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Abstract

There is a prevailing opinion, in the field of International Political Economy, that
ethnolinguistic diversity has a negative impact on the economic performance of countries.
Some of the scholars, however, have argued against it and stated that, under certain
circumstances, the negative impact of diversity is mitigated or even reversed. According to
them diversity can have a positive impact on the economy.

The dissertation took upon the endeavor to examine this proposition within the
context of the OECD countries, and to see to what extent this argument is supported by the
data. The dissertation began from identifying the conditions under which ethnic diversity can
bring positive economic outcomes. It based its quest of the moderating variables on the
organizational science, where the scholars have conducted extensive research concerning the
impact of diversity on the performance of firms. Then, the dissertation transposed the
research to the level of countries and designed a statistical model to assess the impact of
ethnolinguistic diversity on economic outcomes, which were defined in terms of innovation.
The dissertation stated the hypothesis that, in the presence of the right context,
ethnolinguistic diversity leads to higher levels of innovativeness and thus, constitutes an
economic benefit for countries.

The statistical analysis, which included factor analyses and simple cross-country
regressions, provided support for the hypothesis. The results of the regressions have shown
that, for the OECD countries, ethnolinguistic diversity, when accompanied by the right
context, indeed leads to higher levels of creativity, openness and innovativeness. The

Innovation Focused Strategy and Democratic Pluralism emerged as the main moderators of

i

www.manaraa.com



the positive relationship between diversity and innovativeness. The results have also
somewhat supported the Growth Focused Strategy as one of the moderators.

The dissertation results have direct relevance for the discussions in the field of
International Political Economy concerning the matter of state unity. They indicate that
there is a value in heterogenous societies, which is related to higher innovativeness.
Therefore, the international community should encourage the functioning of multiethnic

states and discourage secessions, at least in relation to advanced economies.

First Reader: Prof. Charles Doran
Second Reader: Prof. Gordon Bodnar
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PART ONE: INTRODUCTION

1.  Underlying Idea

There is a prevailing opinion, in the field of International Political Economy, that
ethnolinguistic diversity has a negative impact on the economic performance of countries.
Some of the scholars, however, have argued against it and stated that, under certain
circumstances the negative impact of diversity is mitigated or even reversed. According to
them, ethnic diversity can have a positive impact on the economy. The dissertation took
upon the endeavor to examine this proposition within the context of the OECD countties,
and to see to what extent this argument can be supported by the data.

The problem that the dissertation is going to tackle is part of a broader discussion
concerning the impact of ethnolinguistic diversity on economic outcomes.' There has been a
vivid discussion in the field of Political Economy concerning the effects of ethnolinguistic
diversity on the economic performance of countries. Most of the studies in the field of
Political Economy have pointed to the negative effects of diversity and have shown that
ethnic diversity reduces the rate of economic growth.” The negative effects were mainly
explained in terms of the hypothesized effects of diversity upon political choices. Other
studies, however, have shown that ethnic diversity is not “guilty as charged”’ and that the
argument of ethnic diversity being dysfunctional is not well-founded. The scholars have

noticed that there are certain circumstances, such as the existence of democratic institutions

I The literature of the topic uses interchangeably the terms ethnolinguistic diversity, ethnic diversity,
ethnocultural diversity, racial diversity and cultural diversity when it refers to the diversity associated with
different sub-national identities based on the kin group, linguistic group, ethnic group, racial group or religious
group. The dissertation will also use those terms interchangeably.

2 Basterly and Levine (1997), La Porta, Lopez de Silanes, Shleifer & Vishny (1999), Alesina & Spolaore (2003),
Alesina , Spolaore & Wacziarg (January 2003)

3 Collier (2001)
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and higher income levels, under which the negative impact of diversity is mitigated or even
reversed.! Moreover, some studies, which were conducted on the level of cities, have proven
that ethnic diversity might have productivity enhancing effects.’

Therefore, some of the studies conducted in the field of Political Economy imply
that there are certain moderating variables that influence the relationship between diversity
and economic performance. Those variables determine whether ethnic diversity would have
a positive or negative impact on economic performance. The dissertation has departed from
that point and decided to conduct a thorough search for the moderators of the positive
relationship between ethnolinguistic diversity and economic outcomes.

However, the dissertation defined the economic outcomes not in terms of economic
growth, as it has been done in the previous studies, but in terms of the level of innovation.
The dissertation has pointed to innovation as a channel through which ethnolinguistic
diversity might lead to higher economic performance. The dissertation argued that
ethnolinguistic diversity might increase the levels of creativity, openness to change and
entrepreneurship and thus, it might increase the overall innovative potential for countries.’

Theoretically, the increases in creativity associated with ethnolinguistic diversity
come from the interaction between diverse individuals, which stimulates the generation of
novel ideas. The increases in the openness to change come from the exposure to different
cultures, which broadens the horizons of the people and makes the people more accustomed
to difference and thus, more open to new trends and to change. Finally, the increases in

entrepreneurship are associated with two phenomena. First, diverse societies tend to be

4 Collier (2001), Easterly (2001), Alesina & La Ferrara (2004)

5 Ottaviano and Peri (2004), Florida (2002) have conducted studies on the effects of ethnic diversity on
productivity in American cities and found out empirically that ethnic diversity has a positive impact on
productivity.

¢ The dissertation has based its understanding of Innovation on the theory of Joseph Schumpeter (1934, 1939)
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more open to change, and therefore, they provide more individuals with entrepreneurial
potential, as well as a more receptive audience for entrepreneurial actions. Second, diverse
societies have a higher percentage of minorities and immigrants, and those groups have a
higher propensity to be entrepreneurial.

Since it is the creativity, openness to change, entrepreneurship and innovation, which
could be the channels through which -ethnolinguistic diversity impacts economic
performance, it is sensible to analyze the direct impact of diversity on the innovativeness of
countries. It is especially sensible because, until now, none of the studies in the field of the
Political Economy has done that. Therefore, the dissertation would like to make a first
preliminary assessment of the impact of diversity on the innovativeness of countries, with a
special focus on the conditioning variables of the right context. The dissertation would like
to identify the variables of the right context and assess whether ethnolinguistic diversity,
when accompanied by the right context, indeed can lead to higher creativity, openness to

change, entrepreneurship and innovativeness of countries.
bl

2. Importance of Research

The research that will be conducted by the dissertation is important for three
reasons. First, it is important because it tries to assess whether the ethnolinguistic diversity
can actually constitute an economic benefit for countries, rather than a detriment. Currently,
the perception of ethnolinguistic diversity in the field of Political Economy is rather negative
and ethnolinguistic diversity is mainly perceived as dysfunctional for the economic
performance of countries. The dissertation would like to assess to what extent the data

supports the alternative view which perceives diversity in a positive light.
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The second reason why the research is important is because it underlines the
significance of the right context, and it tries to identify the conditions which are necessary
for ethnolinguistic diversity to bring positive results. The undetlying assumption of the
dissertation is that the positive relationship between ethnolinguistic diversity and
innovativeness could be conditioned by the existence of the right context variables. If the
right context is not present, ethnolinguistic diversity would actually lead to negative results.
Therefore, it is essential to identify what the right context for ethnolinguistic diversity is, and
that is one of the main goals of the dissertation.

The third reason why the research conducted by the dissertation is important is
because it tries to tackle the issue concerning the channels through which ethnolinguistic
diversity might impact the economic performance of countries. The dissertation argues that
innovation is the channel. The assertion itself is not original because the innovative potential
of diversity has been already acknowledged by many other scholars. However, what
constitutes an original contribution to the research is the attempt made by the dissertation to
quantitatively assess the impact of ethnolinguistic diversity on the level of innovativeness of
countries. By assessing the impact of diversity on innovativeness, the dissertation would like
to test whether, indeed, innovation is the channel through which ethnolinguistic diversity

impacts the economic performance of countries.

3. Research Approach

The dissertation will base its quest for the right context variables on the research
conducted within the organizational sciences. The scholars of organizational science have

conducted a very extensive theoretical and empirical research concerning the impact of
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ethnolinguistic diversity on the performance of firms, groups and organizations. The
dissertation will draw on the theoretical foundations of that research and will try to apply the
research from the level of firms to the level of countries. It will use the research to identify
the context which is necessary for the ethnolinguistic diversity to fulfill its positive potential
and to increase the levels of innovativeness of countries.

Having identified the elements of the right context, the dissertation will conduct an
empirical, quantitative analysis of the relationship between diversity and innovativeness,
moderated by the existence of the right context. The dissertation will pose the hypothesis
that the countries which are ethnolinguistically more heterogenous will have higher levels of
innovativeness than the countries which are less heterogenous, however, only if they have
the right context in place. The dissertation will test the hypothesis by using a single cross-
country Regression Analysis. The regressions will evaluate the influence of ethnolinguistic
diversity on innovativeness, and, most importantly, the regressions will assess the impact of
the right context on the relationship between diversity and innovativeness. Before running
the regressions, however, the dissertation will conduct a Factor Analysis to identify the
Independent, Dependent and the Intervening variables that will be used in the regressions.

