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Key insights

= Assessing 685 North American firms, we find a 335% increase in ethnicity
disclosures between 2015 and 2019, but still most (61%) disclose no data.

= Only seven of our sampled companies (1%) publicly disclose more than 120
of the 180 data points that would be required for a complete EEO-1 form.

= Of 65 firms that disclose relevant upper management data, those with more
diverse teams delivered greater one- to five-year returns in 84% of cases.

Introduction

Several recent reports by human capital leaders have explored the relationship
between diverse leadership teams and corporate financial performance, but
most focus on gender diversity, while few address race or ethnicity.? One
challenge is the dearth of standardized, publicly available data breaking down
workforce demographics. In this report, we bridge the demographic data gap by
compiling corporate disclosures of employee composition. We sample 685
North American mid and large cap companies and assess available race and
ethnicity data related to categories covered by the US Equal Employment
Opportunity Commission (EEOC). While we observe that an increasing number
of firms are disclosing workforce demographics data, less than half of the firms
in our sample provide any racial demographics data. Comparing a subset of 65
firms that disclose racial diversity information about their upper management
teams, we find that firms with more diverse upper management delivered
greater annualized total returns than less diverse ones on 21 of 25 comparisons
over a five-year period (see p. 6). As shown in Exhibit 1, for example, the set of
firms with minority representation in upper management above the sample
median delivered a five-year annualized average excess return of 4.45% relative
to the set of firms below the median.

Exhibit 1: Average five-year annualized total return (%)

Above median

minority representation 14.35
Below median 990
minority representation .
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n=65 North American firms with data on minority representation in upper management (including C-suite, VP,
Director and Associate Director). Source: Sustainalytics
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Investor interest mounting While diversity has been a focal point of investors for decades,® notorious acts
of discrimination against racial minorities in 2020* and 2021° have drawn many
investors’ attention to the topic of investing in racial equity. Increasingly,
investors are exploring how diverse hiring practices can help create wealth in
minority communities and how prosperity can lead to breaking cycles of poverty
and violence among marginalized groups. According to a 2020 McKinsey report,
since the murder of George Floyd on May 25, 2020, US corporations have
committed USD 200bn to racial equity initiatives, with banks representing 90%
of total commitments.® Such initiatives may signal a growing recognition of the
extent to which structural roadblocks for racial minorities are present and the
need for corporations, in addition to governments, to address systemic barriers.

Shareholder response Considering the mounting consensus about the material benefits of diversity,
some investors have come to see the lack of diversity in corporate leadership
as a source of portfolio value leakage.” Race related shareholder proposals
represented 5.4% of total shareholder proposals in the US in 2020, up from 3%
in 2019.8 Within the past five years, US shareholder proposals on race have
focused on encouraging companies to disclose EEOC data and to increase the
level of diversity in upper management specifically. In the 2020 proxy season,
45% of resolutions on diversity disclosures received a majority “Yes” vote.® In
some high-profile cases, however, such as those of Amazon and Facebook,
such resolutions have generated little support.’® Although many factors
contribute to shareholders’ voting decisions, we expect to see more attention
paid to demographic concerns in the months and years ahead.

Disclosure regulations tightening Recent promises by the Biden administration to address diversity, equity and
inclusion (DEI) and increase funding to the EEOC may be a harbinger of greater
transparency regarding US company demographics.”” While more detailed
demographics can help investors assess DEI issues, portfolio companies that
are unprepared to meet strengthening disclosure requirements could face
increased pressure from investors and regulators.’ As noted in Exhibit 2, other
markets with tightening DEI disclosure rules include Canada and Europe.

Exhibit 2: Demographic disclosure regulations in key markets
Market Regulations

The EEOC was established to protect employment related articles of the Civil Rights Act of 1964. US corporations with more than 100 employees must disclose racial

us demographics to the EEOC, but these data do not have to be disclosed publicly.

Canada In Canada, companies governed by the Canadian Business Corporations Act have been required to disclose statistics on visible minorities since January 2020.

Public European firms with more than 500 employees have been subject to the Non-Financial Reporting Directive (NFRD) since 2016. The directive requires a variety

Europe of ESG data to be published, including diversity data.

