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ABSTRACT

The broad business case for diversity is compelling. Research shows
that cognitively diverse groups have higher levels of collective intelligence than nondiverse groups, resulting in greater creativity and
innovation as well as in more-effective corporate leadership. The
investment case for diversity is less clear-cut because researchers
simply lack the necessary data to determine whether a link exists
between diversity and portfolio performance. Given what we know
(and do not know) now, we encourage investors who seek to
promote diversity and its business benefits to use investment strategies that combine diversity with known sources of excess returns
in the pursuit of investment performance.
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D

iversity is a word with many meanings. Given its primary
definition relates to “a range of different things,” it
should not be surprising that a conversation about the
benefits of diversity is multi-faceted. The broad business case
for diversity is compelling. Research shows that cognitively
diverse groups, which interact in a culture that embraces dissent,
candor, and respect for other viewpoints (an inclusive culture),
will tend to make better decisions. In general, cognitively
diverse groups have higher levels of collective intelligence than
nondiverse groups, resulting in greater creativity and innovation,
as well as in more-effective corporate leadership.1

The narrower investment case for diversity is less clear-cut, because
researchers simply lack the necessary data to determine whether a
link exists between diversity and portfolio performance. Indeed, we
can test the relationship between observable measures of diversity
and cross-sectional firm characteristics, but it is much more challenging to test the robustness of whether more-diverse firms are better
investments in a portfolio context. An additional challenge is that the
corporate advantages associated with greater diversity are dependent
on an inclusive culture. (In the extreme, homogeneity of thought is no
different than one individual making all the decisions; curiosity regarding divergent views is essential to unlocking the benefits of diversity.)
Corporate culture, however, is exceedingly hard to measure—particularly on a large scale across thousands of firms around the globe.2
Therefore, the ability to ascertain with any degree of definitiveness if
diversity attributes are priced in, or if they should lead to otherwise
unanticipated excess returns, is limited at this time.
The good news for investors is that the growing attention paid to
gender diversity and the issue of gender disparity over the recent past
has led to increased transparency, more research, and ever-broader
reporting of gender statistics. With time, the data and the research will
extend past gender into other areas of diversity, such as race, ethnicity,
age, and cognitive differences, providing more insight and direction for
investment strategies. In the meantime, investors who seek to promote
diversity as a social choice as well as for its broad business benefits
may prefer to rely on investment strategies that pair diversity with
known return-driving metrics in the pursuit of investment performance.
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Cognitive Diversity:
The Antidote to
Groupthink

Research documenting the benefits
of diversity on decision making and
innovation continues to build. The
most reliable results come from
the social sciences and behavioral
economics,3 fields in which well-designed research protocols can isolate the specific elements of how
humans interact and make decisions. In these studies, researchers show
that randomly selected groups of people perform better than the single
most-intelligent person (as measured by intelligence quotient, or IQ) in
the group. In fact, such randomly selected groups outperform collectives
of highly intelligent individuals, including experts, when the latter do not
interact with each other to solve problems.

