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KEY TAKEAWAYS

Nasdaq’s proposed board diversity rule
would impose quotas on the basis of sex,
sexual orientation, race, and ethnicity.

This rule, which must be approved
by the Securities and Exchange
Commission, is inconsistent with the SEC’s
statutory mission.
The proposed rule is a major step backwards morally—and is inconsistent
with the equal protection principles
of the Constitution and the Civil
Rights Act of 1964.

T

he Nasdaq Stock Exchange (Nasdaq)1 is the
second-largest stock exchange in the world.2
Approximately 2,900 U.S. companies and 600
foreign companies list their stock on Nasdaq.3 It is also
a so-called self-regulatory organization (SRO) that
has been delegated regulatory authority by Congress
and by the U.S. Securities and Exchange Commission (Commission, or SEC).4 Nasdaq imposes and
enforces detailed rules on the companies it lists,5 but
these rules must be approved by the SEC.6 Invoking
the imperatives of the “social justice movement”7 and
the “benefits to stakeholders of increased diversity,”8
Nasdaq is seeking SEC approval to impose a corporate
governance rule that would require all listed companies to appoint directors based on sex. Many of these
companies would also have to appoint directors on
the basis of race, ethnicity, or sexual orientation.9
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Specifically, Nasdaq is proposing to require each of its listed companies,
subject to certain exceptions, to provide statistical information regarding “diversity” among the members of its board, and to either have, or
explain why it does not have, at least two “diverse” directors on its board.10
“Diverse” would mean a director who self-identifies as female (without
regard to the individual’s designated sex at birth), an under-represented
minority, or LGBTQ+. Nasdaq defines an underrepresented minority as
black or African American, Hispanic or Latinx, Asian, Native American or
Alaska Native, Native Hawaiian or Pacific Islander, or two or more races
or ethnicities.11
The Securities and Exchange Commission should disapprove this proposed Nasdaq rule change. If it does not disapprove the proposed rule, it
should institute proceedings regarding the proposed rule.12 If the commission does not disapprove the rule, then Congress should prohibit securities
regulations, including those promulgated by SROs, that discriminate on the
basis of race, ethnicity, or sex.

Nasdaq’s Cloaked Intentions
Nasdaq’s submission to the commission is a façade designed to cloak
its political “social justice” objectives in the language of economics and
securities regulation. Nasdaq’s presentation of the empirical literature
blatantly misrepresents that literature. Many of the “studies” or statements it selectively cites rely on nothing more than unsubstantiated
political preferences. The actual empirical, peer-reviewed economics
literature is highly inconclusive—with most studies showing little or no
discernable effect on financial performance due to the sexual, racial, or
ethnic composition of corporate boards. All serious surveys of the literature reach this conclusion.
This should be unsurprising since sex, race, and ethnicity have nothing
to do with competence. There are a few studies that find either positive or
negative effects, but the effects are small. A thorough examination of the
literature and of the materials cited in Nasdaq’s submission shows that its
empirical assertions have virtually no basis in the literature. Furthermore,
it misrepresents the content of some of the few supporting studies that are
peer reviewed. Its submission is deeply misleading.
Stakeholder Theory. Nasdaq also embraces the stakeholder theory of
business purpose in which shareholders, rather than being treated as the
owners of the business, are reduced to just one more corporate interest
group to be placated by a powerful and largely unaccountable management.
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The proposed rule is inconsistent with the Commission’s statutory
mission.13 The proposed rule neither protects investors, nor promotes the
maintenance of fair, orderly, and efficient markets, nor facilitates capital formation.
Civil Rights and Equal Protection. The proposed rule is inconsistent
with the principles underpinning the Civil Rights Act of 196414 which makes
it an unlawful employment practice for an employer to “limit, segregate, or
classify his employees…because of such individual’s race, color, religion, sex,
or national origin.” It is also a violation of the equal protection principles
of the United States Constitution.15 Quotas, such as those instituted by the
rule, are particularly suspect constitutionally.16
The discussion below does not aspire to be an exhaustive discussion
of the complex Supreme Court jurisprudence regarding equal protection
under the Fifth and Fourteenth Amendments, disparate impact, or the
Civil Rights Act. It should, however, give policymakers pause regarding
three things.
l

l

l

The legal issues raised by the proposed rule are far outside the Commission’s technical competence or its mission.
The ethical issues raised by the proposed rule—which would
affirmatively discriminate on the basis of sex, race, and ethnicity—
are profound.
Although the outcome of potential litigation is unclear, the proposed
rule may well be successfully challenged in court on both constitutional and Civil Rights Act grounds. As discussed below, this will turn
on whether Nasdaq as a regulator is deemed a state actor and whether
directors are deemed employees for purposes of the Civil Rights Act.
If either of these determinations are made, the rule will likely be held
invalid. Moreover, there is no doubt that the Commission is subject to
the equal protection provisions of the constitution.

