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Morgan Lewis

DOL’S FINAL ERISA PROXY VOTING RULE LARGELY CHANGED TO
PRINCIPLES-BASED APPROACH

The US Department of Labor (DOL) has released its final rule on the application of ERISA fiduciary
duties—specifically the duties of prudence and loyalty—to proxy voting and the exercise of shareholder
rights. It takes effect on January 15, 2021, with delayed applicability dates for certain provisions. It adds
an additional subsection to the DOL's final “financial factors” regulation that was published in the Federa/
Registerin November.

The proposed regulation, published in September 2020, had been controversial in a number of respects,
with much of the criticism focused on what were considered to be overly prescriptive rules requiring
fiduciaries to undertake, and document, a specific cost-benefit analysis before voting any proxies or
exercising shareholder rights. In response to the comments, the DOL has eliminated many of those
prescriptive requirements, resulting in what the DOL describes as a principles-based rule designed to
provide certainty on fiduciaries’ responsibilities under ERISA with respect to proxy voting while offering
more flexibility on how those responsibilities may be met. Some of the required steps in the proposal
have been effectively replaced by safe harbors. The result, while still possibly requiring changes to
existing practices to ensure compliance (as discussed under Observations, below), should be viewed as
more consistent with those practices developed in the wake of the DOL's previous guidance in this area.

The DOL’s description of the final rule notes several areas where the rule is intended to align with US
Securities and Exchange Commission (SEC) guidance on proxy voting. See page 9 of this White Paper for
a chart comparing key elements of the final DOL rule and the SEC guidance.

BACKGROUND

The DOL’s guidance on proxy voting for ERISA plans dates back to the 1980s, taking the position (stated
in a 1988 advisory opinion) that the fiduciary act of managing plan assets that are shares of stock
includes voting proxies appurtenant to that stock. Subsequent guidance in 1994, 2008, and 2016
emphasized that these votes should be based on the economic interests of the plan, but with some
variations on the ability to take cost and “noneconomic” considerations into account when deciding
whether or how to vote proxies. All of this was in the form of subregulatory guidance, which the current
administration does not consider to be binding.

There are a number of reasons leading to this final rule. One is the DOL's interest in providing greater
certainty in the form of binding guidance subject to the notice-and-comment rulemaking process. In
addition, there is the ability to take into account more recent developments in the proxy voting area—
including the SEC's proxy reform initiative, the evolving role and significance of proxy advisory firms, and
views on incorporating and considering “nonpecuniary factors” into proxy voting decisions.

In conjunction with finalizing the rule, the DOL withdrew or nullified its prior subregulatory guidance that
was still in effect: Interpretive Bulletin 2016-01 and Field Assistance Bulletin 2018-01.

BASIC RULE

The new rule begins with a statement of the DOL'’s “longstanding position,” dating back to at least 1988,
that “[t]he fiduciary duty to manage plan assets that are shares of stock includes the management of
shareholder rights appurtenant to those shares, such as the right to vote proxies.” That having been
established, the rule text states the general fiduciary standard to be applied when dealing with proxy
votes and other shareholder rights with respect to such shares of stock, which is based on the ERISA
fiduciary duties of prudence and loyalty:
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When deciding whether to exercise shareholder rights and when exercising such rights,
including the voting of proxies, fiduciaries must carry out their duties prudently and
solely in the interests of the participants and beneficiaries and for the exclusive purpose
of providing benefits to participants and beneficiaries and defraying the reasonable
expenses of administering the plan.

The previous subregulatory guidance had addressed shareholder activism, sometimes more favorably and
sometimes less favorably. In the preamble to the final rule, the DOL expressed the view that activities
intended to monitor or influence the management of corporations can be consistent with a fiduciary’s
obligations under ERISA, if the responsible fiduciary concludes that the activities—by the plan alone, or
together with other shareholders—are appropriate under the rule. But the DOL added that the use of plan
assets to further policy-related or political issues, such as environmental, social, and governance (ESG)
issues, would violate the rule unless undertaken “solely in accordance with the economic interests of the
plan and its participants and beneficiaries.” The DOL allowed that a plan fiduciary could make the
economic interest determination by considering a credible economic analysis provided by a shareholder
proponent—it need not incur expenses to perform its own analysis. But the DOL further expressed the
view that it would not be appropriate for plan fiduciaries to incur expenses to undertake shareholder
activism—type activities, such as engaging in direct negotiations with management or sponsoring proxy
fights on environmental or social issues, unless concluding that such activities (alone or together with
other shareholders) are appropriate after applying the considerations under the rule.

