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Diversity drives innovation and innovation drives diversity. BCG Partner Rocfo Lorenzo explains how diverse leadership teams
establish themselves and thrive.

k& H ire a chief innovation officer.” “Change the culture.” “Look outside your
industry.” There’s no shortage of advice about how companies can become
more innovative. The catch is that most of that advice is based on anecdotal evidence.

But there’s one step companies can take that does have some data behind it.
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A recent BCG study suggests that increasing the diversity of leadership teams leads to
more and better innovation and improved financial performance. In both developing
and developed economies, companies with above-average diversity on their leadership
teams report a greater payoff from innovation and higher EBIT margins. Even more
persuasive, companies can start generating gains with relatively small changes in the

makeup of their senior teams.

For company leaders, this is a clear path to creating a more innovative organization.
People with different backgrounds and experiences often see the same problem in
different ways and come up with different solutions, increasing the odds that one of
those solutions will be a hit. In a fast-changing business environment, such
responsiveness leaves companies better positioned to adapt. (See “Diversity at Work,”
BCG article, July 2017.) This argument has always made intuitive sense, and now we

have some convincing correlations to add to the case.

DIVERSITY GAINING MOMENTUM WORLDWIDE

We surveyed employees at more than 1,700 companies in eight countries (Austria,
Brazil, China, France, Germany, India, Switzerland, and the US) across a variety of
industries and company sizes. (This was a followup study to one we reported on last
year in The Mix That Matters: Innovation Through Diversity, BCG Focus, April 2017, and
discussed in an accompanying TED talk.) We looked at perceptions of diversity at the
management level across six dimensions—gender, age, nation of origin (meaning
employees born in a country other than the one in which the company is
headquartered), career path, industry background, and education (meaning employees’
focus of study in college or graduate school). To gauge a company’s level of innovation,
we looked at the percentage of total revenue from new products and services launched

over the past three years.

Broadly, 75% of respondents said that diversity is gaining momentum in their

organizations. Employees at companies in emerging markets (China, Brazil, and India)
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The biggest takeaway we found is a strong and statistically significant correlation
between the diversity of management teams and overall innovation. Companies that
reported above-average diversity on their management teams also reported innovation
revenue that was 19 percentage points higher than that of companies with below-

average leadership diversity—45% of total revenue versus just 26%. (See Exhibit 1.)

EXHIBIT 1| Companies with More Diverse Leadership Teams Report Higher Innovation Revenue

Companies with Companies with
below-average diversity scores above-average diversity scores

26% 45%

average innovation average innovation
revenue reported revenue reported
by companies by companies

Source; BCG diversity and innovation survey, 2017 (n=1,681).
Mote: Average diversity score calculated using the Blau index, a statistical means of combining individual indices inte an overall aggregate
index,

In other words, nearly half the revenue of companies with more diverse leadership
comes from products and services launched in the past three years. In an increasingly
dynamic business environment, that kind of turbocharged innovation means that these

companies are better able to quickly adapt to changes in customer demand.

Not surprisingly, these organizations also reported better overall financial performance:
EBIT margins that were 9 percentage points higher than those of companies with below-

average diversity on their management teams.
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Of the six dimensions of diversity we considered, all showed a correlation with
innovation. But the most significant gains came from changing the makeup of the
leadership team in terms of the national origin of executives, range of industry
backgrounds, gender balance, and career paths. Age and educational focus showed a
lesser effect.

To see how diversity on the leadership team can translate into better financial
performance, we looked at a hypothetical company with about 50,000 employees and
1,500 people in management roles. We started with a diversity mix in line with overall
averages and innovation revenue that was about one-third of the company’s total (35%,
the average for our sample of companies); we then changed each dimension in isolation
to gauge the effect.

Relatively small changes in the makeup of management can have a significant impact.
For example, if our hypothetical company were to hire 30 managers from a different
industry (2% of the total management team), it would improve its innovation revenue by
a full percentage point. Hiring 38 female managers (2.5% of the team) would have the
same result, as would hiring 23 managers (1.5% of the team) from a country other than
the one in which the company is based. (See Exhibit 2.) To be clear, these are not
incremental new hires but rather replacements for existing managers and executives; the

overall size of the management team remains the same, but it is more diverse.
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EXHIBIT 2 | Changes in Leadership Can Lead to a Percentage Point Gain in
Innovation Revenue

1.5%

of total team

23

managers from a
different nation
of origin

2.0%

of total team

30

managers from
different industnes

38

female
managers

3.0%

of total team

2.5%

of total team

45

externally hired
managers with a
different career
path

Source: BCG diversity and innovation survey, 2017 (n=1,681).
Note: These numbers assume existing diversity in line with averages based on our data. They represent the
effect of changing a single dimension in isolation, assuming that all other variables remain constant.