Altering the Narrative. Many, perhaps most, of the proponents of
diversity, inclusion, social justice, critical race theory, multiculturism, and
identity politics reject (in their words) “the very foundations of the liberal
order, including equality theory, legal reasoning, Enlightenment rationalism, and neutral principles of constitutional law.”17 They are engaged in a
systematic and sustained effort to effectively change our national ethos
from E Pluribus Unum to De Uno, Multis.18
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They seek to alter the “narrative” and to make sex, race, ethnicity, and
sexual orientation central to law, public policy, and our self-understanding instead of individual achievement, merit, talent, and the content of
our character. They actively seek to discriminate on the basis of sex, race,
ethnicity, or sexual orientation rather than achieve a society in which such
discrimination is unlawful and rare. They seek a faux diversity measured
by group identity, determined largely by immutable characteristics—rather
than true diversity that accounts for the rich tapestry of human experience.
They seek to subordinate individual merit to group identity. The SEC should
not go down this dubious path.
The Nasdaq proposed rule rests on a faulty premise. Nasdaq falsely
asserts that shareholders are demanding the corporations that they own
to discriminate on the basis of sex, race, ethnicity, or sexual orientation.
Shareholders are free to instruct management to do so or to pursue other
environmental, social, or governance (ESG) or social justice objectives via
shareholder resolutions. When afforded the opportunity to do so, however,
they rarely do. According to Proxy Review, “None of the seven proposals on
the subject [board diversity] that went to votes last year [2019] earned more
than 3 percent” of the votes cast.19
NASDAQ’s reliance on self-identification for board-diversity disclosures
raises liability concerns with respect to misrepresentations under the antifraud and reporting provisions of the federal securities laws. A person who
is a Caucasian male is objectively not a female Native American, whether
he “self-identifies” as a female Native American or not.
Redefining the Purpose of Business. The true agenda of social justice advocates, apparently including Nasdaq management, is to remake
the purpose of business. Traditionally, the purpose of a business has been
to earn a return for its owners by cost-effectively combining the capital
and entrepreneurial spirit of its founders and owners with the labor and
talent of its employees in a competitive environment to satisfy the wants
and needs of its customers. The relationship between owners, management,
workers, suppliers, and customers are (subject to certain broad constraints
imposed by law) privately decided and voluntary.
With increasing stridency, there is a major effort under way to redefine the purpose of businesses to achieve various social or political
objectives unrelated to earning a return, satisfying customers, or treating workers or suppliers fairly. This is being done under the banner
of social justice; corporate social responsibility (CSR); stakeholder
theory; environmental, social and governance (ESG) criteria; socially
responsible investing (SRI); sustainability; diversity; business ethics;
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common-good capitalism; or corporate actual responsibility.20 These
new objectives would be enforced by various means, including, as is the
case here, regulation.
If successful, these attempts to redefine the purpose of business would
have marked adverse social consequences. To wit:
l

l

l

l

l

Management would be even less accountable to anyone since the metrics of success will become highly amorphous and constantly changing.
Businesses would become less productive and less competitive. Jobs
would be lost, and wages would grow more slowly.
The social welfare cost of going down this road would be considerable.21
It is also one more major step toward the federalization of corporate governance.
Last, if the SEC chooses to countenance diversity statistical reporting,
it should require reporting of types of diversity that are more relevant
to business success than the immutable racial, ethnic, or sexual characteristics of its directors.

The Purpose of the Commission and the Securities Laws
The mission of the SEC is to “protect investors, maintain fair, orderly,
and efficient markets, and facilitate capital formation.”22 The proposed rule
does not further these objectives. The proposed rule is beyond the scope of
the Commission’s statutory charge.23
Protecting Investors. The proposed rule does not protect investors in
any sense. It does not increase their returns or protect them from losses. It
does not protect them from fraud or misrepresentation. It does not protect
them from an unaccountable management or board of directors acting in
its own interest or pursuing political or social objectives at the expense of
investors. Investors may require management and the board to implement
board diversity (as defined by the proposed rule or in a similar fashion),
but when afforded the opportunity to do so, they do not.24 Moreover, a very
high percentage of the shareholder proposals submitted are submitted by
government pension funds in their capacity as shareholders for political
reasons.25 Neither does the rule further fair, orderly, and efficient markets
nor facilitate capital formation.

BACKGROUNDER | No. 3591
heritage.org



March 9, 2021 | 6

As discussed in detail below, the empirical literature has been misrepresented by Nasdaq. Moreover, if, as Nasdaq claims, diversity requirements (as
defined by Nasdaq) are such an obvious and simple way to increase returns,
then boards, management, and shareholders require no regulatory mandate
to adopt them because it would be in their own financial interest to do so.
The fact that Nasdaq feels compelled to mandate diversity, as it defines it,
belies the argument that it is in investors’ best interest. The rule represents
an attempt to pursue political or social objectives unrelated to the Commission mission and likely to be detrimental to investor interests.
To date, the Commission has only required diversity reporting in a
responsible fashion.26 It has not mandated quotas; has acknowledged that
there are many kinds of diversity that may be relevant in selecting directors;
and has only required diversity reporting (in the Nasdaq sense) to the extent
a reporting company has actually relied on these criteria. It should not go
down the path that Nasdaq is asking it to take.
Anti-Fraud and Reporting. NASDAQ’s reliance on self-identification
for board diversity disclosures raises liability concerns with respect to
misrepresentations under the anti-fraud and reporting provisions of the
federal securities laws. A person who is a Caucasian male is objectively not
a female Native American, whether he “self-identifies” as a female Native
American or not.