Where the DOL believes there has been considerable confusion, as confirmed by a number of the
comments it received, is as to whether ERISA fiduciaries are required by ERISA to vote proxies on every
proposal. That appeared to be the message given by the DOL guidance in the 1980s, and subsequent
guidance only allowed for narrow instances in which fiduciaries could forgo voting because of cost
considerations (where the cost of voting would likely exceed the expected economic benefit) or
associated trading restrictions (an issue that had been raised in connection with voting proxies on some
foreign securities). To clear up this confusion, the final rule explicitly states that the fiduciary duty to
manage shareholder rights “does not require the voting of every proxy or the exercise of every
shareholder right.”

The proposal would have required fiduciaries to engage in a process to determine the economic versus
noneconomic impact of a matter before deciding whether it would be permissible to vote a proxy.
Specifically, it had said that a plan fiduciary would be required to vote any proxy where the fiduciary
prudently determined that the matter being voted on would have an economic impact on the plan, taking
costs of voting into account, and, conversely, notto vote any proxy unless having made that
determination. Commenters noted that requiring this determination of whetherto vote could generate
cost, effort, and liability greater than that actually needed to vote the proxy. Recognizing this concern,
the DOL was persuaded that the focus should rather be on whether a fiduciary has a prudent process in
place. Instead, the final rule lists principles with which fiduciaries must comply when deciding whether to
exercise shareholder rights and when actually exercising those rights, in order to meet ERISA’s prudence
and loyalty standards:

A. Act solely in accordance with the economic interest of the plan and its participants and
beneficiaries.

B. Consider any costs involved.

o The preamble says that the types of costs that would be relevant would depend on the
particular facts and circumstances. Relevant costs could include, for example, direct costs to
the plan, ability to reduce a plan’s management fees if proxies are not voted on nonmaterial
matters, and limitations on a plan’s ability to sell voted shares until after the upcoming
shareholder meeting.
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C. Not subordinate the interests of the participants and beneficiaries in their retirement income or
financial benefits under the plan to any nonpecuniary objective, or promote nonpecuniary
benefits or goals unrelated to those financial interests.

« The “nonpecuniary objective” terminology incorporates the standards from the broader
“financial factors” regulation that was published in final form in November 2020, of which the
proxy voting/shareholder rights rule is now a part.

D. Evaluate material facts that form the basis for any particular proxy vote or other exercise of
shareholder rights.

« The proposal had said “investigate.” The DOL replaced that word with “evaluate,” to remove
any implication that the plan fiduciaries must conduct their own investigation at the plan’s
expense. The fiduciary’s responsibility, said the DOL, is to “consider information material to a
matter that is known or that is available to and reasonably should be known by the
fiduciary,” which the fiduciary may satisfy by retaining a proxy advisory firm.

E. Maintain records on proxy voting activities and other exercises of shareholder rights.

o Commenters had expressed concern about the proposal’s “particularized recordkeeping
mandates,” which they argued were both “unnecessary and costly.” While emphasizing its
view that compliance with the duty to monitor necessitates proper documentation of the
activities being monitored, the DOL agreed that a “less prescriptive approach” to
recordkeeping would be appropriate, so while it retained the general recordkeeping
requirement, it removed the requirement to maintain documents necessary to demonstrate
the basis for a particular vote. The DOL observed that the extent of documentation needed
to satisfy the monitoring obligation would depend on individual circumstances, including the
subject of the proxy vote and its potential economic impact. The DOL added that for SEC-
registered investment advisers, the DOL intended that the recordkeeping obligations under
this rule be applied in a manner that aligns with the proxy voting recordkeeping obligations
under the Investment Advisers Act of 1940.

F. Exercise prudence and diligence in the selection and monitoring of persons, if any, selected to
advise or otherwise assist with exercises of shareholder rights, such as providing research and
analysis, recommendations regarding proxy votes, administrative services with voting proxies,
and recordkeeping and reporting services.

« As a general matter, according to the preamble, fiduciaries will be expected to assess the
qualifications of the provider, the quality of services offered, and the reasonableness of fees
charged in light of the services provided, with due consideration of the need to avoid self-
dealing, conflicts of interest, or other improper influence. The DOL added that, to the extent
applicable, fiduciaries will be expected to review the provider’s proxy voting policies and/or
guidelines, and to take appropriate action if the recommendations and other activities of the
provider are not being carried out in a manner consistent with those policies and/or
guidelines.

With regard to delegation, the rule further provides that where the authority to vote proxies or exercise
shareholder rights is delegated to an investment manager or a proxy voting firm, a plan fiduciary should
be responsible for prudently monitoring the delegated firm’s proxy voting activities and determining
whether those activities are consistent with the general responsibilities described by the rule. The rule
adds that a fiduciary may not adopt a practice of following the recommendations of a proxy advisory firm,
or similar service provider, without first determining that the firm’s guidelines are consistent with the
fiduciary’s obligations under the rule, reflecting a general concern by the DOL that fiduciaries might be
accepting advisory firms’ proxy voting policies without sufficient review for ERISA compliance.