The dissertation will design a two-step regression model to test the hypothesis, and it
will apply the model to each of the Dependent, Independent, and Intervening variables. The
first regression will test the significance of the relationship between diversity and
innovativeness without the right context in place. It will establish whether there is a
relationship between diversity and innovativeness. The second regression will be the actual
test of the hypothesis posed by the dissertation. It will test the significance of the

relationship between diversity and innovativeness, but as a function of the right context.

www.manaraa.com



The first regression is just a preliminary step to test the grounds for further analysis.
It is the second regression that is vital for testing the hypothesis posed by the dissertation.
The results of the second regression are crucial for checking the plausibility of the
hypothesis posed by the dissertation, which states that the relationship between
ethnolinguistic diversity and innovativeness is a positive function of the right context
variable.

The dissertation will choose 30 OECD countries as a sample for the analysis. The
choice of the OECD countries was purposeful and it was dictated the theoretical
assumptions of the research and by the availability of data. The author is aware of the fact
that such a small sample size for a cross-country regression weakens the validity of the
results and constitutes a main limitation of the research. However, the goal of the
dissertation is not to provide a robust proof for the hypothesis, but to make a preliminary
check whether the hypothesis is plausible, and for that goal the limited sample is acceptable.
Since there has not been an attempt made in the literature before to test such a hypothesis,
the dissertation would like to make a first attempt in that direction. It has to be left to future
research to assess whether the hypothesis holds also when the sample size is enlarged and

more countries are included.

4. Structure of Dissertation

The dissertation consists of five parts followed by the conclusions. The first part
introduces the problem that will be tackled by the dissertation. It describes the underlying
idea of the dissertation, the importance of research, the research approach and the structure

of the dissertation. The second part includes the literature review of the topic. The third part
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contains the theoretical foundations of the research. The first subsection of the third part
describes the idea of Innovation. The second subsection of the third part is based on the
research developed in the organizational sciences, and it describes the links between diversity
and the different elements of innovation which are creativity, openness to change, and
entrepreneurship. The third subsection of the third part describes the conditioning nature
and the importance of the right context, and then it identifies the various elements of the
right context. The elements of the right context are first identified on the level of firms, and
then transposed to the level of countries. This subsection presents a final list of the elements
of the right context which have been identified by the theoretical part of the dissertation.

The last, fourth, subsection of the third part describes the operationalization of the
empirical analysis. The fourth subsection includes the description of the hypothesis, the
description of the Dependent, Independent and Intervening variables, as well as the
description of the empirical model that has been developed by the dissertation to test the
hypothesis.

The fourth part of the dissertation includes the empirical analysis conducted by the
dissertation. First, it explains the measurement of the variables. Second, it describes the
conduct of the Factor Analysis, and it presents the results of the analysis and subsequent
creation of the single scales for the variables. Finally, it describes the conduct and the results
of the Regression Analysis which test the hypothesis posed by the dissertation. In the fifth
part of the dissertation, the author discusses the results of the Factor Analysis and the
Regression Analysis, and it describes the general implications of the research. The fifth part
is followed by the conclusions which consist of a short summary of the topic, with a special
focus on the results obtained; the description of the contribution made by the results and the

suggestions for further research.
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PART TWO: LITERATURE REVIEW

4. Significant Prior Research

4.1.  Differing Perceptions of Ethnic Diversity

Recently, there has been an increased discussion in the field of political economy
concerning the impact of ethnic diversity on the economic performance of a country. There
is disagreement among the scholars concerning the perception of ethnic diversity and its
impact on economic performance. Some of them perceive ethnic diversity as a cost to the
economy, while others perceive it as a benefit. The discussion between the two sides can be
well depicted by presenting the views of Alberto Alesina and Charles F. Doran, since they
are the ones who have been writing about the issue most recently. A thorough review of the
literature on the issue can be found in Alesina and La Ferrara (2004), and Collier (2001).

Many political economy writers’ perceive ethnic diversity as a cost to the society. The
most recent work about the issue is the book written by Alberto Alesina and Enrico
Spolaore (2003) The Size of Nations. Alesina and Spolaore argue that ethnic diversity brings
about both political and economic costs to the country because it increases the heterogeneity
in preferences for public goods. According to the authors, ethnic diversity leads to the

increase in diverse preferences, cultures, and languages within a population. That, in turn,

7 Alesina & Spolaore (2003), Alesina, Spolaore & Wacziarg (January 2003), Easterly & Levine (1997), La Porta,
Lopez de Silanes, Shleifer & Vishny (1999)
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leads to disagreements over the basic characteristics of a government such as redistributive
schemes, public goods, or foreign trade.

The disagreement over public goods and policies in heterogeneous societies leads to
higher costs associated with the functioning of the society. Since belonging to a country
implies agreeing to a set of policies, ethnic heterogeneity implies that very diverse individuals
have to come to an agreement on those matters. The costs associated with that process are

called by the Alesina and Spolaore “the costs of heterogeneity’:

[...] if a great many diverse individuals share the same public goods and
policies, they face increasing costs of heterogeneity of preferences, since they

have to agree with each other and share common policies.”

Alesina and Spolaore argue that due to the costs associated with heterogeneity it is
more beneficial for countries to be homogenous. The members of more homogeneous
countries find it easier to reach agreement over the policies of a jurisdiction and thus, the
costs associated with heterogeneity of preferences over the policies of a jurisdiction are
minimized. In general, contend the authors, “homogeneous polities function more
harmoniously””.

Furthermore, argue the authors, people prefer to live surrounded by people similar
to them. It has been observed that if people are given a choice, they choose to live in
neighborhoods inhabited by members from their ethnic, religious or social group. The
psychologists refer to that phenomenon as a ‘homophily bias’. The authors posit that
because of that, people, if given a choice, would choose to live in more homogenous

countries inhabited by the members from their affinity group.

8 Alesina & Spolaore (2003) p. 17
% Alesina & Spolaore (2003) p. 6
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According to the Alesina and Spolaore, the reason why the societies have not always
formed small and homogenous states lies in the fact that there are certain benefits associated
with a bigger population size."” The authors argue that “the sizes of national states (or
countries) are due to trade-offs between the benefits of size and the costs of heterogeneity of

preferences”"

. The reason why historically we have seen a tendency to form big countries is
that the benefits of size in the previous times were outweighing the costs of heterogeneity.
The authors posit however, that, in the current times the situation has changed and
we have been observing a trend towards a formation of smaller and more homogenous
countries. The first reason behind the change is the alternation of the trade-offs between the
benefits of size and the costs of heterogeneity. The liberalization of trade and the reduction
of warfare diminish the benefits coming from a bigger size. The second reason behind the
trend towards the formation of smaller and more homogenous states is the increase in
democratization. The authors argue that the democratization made it possible for people to
voice their opinion and make demands to create separate states for their ethnic group. The

authors explain the reasons behind the trend towards the formation of smaller and more

homogenous states in the following way:

Whatever the size is, it will be smaller as world markets become larger. This
is precisely why so many very small countries can prosper in world of
relatively free trade compared with other periods in history. To see this,
imagine the difficulties a country the size of Singapore would face in the
protectionist interwar period? In today’s world of free trade relatively small
ethnic regions can “afford” to stay small and homogeneous, whereas this

would be too costly for them in a protectionist world."

10 For a detailed description of the benefits of large population size see: Alesina & Spolaore (2003) pp. 3-6
11 Alesina & Spolaore (2003) p. 3
12 Alesina & Spolaore (2003) p. 14

10
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The authors argue that the trend towards the formation of smaller and more
homogenous states will continue in the future. They say that the increases in
democratization will lead to the break-up of large political jurisdictions into smaller
ones. The authors argue that decentralization can substitute for the secessions but
only up to a point. They utter that, especially in developing countries, the fiscal
decentralization has not been successful, and it created more problems that it solved.
Therefore, they contend, next to decentralization, we will see an increased trend

towards separatism and secessions:

In a more democratic world borders need to satisfy citizens’ aspirations.
Democratic governments can respond to demands of local autonomy by
decentralizing, but there is a limit as to how much a central government can
delegate to regions. To the extent that democratization will continue to

expand, so will separatist movements.

The breaking up of the multiethnic states into smaller and more homogenous units is
not perceived by Alesina and Spolaore as something negative. On the contrary, they say that
“a more peaceful world can be organized in smaller and more numerous states”.”” The
authors present a vision of the future where the world would be composed of small
countries that would coexist peacefully in an economically integrated world. The small
countries would depend on the supranational institutions to enforce free trade and the
functioning of the markets. The authors contend that the insistence on keeping
heterogeneous states together, in an increasingly integrated world, is misplaced and

unnecessary.