In many ways, the benefits of diversity in decision making are analogous
to the benefits of diversification in investment strategies. Two people,
whose views are not perfectly correlated, will consider more (and different) facts and perspectives than either one would on their own. Assuming mutual respect and curiosity, their dialogue should lead to a more
comprehensive assessment than would otherwise be the case. Consider
the number of times a reader finds typos in another’s document when
that person could not see the obvious after having spent hours with
the material! Adding more points of view, if different from the existing
perspectives (that is, less than perfectly correlated), can continue to
improve decision making, up to the point of diminishing returns when
the “cost” of including another person in the deliberations outweighs the
benefit of adding another point of view.
To achieve better corporate outcomes (distinct from better investment
outcomes), a firm needs both cognitive diversity among its ranks and a
culture that embraces dissent, candor, and respect for other viewpoints
(an inclusive culture) or the group easily devolves into proverbial groupthink. The antidote to groupthink involves two distinct but necessary
parts: 1) put in place a cognitively diverse team and 2) create an environment that values curiosity, respect, and independent—even dissenting—
views.
The first part of the antidote to groupthink, hiring a cognitively diverse
team, is difficult given humans’ well-documented preferences/biases
and faulty intuition. We tend to select new hires with whom we instinctively identify or who appear to be the perfect “fit” for the position we are
trying to fill. Hiring decisions are too often guided by heuristics, or rules
of thumb, that are dominated by past experiences and by feelings of like
and dislike, with little deliberation or reasoning.4 To illustrate, consider
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what happened after the Boston Symphony Orchestra started to audition musicians behind a screen to prevent visual biases and preconceived
notions of what a top musician should look like from influencing hiring
decisions. In 1970, before this practice was adopted,
less than 5% of musicians in the top five US orchestras were women. By 2016, after most orches“Groupthink occurs when
tras adopted the so-called blind audition, women
5
accounted for more than 35%. The good news
the pressure to conform
is that awareness of the hurdles to achieving true
within a group interferes
diversity is leading to better management practice—
with that group’s analysis of
including adapting the blind audition model for the
a problem and causes poor
corporate hiring process (Bohnet, 2016, and Bisoux,
group decision-making.”
2017).
—Calsters, Diversity in the Management of
The second way to combat groupthink is to cultiInvestments, 2018 Annual Progress Report, p. 19.
vate a culture that provides a safe environment for
expressing independent views and encouraging curiosity—particularly around different points of view,
information, and evidence. To state the obvious, assembling a team of people who are cognitively diverse but afraid to voice
different views or work with their colleagues to solve difficult problems
is unlikely to harvest the benefit of the team’s diversity. In fact, Nemeth
(2018) argues that teams need authentic “dissenters” to stimulate more
complex thinking by the group and to mitigate the tendency of group
members to “go along to get along.”

Nemeth shows that serious problems arise when cultural norms foster
consensus and suppress dissent—as was the case with the Kennedy
Administration’s team dynamics that led to the failure of the Bay of Pigs
in the early 1960s.6 Groupthink has also been linked to disastrous corporate decisions. One example is Swissair’s persistent belief, upheld by
a homogenous board, that it was invulnerable to the unique competitive
environment of European airlines, even as it slid steadily into bankruptcy
(Hermann and Rammal, 2010). And sadly, dissent-inhibiting cultural
norms may have contributed to major airplane crashes and significant
loss of life, such as occurred on Avianca Flight 52 and Korean Air Flight
801 (e.g., Gladwell, 2008).
Disavowing groupthink and taking steps to establish a corporate culture
that embraces diversity and nurtures inclusion is the key to good management practices that produce better corporate outcomes.
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Board Diversity:
What the Data
Tell Us

The impact of diversity on firm
success may be most visible in the
context of board diversity, in large
part because of the many
high-profile efforts to promote
greater representation by women on corporate boards. These public
and actively debated initiatives have yielded a very concrete benefit to
investors, starting with the accumulation of new data. Empirical
studies of the impact of board diversity on firm performance show
mixed results. Several researchers, such as Singh, Vinnicombe, and
Johnson (2001), Nguyen and Faff (2007), Campbell and Minguez-Vera
(2010), and Hunt, Layton, and Prince (2015), have found that firms
with greater female board representation tend to be more profitable
and/or to elicit positive stock market reactions. Others, such as Bohren
and Strom (2010) and Darmadi (2011), have found that greater board
diversity tends to be associated with lower accounting performance
and to be less attractive to investors.
Much of the dispersion in results may be caused by factors distinct
from the gender attributes of corporate boards. For instance, the
literature reveals that female board members tend to have more-limited business backgrounds, have less CEO experience, be younger, and
more likely hold advanced degrees—a fact that makes it difficult to
make direct comparisons (e.g., Carter et al., 2010, and Hillman, Cannella and Harris, 2002). Ahern and Dittmar (2012), for example, show
that the resulting negative impact on firm value from the Norwegian
mandate on gender representation could be explained by younger ages
and by less managerial work experience, rather than by the gender of
the new board members.
Post and Byron (2015) reconcile many of the conflicting findings by
addressing a crucial shortcoming in the existing literature, namely, that
the environment matters to the results. They find that a positive link
between board diversity and firm performance exists in countries which
exhibit stronger shareholder protections and greater gender diversity,
while the opposite tends to be true in countries with weaker shareholder
protections and lower gender parity. In other words, strong shareholder
protections may motivate directors to more actively elicit and systematically process information from all board members, which echoes an
earlier point: culture matters in deriving the benefits of diversity.
Our own research confirms that companies with greater diversity at the
board level also tend to be more profitable, although this finding does not
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imply causality. In our analysis, we gauged the relation between board diversity, as measured by the
percentage of women on the board, and profitability,
using three different definitions of profitability: operating profitability, return on assets, and return on
earnings. The varying definitions allow us to check
the robustness of our conclusions.
We sorted companies, separately in the US market and developed markets ex US, into five groups
based on the percentage of women on the board.
We calculated the rank score of each firm’s profitability relative to its own industry. The higher the
rank, the higher the company’s profitability relative
to its peers. We then compared the average profitability rank of the companies in the top quintile and
those in the bottom quintile. Across all US firms
during the sample period, the average profitability rank score in the top quintile by women on the
board was 68% compared to 59% for the bottom
quintile. Outside of the United States, the results
are comparable, with an average profitability rank of
70% for the top quintile versus 58% for the bottom
quintile.