« Inresponse to comments suggesting the DOL was creating a higher standard for fiduciary
monitoring of proxy voting activities than would ordinarily apply under ERISA, the DOL
eliminated a requirement to document the rationale for specific proxy voting decisions. But
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the DOL noted that an SEC rule requires such documentation by SEC-registered advisers,
which it said may be helpful to the monitoring plan fiduciaries.

The DOL cautioned fiduciaries from applying an “overly expansive” view as to what would be in the
“economic interest” of a plan. Avoiding costs incurred by a corporation to delay a shareholder meeting
due to lack of a quorum could qualify, but “vague or speculative notions that proxy voting may promote a
theoretical benefit to the global economy that might redound, outside the plan, to the benefit of plan
participants would not be considered an economic interest under the final rule.” This echoes observations
made in the “financial factors” rulemaking.

The DOL emphasized, in response to comments, that it was not its intention to judge the value of specific
proposals or take a position on the merits of particular topics. Rather, its objective was to address the
standards according to which plan fiduciaries must make judgments on how to vote, to ensure that those
decisions are made in accordance with ERISA.

SAFE HARBORS

In a change from the proposal, the final rule takes what had been presented as in the nature of
prescriptive requirements, or steps strongly suggested to meet those requirements, and converts them
into safe harbors.

Under this approach, the final rule permits fiduciaries to meet their obligations by adopting proxy voting
policies, with those policies providing that the authority to vote a proxy is to be exercised pursuant to
specific parameters prudently designed to serve the plan’s economic interest. The fiduciaries would then
be obligated to periodically review these policies for continued compliance. (“Periodically” replaced a
mandatory two-year minimum review schedule from the proposal, to avoid technical violation concerns,
although the DOL noted its understanding that general industry practice is to review investment policy
statements approximately every two years.)

The safe harbor provision, which is intended to present a cost-effective alternative to retaining a proxy
advisory firm to provide advice on each vote, permits a plan to adopt either or both of the following types
of policies on figuring out whether to vote (as opposed to how to vote):

A. A policy to limit voting resources to particular types of proposals that the fiduciary has prudently
determined are substantially related to the issuer’s business activities, or are expected to have a
material effect on the value of the investment.

« The use of “value of investment” in place of the proposal’s “plan investment” is intended to
make clear that the evaluation could be by an investment manager for a pooled fund, rather
than just at the individual plan level.

B. A policy of refraining from voting on proposals or particular types of proposals when the plan’s
holding in a single issuer relative to the plan’s total investment assets is below a quantitative
threshold, which threshold the fiduciary prudently determines, considering its percentage
ownership of the issuer and other relevant factors, is sufficiently small that the matter is not
expected to have a material effect on the plan’s investment performance—or, in the case of an
investment manager, on the investment performance of assets under management.

« The DOL declined to set or suggest a cap on percentage ownership to use for this safe
harbor, not having received sufficient information from the comments to do so.

« This safe harbor also does not specify a performance period for determining whether a
material effect exists, leaving it to the fiduciary to prudently determine an appropriate
performance period to use in this policy.
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+ Inresponse to comments, the DOL did not retain a third proposed policy approach—voting in
accordance with management recommendations—due to concerns about whether
management could be assumed to be acting in a plan’s best interest.

However, these policies must be subject to a prudence “override.” The rule adds that no proxy voting
policies can preclude submitting a proxy vote when the fiduciary “prudently determines that the matter
being voted upon is expected to have a material effect on the value of the investment or the investment
performance of the plan’s portfolio (or investment performance of assets under management in the case
of an investment manager) after taking into account the costs involved,” or preclude refraining from
voting when the fiduciary “prudently determines that the matter being voted upon is not expected to
have such a material effect after taking into account the costs involved.” While this suggests a variation
on the more prescriptive cost-benefit approach that was being eliminated, the DOL described its intent as
being to protect fiduciaries by shielding them from liability to the extent they deviate from policies
adopted pursuant to the safe harbors based on specific facts and circumstances.

ALLOCATION OF PROXY VOTING RESPONSIBILITY

The rule incorporates prior guidance on which of a plan’s fiduciaries is responsible for voting proxies or
exercising other shareholder rights. The general rule, which follows from the statute, is that the plan’s
trustee is responsible for exercising shareholder rights, except to the extent that either

o the trustee is subject to the directions of a named fiduciary pursuant to ERISA Section
403(a)(1); or

« the power to manage, acquire, or dispose of the relevant assets has been delegated by a
named fiduciary to one or more investment managers pursuant to ERISA Section 403(a)(2).