Nasdaq Misrepresents the Economics Literature
There are strong theoretical reasons to doubt that a general mandate of
a particular board composition by sex, race ethnicity, or sexual orientation
would improve financial performance.
1. Most importantly, to the extent that a particular board composition

is likely to improve financial performance, a company is likely to
pursue that composition on its own initiative without any mandate. A
company that purposely does not take advantage of talented, qualified
women and minorities places itself at a competitive disadvantage
and also risks anti-discrimination lawsuits, enforcement actions, and
reputational damage.27

2. It is highly implausible that regulators will select a mandated board

composition that is best for all reporting companies.28 For example, it
is highly implausible that the board composition of a retailer focusing
on women’s fashion or food products directed at minorities should
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have the same board composition as, for example, an oil and gas exploration company or a pharmaceutical company.
This Backgrounder does not take a position on whether, as an empirical
matter, a particular board composition measured by the sex, race, ethnicity,
or sexual orientation improves or degrades corporate financial performance.
Nor does it take a position on whether a particular board composition measured by other kinds of diversity (such as a director’s expertise, experience,
approach to business, or business philosophy, educational background,
socio-economic background, ethical views, political views, integrity, geographic location, and so on) improves or degrades corporate financial
performance. The empirical literature allows no such conclusion. Given
the complexity and heterogeneity of modern business, it probably never
will. It is, in the author’s judgment, virtually certain that the proper board
composition varies depending on the business—and that this decision is
best left to the private sector.
Misrepresentation of the Economics Literature. Nasdaq’s presentation of the empirical literature blatantly misrepresents the literature.
Many of the “studies” or statements it selectively cites really rely on nothing more than unsubstantiated political preferences. The actual empirical
economics literature is highly inconclusive—with most showing little or
no discernable effect based on sexual, racial, or ethnic board composition.
Virtually all serious surveys of the literature reach this conclusion. This
should be unsurprising since sex, race, and ethnicity have nothing to do
with competence.
There are a few studies that find either positive or negative effects. A
thorough examination of the literature and of the materials cited in Nasdaq’s submission shows that its empirical assertions have virtually no basis
in the literature. Furthermore, it misrepresents the content of some of the
few peer-reviewed supporting studies. Its submission to the Commission
is deeply misleading.
W. Gary Simpson, David A. Carter, and Frank D’Souza found that the
evidence for the business case for women directors is mixed and tends to
support the view that the ability of women directors to influence profitability and shareholder value is contingent on the specific circumstances
of each company.29 Deborah L. Rhode and Amanda K. Packel, in an article
sympathetic to diversity requirements, conducted a reasonably comprehensive review of the literature up to 2014 and found that “[i]n sum, the
empirical research on the effect of board diversity on firm performance is
inconclusive, and the results are highly dependent on methodology.”30 The
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Government Accountability Office study cited by Nasdaq did a very limited survey of the research and found that “[s]ome research has found that
gender diverse boards may have a positive impact on a company’s financial
performance, but other research has not. These mixed results depend, in
part, on differences in how financial performance was defined and what
methodologies were used.”31
A 2015 systematic literature search by Jan Luca Pletzer, Romina Nikolova,
Karina Karolina Kedzior, and Sven Constantin Voelpel, involving data from
20 studies on 3,097 companies published in peer-reviewed academic journals found that “the mere representation of females on corporate boards
is not related to firm financial performance if other factors are not considered.”32 Alice H. Eagly in her article “When Passionate Advocates Meet
Research on Diversity, Does the Honest Broker Stand a Chance?” wrote:
To illustrate the chasm that can develop between research findings and advocates’ claims, this article addresses two areas: (a) the effects of the gender
diversity of corporate boards of directors on firms’ financial performance[,]
and (b) the effects of the gender and racial diversity of workgroups on group
performance. Despite advocates’ insistence that women on boards enhance
corporate performance and that diversity of task groups enhances their performance, research findings are mixed, and repeated meta-analyses have yielded
average correlational findings that are null or extremely small.33

Researchers David A. Carter, Frank P. D’Souza, Betty J. Simkins, and W.
Gary Simpson did not find “a significant relationship between the gender or
ethnic diversity of the board, or important board committees, and financial
performance for a sample of major US corporations.”34 Jens Hagendorff
and Kevin Keasey found:
[P]ositive announcement returns to mergers approved by boards whose members are diverse in terms of their occupational background. By contrast, age and
tenure diversity are associated with wealth losses surrounding acquisition announcements, while gender diversity does not lead to measurable value effects.35