“Whether or not the share
of women and men... [on]
corporate boards... is related to company performance does not depend
only on the percentage of
each gender on the board
but also on how the board
members… are chosen,
how the boards are organized, and what the rules of
engagement and decision
making are.”
—Iris Bohnet, What Works (2016), p. 8.

Because these results show a link between diversity and profitability,
they may be comforting to some investors who are interested in promoting diversity; profitability is a standard firm characteristic around which
much of the quality-factor literature revolves (e.g., Novy-Marx, 2013).
Average Profitability Rank Score by Quintile based on Percent of Women on Board

Average Profitability Rank Score by Quintile based on Percent of Women on Board
Profitability
Region

United States

Dev ex US

on data from Compustat,
WorldScope, and Vigeo Iris.

Operating
Profitability

Return on Assets

Top 20%
Bottom 20%

71%
58%

61%
60%

73%
58%

68%
59%

Top 20%
Bottom 20%

71%
60%

68%
58%

71%
56%

70%
58%

Gender Quintile

SOURCE
Research Affiliates, LLC, based

Return on Equity

Average

NOTE
Vigeo diversity data available
for the years 2011–2017. The
US sample includes 3,000
companies in the years 2011
and 2012, and roughly 3,800
companies in the years
2013–2017. The Developed

Note: Vigeo diversity data available 2011–2017. The US sample includes 3,000 companies in the years 2011 and 2012, and roughly 3,800
companies in the years 2013–2017. The Developed ex US sample includes 6,800 companies in 2011, 10,000 companies in 2012, and roughly
12,500 companies in the years 2013–2017.
Source: Research Affiliates, LLC, based on data from Compustat, WorldScope, and Vigeo Iris.

ex US sample includes 6,800
companies in 2011, 10,000
companies in 2012, and roughly
12,500 companies in the years
2013–2017.

Any use of the above content is subject to all important legal disclosures, disclaimers, and terms of use found at
www.researchaffiliates.com, which are fully incorporated by reference as if set out herein at length.

www.researchaffiliates.com/esg

7

Research Affiliates

The Challenges of Diversity Investing

December 2018

From our perspective, however, the inquiry cannot end here for two reasons,
both consistent with the prescriptions of Arnott, Harvey, and Markowitz
(2018). First, on its own, profitability as a factor has a somewhat tenuous ex
ante economic foundation (after all, high profitability is a comfort-inducing
firm attribute to most investors). Second, we are naturally led to contemplate
whether other quality-centric attributes, which are backed by both plausible
ex ante theory and tested by the data—such as conservative investment,
issuance, and accruals7—would show the same type of relation.
In other words, could the link between diversity and profitability be data
mined, even if only accidentally so? The payoff to answering this question is
potentially large, in the sense of informing what a diversity-centric strategy
may require to be robust. If diversity shows sufficient correlation with this
richer set of firm attributes, then diversity may contain sufficient information
to be attractive to investors from a return perspective, despite the limited
history of the data. If not the case, these other firm characteristics may be
combined with diversity metrics for the purpose of seeking improved investment performance in diversity-centric investment strategies.
SOURCE

Average Quality Rank Score by Quintile based on Percent of Women on Board

Average Quality Rank Score by Quintile based on Percent of Women on Board
Region
United States

Dev ex US

Gender Quintile

Investment

Issuance

Accruals

Top 20%
Bottom 20%

61%
59%

58%
59%

61%
60%

Top 20%
Bottom 20%

62%
64%

63%
63%

64%
61%

Research Affiliates, LLC, based
on data from Compustat,
WorldScope, and Vigeo Iris.
NOTE
Vigeo diversity data available
for the years 2011–2017. The
US sample includes 3,000
companies in the years 2011
and 2012, and roughly 3,800

