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SEC's Controversial Fund Proxy Voting
Disclosure Requirements Come into Play

By Gary O. Cohen

ast fall, the US Securities and Exchange
LCommission (SEC) adopted’ rule and form

amendments (amendments) requiring mutual
funds, exchange-traded funds (ETFs), and certain
other registered funds (together, funds) to report
more details about their voting of portfolio company
proxies.

The amendments apply to votes occurring on or
after July 1, 2023. First reports on amended Form
N-PX must be filed by August 31, 2024, covering
the period of July 1, 2023 to June 30, 2024.2

The amendments, although highly techni-
cal, raise substantive issues that caused a split
vote among the Commissioners.> The Investment
Company Institute supported* many, but not all, of
the amendments.

New Requirements

Essentially, the SEC amended reporting Form
N-PX to require that funds disclose votes in a con-
sistent manner and machine-readable format. SEC
Chair Gary Gensler said that the rules “will allow
investors to better understand and analyze how their
funds and managers are voting on shares held on
their behalf.””

Specifically, the amendments require funds
to:

m  identify each voting matter as falling within one
of 14 categories® specified in the form;

m tie the description and order of voting matters to
the issuer’s proxy card;

m disclose (if applicable, by series) the number of
shares that were voted (or abstained), how the
shares were voted, and whether the vote was for
or against management’s recommendation;

m use a structured data language to make the fil-
ings easier to analyze; and

m  provide their voting record on (or through) their
websites and make the record available upon
request free of charge.

Principal Controversies
The SEC adopted the amendments by a three-

to-two vote’ along political party lines. Democrat
Chair Gensler® and Commissioners Caroline A.
Crenshaw® and Jaime Lizarraga' voted for, and
Republicans Hester M. Peirce’ and Mark T. Uyeda™
voted against, adoption. Each issued a written
statement.

The industry is now approaching the proxy vot-
ing period that will be the first to be reported on
under the amendments. So, it seems timely to recall
the principal controversies among Commissioners
over the amendments.

Need for Detailed Information
The SEC justified the need for more detailed

proxy voting information on two policy grounds:
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1. Funds own approximately 32 percent of the
market capitalization of all US-issued equities
outstanding. Therefore, funds “can influence the
outcome of a wide variety of matters that compa-
nies submit to a shareholder vote, including mat-
ters related to governance, corporate actions, and
shareholder proposals.”

2. More than 45 percent of US households own
fund shares. Therefore, “[d]ue to funds’ signifi-
cant voting power and the effects of funds’ proxy
voting practices on the actions of corporate issu-
ers and the value of these issuers’ securities, inves-

tors have an interest in how funds vote.”™

More specifically, the SEC said that “[w]e are
requiring this disclosure because providing the num-
ber of votes cast improves the transparency of fund
and manager voting records and more effectively
enables investors to monitor their funds’ and manag-
ers involvement in the governance activities of their
investments.”"

Commissioner Peirce countered that “evidence
that investors want such detailed [fund proxy vot-
ing] information is scant.”’® She bluntly opined
that “detailed chronicling of votes will not benefit
the average investor” and that certain amendments
“will harm funds and fund investors.”" She claimed
that the persons who really “have an interest in the
information” are “[t]hird parties with an interest in
pressuring funds to vote in a particular way.”"® She
predicted that the required information “may turn
out to be less about reporting voting practices than
it is about manipulating them.”™

Weighing Costs and Benefits
The SEC sloughed through a long discussion

of the costs and benefits of the amendments.?® The
discussion acknowledged that “[t]he amendments
to Form N-PX, Form N-1A, Form N-2, and Form
N-3, will lead to some additional costs for funds”
and that “[a]ny portion of these costs that is not
borne by a fund’s adviser or other sponsor will
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ultimately be borne by the fund’s shareholders.”

The SEC implicitly concluded that benefits of the
amendments outweigh their costs.

Commissioner Peirce claimed that “[t]he
Commission is too enthusiastic about the rule’s pur-
ported benefits to pay much attention to its costs.”?
She noted that funds would have to bear the cost
of custodians’ and securities lending agents’ provid-
ing certain of the required information.?® She also
asked: “should fund investors be footing the bill to
make it easier for third parties to assess funds’ voting
patterns?”?*

Reporting Votes by Category

The SEC adopted “a requirement for reporting
persons to select from specified, standardized catego-
ries to identify the subject matter of each reported
proxy voting item.”® The stated rationale is that “the
list of categories will be non-exclusive” and “[t]his
approach will further aid investors in locating useful
information by allowing them to identify multiple
topics that may be of interest.”?

Commissioner Peirce predicted that “[t]hese
groupings will fail of their purpose because of the
unavoidable level of subjectivity involved in clas-
sifying each voting topic.”® Her thinking was that
“[r]ather than run the risk of being second-guessed
by Exams, Enforcement, and third parties, funds
likely will err on the side of caution and take the ‘All
of the above’ approach.”®

Affecting Behavior Through
Disclosure

The SEC’s adopting release is titled, in rele-
vant part, “Enhanced Reporting of Proxy Votes by
Registered Management Investment Companies.”®
The SEC’s adopting release uses the word “enhance,”
“enhanced,” or “enhancement”° 23 times to describe
various aspects of the new fund proxy voting disclo-
sure requirements.

