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P
roxy advisory firms (PAs) have become 
a powerful force in American corporate 
governance. These firms counsel pen-
sion plans, mutual funds, and other insti-
tutional investors about how to vote the 

shares of corporations they own. They have built 
their businesses, in large part, on demand generated 
by regulatory requirements and expansive staff inter-
pretations of those requirements. This policy brief 
outlines the regulations that give PAs their power and 
the nature and adverse consequences of that power, 
and offers suggestions for reforms.1

SOURCES OF PROXY ADVISORY FIRMS’ POWER

Two firms dominate the PA industry in the United 
States. Institutional Shareholder Services (ISS) and 
Glass Lewis share approximately 97 percent of the mar-
ket.2 These firms weigh in on issues such as the com-
position and operation of corporate boards, disclosure 
and compensation practices, and companies’ policies 
on recycling, renewable energy, and political contribu-

tions. The firms’ power derives from the growth in the 
proportion of shares owned by institutions, the growing 
number of proxy votes, and—importantly—the regula-
tory push toward reliance on outside proxy advice.

In 2011, institutional investors owned approximately 
60 percent of publicly traded equities, up from well 
under 20 percent in the 1960s.3 Institutions with 
large, diversified portfolios can face hundreds of thou-
sands of votes, mainly concentrated during the popu-
lar annual meeting months of March through June. 
Unions, pension funds, and individual sharehold-
ers push for votes on a range of issues from climate 
change to political spending.4 Dodd-Frank’s provi-
sion mandating advisory executive compensation 
(“say-on-pay”) votes every one to three years further 
increases voting volume.5

But regulation is the main impetus to vote proxies—and 
to rely on PAs. In the absence of regulatory encourage-
ment to use PAs, institutional investors might rationally 
choose not to vote, to vote consistently with manage-
ment, or to vote only on key matters. Critical to the rise 
of ISS is the 1988 “Avon Letter,” where the Department 
of Labor underscored the fiduciary importance of vot-
ing shares in the interests of pension plan beneficiaries 
under the Employment Retirement Income Security 
Act of 1974.6 Another boon to PAs was a 2003 Secu-
rities and Exchange Commission (SEC) requirement 
that investment advisers vote proxies in their clients’ 
best interest.7 The SEC allowed “an adviser [to] dem-
onstrate that the 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 recom-
mendations of an independent third party,” meaning a 
PA. Two subsequent staff letters further incentivized 
investment advisers to “cleanse” themselves of con-
flicts of interest in voting their clients’ shares by using 
PAs—even ones paid by the companies about which 
they were giving advice.8
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Seemingly forgotten is a note in the SEC’s 2003 rule-
making that “we do not mean to suggest that an adviser 
that does not exercise every opportunity to vote a proxy 
on behalf of its clients would thereby violate its fidu-
ciary obligations to those clients under the Act.”9 This 
important caveat recognizes that voting can be unduly 
costly, but investment advisers act as if the caveat does 
not exist.10 Investment advisers vote to satisfy a per-
ceived regulatory mandate rather than to enhance the 
value of their clients’ portfolios.11 PAs are central to that 
compliance exercise.

PAs’ INFLUENCE

The widespread reliance on PAs by investment 
advisers, pension fund managers, and other fiducia-
ries that vote large blocks of stock means that PAs can 
wield great influence over corporations. PAs directly 
influence corporations by affecting voting outcomes 
and indirectly by causing companies to make changes 
in order to avoid running afoul of the PAs’ preferences.

Understanding precisely how PAs’ recommendations 
change voting outcomes is difficult, but studies repeat-
edly find at least a predictive link.12 A recent study finds 
that PA “recommendations have a substantial impact 
on [say-on-pay] voting outcomes.”13 Another study 
“show[s] that endorsement by either of the dominant 
advisors, ISS or Glass Lewis, substantially increased 
the percent of ‘For’ votes for management proposals, 
independent of ballot types and firm characteristics.”14 
Other studies show that when ISS issues a negative rec-
ommendation, management-sponsored proposals gar-
ner 13.6–20.6 percent fewer votes, individual directors 
receive 14–19 percent fewer votes, and say-on-pay pro-
posals receive 24 percent fewer votes.15 The extent of 
PAs’ influence may vary with a company’s ownership 
structure, because shareholders with large holdings 
may do their own research.16 Conversely, smaller insti-
tutions with few in-house personnel may be especially 
likely to defer to PAs.

In addition to affecting votes, PAs can indirectly influ-
ence companies, which make changes in their gover-
nance policies in order to avoid running afoul of the 
advisors. A survey of 110 corporations finds that 70 
percent of them altered their executive compensation 
plans in response to PAs.17 A recent study finds that 
companies make changes in response to adverse votes 
on compensation—especially if the adverse votes hit 
the thresholds ISS has identified as important.18 As a 

corporate governance professional explained, “‘What 
will ISS say?’ is regularly asked in the board rooms.”19

ADVERSE CONSEQUENCES OF PAs’ POWER

Shareholders may not benefit from PAs’ influence 
on corporate decision-making. PAs’ limited capacity for 
making tailored recommendations lowers their value; 
one-size-fits-all recommendations miss the nuances of 
particular corporations. Moreover, the PAs’ conflicts of 
interest could produce recommendations that do not 
enhance corporate value.