Our research also found that the effects are additive for all dimensions aside from
industry background and career path (which show some overlap). So rather than
focusing on any specific aspect of diversity, the goal should be to create teams that are

diverse across multiple dimensions—because they all have value.
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idea with an unclear path to success, but making relatively small changes can have a big

impact.

DIGITIZATION AS ROCKET FUEL

The study also looked at the effect of digitization on overall innovation. We found that
companies that place a greater emphasis on digital technology show an even stronger

correlation between diversity and innovation.

Specifically, the study looked at how much companies invest in digital technology as a
percentage of operating expenses. The findings were split into three categories: low
(those in the 5th percentile), median (50th percentile), and high (95th percentile). Those
in the highest percentile of digital investment showed the strongest correlation between

diversity and innovation revenue.

So digitization provides a kind of rocket fuel to companies’ efforts to become more
innovative. In other words, if a company invests in digital, the advantages of diversity

accrue and position it to capitalize more effectively on those investments.

LAYING THE RIGHT FOUNDATION

Even with a diverse management team in place, companies will be able to take
advantage of the unique viewpoints and perspectives of leaders only if they have the
right inclusive foundation. The study therefore looked at the presence of the factors that
allow diversity to flourish and help the diverse management team reshape the
company’s innovation efforts. These factors include fair employment practices, such as
equal pay; participative leadership, with different views being heard and valued; a
strategic emphasis on diversity led by the CEO; frequent and open communication; and

a culture of openness to new ideas.

Most of the companies we surveyed fell short—fewer than 40% of respondents said that

any of these characteristics describe their company, meaning there is significant room

for imnranvement (See Fyhihit 2 Y Nntahlv hnwever the comnaniec where thece
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EXHIBIT 3 | Enabling Factors Exist in Fewer than Half the Companies Surveyed

Enabling factor Mumber of respondents citing Number of companies
the factor as an important where the factor is
prerequisite present
Participative leadership _ 36°f
Managers value employee contributions v

Strategic priority
Top management and the CEQ visibly - 359{0

support diversity
Frequent communication _ 359
Teams have free and open discussions 0

Openness to new ideas
Employees feel they can share their _ 350,1"'0

perspectives without fear of retribution

Fair employment practices
People in equal roles receive equal pay, and — 38“;"0

the company has strong antidiscrimination policies

Source: BCG diversity and innovation survey, 2017 (n=1,681).

This is a familiar issue for organizations that try to improve diversity. It’s all too easy to
hire people from diverse backgrounds and then sit back and expect the magic to
happen. A passive approach is guaranteed to fail. (In fact, even active efforts don’t
always succeed. BCG’s recent research on gender diversity shows that 91% of companies
have a program in place, yet only 27% of women say they have actually benefited from
it. See Getting the Most from Your Diversity Dollars, BCG report, June 2017.)

Many organizations have long-established cultures with a homogenous leadership team
—primarily older white men who have risen through the ranks at their own company.
They need to be proactive if they are to foster diverse viewpoints and perspectives. This
requires a lot of time and attention, along with organizational changes that go far

beyond the hiring process.

Specifically, companies need to approach diversity as they would any other business
imperative. The CEO must own this agenda and visibly lead it. Success also requires
accurately assessing the company’s starting point, establishing specific goals, and

creatino a roadman with milestones and clear acconmntahilitv What i< vonr tarcet? How
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used in just about every major business program, and they are equally applicable to

diversity initiatives—particularly given that success can have such great rewards.

There has long been anecdotal evidence supporting the idea that diversity fosters
innovation. Now there is a databased case as well. The evidence is clear: companies that
take the initiative and actively increase the diversity of their management teams—
across all dimensions of diversity and with the right enabling factors in place—perform
better. These companies find unconventional solutions to problems and generate more
and better ideas, with a greater likelihood that some of them will become winning
products and services in the market. As a result, they outperform their peers financially.

For management teams, there are few slam dunks in the business world. This is one of

them.
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Embrace the Business Imperative of Diversity

Fixing the Flawed Approach to Diversity

Diversity at Work

Diversity Is Just the First Step. Inclusion Comes Next.
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