Further, where a delegation has been made to an investment manager, the investment manager has
exclusive authority to vote proxies or exercise other shareholder rights, except to the extent the plan,
trust document, or investment management agreement expressly provides that the responsible nhamed
fiduciary has reserved to itself (or to another named fiduciary so authorized by the plan document) the
right to direct a plan trustee in this regard.

Notably, though, the rule does not apply to voting, tender, and similar rights that are passed through to
plan participants and beneficiaries, as may be the case for company stock or mutual fund shares in a
participant-directed individual account plan, such as a 401(k) plan or employee stock ownership plan
(ESOP). The DOL acknowledged in response to comments that the rule was not intended to address
pass-through voting. However, the DOL added that this “should not be read as an indication that plan
trustees and other plan fiduciaries do not have fiduciary obligations with respect to such practices,”
describing its prior guidance in this area, including its 404(c) regulation.

MUTUAL FUNDS

Some of the commenters raised questions on how the rule applies to mutual funds in which ERISA plans
have invested:

« Proxy voting by mutual funds. In response to requests to do so, the DOL confirmed that
the rule does not apply to the exercise of shareholder rights on securities owned or held by
mutual funds because ERISA does not govern the management of mutual fund assets.

« Plan fiduciary review of mutual fund proxy voting practices. One commenter asked
about the standards that apply to plan fiduciaries in reviewing, analyzing, or making
judgments on mutual fund proxy voting practices with respect to securities owned or held by
the mutual fund. The DOL said that these issues are outside the scope of this rule, but rather
are part of the investment duties of plan fiduciaries in deciding whether to invest in a
particular mutual fund, as addressed by the broader “financial factors” regulation. The DOL
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noted that “[w]hether a particular [mutual] fund’s proxy voting activities would constitute a
pecuniary factor and, if so, how much weight it should be given in an investment decision,
are factual questions that should be resolved by the responsible fiduciary based on
surrounding circumstances.”

« Voting proxies of mutual funds. Because the rule, by its terms, covers the exercise of
proxy voting and shareholder rights for “shares of stock,” which could be read to exclude
mutual fund investments, some have questioned whether the new rules would apply to
voting proxies on mutual fund shares. However, in response to comments about the impact
of the rule on the ability to achieve a quorum at fund shareholder meetings, the DOL
responded that the changes from the proposal “significantly” eliminated any provisions that
might impede achieving a quorum for shareholder meetings, “including those held by funds,”
and noted that the safe harbors are sufficiently flexible to permit policies that allow voting
proxies for fund shares while refraining from voting other types of shares. Implicit in these
statements is the DOL's view that the rule applies to the voting of mutual fund proxies.

POOLED INVESTMENT FUNDS SUBJECT TO ERISA

A potential issue flagged in the proposal (also discussed in prior guidance) had been circumstances in
which a pooled investment fund has in place an investment policy statement that conflicts with the
policies of one or more plan investors. Despite requests to remove this provision, the final rule, like the
proposal, requires the fund manager to reconcile conflicting investment policies as much as possible and,
in the case of proxy voting, to the extent permitted by applicable law, to vote (or abstain from voting)
proxies to reflect individual plan investor policies in proportion to each plan’s economic interest in the
fund.

However, again like the proposal and also consistent with prior guidance, the rule provides that the fund
manager may require investing plans to accept the manager’s investment policy statement, including any
proxy voting policy, before they are allowed to invest. This is consistent with current general practice in
the industry. The rule adds that, in such cases, the fiduciaries of the investing plans must assess whether
the manager’s investment policy statement and proxy voting policy are consistent with Title I of ERISA
and this rule before deciding to retain the manager and invest in the fund.

EFFECTIVE /APPLICABILITY DATES

The proxy voting/shareholder rights rule goes into effect, and generally becomes applicable, on January
15, 2021. There are three exceptions to this date, for which compliance is not required until January 31,
2022:

« Requirement for plan fiduciaries responsible for proxy voting/shareholder rights to (A)
evaluate material facts that form the basis for any particular proxy vote or other exercise of
shareholder rights, and (B) maintain records on these activities. However, this extended
applicability date is not available to investment advisers subject to the new SEC proxy voting
rule, based on the DOL’s view that its new rule is consistent with the SEC rule.

+ Requirement that a plan fiduciary not adopt a practice of following recommendations of a
proxy advisory or similar firm without first determining that the firm’s proxy voting guidelines
are consistent with the new DOL rule.

+ Requirement that an investment manager of a pooled investment fund reconcile or follow, to
the extent possible, the conflicting proxy voting and other investment policies of the ERISA
plans that invest in the fund.
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OBSERVATIONS

The final rule, while retaining the basic goal of emphasizing the importance of voting proxies and
exercising shareholder rights in accordance with a plan’s economic interests, has been substantially
revised to address the key concerns expressed in the comments. By changing from a prescriptive
approach to a largely principles-based approach, the DOL has mitigated many of the main problems,
burdens, and cost drivers identified in comments on the proposal. Among other things, this approach has
permitted the Office of Management and Budget to change the designation of the rule from being
“economically significant” in the proposal, by reason of likely having an annual effect on the economy of
$100 million or more, to no longer being “economically significant” in the final.