PAs cover many votes with a relatively small number 
of employees, limiting the depth and strength of their 
analysis. Glass Lewis, for example, covers 23,000 com-
panies in more than 100 countries with 200 research 
employees.20 PAs compile general guidelines,21 but these 
guidelines are not based on evidence of improved com-
pany performance. Instead, as ISS explains, guideline 
development is “a little bit art, a little bit science.”22 The 
lack of resources devoted to developing recommenda-
tions also makes it difficult for PAs to tailor their efforts 
to local conditions, the idiosyncrasies of individual busi-
nesses, and the needs of particular clients, limiting the 
recommendations’ value.23

PAs’ conflicts of interest also can affect recommen-
dations. In addition to providing recommendations 
to institutional investors about how to vote, PAs may 
advise companies about corporate governance issues, 
rate companies on corporate governance, help compa-
nies improve those ratings, and advise proponents about 
how to frame proposals to get the most votes.24 Own-
ership can also create conflicts. The Ontario Teachers’ 
Pension Plan, which opines on issues about which Glass 
Lewis advises, owns a majority of Glass Lewis; another 
activist investor owns the rest.25 ISS, which was recently 
acquired by a private equity firm,26 also could face con-
flicts because of ownership. PAs do have conflicts poli-
cies,27 and, unlike ISS, Glass Lewis does not advise cor-
porations.28 A recent SEC enforcement settlement—for 
ISS’s alleged failure to “establish, maintain or enforce 
sufficient policies or practices reasonably designed to 
prevent certain ISS account managers from sharing ISS’ 
clients confidential information in exchange for gifts”—
illustrates the limits of some of those policies.29

Given the imperfections in generating recommenda-
tions, it is not surprising that following them may be 
bad for companies and their shareholders. David F. 
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Larcker, Allen L. McCall, and Gaizka Ormazabal find 
that many companies change their compensation pack-
ages to pass muster with PAs, but those changes often 
result in a drop in the value of the companies’ shares.30 
Yonca Ertimur, Fabrizio Ferri, and David Oesch find that 
PA compensation recommendations have neither a posi-
tive nor a negative effect on company value.31

Lauren M. Dreher finds that negative auditor ratifica-
tion recommendations are correlated with only a 5.2 
percent shift in votes (compared to the range of 13–25 
percent for other types of PA recommendations).32 Dre-
her posits a possible explanation for the difference: ana-
lyzing whether to approve the company’s independent 
auditor is not hard, so there is less reliance on PAs. If 
fiduciaries did their own work in other areas, they might 
more frequently reject the recommendations of PAs in 
those areas as well.

RECENT REGULATORY DEVELOPMENTS

Concern about PAs’ undue influence has spurred 
reform efforts. Following a European Securities and 
Markets Authority directive, ISS, Glass Lewis, and four 
other PAs with European clients established principles—
with which they agree to comply or explain their non-
compliance—covering research, voting, conflicts, and 
communications policies.33 In April 2014, the Canadian 
Securities Administrators proposed guidance for PAs 
on such topics as conflicts, avoidance of one-size-fits-
all approaches, communications, and transparency.34

PAs are also under scrutiny in the United States. They 
were the subject of a June 2013 congressional hearing.35 
In December 2013, the SEC held a roundtable on PAs,36 
which followed a 2010 call for public comment about 
PAs and their regulation.37 SEC Commissioner Daniel 
Gallagher recently suggested revisiting the regulatory 
actions that have caused such widespread reliance on 
PAs.38 News reports suggest that new SEC guidance on 
PAs may be imminent.39

CONCLUDING RECOMMENDATIONS

In crafting its forthcoming guidance, the SEC needs 
to do more than mandate that PAs disclose their con-
flicts of interest and methodologies for formulating rec-
ommendations.  While such disclosures are important, 
eliminating any direct or indirect regulatory impera-
tive to rely on PAs—including eliminating the SEC’s no-

action letters—is even more important. Mutual funds 
and pension funds should be the sole arbiters of when 
it makes sense to vote using active analysis of the ques-
tion at hand. The SEC should embrace a principle that 
the Department of Labor has already underscored: If a 
fiduciary charged with voting its clients’ shares deter-
mines that the costs of voting outweigh its economic 
benefits for that client, the fiduciary “has an obligation 
to refrain from voting.”40 Also critical is the elimination 
of extraneous voting requirements, such as the say-
on-pay vote. Absent such reform, government voting 
mandates will continue to benefit PAs at the expense 
of investors and pensioners.
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