Source: Sustainalytics'3

To gauge the progress of corporate disclosures related to EEOC data in North
America, we sampled 685 firms with workforces in the US and Canada and
reviewed their investor relations documents and other disclosures. Our analysis
indicates that only 269 (39%) of the 685 North American companies publicly
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disclose racial diversity data that would have been collected to fulfil their
requirements with the US and Canadian regulations noted in Exhibit 2.

As shown in Exhibit 3, the number of firms publishing management and board
level data declines relative to the overall workforce data: 34% of firms disclosed
overall workforce data, while 14% disclosed lower management data and 5%
disclosed board data. Investors seeking to review the DEI performance of their
holdings will find mostly incomplete public data to inform their decisions. The
data used in this analysis are based on 2019 reports, which was the latest
reporting year of most of the firms in our sample during the data collection
phase of our study. We expect higher levels of diversity disclosure in 2020.

Exhibit 3: Disclosure by organizational level (2019)*

Overall Workforce, 230, 34%

Lower Management, 99, 14%
Upper Management, 72, 11%

Board, 36, 5%

*269 out of 685 North American firms disclosed diversity data on at least one org. level. Source: Sustainalytics

We assessed the quality of disclosures by considering the completeness of the
information companies provide in relation to the 180 total data points required
for a complete EEO-1 form — i.e. an Employment Information Report that US
firms with more than 100 employees are required to file with EEOC." To provide
all 180 data points, companies must break down their workforce into Caucasian,
Black, Indigenous, Asian, Hispanic, two or more races, and others at the full
workforce level along with the lower management, upper management, and
board levels. Few companies release their full government report, which is the
gold standard for racial diversity transparency. Many companies simply
disclose the percentage of racial minorities, while others provide lower and
upper management, as well as board specific information, alongside gender
racial information. Reasons for disclosure gaps may include administrative
difficulties, such as reaching an internal consensus on how and what to
disclose, given the sensitivity on the topic, and the risk of disclosing
unfavourable data that may indicate that a firm is below its industry standard.
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A minority of firms highly transparent  Even though more firms are reporting EEOC related data, the quality of the
disclosures remains low. As of 2019, 260 of our sampled companies only
disclosed between 1 and 60 of 180 data points (Exhibit 4). This finding suggests
that many companies are reporting a minimal amount of information and that
some may be publicizing information selectively, releasing favourable diversity
figures while not disclosing unfavourable data.

Seven firms with 120+ data points Only nine (1%) of our sampled companies disclosed more than 120 EEOC data
points: Adobe, Apple, BNY Mellon, Intel, Merek Sharp & Dohme, PayPal, PepsiCo,
Starbucks and T. Row Price.’® Additional information that these companies
disclose covers distinct racial and gender categories across a range of
occupation types. Investors may choose to compare the demographic
disclosures of their holdings with these examples.

Staying ahead of the curve Mandating the publication of a firm’'s diversity data, such as the EEOC form,
would remove the self selection bias in the data and allow for a more robust
analysis."® The Biden campaign promised to return at a minimum to Obama era
policies that required large and medium size companies to collect and disclose
compensation information by race, gender and ethnicity."” Investors looking to
stay ahead of these strengthening requirements can engage with companies on
this topic and assess their preparedness to abide by potential changes to EEOC
related regulations.

Exhibit 4: Quality of disclosures related to race and ethnicity, 2015-2019*
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*Sample of 685 companies with workforces in the US and Canada. Source: Sustainalytics, Morningstar

The overall workforce

Hiring practices by sector Investors may also find it useful to assess the performance of their holdings
with respect to hiring practices in specific sectors. Exhibit 5 shows the
representation of minorities at different levels of the workforce and compares
11 economic sectors with the EEOC published national averages.
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Focus points for engagement Investors with an interest in improving racial diversity in their holdings could
focus their engagements on companies that demonstrate the largest gaps
between their overall workforce diversity and senior management diversity. The
sectors with the largest gaps in minority representation in upper management
compared to the overall workforce are Basic Materials, Consumer Cyclical and
Consumer Defensive. These industries may be underutilizing diverse talent
more than other firms, given the high level of diversity in their less senior ranks.