Nuria Reguera Alvarado, Joaquina Laffarga Briones, and Pilar de Fuentes
Ruiz found that “[g]ender diversity and business success are not related.”36
Renée B. Adams and Daniel Ferreira found that “the average effect of
gender diversity on firm performance is negative” and that their results
suggest that mandating gender quotas for directors can reduce firm value
for well-governed firms.37 Kenneth Robinson Ahern and Amy Dittmar found

BACKGROUNDER | No. 3591
heritage.org



March 9, 2021 | 9

that the 2003 mandate that 40 percent of Norwegian firms’ directors be
women caused a significant drop in the stock price at the announcement of
the law and a large decline in Tobin’s Q over the following years. (Tobin’s Q is,
generally, the market value of a company divided by its assets’ replacement
cost.) The quota led to younger and less experienced boards, increases in
leverage and acquisitions, and deterioration in operating performance.38
Harald Dale-Olsen, Pal Schone, and Mette Verner published a paper in
Feminist Economics arguing that the “impact of the [Norwegian] reform
on firm performance is negligible.”39
Daehyun Kim and Laura T. Starks found that “gender diversity in corporate boards could improve firm value because of the contributions that
women make to the board by offering specific functional expertise, often
missing from corporate boards. The additional expertise increases board
heterogeneity,” which can increase firm value.40 Maelia Bianchi and George
Latridis “found that companies with a higher proportion of women on their
boards outperform those with a lower proportion in terms of return on sales
and EBITDA [earnings before interest, taxes, depreciation, and amortization] margin.”41 Collins G. Ntim found that the South African stock market
values diversity, but values ethnic diversity more than gender diversity.42
The study “Board Diversity, Firm Risk, and Corporate Policies” by
Gennaro Bernile, Vineet Bhagwat, and Scott E. Yonker43 is seriously
mischaracterized by Nasdaq.44 The study results “suggest that no single
component of the diversity index drives our baseline inferences concerning
the effect of aggregate board diversity.” Additionally, “[i]n particular, we
construct an index for demographic diversity, based on age, gender, and
ethnicity, and one for cognitive diversity, based on educational background,
financial expertise, and outside board experience. We then repeat the
tests reported in Table 3 for each separate index. The OLS [ordinary least
squares] estimates in Panel C suggest that firm risk covaries negatively with
board diversity along both the demographic and cognitive dimensions.”45 In
other words, the study does not support, as claimed, the Nasdaq conception
of diversity.
A thorough examination of the literature and of the materials cited in
Nasdaq’s submission shows that its empirical assertions have virtually no
basis in the literature. Its submission is deeply misrepresentative.
Correlation and Causation. In addition, Nasdaq seems not to grasp
the difference between correlation and causation. Even if there were a correlation between improved financial performance and board diversity (as
defined by Nasdaq)—and the empirical literature does not even come close
to supporting such a conclusion—that does not imply causation. In fact, a
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reasonable hypothesis is that such diversity is the corporate equivalent of a
luxury good. If a firm is doing well financially, management can devote time
to ancillary activities like getting good press and virtue-signaling.

SROs as Regulators
There are many so-called SROs.46 Notable SROs include the Financial
Industry Regulatory Authority (FINRA), the New York Stock Exchange
(NYSE), and Nasdaq. They are regulators. Presently, SROs often are not
“self” regulators since the regulated industry does not control the regulator.47
SROs are delegated a high degree of regulatory authority by the Commission and Congress.48 Membership is mandatory if a firm wishes to do
business, and member firms must comply with SRO rules. Member firms are
subject to potentially stiff fines and other sanctions for non-compliance with
SRO rules. As discussed below, many courts have held that they are therefore
state actors. Others have differed. If Nasdaq is held to be a state actor acting
on behalf of government, then it would be subject to the more stringent
constitutional protections that limit government action. More often than
not, courts hold that SROs are state actors when it is good for the SROs and
ruled to the contrary when it is bad for the SROs. If an SRO is deemed a state
actor, then constitutional protections apply as if the SRO were a government
agency. If the SRO is not treated as a state actor, then they are subject to the
same requirements as other private businesses or employers.
SROs as State Actors? In Jackson v. Metropolitan Edison Co., the
Supreme Court held that in determining whether the actions of a private party
constitute state action, “the inquiry must be whether there is a sufficiently
close nexus between the State and the challenged action of the regulated
entity so that the action of the latter may be fairly treated as that of the State
itself.”49 In Blum v. Yaretsky, the Supreme Court held that “a State normally
can be held responsible for a private decision only when it has exercised coercive power or has provided such significant encouragement, either overt or
covert, that the choice must in law be deemed to be that of the State…. [T]he
required nexus may be present if the private entity has exercised powers that
are ‘traditionally the exclusive prerogative of the State.’”50
In an unpublished51 2015 opinion, the Second Circuit held that FINRA
is not a state actor.52 In a similarly unpublished 2011 opinion, the Eleventh
Circuit raised (and then side-stepped) the issue by finding that even if
FINRA were a state actor, FINRA had provided due process in the case being
considered.53 Courts determining whether FINRA’s predecessor organizations, the National Association of Securities Dealers (NASD) (which used
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to operate the NASD Automated Quotation system that became Nasdaq)
and the New York Stock Exchange, were state actors were divided (although
a majority found in most contexts relating to due process that they were
not).54 These cases, however, are of uncertain relevance given the differences between FINRA, NASD, or NYSE governance structures then and
Nasdaq now; changes in the statutory and regulatory structure over time;
and evolution in the judicial state action doctrine and the Supreme Court’s
separation of powers jurisprudence.
The Internal Revenue Service has found that “FINRA is a corporation
serving as an agency or instrumentality of the government of the United
States” for purposes of determining whether FINRA fines are deductible
as a business expense.55 A “penalty paid to a government for the violation
of any law” is not deductible under Internal Revenue Code section 162(f ).
Furthermore, courts have routinely held that FINRA and its predecessor
organizations are government actors for purposes of immunity from private
lawsuits against them.56 For example, in Standard Investment Chartered Inc.
v. National Association of Securities Dealers,57 the Second Circuit held that
[t]here is no question that an SRO and its officers are entitled to absolute
immunity from private damages suits in connection with the discharge of their
regulatory responsibilities. This immunity extends both to affirmative acts as
well as to an SRO’s omissions or failure to act.… It is patent that the consolidation that transferred NASD’s and NYSE’s regulatory powers to the resulting
FINRA is, on its face, an exercise of the SRO’s delegated regulatory functions
and thus entitled to absolute immunity.… The statutory and regulatory framework highlights to us the extent to which an SRO’s bylaws are intimately intertwined with the regulatory powers delegated to SROs by the SEC and underscore our conviction that immunity attaches to the proxy solicitation here.58