13 Alesina & Spolaore (2003) p. 218

11
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Excessive insistence on keeping heterogeneous countries together implied
sizable costs in religious, ethnic, racial, and cultural animosities among

peoples as recent events in the Balkan states amply testify."*

Thus, the perception of ethnic diversity as a cost has led the scholars who share this
view to perceive the secessionist movements and the breaking-up of large multiethnic into
smaller and more homogeneous units as something desirable. That belief is not shared by
the scholars who, on the contrary, perceive ethnic diversity as a benefit to the society.

The argument that ethnic diversity is overall beneficial to the society has been most
recently presented by Charles F. Doran (2001) in his book Why Canadian Unity Matters and
Why Americans Care. He argues that ethnic diversity can constitute a political and economic
benefit for a country and for that reason, as well as for the reasons of the benefits associated
with a bigger size, it is advantageous for the multiethnic countries to remain united and
heterogeneous.

According to Doran, ethnic diversity lies at the heart of stability, productivity and
economic dynamism of a society. He argues that interaction between people of different
cultural origins breeds creativity, broadens knowledge and perspectives. That, in turn,

increases the openness to new ideas, to change, and to dialogue. Doran argues:

[...] cultural and political benefits flow from contact and intercommunication
with individuals of different communal orientation as well. Cultural
interaction among children and young adults broadens knowledge and

perspective. Creativity flourishes. Self-awareness grows. The total output of

14 Alesina & Spolaore (2003) p. 223

12
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productivity in many fields of endeavor is likely to be greater than in a more

: 1
homogenous community. "

Cultural diversity, according to Doran, translates both into political and economic
benefits. The political benefits include the strengthened capacity for honest government.
The economic benefits, according to Doran, include a greater opportunity for specialization,

more innovation and higher productivity:

Greater opportunity for specialization occurs in the larger community
possessing a wider variety of culturally specific skills and aptitudes. Politically,
the openness to new ideas, to change, and to dialogue strengthens the
capacity for honest government. Local monopolies that quell innovation and
change are less likely in a society composed of multiple ethnic and cultural
communities than in those dominated by a few families of similar cultural

outlook such as in some counttries in the third world.'®

Doran adheres to the writings of James Madison in the Federalist Papers no. 10" to
explain the logic behind the argument that diverse societies have a higher internal
competition and a less likelihood of big monopolies. Madison wrote that a large size is
advantageous for the country because a bigger territory is most likely to be more diverse and
thus, less prone to factionalism. Madison argued that the larger the territory, the larger the
variety of parties and interests in the society, and thus, the smaller the chance of any one

party being able to outnumber and oppress the rest. Doran argues that the Madison’s

15 Doran (2001) p. 246
16 Doran (2001) p. 247
17 Madison (1788)

13
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argument put in the language of economics means that “the probability of local monopolies
is less and balanced competition is greater in the larger polity”."®

Doran recognizes, however, that the virtues of ethnic heterogeneity can be only
realized if the cultural diversity is managed in the right way. He argues that the
heterogeneous societies need to be governed by a system that is able to harmonize and
integrate the diverse people under a single polity. According to Doran, the social system
which allows the management of ethnic diversity in a single polity is demzocratic pluralism.

Democratic pluralism is defined by Doran as “a condition of society in which diverse
ethnic, racial, religious, or social groupings ‘maintain their autonomous participation in their

traditional culture within the confines of a single civilization’ or state”.”  He describes

democratic pluralism in the following way:

Democratic pluralism seeks to harmonize and to integrate politically.
Although assimilation may be a goal in some states at some time (whereas
other polities may reject it as counter to the ethos of the society) democratic
pluralism is a political and legal guarantee that assimilation is not required. In
democratic pluralism, regionally specific cultural-linguistic communities
retain their ‘traditional culture’ while participating fully in the processes and
institutions of the state. Above all, democratic pluralism ensures
cohesiveness and political accord within the state. In a mature democracy,

democratic pluralism is completely liberal.”

Doran argues that the principles of democratic pluralism ensure that the diverse
communities can live in harmony with each other inside of a single state. More than that,

says Doran, democratic pluralism allows the members of diverse groups not only to live next

18 Doran (2001) p. 278
19 Doran (2001) p. 5
20 Doran (2001) p. 5
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to each other in peace, but also to thrive spiritually, economically, linguistically, and
intellectually.

Doran argues that the merits of democratic pluralism can be assessed only in a
specific, propitious context. He states that judging the validity of democratic pluralism as a
norm can be done, for the most part, only in advanced countries because only those
countries create a context, which allows for the observation of the principles of democratic
pluralism. Doran argues that the problems of development may overshadow what can be
expected of pluralism. Furthermore, the lack of experience with democracy and thus, the
lack of democratic culture, can also outshine the qualities of democratic pluralism. Finally, a
pervasive and intense violence can also create a situation in which the merits of democratic
pluralism cannot be assessed because the observance of pluralistic principles is such situation

is highly unlikely. Doran concludes the point in the following way:

Hence the argument on behalf of the superior status of democratic pluralism
should only be made in the propitious context of (1) the wealth, education,
and technological sophistication of advanced industrialism, (2) the long-
standing democratic tradition of a polity, and (3) the absence of massive

violence that would seriously distort concentration on pluralist norms.”

According to Doran what puts democratic pluralism at the greatest risk is the notion
of divisive nationalism expressed as secessionist movements. Doran argues after E.J.
Hobsbawm™ that, unlike the earlier nationalism, which was essentially unifying in nature, the

nationalist movements of the late twentieth century are negative and rather divisive.

2 Doran (2001) p. 227
22 Hobsbawm (1990)
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Doran states that the philosophy of separation negates the principles of democratic
pluralism because it professes the ‘incompatibility’ of diverse cultural values and preferences.
He argues that in liberal democracy, where the human rights of individuals and groups are
guaranteed, separatist movements occur for the single purpose of refusing to associate
politically and communicate intensely in a single democracy with citizens of differing ethno-
linguistic affiliation. Doran states that such refusal to live next to someone culturally or
ethnically different is equivalent to the desire to discriminate” and stands against the

principles of democratic pluralism and toleration. Doran argues:

The deeper issue and one of far greater consequence is that the desire (and
legitimate right) to protect and promote one’s own culture, language and
ethnicity has become an effort to create a homogeneous state by breaking
away from a larger, more diverse cultural entity. The deeper issue is a
population’s rejection of the capacity or willingness to communicate and
cooperate politically within a single democracy, that is, within a single federal
state, vis-a-vis another population of differing culture, language and

ethnicity.”

Doran disagrees with the argument put forward by Alesina and Spolaore which
regards secessions and the creation of smaller homogeneous countries as desirable. Doran
argues that, while the preference for homogeneity might be regarded by some as ‘natural’
and ‘inevitable’, at the same time it may be regarded as quite unnatural in the context of
increasing multiculturalism in the twenty first century. He argues that in mature liberal

democracies, the tensions created by existence of diverse cultures under single polity should

2 Doran (2001) p. 246
2t Dotan (2001) p. 5
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not be resolved by secessions but should be managed and eliminated though the democratic

institutions and processes. Doran argues:

Cultural-linguistic fractionalization must be recognized as an effort to
homogenize or ‘purify’ along lines of language and culture. Such
fractionalization cannot be considered in step with the effort to promote
greater openness, toleration, and diversity. In fact, preference for a more
homogeneous, closed society is out of step with the direction of change in

most other multicultural communities.

Doran argues that the adherence to democratic pluralism instead of secessions is
very important especially in the current times when the populations within states become
increasingly mixed. The increased immigration, emigration and differential growth rates
across populations of differing cultural background contribute to the mixing of populations,
a trend which is especially vivid within the advanced countries. Doran states that with the
increased mixing of societies, democratic pluralism becomes an essential attribute of future
world politics because it provides countries with the effective instruments to manage the
tensions arousing in culturally and ethnically diverse societies.

Doran also draws the attention to the impact of secessions, especially those
occurring in the advanced democratic states, on the international community. He states that
secessionist movements and the creation of smaller and more homogenous states are most
likely to bring a great stress to the international community because they put in doubt the
principles of liberal democracy as well as the possibility of cooperation between diverse
cultures. He states that the inability to resolve problems associated with diversity within

stable democracies puts in doubt the ideals of liberal democracy.

2 Doran (2001) p. 20
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Moreover, the secessionist movements, especially inside of mature democracies, and
the creation of homogeneous states puts in doubt the ability to cooperate with people of
different cultural backgrounds not only within a state but also on the international arena.
Doran says that if diverse people cannot cooperate inside a mature democratic state, it is

doubtful that they will be able to cooperate as independent actors.