Further research To develop a more holistic assessment of hiring and human capital practices,
investors may consider other factors, such as the regional context of each
company’s operations. Other points of interest include diversity and
antidiscrimination management initiatives and related controversy records.'®

Exhibit 5: Percentage of minorities in the overall workforce by sector, 2019*
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Sample of 269 North American firms with racial diversity disclosures. EEOC average for board level data is
unavailable. Source: Sustainalytics, Morningstar™®

Exhibit 6: Average minority and BHI  Focusing on companies that disclose upper management data, we note a gap
rep’ese"ta“‘t"(‘;')‘ upper between the minority and Black, Hispanic and Indigenous (BHI) populations.
managemen ()

¢ The 2019 US Census identified 43.6% of the population as ethnic minorities,?

25 which is roughly aligned with the overall workforce data in our sample: on

20 average, minorities comprised 40.8% of the workforce. However, while BHI
populations comprise 33.4% of the US population, on average they formed only

15 24% of the workforce in our sample. Moreover, on average, minority and BHI
representation in upper management stands at 22.1% and 9.2%, respectively

10 (Exhibit 6).

5 For investors hoping to reap the full benefits of diversity, data on a broad

0 spectrum of genders, ethnicities and socioeconomic backgrounds, at every

Minority BHI level of seniority would be desirable. Strong representation across ethnic
n=72 companies that reported upper groups may indicate that leadership brings diverse perspectives and may be
management data. Source: Sustainalytics ~ reflective of strong organizational hiring practices. Companies seeking to

achieve full representation would include more Black, Hispanic and Indigenous
employees in their senior ranks.
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Focusing on upper management For investors, the benefits of developing a DEI thesis can include creating a
positive social impact and gaining exposure to firms that have equitable
corporate cultures and upside potential associated with diverse leadership
teams.?' To assess the relationship between racial diversity in corporate
leadership and financial performance, we examined the disclosures of a subset
of 65 North American companies that disclose upper management diversity
data and that were publicly listed before January 2015.

Eight groups of companies Using quartiles, the mean and the median, we divided our sample into eight
subsets. The first four groups are based on quartiles of minority workers in
upper management, as plotted in Exhibit 7.22 The remaining four groups contain
firms with minority representation in upper management below and above the
sample mean and median.

Exhibit 7: Sample grouped by percentage of minorities in upper management
50%
45%
40%
35%
30%
25%

20% l
15%
10%
5%
0%
First Group @ Second Group Third Group Fourth Group
*n=65 North American companies Source: Sustainalytics
Eight comparisons As shown in Exhibit 8, we compared the annualized total returns of these eight

groups over a five-year period from January 1, 2015 to December 31, 2019. Out
of 25 comparisons, 21 (84%) indicate that companies led by more racially
diverse management teams outperformed those with less racial diversity. The
largest difference among these groupings is between the above and below
median samples on a three-year basis, when the above median group
experienced an excess return of 6.85% relative to the below median group.

Exhibit 8: Mean excess return based on racial diversity in upper management

Annualized Total 2nd vs 1st 3rd vs 2nd 4th vs 3rd Above vs below  Above vs below
Return quartile quartile quartile mean median

1-Year 1.10 3.17 -1.29 2.98 3.06

2-Year 2.76 1.68 2.48 424 4.26

3-Year -1.34 5.32 4.37 6.48 6.85

4-Year 0.15 3.54 1.62 4.08 4.43

5-Year -2.76 5.67 -0.21 4.40 4.45

*n=65 companies; five-year holding period from January 1, 2015 to December 31,2019.  Source: Sustainalytics
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The role of sector composition The sector composition of each group contributed to its relative performance.
For example, the above median group is overweighted in tech companies, with
11 of the 32 firms (34%) in this group being in the Technology sector, compared
to eight of the 32 companies (25%) in the below median group. Across all 65
companies, those in the Technology sector had both the highest average
percentage of minorities in upper management (31%) and delivered a higher
average five-year return than any other sector (17%).