Like Schrödinger’s cat, simultaneously dead and alive, SROs are, under
current rulings, both a state actor (for purposes of barring liability and for
tax purposes) and, generally, not a state actor (for purposes of absolving
them of constitutional due process, equal protection, and other requirements; for Administrative Procedure Act purposes; and for other purposes).

The Proposed Rule: Inconsistent with the Principles
of Equal Protection and the Civil Rights Act
This section does not pretend to be an exhaustive or authoritative discussion of the complex labyrinth of Supreme Court jurisprudence regarding
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equal protection under the Fifth and Fourteenth Amendments, disparate
impact, and the Civil Rights Act. It should, however, give the commission
and other policymakers pause regarding three matters.
1. The legal issues raised by the proposed rule are far outside the Com-

mission’s technical competence.

2. The ethical issues raised by the proposed rule are profound.
3. Although the outcome of potential litigation is unclear, the proposed

rule may well be successfully challenged in court on both constitutional and Civil Rights Act grounds.59

The Civil Rights Act. The Civil Rights Act of 1964 makes it an unlawful
employment practice for an employer to “limit, segregate, or classify his
employees or applicants for employment…because of such individual’s race,
color, religion, sex, or national origin.” Specifically, it reads as follows:
Unlawful Employment Practices
(a) Employer practices. It shall be an unlawful employment practice for
an employer—
(1) to fail or refuse to hire or to discharge any individual, or otherwise to
discriminate against any individual with respect to his compensation, terms,
conditions, or privileges of employment, because of such individual’s race,
color, religion, sex, or national origin; or
(2) to limit, segregate, or classify his employees or applicants for
employment in any way which would deprive or tend to deprive any
individual of employment opportunities or otherwise adversely affect his
status as an employee, because of such individual’s race, color, religion, sex,
or national origin.60

The Civil Rights Act also makes preferential treatment based on numbers
or percentages unlawful:
Preferential Treatment Not to be Granted on Account of Existing Number or
Percentage Imbalance
(j) Nothing contained in this subchapter shall be interpreted to require
any employer, employment agency, labor organization, or joint labor–
management committee subject to this subchapter to grant preferential
treatment to any individual or to any group because of the race, color,
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religion, sex, or national origin of such individual or group on account of an
imbalance which may exist with respect to the total number or percentage
of persons of any race, color, religion, sex, or national origin employed by
any employer, referred or classified for employment by any employment
agency or labor organization, admitted to membership or classified by any
labor organization, or admitted to, or employed in, any apprenticeship or
other training program, in comparison with the total number or percentage
of persons of such race, color, religion, sex, or national origin in any
community, state, section, or other area, or in the available work force in
any community, state, section, or other area.61

Classifying a worker as an employee or independent contractor can be
notoriously difficult and different standards are used for different purposes
at the federal and state level.62 The Civil Rights Act statutory definition is
effectively circular. The Equal Employment Opportunity Commission guidance provides that board members probably will not be deemed an employee
for purposes of the Civil Rights Act.63 In California, however, directors are
explicitly deemed employees for some purposes.64 While directors may
not be deemed employees for Civil Rights Act purposes, the proposed rule
certainly violates the principles of the act—and the proposed rule would
most likely be a violation were directors deemed employees.
Equal Protection and Race. As discussed in the previous section,
Nasdaq as a regulator may very well be deemed a state actor. Courts have
so held. In that case, the equal protection provisions of the Constitution
are applicable. Certainly, the Commission in its capacity as a government
agency approving the Nasdaq rule is subject to those constitutional provisions. Equal protection principles apply to federal agencies and state
actors delegated authority by the federal government because they have
been incorporated into the due-process clause of the Fifth Amendment.65
The Supreme Court has held that:
l