[...] in politically stable advanced industrial states, with long-standing
democratic government, which have so long nourished democratic pluralism,
secession would seem to proclaim failure of the best hope of mature liberal
democracy. Ultimately, cooperation itself comes into doubt. If diverse
peoples cannot cooperate inside the state, what likelihood is there that they
will cooperate as independent actors? If different cultural communities
cannot solve their problems inside the democratic polity, how can they be

expected to cooperate as independent actors within a larger region?*

Doran concludes with the message that “in the twenty-first century, breakup of the
nation-state is not the answer to society’s shortcomings””. The tensions arising from the
ethnic and cultural diversity of society should not be managed by secessions but should be
managed by the institutions developed within democratic pluralism. According to Doran,
democratic pluralism creates an environment in which the net communal deficit®, that might be
associated with living in a larger and more heterogeneous state, can be offset by the benefits
of size, as well as the benefits of diversity such as the increased creativity, productivity and

openness coming from the interaction between culturally and ethnically diverse people.

26 Doran (2001) p. xv

27 Doran (2001) p. 249

28 Doran defines a net communal benefit as the difference between accepting optimal benefit (within a state of
more than two communal groups) rather than the maximal benefit (in a state with only one communal group);
Doran (2001) p. 247
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The idea that cultural diversity can confer some real economic advantages is also
shared by Francis Fukuyama. He argues that homogeneous societies are more likely to be
closed to outside influences and unable to adapt to changing conditions. According to him,
“cultural diversity can function like genetic diversity in a population, in which different
cultural approaches compete and the more adaptive survive”.”” Thus, the societies that are
more heterogeneous are likely to be more flexible and adaptive, and therefore, are likely to

be more successful.

4.1a. Empirical Studies on the State Level

Several cross-country studies that analyze the direct relationship between ethnic
diversity and economic performance have been conducted in the field of political economy.

Initially, the discussion has focused mainly on the costs of ethnic diversity. The work
of Easterly and Levine (1997), which became a benchmark, argued that ethnic diversity
reduces the rate of growth. The cross-country regression analysis conducted by Fasterly and
Levine indicated that going from complete homogeneity to complete heterogeneity is
associated with a 2.3% fall in economic growth.

According to Easterly and Levine, the negative impact of ethnic diversity can be
explained by the fact that ethnically fragmented economies may find it difficult to agree on
public goods and good policies.”’ The authors argue that the results of their analysis lend
support to the theories in political economy which suggest that interest group polarization

leads to competitive rent-seeking by the different groups and reduces the consensus on

2 Fukuyama (2004) p. 13
30 Easterly & Levine (1997) p. 21
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public goods such as infrastructure, education, and good policies, which in a long-run creates
growth tragedies.”

Easterly and Levine depict Africa as a primary example of the negative impact of
ethnic diversity on economic growth. The authors contend that Africa’s high ethnic
fragmentation explains a significant part of Africa’s poor policies and slow growth. They
state that while the evidence from their study regarding the direct link between ethnic
diversity and growth is more ambiguous, the evidence regarding the indirect link between
ethnic diversity and growth, through the choice of poor public policies, is strong and
significant. They state that the data from their study indicates that high levels of ethnic
diversity in Africa are strongly linked to poor policies, low provision of infrastructure, and
low levels of education, which in turn are strongly linked with slow long-run growth. The
authors conclude that while the results of their study are hardly supporting a mono-causal
view of Africa’s difficulties, they do suggest that ethnic divisions have played a significant
role in Africa’s growth tragedy.”

The study of Easterly and Levine has become a benchmark in the field. However,
there were several studies that criticized and questioned the findings of Easterly and Levine.
Arcand et al. (2000) called Easterly and Levine’s results into question, due to the problems of
data missingness. They argued that there is a potential problem of selection bias for the
African countries because the data does not include the countries in Africa, which have
experienced the slowest growth rates. The authors notice that the African countries
constitute 27 out of 172 observations; the problem is that the data is missing precisely for

those countries in Africa that have been experiencing the slowest growth. According to the

31 Easterly & Levine (1997) p. 25
32 Easterly & Levine (1997) p. 25
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authors that is an important omission that can lead to a selection bias and thus, puts in
question the results obtained by Easterly and Levine.

The conclusions of Easterly and Levine have been also put into question by the
study of Paul Collier (2001). He has conducted an empirical analysis, which showed that
ethnic diversity is not ‘guilty as charged’. The research conducted by Collier depicted that
“ethnic diversity neither increases the risk of civil war, nor reduces economic growth””.
Collier, based on his analysis, contended that usually, multi-ethnic societies can be socially
and economically fully viable.

Collier designed his study based on a question of whether the effects of ethnic
diversity are moderated by the type of diversity, by the type of the political regime, or by the
sector of the economy. He distinguished between two types of ethnic diversity: dominance, in
which one group constitutes a majority, and fractionalisation, in which there are many small
groups. Furthermore, he distinguished between two types of political regimes: democracy and
dictatorship. Finally, his analysis differentiated between two sectors of the economy: public and
private. Collier has laid out a theoretical argument which purported that ethnic diversity, while
in general not associated with lower economic growth or the risk of civil conflict, might be
damaging when it takes the form of dominance; when the country is a dictatorship; and
when the sector under consideration is a public sector.

The results of the empirical analysis provided support for the theoretical argument
proposed by the author. The study showed that fractionalization is normally unproblematic
in democratic regimes; however, it can be destructive in dictatorial regimes. The regression
analysis showed that ethnic diversity has no adverse effects on growth in fully democratic

societies, but it reduces growth up to 3% in dictatorships. According to Collier, the reason

3 Collier (2001) p. 2
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why ethnic diversity has negative impacts on growth in dictatorships is because, in such
regimes, it is more likely that even a remarkably small ethnic group can seize and maintain
power to their own advantage. In such situations the group chooses the redistribution to
itself at the expense of the growth of the whole economy.” In democracies, he argues, such
a situation is not possible, except in circumstances of ethnic dominance, when the size of the
group is around 50%, which gives the group enough majority to control the national policy
of the country.

In case of ethnic dominance, Collier argues, regardless of the political system, ethnic
diversity will have a negative impact on the growth of the economy. The results of Colliet’s
study showed that countries characterized by dominance in principle are likely to have worse
economic performance, although empirically the effect is weak. Collier provides the

following explanation for that observation:

In societies characterized by ethnic dominance the government has both the
power and the incentive to trade off redistribution at the expense of growth.
Whether the system is democratic or dictatorial will make no difference if the
same group is in power, but the dictatorship will be radically worse if it
permits a minority to maintain power. In democracy, the problem diminishes

the larger is the ethnic majority, and if there is single-issue politics.”

According to Collier, the reason why ethnic fractionalization has no adverse impact
on economic growth in democracies is because the negative effects that ethnic diversity has
on a public sector are offset by the positive effects on the private sector. Collier argues that,

possibly, the reason why ethnic diversity has differential effects on the public and the private

3 Collier (2001) p. 17
3 Collier (2001) p. 18
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sector is because in the public sector the benefit for the group is to capture rents, whereas in
the private sector it is to enhance productivity.” Therefore, ethnic diversity is likely to
decrease the productivity of public capital and increase the productivity of private capital.
The results of Collier’s study show that ethnic diversity has a significant impact on
the productivity of capital, and indeed ethnically diverse countries have a higher productivity
of private capital than homogenous countries, but a lower productivity of public capital. The
analysis revealed that the productivity of public capital is 10% lower in the ethnically diverse
society than in the ethnically homogenous society. At the same time the productivity of
private capital is 5% higher in the ethnically diverse society than in the more homogenous
society.”” Collier argues that the two effects offset each other because the private capital
stock is usually larger than the public capital stock, so that at the end ethnic diversity has no

adverse effects on growth:

[...] since the private capital stock is usually larger than the public capital
stock, differential effects of this magnitude would in aggregate approximately
offset each other, hence being consistent with the previous result that in
democratic societies diversity does not have an adverse effect on aggregate

economic performance.”

As far as the risk of conflict, Collier’s study showed that fractionalization actually
makes societies safer, while dominance increases the risk of a violent conflict. He bases his
explanation on the assumption that the causes of civil wars are rather economic in nature,

than based on identity preferences. The assumption is derived from an earlier study

% Collier (2001) p. 20
37 Collier (2001) p. 21
3 Collier (2001) p. 21
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conducted by Collier and Hoeffler (1998, 2000) which provides empirical evidence that the
risk of civil conflict is greatly influenced by the dependence on primary commodities.
According to the study when two societies are compared, with otherwise mean
characteristics, the risk of conflict in the society with no primary commodity export is less
than one percent, while it is 23% in a society where such exports constitute ¥4 of the GDP.”