Sectors that are leading and lagging  As indicated in Exhibit 9, Financials, Technology and Communication Services
include the largest number of companies with more diverse upper management
teams. Investors can explore these sectors to identify leading practices. The
Financials sector is also poised to make further headway in this area since, as
noted above (p. 2), firms in this sector are investing more in DEI strategies. In
contrast, neither Energy nor Basic Materials include any sampled company with
minority representation in upper management above the sample median.

Exhibit 9: Sector composition of firms grouped by minority representation*
Energy

Basic Materials

Industrials

Consumer Defensive
Utilities

Consumer Cyclical
Healthcare
Communication Services

Technology

Financial Services
0% 5% 10% 15% 20% 25% 30% 35% 40%
Above median m Below median

*n=65 firms divided into two groups: The first has 32 firms with minority representation in upper management
above the median; the second has 32 firms below the median. No data for Real Estate. ~ Source: Sustainalytics

Intra-sector analysis To control for sector effects, we analyzed eight sectors that include at least
three sampled companies (excluding Energy and Basic Materials). Grouping
companies within each sector based on whether their upper management
diversity figures are above or below the sector median, we find that firms with
more minority representation in upper management delivered higher five-year
annualized returns than their less diverse counterparts in five of eight intra-
sector comparisons. These sectors include Communication Services,
Consumer Cyclical, Financial Services, Technology and Utilities.

Further research While these findings are consistent with the idea that more diverse companies
can outperform their less diverse peers, a combination of other factors, such as
subindustry trends and idiosyncratic events, may also account for divergences
in financial performance. Investors can explore such considerations by
collecting more company data (our sample is small), performing a complete
attribution analysis and conducting further research into sectors of interest.
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Three challenges Investors developing strategies that draw on racial diversity disclosures face
three major challenges: an overall lack of public disclosures, inconsistent
reporting and outdated classification templates.

Lack of disclosures Although we have seen a marked increase in the number of companies
disclosing racial data, the total number remains low, with only 269 of 685
sampled companies disclosing any relevant information. Future studies may
provide more robust findings by drawing on larger samples as companies are
poised to continue increasing transparency on employee demographics.

Reporting standards Since companies choose if and how to disclose such information, the lack of
standardization makes it difficult to compare them. For example, some
companies disclose percentage figures that aggregate minority subgroups,
such as women and persons of colour, while others disclose more granular
diversity statistics, including specific race and gender figures.

EEOC template The EEOC template that US firms currently must use when collecting their racial
demographics was constructed during the civil rights era when the concept of
race was not as well defined as it is today. For example, Indians, Mongolians,
Arabs, Middle Eastern, Chinese and Thai are distinguishable ethnicities, but
would all be classified simply as “Asian” in the EEOC form and related
disclosures.

Momentum building The events of 2020 and 2021 related to racial discrimination in North America
heighted the interest of investors to seek greater progress on racial equity in the
workplace. While the data collected for this study are from 2019, they indicate
that racial diversity in North American equities remains low, particularly with
respect to Black, Hispanic and Indigenous employees in upper management. As
momentum builds on this topic among companies, regulators, industry groups
and investors, we expect related disclosures to face more regulations and
public scrutiny.

Upside potential The analysis presented in this report suggests that companies that excel at
including diverse backgrounds in their workforces, particularly in upper
management positions, tend to deliver outsized returns. Firms leading in DEI
may also contribute positive social and reputational effects. A more complete
attribution study would be required to assess the robustness of these
hypotheses with regard to specific sectors and industries.

Portfolio applications Investors can build on the approach developed in this report to advance their
own DEI thesis. Portfolio strategies could integrate demographic data along
with other ESG and financial inputs to help inform company assessments,
security selection or capital allocation. While the data used in this study were
collected for the purposes of this report, investors can similarly gather
information about companies of interest and see how they compare to the
trends that we have identified.
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Engagement Investors seeking to engage with the market can encourage companies to
release their full EEOC submissions publicly, create quantitative targets to
improve ethnic diversity, and implement programmes and policies that boost
internal promotion of minorities, especially Black, Hispanic and Indigenous
employees. Investors can also hold company leadership accountable for
sustained or unexplained underperformance on ethnic diversity by supporting
resolutions that promote greater racial equity.
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