
consider possible changes to existing 
proxy voting policies, which the staff 
said should be done at least in advance 
of next year’s proxy voting season, and 
noted that policies should be reviewed 
no less frequently than annually to 
ensure proper implementation.

An adviser’s duty to vote client 
securities in the best interests of clients 
cannot be wholly delegated to a proxy 
voting firm; the adviser must maintain 
oversight of the proxy voting firm, 
which, as noted in the Bulletin, should 
include review of conflicts of interest 
that may arise. 
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that a proxy voting firm complete a due 
diligence questionnaire to ascertain 
this information.  

• Request ongoing information from 
proxy voting firms engaged by the 
adviser.

An adviser may request, among 
other things, information and reports on 
the following: 

 -  voting records, including reports 
on new or novel issues, overrides, 
conflicts, voting errors, votes 
against management and votes 
that were not cast;

 -  other businesses and services 
in which the proxy voting firm 
is engaged that might lead to 
conflicts for the firm in providing 
voting recommendations, in-
cluding information on the firm’s 
engagements with issuers; 

 -  voting protocols and processes (if 
a firm is effecting proxy voting on 
the adviser’s behalf);

 -  disaster recovery system and 
recordkeeping process (the 
adviser should confirm that the 
proxy voting firm backs up records 
and has a process for addressing 
cyber security threats); and

 -  policies and procedures for 
ensuring the integrity and conf-
identiality of client records.

Conclusion

The involvement in the proxy voting 
process by advisers has garnered 
increased attention in recent years 
as the use of third-party proxy voting 
firms has become more prevalent and 
worries concerning overreliance on 
those firms have grown. As a result 
of the increased focus on this matter, 
advisers should pay close attention 
to their due diligence and oversight of 
services provided by proxy voting firms.

 

The Bulletin suggested, among other 
things, that in order to demonstrate 
compliance with an adviser’s duty with 
respect to oversight of a proxy voting 
firm, an adviser might periodically 
sample proxy votes executed by a proxy 
voting firm to determine compliance 
with the adviser’s proxy voting policies 
and procedures. 

Key Considerations for Advisers 

Due to increasing focus on proxy 
voting, and in response to the Staff 
Legal Bulletin and other commentary, 
such as that provided in the Gallagher 
working paper, an adviser would be 
well advised to:

• Carefully review again, and amend if 
necessary, its proxy voting policies 
in light of its business activities and 
client circumstances. 

 In assessing the need for changes 
to its policies an adviser should 
consider: 

 -   the consistency of the proxy 
voting guidelines with the in-
vestment objectives of clients;

 -  the voting guidelines’ treatment 
of issues relevant to a client’s 
strategy (e.g., socially responsible 
investment strategies);

 -  procedures to identify and ad-
dress potential conflicts of 
interest;

 -  procedures for effecting and 
determining the propriety of 
exceptions to, or overrides of, the 
voting guidelines; and 

 -  requirements for reporting proxy 
voting matters to the client. 

• Review client advisory contracts 
to determine the extent of its proxy 
voting authority.

• Re-analyze any conflicts of interest 
it may have in voting client proxies 
with respect to specific issuers.

• Review service contracts with 

proxy voting firms and evaluate the 
services provided by such firms.

Proxy voting services. If an 
adviser engages a proxy voting firm to 
implement the adviser’s specific proxy 
voting guidelines, the adviser should 
determine the firm’s ability to implement 
those guidelines and the extent to which 
the adviser may wish to vote directly 
in certain circumstances. An adviser 
might specify in its contract that proxy 
votes are to be escalated to the adviser 
when: 

 -  voting guidelines are silent or 
unclear on an issue, or specify 
that an issue is to be decided on 
a case-by-case basis;

 -  proxies contain high profile or 
material matters; or

 - there is a conflict of interest.

Conflicts of interest. An adviser 
should conduct due diligence on a 
proxy voting firm’s business, reviewing 
information on material events affecting 
the firm’s organization that might 
create conflicts of interest and on 
information barriers to prevent conflicts 
of interest from influencing the firm’s 
vote recommendations. An adviser 
should request updates from a proxy 
voting firm on any changes to the firm’s 
business or internal policies that could 
create conflict situations. 

Quality of services. An adviser 
should consider a proxy voting firm’s 
capacity and competency to provide 
detailed research and to adequately 
analyze proxy issues to make informed 
voting recommendations in areas where 
the adviser has less expertise relating 
to an issue or the relevant market. 
The adviser should consider whether 
obtaining lower cost services results 
in sacrifices in the quality of research 
and recommendations proffered by 
such firms, cookie cutter approaches 
to proxy issues and occasional 
recommendations based on material 
factual errors. The adviser may request 

COMPLIANCE CORNER continued from page 13

Continued on page 15



NOVEMBER  2014IAA  NEWSLET TER -  15  -

What’s New on the IAA Website?
From time to time, the IAA adds new website resources and updates others. The 
following items have been recently updated in the “Resources” section of the “For 
Members” area.

State Prohibitions on Investing in Certain Countries 
The IAA’s chart entitled “State by State Summary of Prohibited Investment Legislation” 
has been updated (as of September 22, 2014) to reflect changes in state law and provide 
updated links to the relevant state legislation.  This document can be found in the Legal/
Regulatory Library under State Issues, Including Blue Sky, as well as the International 
Issues Library under State (US) Restrictions on Certain International Investments.

Brokerage and Trading Practices
The IAA’s Compliance Control entitled “Brokerage and Trading Practices” has been updated (as of October 21, 
2014) to reflect the SEC’s proposed extension of its Temporary Rule for Principal Trades with Certain Advisory 
Clients until December 31, 2016.  This document can be found in the Legal/Regulatory Library as well as the Online 
Compliance Guides.

Access the Online Forum for 
IAA Members

IN THE KNOW
Have you explored the Online 

Communities forum for IAA members? 
If you already have a member login, 
you can tap into this useful tool to 
share ideas and connect with other 
IAA members. Join the growing number 
of users who access this resource for 
discussion and collaboration on issues 
related to both the investment advisory 
profession and the Association. 

This exclusive members-only forum 

can be accessed directly by going 
to http://iaa.ep2.memberfuse.com or 
from the IAA website by selecting the 
“Online Communities” link in the “For 
Members” section. Online Communities 
is a separately hosted IAA site that uses 
the same username and password as 
the member login for the main website.

You can start a discussion, or enter 
an existing one, with those who already 
have joined groups based on their 

interests and attributes. Each group 
features evolving discussion topics 
and additional resources. After logging 
in, you can modify your group and 
communications preferences. 

If you would like more information 
about Online Communities or 
have trouble logging in, email 
Member Services at iaaservices@
investmentadviser.org or call the IAA 
office at (202) 293-4222. n

Anna C. Leist, 
Associate, Seward & 
Kissel LLP

Paul M. Miller, 
Partner, Seward & 
Kissel LLP

*Paul M. Miller is a partner, and 
Anna C. Leist is an associate, in the 
Washington, D.C. office of Seward & 
Kissel LLP. Mr. Miller may be reached at 
(202) 737-8833 or millerp@sewkis.com, 
and Ms. Leist may be reached at (202) 

737-8833 or leist@sewkis.com. This 
article is intended to provide general 
information on the matters discussed 
herein. It should not be relied upon for 
legal advice on any matter. n
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