Collier presents Ethiopia as an example of how economic interests, rather than
ethnic identities, shape the behavior of different ethnic groups. In Ethiopia, he says, the
Eritrean secession gathered together nine different ethno-linguistic groups into a common
political community, at the same time splitting the Tigrini ethno-linguistic group between

Eritrea and Ethiopia. He argues the following:

[...] what appears to be a demand for ethnic liberation based on a primordial
sense of identity, may more reasonably be interpreted as at root an attempt to
control lucrative primary commodities which has created the ethnic identity

as a by-product.”

Collier argues that ethnic fractionalization reduces the possibility of violent civil
conflict because it makes it harder for the rebel groups, which want to seize control over
certain primary commodities, to recruit its members. The rebel groups need cohesion to be
effective, and therefore, they need to recruit within their ethno-linguistic group and they
must avoid recruiting across boundaries of identity. In a fractionalized society the rebel
organizations have a harder time recruiting a cohesive group of members and thus, it is

harder for the rebel groups to build a strong organization of a significant scale. Collier argues

% Cited in Collier (2001) p. 25
40 Collier (2001) p. 24
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that the effect of ethnic dominance and cross-cutting fractionalization produce a broadly

non-monotonic relationship between the number of ethnic groups and the risk of conflict:

Moving from one to two groups almost inevitably switches the society into
ethnic dominance. Usually, this is not fully offset by the benign effect of the
increased fractionalization, so the society overall becomes more at risk.
Moving from two to many groups almost inevitably switches the society back
out of ethnic dominance and gradually increases fragmentation, making the

. . 41
society safer than were it homogenous.

Collier argues that the results of his study point to specific policy implications. He
states, that “contrary to the apparent implication of Easterly and Levine and Alesina et al,,

?*2 and therefore, the

ethnic diversity is not, in general, problematic for economic policy
international community has a stronger interest than it is currently recognized, in preserving
large, multi-ethnic states like Russia, Indonesia and Nigeria. Currently, he argues, the
fallacious popular orthodoxy has encouraged “radical social and political engineering,

»8 in order to

involving population movements and intricate border redesign and secession
create ethnically more homogeneous, and thus, allegedly more viable, states. Collier argues
that the results of his study entail contrary policy implications. According to Collier, the
policy implication from his study is that fractionalized societies are viable and secession
should be discouraged.

Collier provides several reasons for why secessions should be discouraged. First, he

states that the secessionist states would probably be more, rather than less, prone to

international conflict. Collier states that the reason for such is self-evident and comes from

4 Collier (2001) p. 29
2 Collier (2001) p. 19
# Collier (2001) p. 31
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the fact that the increase in the number of countries augments the risk of international war.
Collier argues, that what is even more important, the secessionist states are more prone to
civil conflict. He provides the following three reasons for why the secessionist states are

more likely to experience civil conflict:

First, if endowments of primary commodities tend to be the basis for
secession, the resulting states would be more dependent upon primary
commodities than if they were part of larger political entities. As an
approximation, each extra percentage point of dependence upon primary
commodities raises the risk of conflict by one percentage point. Secondly,
secessionist states would have less ethnic heterogeneity. Recall that contrary
to popular perception, this would increase the risk of conflict. Thirdly, as
secessions occur from ethnically fragmented states, the residual state is liable
to switch from ethnic fragmentation to ethnic dominance. The secessionist
state is also more likely to be characterized by ethnic dominance than by

ethic homogeneity. On average, this doubles the risk of conflict.

The other policy implications suggested by Collier include the following: (1) the
desirability of export diversification in the developing regions; (2) ethnic employment
patronage in the public sector; (3) acceptance that the public sector may be less effective in
diverse societies and thus, drawing different boundaries between public and private activity;
(4) need for democratization in ethnically diverse societies so to avoid dictatorships; (5) need
for better protection of minority rights in societies with ethnic dominance — incorporating
the rights of equal treatment, individual or group, into the popular conception of democracy

in the developing countries; (6) need for the the coordination of the policies of the OECD

# Collier (2001) p. 31
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countries towards diasporas in order to prevent them from supporting and financing the
breaking-up of countries.”

The study of Collier shed a new light on the discussion of ethnic diversity and its
economic impact. It has been acknowledged that under certain circumstances the negative
impact of ethnic diversity is eliminated and what more, ethnic diversity may have a positive
impact on the economic outcomes. Even though, the prevailing orthodoxy still perceives
ethnic diversity as an overall cost to the society, there has been more attention given to the
potential benefits of ethnic diversity.

In a recent study, Alesina and La Ferrara (2004) present a model in which ethnic
diversity constitutes both the costs and the benefits to the economy. It is a different
approach from the initial one presented by Alesina and Spolaore (2003) where ethnic
diversity was equated only with costs to the society because of the differences in preferences
for public goods and policies. Currently, the authors present a different position which
recognizes that ethnic diversity, under certain circumstances, can also have positive impact

on the economy through gains in productivity:

[...] heterogeneity has evident potential costs, but an ethnic mix also brings
about variety in abilities, experiences and cultures, which may be productive

and may lead to innovation and creativity.*

Alesina and La Ferrara (2004) present two recent studies conducted on the level of
cities as a part of the support for the argument that diversity has productivity enhancing

effects. In the study conducted by Florida (2002 a, b) the amenities and diversity of US cities

4 Collier (2001) pp. 32-33
46 Alesina & La Ferrara (2004) p. 11
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is presumed to attract higher human capital. Florida constructs imaginative measures of
diversity which are not directly related to ethnicity but include the share of gay households,
diversity of night life, arts etc. The findings of his study show that indeed places which are
high on diversity attract higher human capital.

Another study referred to by Alesina and La Ferrara which provides support for the
positive relationship between diversity and productivity is the recent study by Ottaviano and
Peri (2004). The study examined the effect of ethnic diversity on economic productivity in
American cities and found that ethnic diversity has productivity enhancing effects and
positive ‘amenity effects’, both on production and consumption. The results showed that the
individuals living in more “culturally diverse” cities earn higher wages and pay higher rents
than those living in more homogenous cities.

Alesina and La Ferrara (2004) note that the important aspect of the study by
Ottaviano and Peri is that the findings are robust to instrumenting.”’ In order to tackle the
endogeneity problem between diversity, and wages and rents, Ottaviano and Peri use the
overall distance of a city from the main ‘ports of entry’ to instrument its share of foreign-
born or its diversity index.” In order to prove that there is no endogeneity problem between
diversity and economic outcomes, the instrument should be correlated with the change in
diversity of cities in a given period but not otherwise correlated with changes in wages and
rents. The authors also use the instruments that control for the growth rates of the cities and

the differences in productivity between the inland and the coast.

47 In the studies concerning diversity and its economic outcomes there is always an issue of endogeneity, which
creates problems especially for the research on the state level. The scholars find it hard or impossible to find
adequate instruments that would ensure that diversity is an exogenous variable not correlated with economic
outcomes. For that reason, the study of Ottaviano and Peri (2004) is important, because the authors manage to
solve the endogeneity problem between diversity and economic outcomes, at least on the city level.

48 Ottaviano & Peri (2004) p. 22
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Ottaviano and Peri (2004) report that the first stage regressions confirm that the
instruments are excellent and explain about 50% of the variation of diversity across cities.”
The further from the ports of entry, the significantly lower diversity is. The results of the
primary regressions are confirmed when the instruments are added, and the effect of the
share of foreign-born on wages and rents across cities remains positive and significant.

Enriched by a new insight about the productivity gains associated with diversity,
Alesina and La Ferrara (2004) present a simple model which analyzes the economic effects
of diversity. The model highlights the trade off between the benefits of “variety” and the
costs of heterogeneity of preferences in a multi-ethnic society. The authors argue that the
potential benefits of heterogeneity come from the variety of individual skills used in the
production process which increases the overall productivity. The costs, on the other hand,
come from the inability to agree on common public goods and public policies.

Alesina and La Ferrara (2004) refer to the work of Lazear (1999 a, b) who also
discusses the trade off between the productive benefits of diversity and the costs of diversity
arising from the problems of communication between people. Lazear argues that there is an
optimal point of this trade off, which indicates the optimal degree of heterogeneity.
According to Lazear, the optimal point of the trade off between the benefits and costs of
diversity for the production depends on the nature of the production unit and its technology.

In the model proposed by Alesina and La Ferrara (2004) the trade off between the
benefits and costs of diversity depends on the level of per capita output. The authors argue

that the benefits from more ethnic fragmentation are increasing with the level of per capita

# Ottaviano & Peti (2004) p. 23
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output. Therefore, they say that the benefits in production from variety in skills are more
likely to be relevant in more advanced and complex societies.”