In many respects, the final rule may be viewed as more consistent with general industry practices that
have developed based on prior DOL guidance. That said, some have expressed concerns about
potentially burdensome aspects of the rule, specifically the explicit recordkeeping and monitoring
requirements, as well as the pooled investment funds provision. While these can be traced to prior
guidance, their current formulation may merit additional attention to ensure compliance.

The specific new rules that fiduciaries will want to consider addressing, which have the benefit of an
extended applicability date, are as follows:

« Evaluating material facts of proxy votes or other shareholder rights and keeping
records of having done so (unless already subject to SEC requirements in that
regard). Plan fiduciaries and investment managers responsible for proxy voting will want to
review their proxy voting processes and procedures for compliance with the new rules and, if
not already in place, develop a process for any necessary recordkeeping.

« Oversight over the guidelines followed by proxy advisory firms. While plan
fiduciaries may already conduct these types of reviews when hiring proxy advisers, they will
want to revisit their approaches to doing so in light of the new rules, and carry out guideline
reviews for their current proxy advisers to ensure that these have been done in accordance
with the new rule and are appropriately documented.

« Ability of plan asset fund managers to require plan investors to agree to the
manager’s investment guidelines, including proxy voting guidelines, which as
such would overrule the plans’ possibly conflicting investment guidelines with
respect to their assets invested in the fund. In our experience, the fund documents for
those funds treated as holding ERISA “plan assets,” such as bank collective investment
trusts, typically have language to the effect that the fund documents supersede the plan
documents with respect to the plan’s assets invested in the fund, in either the fund’s
governing document or the investors’ subscription or participation agreements, or both. But
in view of the new rule, fund managers will want to confirm that the language in their
documents is sufficiently specific to address investment guidelines generally and proxy voting
guidelines specifically, and supplement the language as appropriate. Plan asset fund
managers will also want to review their proxy voting policies for compliance with the final
rule.

Moreover, given the increased focus on proxy voting by regulators in general, now is a good time for
ERISA plan fiduciaries to review and update their current proxy voting policies for compliance with the
final rule, as well as the SEC's guidance if applicable.

Because the rule takes effect before President-elect Joseph Biden’s inauguration on January 20, 2021,
any changes by the new administration would require notice-and-comment rulemaking—a process likely
to require at least three to six months. As such, it would seem reasonable for plan fiduciaries and
investment management firms to prepare for compliance with the rule, under the assumption that it will
remain in effect in its current form for the foreseeable future.
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COMPARISON OF DOL FINAL PROXY VOTING REGULATION TO SEC PROXY VOTING GUIDANCE FOR
INVESTMENT ADVISERS

The chart below compares the requirements in the DOL's final regulation on Fiduciary Duties Regarding Proxy Voting and Shareholder Rights (DOL Final
Regulation) for ERISA plan fiduciaries to the SEC’s 2019 Guidance Regarding Proxy Voting Responsibilities and 2020 Supplement to Commission Guidance
Regarding Proxy Voting Responsibilities of Investment Advisers (SEC Guidance), and is intended to assist SEC-registered investment advisers in evaluating the
DOL rule as it would apply to discretionary proxy voting services to their ERISA plan clients.

ISSUE
Applicability

DOL FINAL REGULATION

Decisions with respect to the
management of shareholder rights,
such as the right to vote proxies with
respect to shares of stock held by
ERISA-covered employee benefit
plans.

Does not apply to voting, tender, and
similar rights with respect to such
securities that are passed through
pursuant to the terms of an individual
account plan to participants and
beneficiaries with accounts holding
such securities.

SEC GUIDANCE

Decisions regarding voting of equity

securities by investment advisers for their

clients.

OBSERVATIONS

The DOL Final Regulation applies to ERISA plan
fiduciaries, but not to IRAs or other non-ERISA
accounts.

In the preamble to the final rule, the DOL
clarified that the regulation would not apply to a
mutual fund manager’s proxy voting decisions
because mutual fund management is not
regulated by ERISA. However, the DOL
suggested that ERISA plan fiduciaries consider
mutual funds’ proxy voting policies when
deciding whether to invest in a mutual fund. In
contrast to the proposed rule, the DOL's
statements suggest its view that the final rule
applies to a fiduciary’s decisions to vote proxies
with respect to mutual fund shares held by a
plan.