Commissioner Uyeda disagreed. He asserted
that “[m]any of the provisions are not ‘enhance-
ments, but substantial changes that appear to
affect the behavior of funds and their investment



advisers.”®' He gave the example of the required
“disclosure of the number of shares loaned and not
recalled”® for a fund to vote, discussed in the sec-
tion of this article immediately below. He also gave
the example of the required reporting by categories
“relate[d] to environmental, social, and/or gover-
nance issues,” suggesting that the “enhancements’ are
motivated not by investor protection, but by special
interests.”33

Commissioner Peirce said that such require-
ments will “serve the needs of third parties eager to

pressure funds to vote their way.”3*

Voting Loaned Portfolio Securities

Perhaps the most controversial issue among the
Commissioners was the amendment® requiring
disclosure of the number of shares that a fund has
loaned and not recalled for voting prior to the meet-
ing’s record date.

As background, former Commissioner Allison
Herren Lee, when she was Acting SEC Chair, raised
questions of fiduciary duty in the context of fund
proxy voting. She stated: “Fiduciaries should be
mindful of these competing concerns so as not to
risk undermining the foundation of how sharehold-
ers engage with corporate management to maximize
the long-term value of their holdings. As much as
deciding how to vote requires due diligence, decid-
ing not to exercise voting rights requires equally care-
ful consideration.”®®

The SEC’s adopting release provides funds
with some solace regarding fiduciary duty. It states
that “[t]here are legitimate reasons why an adviser
or other reporting person may decide not to recall
any loaned securities” and “[t]he disclosure require-
ment is not intended to change the analysis report-
ing persons may undertake currently as to whether
to recall a loaned security, such as by creating pres-
sure for reporting persons to programmatically recall
lent shares, or to create a negative implication when
a reporting person does not recall a loaned security
in any given case.”®” The SEC’s adopting release also
states that “to the extent a reporting person believes
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additional narrative information may be helpful
for investors to understand fully a determination
whether to recall a loaned security and mitigate
any perceived negative implications of this report-
ing, the reporting person will have the option of
providing additional information on Form N-PX as
amended.”®

Commissioner Uyeda questioned these state-
ments. He asked: “Will funds recall their securi-
ties, despite the additive returns that securities
lending programs can bring, to look ‘more respon-
sible’ on their Form N-PX disclosures? Or will
the lack of showing any shares on loan give rise
to private litigation against the fund for forgo-
ing the extra returns? In this regard, I share the
significant concerns of commenters that such dis-
closure would not provide appropriate context.
Moreover, will this impact price discovery by creat-
ing seasonal shortages in the markets for borrowed
securities?”?

Commissioner Peirce also doubted the state-
ments in the SEC’s adopting release. She said:
“Judging from the limited discussion accorded to
the opportunity cost of recalling lent shares, the
Commission does not seem to care much about
the financial costs of voting. Many commenters
expressed concern that mandating a disclosure of
unrecalled securities, bereft of context and a discus-
sion of consequences, will place significant pressure
on managers to recall securities to avoid negative
ESG ratings. Although the final rule allows man-
agers to provide some context, the nudge to vote
remains strong.”*°

Considering Public Comments
The SEC stated that “[tlhe Commission

received a number of comment letters on the 2021
proposal.”*' The SEC’s adopting release recited
and addressed many of the substantive comments
received and identified numerous comment letters
by author’s name.

Nevertheless, Commissioner Uyeda expressed
disappointment that the Staff failed to follow what

Copyright © 2023 by CCH Incorporated. All Rights Reserved.
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he said was the long-standing process of relying on,
and providing the Commissioners with, a “detailed
comment summary.”*? He stated that a “basic fun-
damental of good rulemaking is the preparation of
a detailed comment summary” that categorizes “all
relevant comments by specific subject matter to
ensure that we have not overlooked any comments
in the public file.”* He blamed the failure on “an
apparent rush to approve this rulemaking” and com-
plained that the failure “did not respect the impor-
tant contributions of the 58 commenters, who have
taken time and resources to contribute their per-
spectives.”** He complained that “[t]he decision not
to prepare a detailed comment summary is simply
unacceptable.”*®

Conclusion

The first proxy voting period for funds to
report on amended Form N-PX begins July 1.
The Commissioners expressed sharply different
views and expectations when the SEC adopted
the amendments last fall. Query to what extent
the amendments will affect current industry
behavior.

Mr. Cohen is of counsel at Carlton Fields, PA.,
in Washington, DC. Mr. Cohen spent five years
on the Staff of the SEC’s IM Division, ulti-
mately serving as assistant chief counsel, and has
dealt with the Division as a private practitioner
for more than 50 years. Mr. Cohen has served
on The Investment Lawyer's Editorial Board since
the outset of the publication in 1993 and has
published numerous articles in this publication
over many years. He thanks his colleagues, Ann
B. Furman and Edmund J. Zaharewicz, and
his firm’s librarian, Nicole Warren, for review-
ing and contributing to this article. The views
expressed are those of Mr. Cohen and do not
necessarily reflect the views of his firm, its law-

yers or its clients.
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