The authors argue that there is one more important factor, which is left out from the
model, but which might significantly influence the relationship between ethnic diversity and
economic outcomes. The missing factor is the ‘type of institutions’. The authors argue after
Collier (2001) that certain type of institutions may be more conducive to ethnic harmony
than others, and thus, should be taken into account when evaluating the impact of ethnic
diversity.

Alesina and La Ferrara (2004) conduct an empirical cross country analysis to examine
the impact of the level of income and institutions on the relationship between ethnic
diversity and economic performance. The results of their empirical examination show that,
overall, the observed impact of ethnic diversity on growth across countries is negative.
However, the analysis demonstrates that the level of income and the existence of democratic
institutions mitigate the negative impact of ethnic diversity. The punch line is, argue the
authors, that rich democracies are more capable of “handling” productively ethnic diversity”.

The authors conclude the following:

[...] it seems important to take into account that, whatever the mechanisms

relating ethnic diversity to economic growth, channeling diversity towards

productive uses may require a particular set of “rules of the game””!

The authors present some results of their studies on ethnic diversity and population

growth™ in the US counties, which are in line with their cross country results. In their

30 Alesina & La Ferrara (2004) p. 6
51 Alesina & I.a Ferrara (2004) p. 11
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analysis of the US counties, they found that fractionalization has a negative effect of
population growth in initially poor counties and a less negative (or even positive) effect for
initially richer counties. The authors argue that the results from the counties are very
important in corroborating the cross country evidence because they are obtained from a
setting where institutional and political differences are smaller than in case of cross country
analysis.

It is significant that despite the change in the approach and the recognition of
potential benefits associated with ethnic diversity by Alesina and La Ferrara (2004), the
authors did not offer much different policy implications than the ones suggested by the
previous study of Alesina and Spolaore (2003). One would expect that, in the wake of
acknowledging the potential benefits of diversity, the authors would support the existence of
multi-ethnic states. Counter intuitively, the authors still support the creation of smaller and
more homogenous states. They argue that with free trade, countries can be small and
homogenous, which allows them to enjoy the benefits of homogeneity as far as public goods
provision is concerned, and the benefits of diversity in production coming from
international trade. Even though, the authors say that promoting racial homogeneity is
“unappealing and probably incorrect”, still they argue that secessions should not be

perceived as threatening:

52 Alesina & ILa Ferrara (2004) follow the suggestion of Glaeser, Scheinkman and Shleifer (1995) to use
‘population growth’ as a dependent variable instead of ‘economic growth’ when analyzing the effects of ethnic
diversity in American localities. Glaeser, Scheinkman and Shleifer (1995) note that income growth is a natural
measure for cross country growth regressions because labor is relatively immobile across countries. Instead
within the US the high mobility of individuals suggests that population growth is the correct measure to use to
capture areas and cities that are becoming increasingly more attractive economically and as a place to live in.
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To the extent that small countries can prosper in a world of free trade, then
peaceful separatism of certain minorities should not be viewed as

threatening, at least from an economic point of view.”

The authors bring up the study of Glaeser, Scheinkman and Shleifer (1995)
conducted on American localities, as a support for their proposition that small and more
homogenous units are more viable in a situation of diverse environment. The study of
Glaeser, Scheinkman and Shleifer (1995) found that in the cities with large nonwhite
communities, segregation is positively correlated with population growth. According to
Alesina and La Ferrara (2004) that suggests that growth is higher when racial interaction is
lower. They provide the following explanation of why it is the case based on their model:
segregation allows the group to avoid the costs of diversity and take advantage of the

benefits of diversity at the same time. They argue:

A suggestive interpretation of this results that goes back to our model may be
that racial fractionalization with segregation may allow for diversity in
production and lower interaction in public good consumption and social

activity.”

As far as domestic policies are concerned, Alesina and La Ferrara (2004) argue that
the issue at stake is to what extent should the policies promote racial integration. They argue
that the type of democracy that is most likely to promote harmony among diverse people is
the “consociational democracy” based on power sharing among different segments of the
society, a concept developed by Lijphart (1977). The consociational democracy is

characterized by a proportionality system (PR), a mutual veto, and a federalist structure. In

53 Alesina & La Ferrara (2004) p. 29
54 Alesina & Ia Ferrara (2004) p. 11
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that type of democracy a coalition government represents all significant parties of the plural
society. Alesina and La Ferrara (2004) argue however, that, due to certain requirements
which are necessary for the system to work well, the consociational democracy is difficult to
implement and ultimately unstable in some developing countries.” Furthermore, the authors
put into question the effectiveness of power sharing as means of generating inter-ethnic
cooperation because they argue that the power-sharing might actually be a resu/t of pre-
existing, deeply rooted tradition of power sharing in the society, as it has been the case of
Somaliland. The authors conclude that the question of how different people can peacefully

interact with each other still remains open.

5 Alesina & La Ferrara (2004) p. 29

33

www.manaraa.com




PART THREE: THEORETICAL FOUNDATIONS OF
RESEARCH

I. Innovation

I.1.  Schumpeter’s Theory of Innovation

The dissertation derives its understanding of innovation from Joseph A. Schumpeter,
who has placed innovation at the core of his theory of economic development. According to
Schumpeter, innovation is a central feature of the economic evolution of the capitalist
system. Carrying out of innovations defines the economic development. It is the innovation,
he says, that creates the basis of the dynamics of the capitalist system and brings about the

changes in the economic process.

. [N]othing can be more plain or even more trite common sense than the
proposition that innovation, as conceived by us, is at the center of practically
all the phenomena, difficulties, and problems of economic life in capitalist

society.”

Schumpeter argues that even though, there are other internal factors of economic
evolution, such as tastes and changes in growth, it is the innovation that has the most
profound impact on the economic development. The impact of innovation is so immense in
relation to the other factors that we can satisfy ourselves logically, he says, by visualizing

societies in which internal change is merely caused by innovation. The capital investment

%6 Schumpeter (1939) Vol. I, p. 87
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and the expansion of wealth in the capitalist society derive mainly from the plowback of

profits associated with innovation.

...[W]e immediately realize that innovation is the outstanding fact in the
economic history of capitalist society or in what is purely economic in that
history, and also that it is largely responsible for most of what we would at

first sight attribute to other factors.”

In Business Cycles, written in 1939, Schumpeter defines innovation as the setting up of
a new production function. Since in the economic sense, he says, the production is nothing
more but combining productive services, innovation can be understood as combining
factors in new ways, which he also refers to as carrying out ‘new combinations: “in short,
any “doing things differently” in the realm of economic life — all these are instances of what
we shall refer to by the term of innovation.””

The idea of the ‘new combination’ has been already developed in Schumpeter’s
catlier work, The Theory of Economic Development, written in 1934, where he defines new
combination as a different method of producing the same things, or new things. He says that
the carrying out of new combinations covers the following five cases: (1) the introduction of
a new good, (2) the introduction of a new method of production, (3) the opening of a new
market, (4) the conquest of a new source of supply of raw materials, and (5) the carrying out
of the new organization of any industry.”

In order to better understand the mechanism of innovation, says Schumpeter, it is

useful to look at it in perspective of money cost. In the absence of innovation and with the

57 Schumpeter (1939) Vol. I, p. 86
8 Schumpeter (1939) Vol. I, p. 84
% Schumpeter (1934) p. 66
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prices of factors being constant, the total cost of production of individual firms
monotonically increases in relation to their output. However, whenever, with the prices of
factors being constant, the total cost of production of individual firms decreases or remains
the same, we may be sure that there has been innovation somewhere. In other words, each
time the old total or marginal cost curve is destroyed and a new one put in its place, there is
an innovation.

Schumpeter makes a distinction between innovation and invention. The distinction is
important for the modeling of his analysis, where the invention is considered an external
factor and the innovation is considered an internal factor of the economic evolution. While
invention is often a part of innovation, he argues, they are two separate phenomena and
invention is not synonymous innovation. Invention is related to the discovery of new ideas,
which add to the existing store of knowledge, but do not necessarily affect the current of life.
They bring up the possibilities, but not the acts of realization. They acquire relevance to the
economic development only when they are turned into commercial and industrial reality.
Thus, invention becomes innovation only when it is turned into commercial and industrial
usage.

In Schumpeter’s theory, the agents who carry out innovations are referred to as the
Entreprencurs. The function of the entrepreneur is to introduce innovations into the firm.
Schumpeter stresses however, that the term should not be understood explicitly. He says
that “nobody ever is an entrepreneur all the time, and nobody can ever be only an
entrepreneur”. An entrepreneur is a person who, at a given time, performs the
entrepreneurial function of introducing the ‘new combination’.

Schumpeter underlines that what makes a person an entrepreneur is his leadership in

introducing an innovation. He recognizes that most of the time it is the owners who perform
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the entrepreneurial function in the firm. However, he emphasizes that, at the end, “it is the
leadership rather than ownership that matters”.” Therefore, entrepreneurs can be found not
only amongst owners, but also amongst the heads of firms, the managers or some other
salaried employees.