Note: Vigeo diversity data available 2011–2017. The US sample includes 3,000 companies in the years 2011 and 2012, and roughly 3,800
companies in the years 2013–2017. The Developed ex US sample includes 6,800 companies in 2011, 10,000 companies in 2012, and roughly

In our analysis, using the same method described earlier, we see no relation
between board diversity and the return drivers of investment, issuance, and
accruals. Thus, while some data suggest that gender diversity on boards
may
profitability,
at this
it remains
uncertain whether
Any use
of the be
abovecorrelated
content is subject towith
all important
legal disclosures, disclaimers,
andtime
terms of use
found at
www.researchaffiliates.com, which are fully incorporated by reference as if set out herein at length.
tilting investment toward companies with greater gender diversity on their
boards is, in and of itself, sufficient to achieve better investment outcomes.
12,500 companies in the years 2013–2017.
Source: Research Affiliates, LLC, based on data from Compustat, WorldScope, and Vigeo Iris.

companies in the years
2013–2017. The Developed
ex US sample includes 6,800
companies in 2011, 10,000
companies in 2012, and roughly
12,500 companies in the years
2013–2017.

This, of course, takes us back to the limitations associated with relying
solely on diversity metrics as they exist today in investment strategies: the
available gender data are at best a rough indicator for cognitive diversity
and collective intelligence, and thus a noisy proxy for firm decision-making
effectiveness. To achieve desired investment outcomes, investors will benefit
from pairing diversity metrics with known sources of excess return.
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CONCLUSION
In addition to being the ethically “right thing to do,” our review of
the literature on diversity leads us to conclude that the business
case for diversity is convincing. Businesses that recognize the
importance of cognitive diversity and that foster curiosity, authentic dissent, and mutual respect tend to avoid groupthink and make
better decisions. These businesses should be best positioned to
benefit over the long term on a number of dimensions of corporate
success, including financial success.
We are unable to conclude, however, that diversity is a robust
return driver. We simply do not have the necessary data to determine whether a link exists between diversity metrics and portfolio
performance. Nonetheless, given the notorious instances in which
poor decisions in the absence of cognitive diversity and a culture
of expressing dissenting views led to unfortunate outcomes, it is
understandable that investors might prefer to trust their investment
dollars to more cognitively diverse companies, all else equal. We
encourage investors who seek to promote diversity and its business
benefits to use investment strategies that combine diversity with
known sources of excess returns in pursuit of their dual objectives.
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Endnotes
1.

Li, Sherrerd, and Treussard (2018) provide a summary of research related to cognitive diversity and business outcomes.

2.

See Graham et al. (2018) for a field survey that addresses the
importance of culture across over 1,000 North American firms
and the relevant references therein.

3.

4.

In addition to Woolley et al. (2010), see Page (2007) for an examination of the logic of cognitive diversity; Bohnet (2016) for a
review of research on gender diversity, bias, and research-based
solutions; and Nemeth (2018) for why culture is important to
realizing improved decision making and creativity.
Kahneman (2011) provides a detailed explanation of the way
humans think, and Bohnet (2016) offers a review of bias
research, which includes both the impact of bias on decisions
such as gender gaps and the ways to reduce the negative impact
of our biases in our environment. Nemeth (2018) discusses
humans’ natural preference to be liked and to join majorities, as
well as the potentially negative impact of those tendencies on
decision-making outcomes.

5.

Bohnet (2016) and Gladwell (2005) provide more discussion of
these biases. Of course, even if certain biases are removed from
the hiring process, others remain and not all inequities are resolved. For instance, a female flutist with the Boston Symphony
Orchestra is suing for equal pay with her male counterpart under
a new state law in Massachusetts (Tsioulcas, 2018).

6.

See Nemeth (2018) for a description of the failures and the
lessons learned by the Kennedy Administration in 1961, which
prevented subsequent poor decisions a year later during the
Cuban Missile Crisis.

7.

A number of studies, including Roll (1986), Boudoukh et al.
(2007), Fama and French (2006, 2008, 2015), Hou, Xue, and
Zhang (2015), and Ball et al. (2015), have contributed to the
literature on the link between corporate attributes and return.
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