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Would more racial diversity on Wall Street make financial bubbles less likely
to develop?

That’s the intriguing possibility raised by an experiment that helps
explain what factors lead markets to become subject to speculative booms
and busts. And while its answers are far from definitive in offering
conclusions for the world as a whole, at the least they offer a fascinating
study in bubble-ology, or why markets seem so perpetually prone to excess.

In a paper published Monday by the Proceedings of the National
Academy of Sciences, Sheen S. Levine of Columbia University and five
collaborators describe an experiment they conducted in Texas and
Singapore.

They trained a bunch of people (180 in all, in 30 different runs of the
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experiment) who had a background in finance in how to calculate the value

of imaginary shares of stock, and tested them to make sure they all had
similar analytical abilities. Then they had the traders buy and sell the shares
among themselves, with each trader’s pretend profits in the simulation to be
paid out as real cash.

The twist: In some of the simulations, the traders were all of the
majority ethnicity (whites in the Texas version). In others, the group of
traders was ethnically diverse (the Texas experiment included African-
Americans and Latinos).

The results were striking. In the markets with ethnic diversity, prices
became 21 percent more accurate, relative to the fundamentals of the stocks,
as trading proceeded. But in the homogenous markets, pricing accuracy
declined by 33 percent over the course of the simulation.

In other words, when a bunch of white guys are trading among
themselves, they are more likely to drive prices to irrational levels than when
there is more diversity among their trading partners.

“Traders in homogenous markets are more likely to accept offers that
are farther from true value,” the authors write. “This supports the notion
that traders in homogenous markets place undue trust in the decisions of
others — they are more likely to spread others’ errors by accepting inflated
offers, paying prices that are far from true values.”

To phrase it differently, people are more likely to trust that others who
look like them will not to try to put one over, and assume that a price they
are asking for a security must be reasonable. It is a bit like a car buyer taking
it as a given that a seller of the same ethnicity is offering a car at a fair price,
but checking the blue book value if the seller is of a different ethnicity.

Conversely, in the trading experiment, traders were more skeptical
when operating in a more diverse environment, applying better analysis and
logic.

It’s anybody’s guess whether the lessons of this small experiment apply
in the real-life global financial markets, where, of course, the trader on the
other side of a computer connection could be from any country on earth and
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be of any ethnicity. But David Stark, a sociologist at Columbia who is one of
the co-authors of the paper, argues there are lessons for big financial firms.

“Ethnically homogenous bunches of traders are more prone to make
big-time errors, so various things that promote ethnic diversity on Wall
Street can actually create gains in market efficiency,” said Mr. Stark, who
has studied the workings of trading floors.

This conclusion also meshes with other research that in many business
circumstances, it pays to have people who look at the world through
different lenses and are likely to be skeptical and questioning of each other’s
ideas, as opposed to succumbing to groupthink.

It is a paradox of managing all types of institutions: You want people
who will collaborate well together, but bring enough different perspectives
that they will challenge each other to arrive at better decisions. As the
authors of the paper write: “The presence of more than one ethnicity fosters
greater scrutiny and more deliberate thinking, which can lead to better
outcomes. Such friction, however, can cause conflict and complicate
collective decisions.”

And that’s a lesson you don’t have to work on a trading floor to
understand.

Correction: November 17, 2014 
A previous version of this article gave an incorrect location for part of the
study. It was Texas, not New York.
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Another reason that the more diversity the better.
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