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Trade-off puzzle: diversity, risk and returns

Based on extensive studies, it appears that there is no trade-off between diversity and investment performance

THERESA HAMACHER

IS THERE a trade-off between diver-
sity and investment performance?
It's a common question with a de-
finitive answer: No. That's my con-
clusion after conducting an exten-
sive review of the literature on the
relationship between diversity and
investment risk and performance.

An overview of the studies

In total, the research | analysed
comprised 56 studies (largely in
the US) published over the past 28
years that, combined, examined al-
most 50 years of data.

They largely focused on gender
diversity. In fact, 45 of the 56 stud-
ies examined just gender diversity.
Only 11 of them considered racial,
ethnic, and other types of diversi-
ty, and most of this cohort also
took gender diversity into account.

This emphasis is largely a func-
tion of the available data. Informa-
tion on first names and pronoun
use is easily accessible to research-
ers who canuse it to make assump-
tions about gender.

To examine other forms of di-
versity, however, researchers need
self-identification data, which is
harder to find, though some clever
studies do leverage public infor-
mation about portfolio managers'
birthplaces to explore cultural and
socioeconomic diversity.

Still, whatever the distinctions
among the studies’ methods and
focus, the results are consistent
across the board, regardless of the
form of diversity under analysis.

Fifty-two of the 56 studies fo-
cused on portfolio management.
Roughly one-third of these exa-
mined diversity at the team level
and the rest at the individual level.
The four remaining studies consi-
dered the ownership of the firm
hired to manage the investment
team.

Of course, ownership and port-
folio management at many firms
may have considerable overlap.

Diversity and investment
performance: the results

With that background, the findings
on investment performance are as
follows:

B No difference or mixed: There
were 15 findings of either no varia-
tion in performance or outperfor-
mance only in some circumstanc-
es, whatever the characteristics of
the manager. Most of these were
academic studies of mutual funds.
B Outperformance: Twenty-six
findings noted an association be-
tween diversity and outperfor-
mance. More than half of these
were based on studies of hedge
funds, private equity funds, or ven-
ture capital funds, and were pro-
duced by industry firms.

B Underperformance: Seven find-
ings associated diversity with un-
derperformance.

These 48 findings do not add up
to the 56 total studies, because
some studies have multiple find-
ings on performance, while others
focus on risk or other portfolio
characteristics and draw no con-
clusions on performance.

In my assessment, the evidence
for the "no difference or mixed” is
strongest. Why? Because such find-
ings are heavily tilted towards aca-
demic studies that are more likely
to be risk-adjusted, peer-reviewed,
and based on standardised and
heavily scrutinised mutual fund
data.

Nevertheless, the impressive
showing of the "outperformance”
category implies that diversity
may have a more positive affect on
investment performance. On the
whole, the weight of the evidence
indicates that diversity is associat-
ed with performance that is at least
as good as the mean.

Diversity and risk

More than half of the studies ad-
dress portfolio risk.

The results appear straightfor-
ward at first glance, with almost
two-thirds associating diversity
with lower risk.

However, when it comes to risk
taking, we need to distinguish be-
tween personal accounts and pro-
fessional investors.

The findings on personal ac-
counts are quite consistent. There
is no indication that women take
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more risk than men. These studies
draw from large data sets, such as
all accounts at a major brokerage
firm.

Their findings are among the ol-
dest in the literature and have been
replicated periodically over the
past 28 years. They have almost
become accepted wisdom.

However, while there may be a
strong association between gender
and risk taking in personal ac-
counts, factors other than gender
may be driving the results.

While most studies control for
income and marital status, other
factors can affect risk taking, such
as risk tolerance and financial
knowledge.

According to one cross-border
study, gender differences in risk
taking are not present in countries
with more gender equality, which

supports the hypothesis that gen-
der is not determinative when it
comes to risk.

Studies of risk taking by profes-
sional investors further support
this hypothesis: 11 such studies
find women professional investors
take less risk, four find no differ-
ence in risk taking, and four find
that women take more risk.

Overall, this literature suggests
that something other than gender
may be driving the results. Future
studies will hopefully zero in on
what that driver might be.

In conclusion, the evidence
shows that diversity and invest-
ment performance coexist. Inves-
tors don't have to make a choice be-
tween the two.

The writer, CFA, is president of
Versanture Consulting