The SEC Guidance applies broadly to votes with
respect to equity securities by SEC-registered
investment advisers on behalf of clients, without
regard to the type of client account.
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Standard of care

DOL FINAL REGULATION

Fiduciary under ERISA: Must act
prudently and solely in the interests of
the plan’s participants and
beneficiaries and for the exclusive
purpose of providing benefits to
participants and beneficiaries and
defraying reasonable plan expenses.

SEC GUIDANCE

Fiduciary under Advisers Act: Must act in
the best interest of the client and must
not place the investment adviser’'s own
Interests ahead of the client.

OBSERVATIONS

While proxy voting is subject to a “fiduciary
standard” under both rulesets, there are some
differences in fiduciary obligations under ERISA
and the Advisers Act.

While not discussed in the DOL Final Regulation,
which is focused on duty of prudence and
loyalty issues, the ERISA prohibited transaction
rules—and their restrictions on conflicts of
interest—would also apply.

Duty of care

Act prudently.

Must evaluate material facts that form
the basis for any particular voting
decision or other exercise of
shareholder rights.

Consider any costs involved.

Must have a reasonable understanding of
the dlient’s objectives and must make
voting determinations that are in the
client’s best interest.

Should conduct an investigation
reasonably designed to confirm the
information used to make voting
determinations is accurate and complete.

May agree that the investment adviser
would not exercise voting authority in
circumstances under which voting would
impose costs, such as opportunity costs
for the client resulting from restricting the
use of securities for lending in order to
preserve the right to vote, or on certain
types of matters where the cost of voting
would be high, or the benefit to the client
would be low.

Adviser must adopt policies and
procedures reasonably designed to ensure

Both rulesets require the fiduciary to make
determinations based on the facts at issue in a
proxy vote.

Intending to clarify that plan fiduciaries can rely
on prudently selected and monitored proxy
advisory firms, the DOL amended the
requirement in the proposal that the plan
fiduciary must /nvestigate material facts to
require the fiduciary to evaluate material facts.

ERISA’s “prudence” is generally viewed as a
“higher” standard, though from a practical
perspective it is unclear what additional
procedures and diligence the ERISA standard
would require over the Advisers Act duty of
care.

The SEC would permit the client and adviser to
agree to the extent to which costs and benefits
should be considered in a decision to vote
proxies.

© 2020 Morgan, Lewis & Bockius LLP
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DOL FINAL REGULATION

SEC GUIDANCE

it votes proxies in its clients’ best interest.

Adviser should also consider whether
certain types of matters may necessitate
that the adviser conduct a more detailed
analysis than what may be entailed by
application of its general voting
guidelines, to consider factors particular
to the issuer or the voting matter under
consideration.

When determining whether to conduct
such an issuer-specific analysis, or an
analysis specific to the matter to be voted
on, an investment adviser should consider
the potential effect of the vote on the
value of a client’s investments.

An investment adviser should consider
identifying in its voting policy the factors
that it will consider in determining which
matters require company-specific
evaluation, and how it will evaluate voting
decisions on such matters.

OBSERVATIONS

Duty of loyalty/
conflicts

Act solely in the economic interest of
the plan and its participants.

Not subordinate the interests of the
participants and beneficiaries in their
retirement income or financial benefits
under the plan to any nonpecuniary
objective, or promote nonpecuniary
benefits or goals unrelated to those
financial interests of the plan’s

Adviser must provide full and fair
disclosure of confiicts of interest.

Adviser must make full and fair disclosure
of all material facts relating to the
advisory relationship.

Adviser must eliminate or at least expose
through full and fair disclosure all conflicts
of interest which might incline adviser—

Where the SEC Guidance permits advisers to
disclose and obtain consent to conflicts of
interest, the DOL would require any votes to be
solely in the interest of the plan and its
participants.

The DOL Final Regulation does not permit
fiduciaries to exercise proxy voting rights with
the goal of advancing nonpecuniary goals
unrelated to the financial interests of the plan’s
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DOL FINAL REGULATION

participants and beneficiaries.

SEC GUIDANCE

consciously or unconsciously—to render
advice that is not disinterested.

Adviser must obtain informed consent of
disclosed conflicts and information from
its clients.

OBSERVATIONS

participants and beneficiaries. In contrast, the
Advisers Act standards would generally allow
clients and advisers to define proxy voting
objectives by agreement, subject to full and fair
disclosure.

Per se obligation

A fiduciary is not required to vote

The SEC Guidance does not preclude an

A significant change from the proposal to the

delegate proxy voting responsibilities,
including to nondiscretionary advisers
and consultants and to discretionary
managers. Where a named fiduciary
delegates discretionary authority to
manage plan assets to an investment
manager, the presumption is that
authority over proxy voting is
delegated as well, unless expressly
reserved to another identified party.

to the scope of the adviser’s proxy voting
authority.