l

“A racial classification, regardless of purported motivation, is presumptively invalid and can be upheld only upon an extraordinary
justification.”66
“Absent searching judicial inquiry into the justification for such
race-based measures, there is simply no way of determining what
classifications are ‘benign’ or ‘remedial’ and what classifications are
in fact motivated by illegitimate notions of racial inferiority or simple
racial politics.”67
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“Laws that explicitly distinguish between individuals on racial grounds
fall within the core of the Equal Protection Clause’s prohibition
against race-based decision-making.”68
“Racial and ethnic distinctions of any sort are inherently suspect, and
thus call for the most exacting judicial examination.… There is no
principled basis for deciding which groups would merit ‘heightened
judicial solicitude’ and which would not. Courts would be asked to
evaluate the extent of the prejudice and consequent harm suffered by
various minority groups.”69
“The way to stop discrimination on the basis of race is to stop discriminating on the basis of race.”70

Equal Protection and Sex. Similar decisions generally prohibit discrimination on the basis of sex on equal protection grounds.71 The Supreme
Court has held that “the reviewing court must determine whether the proffered justification is ‘exceedingly persuasive.’… The justification must be
genuine, not hypothesized or invented post hoc in response to litigation.
And it must not rely on overbroad generalizations about the different talents, capacities, or preferences of males and females.”72 The Supreme Court
recently extended Title VII protections to gay and transgender persons by
holding that discrimination based on homosexuality or transgender status
necessarily entails discrimination based on sex.73

Racism and Sexism: The Proposed Rule
Is a Moral Step Backwards
I have a dream that my four little children will one day live in a nation where
they will not be judged by the color of their skin but by the content of their
character.74
—Martin Luther King, Jr.
Sex, like race, is a visible, immutable characteristic bearing no necessary relationship to ability.75
—Ruth Bader Ginsburg (in oral argument
as an attorney in Frontiero v. Richardson)
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The Constitution abhors classifications based on race, not only because those
classifications can harm favored races or are based on illegitimate motives, but
also because every time the government places citizens on racial registers and
makes race relevant to the provision of burdens or benefits, it demeans us all.
Purchased at the price of immeasurable human suffering, the equal protection
principle reflects our Nation’s understanding that such classifications ultimately have a destructive impact on the individual and our society.76
—Justice Clarence Thomas (Grutter v. Bollinger)

Racism: A belief that race is a fundamental determinant of human traits
and capacities.77
Sexism: Prejudice or discrimination based on sex; behavior, conditions,
or attitudes that foster stereotypes of social roles based on sex.78
The proposed rule is racist and sexist in that it mandates that firms
establish quotas and discriminate based on sex, skin color, ethnicity, or
sexual orientation rather than making determinations based on individual
achievement, talent, experience, or competence. It defines diversity entirely
in terms of these immutable characteristics—instead of the myriad of other
kinds of diversity such as a director’s achievement, expertise, experience,
approach to business or business philosophy, educational background,
socio-economic background, ethical views, political views, integrity, geographic location, and so on.
Morally, it represents a marked step backwards. It is rejection of the
principle that people should be judged on the content of their character
and their individual achievement rather than their sex, race, national origin,
ethnicity, or sexual orientation. It is rejection of the principle that people
should be judged as individuals rather than as members of a racial or sexual
group. It is a rejection of the principle of equal protection under the law
(or, in this case, regulations promulgated under law). It is a rejection of the
principle that we are all created equal. Legal discrimination or quotas on
the basis of race or sex should be a relic of the past.
Faux Diversity. The type of diversity created by the proposed rule
would be faux diversity—skin deep, if you will. It is a rejection of the kind
of diversity that is most likely to enable a business to understand the true
diversity of the American people and actually be relevant to business profitability, such as a director’s achievement, expertise, experience, approach to
business or business philosophy, educational background, socio-economic
background, ethical views, political views,79 integrity, or geographic location.
There is also strong reason to believe that those chosen under such a rule
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but who “self-identify” as women, a designated minority, or LGBTQ+ will
have been educated in the same handful of schools and come from the same
coastal urban centers as most existing directors.

The Proposed Rule Rests on a Faulty Premise
The Nasdaq proposed rule rests on a faulty premise. Nasdaq falsely
asserts that shareholders demand the corporations that they own discriminate on the basis of sex, race, ethnicity, or sexual orientation. Shareholders
are free to instruct management to do so or to pursue other ESG or social
justice objectives via shareholder resolution. When afforded the opportunity to do so, they very rarely do.80 None of the seven proposals on the
subject that went to votes in 2019 earned more than 3 percent of the vote.81
A very high percentage of the shareholder proposals submitted are submitted by government pension funds in their capacity as shareholders for
political purposes.82
Of course, entrepreneurs are today free to form benefit corporations
or benefit limited liability companies (LLCs) that under state laws permit
a business to serve a social purpose, as well as the purpose of making a
profit, rather than form a traditional business that is organized only to
earn a return for its owners. But relatively few businesses are so organized
and relatively little investor capital flows to benefit corporations or LLCs.
Individuals are free to invest in these companies, but fiduciaries have no
business investing others’ money in such enterprises absent an explicit
indication that investors agree with the social goals of the enterprise and
are willing to accept a lower rate of return.83
Mutual funds and exchange traded funds devoted to socially responsible investing are growing. Because these are voluntary and the terms
of the investment are fully disclosed, this is perfectly fine. But such
funds are still a very minor share of overall investment because most
investors are unwilling to sacrifice returns to achieve “social justice” objectives.