The entrepreneur is motivated by profit. According to Schumpeter, the
entrepreneurial profit (as opposed to ‘wages of management’ in the static circular flow
system) is the excess of total receipts over total costs. The entrepreneurial profit is induced
by innovation and is defined as a “premium put upon successful innovation in capitalist
society”. The entrepreneur is able to seize the profit thanks to the introduction of the
innovation which brings a reduction in the cost of production.

Schumpeter draws attention to the point that the entrepreneurial profit is “temporary
by nature: it will vanish in the subsequent process of competition and adaptation”.” The
entrepreneurs will be able to profit from the introduction of a “new combination” only as
long as the new method is not adopted by the system. When the new method becomes
familiar to the system and when the system adapts to it, the new method is no longer new,
and thus it is no longer an innovation. Since it is no longer an innovation, the entrepreneurial
profit fades away.

The mechanism of the vanishing entrepreneurial profit is inevitable in the capitalist
system because of competition. Whenever the introduction of a new method reveals
possibilities for profit, those who introduced it will be followed by others, with diminishing
creative talent and spirit, who want to exploit the new possibility. In the competitive system
of the capitalist economy, the appearance of a few successful entrepreneurs who profit from

the introduction of an innovation will induce a progressively widening circle of

6 Schumpeter (1939) Vol. I, p. 103
1 Schumpeter (1939) Vol. I, p. 105
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entrepreneurs who will adopt the new method. However, as soon as the method is adopted
by the system, the entrepreneurial profit ceases to exist.

Therefore, the consequences of introducing an innovation have a double-impact on
the entrepreneurial profit. On the one side, the introduction of innovation creates profit for
everybody who adapts the new method. On the other side, the diffusion of innovation and
its adaptation by more and more entrepreneurs leads to the vanishing of the entrepreneurial

profit.

I.2.  Three-Fold Understanding of Innovation

The dissertation develops its understanding of innovation based on the
Schumpeterian theory of innovation and the entrepreneurial profit. From the analysis of the
Schumpeter’s theory it stems out that carrying out the innovation requires the following
elements: creativity, entrepreneurship and openness to change. Therefore, the dissertation
adapts a three-fold idea of innovation, which includes all the three elements. Whenever the
dissertation refers to innovation, in the theoretical part, it refers to the three-fold
understanding of it, which consists of creativity, entrepreneurship and openness to change.

The first element of the three-fold innovation, creativity, is required throughout the
whole process of carrying out an innovation. Innovation refers to “any “doing things

differently” in the realm of economic life””

, and doing things differently requires creativity
on the part of the people who engage in the process. Therefore, in the process of carrying
out an innovation, creativity is required: (1) to create an idea of how to use the invention for

commercial or industrial purposes, (2) to create an idea of a new production function in

terms of: creating a new product; creating new methods of production; opening of a new

2 Schumpeter (1939) Vol. I, p. 84
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market, the conquest of a new supply of raw materials, carrying out of the new organization
of the industry.

Creativity is also required for the act of invention, which very often is a prerequisite
for the innovation. Schumpeter has not included invention into his concept of innovation
for the purposes of his analytical model of economic evolution, which required making a
distinction and separating the external and the internal factors. However, for the purpose of
our analysis, such separation is not necessary and therefore, we will include invention in the
concept of innovation since it is very often an important prerequisite of innovation. We keep
in mind that the two are not synonymous, as discussed by Schumpeter, but we recognize
that invention is very often a part of innovation, the fact that has been recognized by
Schumpeter as well, and therefore, it should be included in our concept of innovation. Thus,
creativity is required throughout the whole process of innovation, starting from the
invention, if that is the case, and going through the process of carrying out an innovation.

The second element of the three-fold innovation, the entrepreneurship, is required
for the sole act of carrying out the innovation. It is required for taking the action and turning

63 that lies at the

the existing possibilities into economic reality. It is the “doing the thing
heart of the entrepreneurial function. New possibilities are continuously being offered by the
surrounding world, but if there is no action to turn them into commercial usage, they
become dead. Many people might see and contemplate the possibilities but they do not have
the entrepreneurial spirit to act upon them. It takes a person who has the initiative, the
vision, the openness to change, the leadership and the drive to take the action and turn ideas

into reality. Thus, the carrying out of the innovation is not possible without an entrepreneur

who does the new thing that others are just thinking about.

03 Schumpeter (1934) p. 88
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The third element of the three-fold innovation, the openness to change, is required
to allow for the change, which is innovation, to take place and to be successful. In order for
the innovation to be successful it has to fall on a receptive ground. The societies, which are
open to change are more receptive to the new things that come with the innovation. The
openness of the society to change increases the possibility of entrepreneurial profit from
innovation and encourages the entrepreneur to take the initiative of carrying out an
innovation. If the society is not open to change, then the initiative of the entrepreneur is
resisted to and therefore, discouraged or wasted. In economic matters, the resistance may
manifest itself, first of all, through opposition in the groups threatened by the innovation,
then in the difficulty in finding the necessary cooperation, and finally in the difficulty in
winning over the customers.” Therefore, in order for the innovation to take place and to be

successful, the society has to be open to change.

II.  Diversity—Innovation Link

The innovation is considered to be a crucial factor in economic development and
thus, a crucial factor in building the competitive advantage for countries. Based on
Schumpeter’s theory of innovation and entrepreneurial profit, the dissertation has developed
a definition of innovation, which constitutes of the three elements: creativity,
entrepreneurship and openness to change. If the competitive advantage for countries is
determined by the conduct of innovation, then societies, which have a higher aptitude of the
three elements of innovation, have a competitive advantage to those societies in which the

aptitude is lower.

% Schumpeter (1934) p. 87
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The dissertation argues that an important factor that might influences the aptitude of
creativity, entrepreneurship and openness to change in a society is its ethnic diversity. More
specifically the aptitudes depend on how diverse the society is, and how the society manages
its diversity. The argument of the dissertation is that ethnically diverse societies could be
more innovative than homogenous societies because ethnic diversity, if put in the right
context, induces greater creativity, entrepreneurship and openness to change.

The dissertation refers to the research conducted in the organizational science in
order to provide evidence for the links between ethnic diversity and innovation. The
following chapters explain in detail the relationship between ethnic diversity and each of the
elements of innovation: creativity, entrepreneurship and openness to change. Thus, the
following chapters of the dissertation refer to:

e diversity-creativity link

e diversity-entrepreneurship link

e diversity-openness to change link

5. Diversity-Creativity Link

The dissertation argues that ethnolinguistic diversity in a country could increase the
creative spirit of the society. Theoretically, the increases in creativity come from a higher
number of different ideas present in a more diverse society. Most of all, however, the
increases in creativity come from the interaction between diverse individuals and the
generation of new quality ideas which result from such interactions. The ideas created in the
process of group interactions are the result of ongoing sharing of ideas, and twisting the

ideas over and over again to develop a completely new idea. In that case, the interaction
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between diverse individuals stimulates creativity and the production of a new value in the
shape of novel ideas.

The dissertation intends to utilize the value-in-diversity hypothesis, developed in the
organizational science, as the theoretical basis for the explanation of why ethnic diversity
could be a source of increased creativity. It will also adhere to other concepts developed
within the management science and psychology, which support the value-in-diversity
hypothesis. The concepts include the concept of creative synergy developed within the
psychology of creativity, and the concept of minority dissent as well as the notion of kaleidoscope
thinking, developed in the organizational theory.

The value-in-diversity hypothesis rests upon the assumption that the variety of
perspectives and experiences represented in diverse teams contribute to higher creativity and
the production of high-quality ideas.” The proponents of this hypothesis argue that a well-
managed diversity increases the creative productivity of groups and organizations in areas of
problem-solving and decision-making. The cognitive act of creative thinking, which stems
from the interaction between diverse individuals has been explained by the notion of
kaleidoscope thinking, which refers to “twisting reality into new patterns and rearranging the
pieces to create a new reality”.” The increased creativity coming from interactions between
diverse individuals is also in the center of the concept of creative synergy, which puts strong
emphasis on the role of interpersonal interactions for the evolution of high-quality ideas in
the group. The isolated effect of the exposition to the variety of perspectives on idea

generation is well captured by the research of minority dissent. The theorists of minority dissent

% Mcleod, Lobel and Cox (1996)
¢ Kanter (1968) p. 11
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have proved empirically that consideration of an issue from multiple perspectives stimulates

greater creativity.”’