Absent an express agreement to a
narrower scope, the adviser’s proxy
voting authority is implied when it has
discretion over the management of client
assets.

based on every proxy or exercise of every investment adviser from voting or not DOL Final Regulation was to no longer require a
economic shareholder right. voting if neutral from an economic fiduciary to vote only where it can confirm an
interest perspective. economic impact on the plan. The change
The fiduciary must have a prudent seems to better align with the SEC Guidance,
process for determining whether to which provides advisers with more flexibility in
exercise shareholder rights, determining whether to vote proxies.
considering costs among other factors.
Cost is a relevant consideration under both
rulesets.
Delegation Plan sponsor/named fiduciaries can Similarly, clients and advisers can agree Both allow the fiduciary to delegate its proxy

voting duties, to define the scope of authority
by express agreement, and imply authority
where the adviser has discretion (unless
otherwise agreed).
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Requirements for
delegating
responsibility

DOL FINAL REGULATION

Must exercise prudence and diligence
in the selection and monitoring of
persons selected to advise and assist
with proxy voting (including providers
of research, analysis,
recommendations, and administrative,
recordkeeping and reporting services).

Fiduciary may not adopt a practice of
following the recommendations of a
proxy advisory firm or other service
provider without a determination that
such firm or service provider’s proxy
voting guidelines are consistent with
the fiduciary’s obligations.

Where discretionary authority is
delegated, the responsible plan
fiduciary must prudently monitor the
proxy voting activities of such
investment manager or proxy advisory
firm and determine whether such
activities are consistent with the
requirements of this rule.

SEC GUIDANCE

If using a proxy advisory firm, must still
make voting determinations in the client’s
best interest, and disclose confiicts and
obtain informed consent. In order to meet
these obligations, adviser should, among
other things:

e Review proxy advisory firm’s
policies and procedures

e Implement policies and
procedures to identify and
evaluate the proxy advisory firm’s
conflicts of interest, and ability to
recommend or execute votes as
instructed

e Consider whether the proxy
advisory firm appropriately
updates its methodologies,
guidelines, and voting
recommendations

e Evaluate whether the proxy
advisory firm has the capacity
and competency to adequately
analyze matters for which the
adviser is responsible for voting

e Consider third-party information
sources used by the proxy
advisory firm

e Review proxy advisory firm’s
permitted use of automated or

OBSERVATIONS

Both rulesets impose supervisory requirements
on the delegating fiduciary.

ERISA fiduciaries may want to consider the
SEC's guidance in determining an appropriate
process for meeting their duties with respect to
selecting and monitoring proxy advisers and
managers, and what additional steps may be
required to satisfy the prudence obligation.

Although the DOL agrees that it would be
important for a fiduciary to consider the proxy
advisory firm’s conflict of interest disclosure
required under recent SEC guidance, and that a
fiduciary should consider whether potential
conflicts may affect the quality of services to be
provided, the DOL does not believe it
appropriate to expressly require review of such
disclosure because the provision could become
outdated as disclosure obligations change over
time.
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DOL FINAL REGULATION

prepopulated votes, and conduct

SEC GUIDANCE

a periodic sampling of
prepopulated votes provided by
the proxy advisory firm

Disclose to clients the role of
automated voting

OBSERVATIONS

Permitted
policies

Subject to the requirement to
periodically review the proxy voting
policy and the ability to prudently
design specific parameters to serve the
plan’s economic interest, fiduciary may
adopt the following optional policies
that do not establish minimum
requirements or the exclusive means
for satisfying these responsibilities:

Focus resources on types of
proposals that are substantially
related to the issuer’s business
activities or are expected to
have a material effect on the
value of the investment

Refrain from voting on
proposals where the plan’s
holdings are below a
quantitative threshold, such
that its vote is not expected to
have a material effect on the
investment performance

No policies shall preclude
submitting a proxy vote when

Subject to full and fair disclosure and
informed consent:

Vote in accordance with
recommendations of the
management of the issuer,
subject to conditions requiring
additional analysis because of
heightened management
conflicts, or where the matter is
of particular interest to the client

Focus resources on types of
proposals based on the client’s
preferences, such as those
substantially related to the
corporation’s business activities

Refrain from voting where the
cost of voting would be too high
or would not be reasonably
expected to have a material effect
on the client’s investment

Vote in favor of all proposals
made by particular shareholder
proponents

The DOL Final Regulation was modified to
create safe harbors for plan fiduciaries,
providing more flexibility. The DOL made this
change to address concerns raised by
commenters that the requirements would
potentially increase costs and liability exposure
along with creating difficult circumstances of
determining whether a matter would have an
economic impact, and that the fiduciary might
prudently determine that there are risks to plan
investments that could result from not voting
even when the matter being voted upon itself
would not have an economic impact.