The True Agenda: Remaking the Purpose of Business
This section is a very abbreviated discussion of the many issues regarding the purpose of business, theories of the corporation, corporate social
responsibility, and so on. Traditionally, the purpose of businesses has been
to earn a return for its owners by cost-effectively combining the capital
and entrepreneurial spirit of its founders and owners with the labor and
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talent of its employees in a competitive environment to satisfy the wants
and needs of its customers. The relationship between owners, management,
workers, suppliers, and customers are—subject to certain broad constraints
imposed by law—privately decided and voluntary.
With increasing stridency, there is a major effort under way to redefine
the purpose of businesses to achieve various social or political objectives
unrelated to earning a return, satisfying customers, or treating workers or
suppliers fairly. This is being done under the banner of social justice, CSR,
stakeholder theory, ESG criteria, SRI, sustainability, diversity, business
ethics, common-good capitalism, or corporate actual responsibility.84
If successful, these attempts to redefine the purpose of business as the
pursuit of ESG or social justice objectives will have marked adverse social
consequences. Management will be even less accountable to anyone.85 To
the extent that firms make decisions based on considerations other than
cost-effectively meeting the needs and wants of their customers, their costs
will increase, and they will become less productive and less competitive.
Either returns will decline, wages will stagnate, prices will increase, or
the quality of the goods and services they provide will decline (which is
effectively a price increase). Because wages are closely tied to productivity
over time, wages will grow more slowly or stagnate. As firms become less
competitive, jobs will be lost. The value of the retirement accounts of millions of people will be adversely affected. Similarly, the pensions of millions
more that are funded by returns on equity investments will be endangered.

Less Management Accountability
In large, modern corporations there is a separation of ownership and
control. There is a major agent–principal problem because management
and the board of directors often, to varying degrees, pursue their own interest rather than the interests of shareholders. Profitability is, however, a
fairly clear measure of the success or failure of management and the board.
If a firm becomes unprofitable or lags considerably in profitability, the board
may well replace management, shareholders may replace the board, or
another firm may attempt a takeover.
Systematic implementation of regulatory ESG or CSR requirements
would make management dramatically less accountable since they
would come at the expense of profitability, but the metrics relating
to success or failure of achieving ESG or CSR requirements would be
largely unquantifiable. For that matter, ESG or CSR requirements
themselves tend to be amorphous and ever-changing. The same is true
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for “stakeholder capitalism.” How and on what basis is management’s
allocation of resources to various stakeholders to be assessed? The
entire effort would make businesses more akin to government or notfor-profit enterprises.

The Social Welfare Cost of ESG Requirements
The broader social costs associated with ESG requirements can, in principle, be quantified. This section provides an analytical framework that may
be useful in analyzing the social welfare costs of ESG requirements.
To the extent ESG objectives are not pursued by businesses for the purpose
of making a profit, R > RESG/CSR, where R is the rate of return on investment in
the absence of ESG, CSR, sustainability requirements, diversity requirements,
or stakeholder theory implementation, and RESG/CSR is the rate of return after
implementation of those requirements. The difference, R - RESG/CSR, is economically analogous to a tax. It is a reduction in return due to the pursuit of ESG
objectives. Thus, R - RESG/CSR = TaxESG/CSR. This means that various techniques
used in public finance to analyze the social welfare impact of taxes may be used to
quantitatively analyze the social welfare cost of these provisions (i.e., TaxESG/CSR).
A tax has an excess burden or deadweight loss that can be calculated.86
By introducing a wedge (TaxESG/CSR) between, in this case, the gross return
and the net return, ESG/CSR reduces the size of the capital market and
therefore output and employment. In a well-functioning market, the price
of a capital asset should be equal to the present value of the expected future
income stream generated by the asset net of taxes and depreciation.87 Introducing a new tax (in this case TaxESG/CSR) would reduce the expected future
income stream, and therefore, the price of the asset. It would also cause
investment to flow out of the affected sector or jurisdiction.
Who bears the actual economic burden of the corporate income tax is an
open question.88 The analysis of who bears the burden of TaxESG/CSR would
be the same. One thing is certain: It cannot be corporations. A corporation
is a legal fiction, and legal fictions do not pay taxes—people pay taxes. The
corporate tax could be borne by corporate shareholders in the form of lower
returns;89 owners of all capital (again in the form of lower returns);90 corporate customers in the form of higher prices;91 or employees (in the form
of lower wages).92 It is, almost certainly, some combination of these.93 The
economics profession has changed its thinking on this issue several times
over the past four decades, but the latest —and highly plausible —consensus
is that workers probably bear more than half of the burden of the corporate
income tax because capital is highly mobile.94 Labor’s share of the corporate
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tax burden is potentially as high as three-quarters.95 Shareholders (investors) probably bear most of the remainder.96 Initially (i.e., in the short run),
the impact on shareholder returns would be greater. Adjustments take time.
In the long run, ESG requirements (TaxESG/CSR) would have a disproportionately negative impact on labor due to capital factor mobility.

Federalizing Corporate Governance
Traditionally, corporate governance is a function of state law and
private decision-making. The Nasdaq rule is one more large step toward
the federalization of corporate governance. Jurisdictional competition and freedom of action by private actors is much more likely to
lead to desirable outcomes than one-size-fits-all mandates by national
regulators.97

Diversity Statistical Reporting
If the Commission decides to mandate (or allow SROs to mandate)
diversity reporting greater than what is currently required under Regulation S-K,98 then it should require reporting on the many kinds of diversity
that are important to business success, not merely the race, ethnic origin,
sex, and sexual orientation of its board members. Diversity reporting
should include:
1. Experience ( job titles, responsibilities and functions, notable

achievements);

2. Other board positions held (in the past and currently);
3. Industries worked in;
4. Education (degrees conferred, subject matter studied, schools

attended, and school locations);

5. Professional certifications, accreditations, and awards;
6. Relevant cultural, charitable, policy, public service, or simi-

lar activities;
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7. Geographic location of residence and business (country, state, region,

and city); and

8. Other factors considered by the corporation when selecting the

board member.

Conclusion
The Nasdaq proposed rule on board diversity has no basis in the economics literature. This should be unsurprising because sex, sexual orientation,
race, and ethnicity have nothing to do with competence. Nasdaq’s claim
that the economics literature supports the proposed rule is a blatant misrepresentation of the economics literature.
The proposed rule represents a marked step back morally, as it requires
discrimination on the basis of sex, race, ethnicity, and sexual orientation.
It is, at a minimum, a violation of the principles of the Civil Rights Act of
1964 and the equal protection clause of the Fourteenth Amendment. With
respect to the SEC, which must approve or disapprove the rule, there is
a strong possibility that the courts would rule that it is a violation. With
respect to Nasdaq, it would depend on whether the courts held Nasdaq to
be a state actor in its regulatory capacity and whether board members were
held to be employees for Civil Rights Act purposes. Many courts have held
SROs to be state actors in various contexts.
The proposed rule is inconsistent with the Commission’s mission and
its statutory charge. The proposed rule neither protects investors, nor promotes the maintenance of fair, orderly, and efficient markets, nor facilitates
capital formation.
The Nasdaq proposed rule rests on a faulty premise. Nasdaq falsely
asserts that shareholders are demanding the corporations they own
discriminate on the basis of sex, race, ethnicity, or sexual orientation. Shareholders are free to instruct management to do so or to pursue other ESG
or social justice objectives via shareholder resolutions. When afforded the
opportunity to do so, however, they rarely do.
Nasdaq also embraces the stakeholder theory of business purpose in
which shareholders—rather than being treated as the owners of the business—are reduced to just one more corporate interest group to be placated
by a powerful and largely unaccountable management.
The true agenda of social justice advocates—apparently including
Nasdaq management—is to remake the purpose of business. Traditionally, the purpose of a business has been to earn a return for its owners
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by cost-effectively combining the capital and entrepreneurial spirit of
its founders and owners with the labor and talent of its employees in a
competitive environment to satisfy the wants and needs of its customers.
The relationship between owners, management, workers, suppliers, and
customers are, subject to certain broad constraints imposed by law, privately decided and voluntary.
With increasing stridency, there is a major effort under way to redefine
the purpose of businesses to achieve various social or political objectives
unrelated to earning a return, satisfying customers, or treating workers
or suppliers fairly. If successful, these attempts to redefine the purpose
of business will have marked adverse social consequences. Management
will be even less accountable to anyone since the metrics of success will
become highly amorphous and constantly changing. Businesses will become
less productive and less competitive. Jobs will be lost, and wages will grow
more slowly. The social welfare cost of going down this road would be
considerable.
The proposed rule is also one more major step toward the one-sizefits-all federalization of corporate governance. Last, if the SEC chooses
to countenance diversity statistical reporting, it should require reporting
of types of diversity that are more relevant to business success than the
immutable racial, ethnic or sexual characteristics of its directors.
The Securities and Exchange Commission should disapprove this proposed Nasdaq rule change. If the Commission does not do so, then Congress
should prohibit securities regulations—including those promulgated by
SROs—that discriminate on the basis of race, ethnicity, or sex.
David R. Burton is Senior Fellow in Economic Policy in the Thomas A. Roe Institute
for Economic Policy Studies, of the Institute for Economic Freedom, at The
Heritage Foundation.
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