Note that the DOL’s safe harbors are different
from the policies highlighted in the SEC
Guidance.
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DOL FINAL REGULATION

the fiduciary prudently
determines that the matter
being voted on is expected to
have a material effect on the
value of the investment or the
investment performance of the
plan’s portfolio, or refrain from
voting when the fiduciary
prudently determines that the
matter being voted upon is not
expected to have such a
material effect after taking into
account the costs involved

SEC GUIDANCE

OBSERVATIONS

Pooled
investment
vehicles

Investment manager of a plan asset
pooled investment vehicle must
reconcile confiicting policies of plan
investors and vote proxies in
proportion to each plan’s economic
Interests in the investment vehicle
(consistent with its duty to follow any
particular policy only to the extent
consistent with ERISA). Alternatively,
the manager can require investing
plans to adopt the manager’s policy
statement, but then the responsible
fiduciaries for the investing plans must
assess whether the manager's policy
are consistent with ERISA and the DOL
Proxy Proposal before retaining the
manager.

Where an investment adviser undertakes
proxy voting responsibilities on behalf of
multiple funds, pooled investment
vehicles, or other clients, it should
consider whether it should have different
voting policies for some or all of these
different funds, vehicles, or other clients,
depending on the investment strategy
and objectives of each.

Both rulesets raise the prospect of the
investment manager/adviser possibly having to
operate under different and potentially
conflicting proxy voting policies, but the SEC
Guidance appears to leave this more to the
judgment of the investment adviser.

As a practical matter, managers of pooled
investment vehicles generally require investors
to agree to the manager’s voting policy, but the
DOL Final Regulation potentially imposes a
greater burden on investing plan fiduciaries in
deciding whether to accept such provisions.

The DOL noted that commenters did not
question whether an ERISA fiduciary should
assess an investment manager’s investment
policy statement for consistency with ERISA
prior to accepting it.
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Documentation
and
recordkeeping
requirements

DOL FINAL REGULATION

Maintain records on proxy voting
activities and other exercises of
shareholder rights.

SEC GUIDANCE

Fiduciary must review and document
adequacy of voting policies and
procedures at least annually, to ensure
they have been formulated reasonably
and implemented effectively.

Maintain records documenting the annual
review of policies and procedures.

OBSERVATIONS

The DOL Final Regulation imposes a less
prescriptive approach to recordkeeping
obligations than the proposal. As a general
matter, the DOL stated that ERISA’s prudence
obligation carries with it a requirement to
maintain records and document fiduciaries’
decisions. But the DOL removed the abligation
to maintain records for specific proxy votes.

The DOL noted that SEC Rule 204-2 requires
investment advisers to maintain a record of
each proxy vote cast on behalf of a client, retain
documents created by the adviser that were
material to a decision on how to vote or that
memorialize the basis for that decision, and
maintain each written client request for
information on how the adviser voted proxies
on behalf of the client and any written response
by the investment adviser to any (written or
oral) client request for information on how the
adviser voted proxies on behalf of the
requesting client. The DOL suggested that these
requirements may be helpful to responsible plan
fiduciaries in fulfilling their monitoring
requirements.
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	Where the DOL believes there has been considerable confusion, as confirmed by a number of the comments it received, is as to whether ERISA fiduciaries are required by ERISA to vote proxies on every proposal. That appeared to be the message given by th...
	The proposal would have required fiduciaries to engage in a process to determine the economic versus noneconomic impact of a matter before deciding whether it would be permissible to vote a proxy. Specifically, it had said that a plan fiduciary would ...
	A. Act solely in accordance with the economic interest of the plan and its participants and beneficiaries.
	B. Consider any costs involved.
	C. Not subordinate the interests of the participants and beneficiaries in their retirement income or financial benefits under the plan to any nonpecuniary objective, or promote nonpecuniary benefits or goals unrelated to those financial interests.
	D. Evaluate material facts that form the basis for any particular proxy vote or other exercise of shareholder rights.
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	With regard to delegation, the rule further provides that where the authority to vote proxies or exercise shareholder rights is delegated to an investment manager or a proxy voting firm, a plan fiduciary should be responsible for prudently monitoring ...
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	Safe Harbors
	In a change from the proposal, the final rule takes what had been presented as in the nature of prescriptive requirements, or steps strongly suggested to meet those requirements, and converts them into safe harbors.
	Under this approach, the final rule permits fiduciaries to meet their obligations by adopting proxy voting policies, with those policies providing that the authority to vote a proxy is to be exercised pursuant to specific parameters prudently designed...
	The safe harbor provision, which is intended to present a cost-effective alternative to retaining a proxy advisory firm to provide advice on each vote, permits a plan to adopt either or both of the following types of policies on figuring out whether t...
	A. A policy to limit voting resources to particular types of proposals that the fiduciary has prudently determined are substantially related to the issuer’s business activities, or are expected to have a material effect on the value of the investment.
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