5.1.  Diversity-Creativity Research in Organizational Science

Since the publication of the managerial report Workforce 2000” in 1987, stressing the
increasing diversity of the labor force in the United States, the topic of diversity has received
a prominent attention in the field of organizational theory.” The report has argued that the
U.S. workforce is becoming increasingly diverse and that the trend is going to continue in
the future. It predicted that traditional minority groups, such as women and people of color,
will become increasingly present in the workforce in the coming decades and will form a
bigger part of the labor force than the existing majority of white men. The publication has
triggered a discussion among the scholars in the field of organizational science, mostly in the
United States, concerning the impact of increasing workforce diversity on organizational
outcomes. A new line of research, focusing on analyzing the effects of diversity, has been
developed as a result of the debate.

The study of diversity has referred to different categories of diversity,” one of them
being ethnic diversity (also referred to as racial or cultural diversity). Two major approaches
have emerged concerning the effects of ethnic diversity on the organizational outcomes, one
focusing on the negative, and the other on the positive outcomes of ethnic diversity. The

explanation of the negative impact of ethnic diversity has been related mainly to the affective

67 Moscovici (1985), Nemeth (1992)

% Johnston & Parker (1987)

 Janssens & Steyaert (2003)

70 An exhaustive list of 14 different categories of diversity has been provided by Milliken & Martins (1996):
ethnic background, nationality, gender, age, personality, cultural values, socioeconomic background,
educational background, functional background, occupational background, industrial experience, organizational
membership, organizational tenure, and team tenure.
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effects’, which refer to involvement, satisfaction, identification, role conflict, role ambiguity,
perception of discrimination and social integration. The theoretical basis for the argument
has been provided by the social identity theory”. The theory suggests that greater diversity
causes workgroup members to employ divisive social categorizations based on their
differences and that reduces the cohesiveness and increases the possibility of the
dysfunctional conflict within the group impeding the organizational performance.

The explanation of the positive impact of ethnic diversity has been related to the
cognitive effects, which refer to creative thinking, flexibility, novelty, synthesis, analysis,
reorganization, redefinition and complexity. The proponents of the positive effects of
diversity argue that greater diversity among the group members leads to greater variety of
ideas and perspectives and therefore, leads to greater creativity and flexibility of thinking.
The dissertation draws on the theoretical basis, and the empirical findings, provided by the
research related to the positive effects of ethnic diversity to explain the Diversity-Creativity

link.

5.1a. Value-in-Diversity Hypothesis and Supportive Theories

The approach in the organization science stressing the positive impact of ethnic
diversity uses the value-in-diversity hypothesis to explain the positive effects of ethnic diversity
on the group performance. The hypothesis states that “ethnic diversity, at least if properly
managed, produces tangible, positive effects on organizational outcomes”.” The positive

effects of ethnic diversity are derived from cognitive effects of greater creativity and

7 Milliken & Martins (1996) make a classification into four types of effects of diversity on group performance:

affective, cognitive, symbolic and communicative.
72 Tajfel (1982)
3 McLeod, Lobel & Cox (1996) p. 249
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flexibility*. Based on the examination of the origins of creativity in ethnically diverse groups,
as presented by the value-in-diversity hypothesis, the author of the dissertation distinguishes
between two channels of creativity coming from diversity.” The first channel is attributed
simply to the production of a broader range of ideas by diverse, but separate individuals
which provide a wider spectrum of alternatives to choose from when trying to solve a
problem. The second channel is attributed to the process of interaction between diverse
individuals and the generation of new quality ideas resulting from the exposure to the ideas
and experiences of other people.

The first channel of creativity, based on the idea that ethnic diversity can aid the
creative process of problem solving and decision making by presenting a wider
heterogeneous set of ideas for consideration, has the following logic. The diverse ethnic
background endows members of the group with a richer base of perspectives, knowledge,
experiences and skills. Therefore, when the diverse group is faced with a problem, it will
come up with a bigger variety of ideas and solutions to the problem than a group which is
more homogenous. The more diverse the group, the higher the possibility that the ideas of
the individual group members will be different from each other and therefore, there is a
better chance that among those ideas there will be an idea which might provide the right and
the least costly solution to the problem. In more homogenous groups there is a bigger
possibility that the ideas of the members will be more similar to each other, if not the same,
and thus the possibility of arriving with a novel solution to the problem is lower.

The wider spectrum of perspectives present in a diverse group gives the members an

opportunity to see the problem in a new light. The psychologists of creativity argue that

™ Jackson (1992), Cox & Blake (1991)
> The distinction is made by the author of the dissertation, based on the analysis of the work concerning the
value-in-diversity hypothesis and related theories
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seeing a problem in a new way is important for finding creative solutions. Shifting
perspective on a problem allows to redefine the problem and that facilitates creative insights
and permits novel solutions that were not thinkable with the old definition of the problem.
The importance of redefining the problem for finding creative solutions is very well

explained by the following example provided by Lipshitz and Waingortin (1995):

A hotel manager was receiving frequent complaints about the hotel’s lifts
being too slow. Before replacing the elevators with a faster model (a very
expensive option) he decided to get a psychologist’s point of view on the
problem. The psychologist saw the problem not originating in the speed of
the lifts, but rather in the boredom caused by the wait. He then suggested
installing large mirrors in front of the lifts, so that people could pass the time
and entertain themselves looking in the mirrors. The manager opted for this
(much cheaper) solution, and had no more complaints about lifts being too
slow. Thus, taking a different perspective on the problem led to an

. . . 7
innovative, low-cost solution.”

The first channel of creativity has an important insight into the origins or creativity
in diverse groups, however, it appears to the author of the dissertation, that it is the second
channel that provides the most essential explanation of why diverse groups are more creative
because it captures the whole dynamics of cognitive processes of idea generation in a group.
The second channel puts emphasis on the interaction between diverse individuals and the
ways in which the exposure to different perspectives, approaches and experiences changes
the individual’s creative thought and creates a new quality. Furthermore, it puts emphasis on
the collective creativity and the evolution of ideas in a group process, and the novelty that

arises as the idea progresses from one mind to another and is shaped into new forms.

76 Cited in Georgsdottir & Getz (2004) p. 167
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The scholars writing about the second channel of creativity in diverse groups stress
the point that diversity does not only provide the benefits coming simply from a bigger sum
of diverse ideas, but more importantly, it provides the benefits coming from “the potential
changes in the generation of creative ideas that can occur when the inputs and interactions
of other people are introduced”.” The interaction between the group members and the
exposition to the variety of perspectives and ideas stimulates further idea generation by the
group members which results in higher-quality ideas. It changes the individual’s creative
thought also by increasing the probability of more associations.

The ability to produce more associations has been defined by the cognitive
psychologist as being in the heart of creative thinking. Guilford (1950), the founder of the
creativity research in psychology, argued that the associations from one topic to another
allow for the generation of divergent thoughts. The scholars of creativity research observed
that the human mind is inclined to think consistently along predictable lines and tends to be
influenced by the surface features of problems.” What distinguishes the creative mind is the
ability of associative thinking, in which thoughts can leap from category to category rather
than simply following preexisting paths of cognition. The crucial skill in associative thinking
is the ability to notice similar features in seemingly unrelated elements.” The cognitive
psychologists who focus on the team-level creativity® argue that a direct interaction among
diverse individuals highly contributes to associative thinking and thus, to creativity.

The sole cognitive act of idea generation resulting from the interaction between

people in a group has been tagged by R. M. Kanter (1968) as kaleidoscope thinking.” The

77 Kurtzberg & Amabile (2000-2001) p. 285
8 Gick & Holyoak (1987), Novick (1988)

7 Mednick (1962), Sternberg & Lubart (1993)
80 Kurtzberg & Amabile (2000-2001)

81 Kanter (1968)
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generation of ideas under the notion of kalidoscope thinking is based on “twisting reality into
new patterns and rearranging the pieces to create a new reality”.*” In another study, Kanter
(1983) has also observed that the most innovative companies deliberately established
heterogeneous teams to “create a ‘marketplace of ideas’, recognizing that a multiplicity of
points of view need to be brought to bear on a problem”. Furthermore, she stated that: “It
is not the ‘caution of committees’ that is sought — reducing risk by spreading responsibility —
but the better idea that comes from a clash and an integration of perspectives”™.

The whole process of interaction between the group members, which gives rise to
the creation of new ideas, has been referred to, by the scholars of the psychology of
creativity, as creative synergy.” It is a process in which ideas are formed, shared, adapted, and
inspired simultaneously by more than one person. The advocates of creative synergy argue that
“the input of other people’s ideas, knowledge structures, and perspectives at particular stages
of the thought process might have important effects on how creative ideas are formed,
perhaps by increasing the probability of lateral associations.”®

The proponents of creative synergy underline that the group creativity “has something
to offer over and above the simple combination of individually generated ideas.”” They
argue that “synergy is the behavior of whole systems that cannot be predicted by the

behavior of any parts taken separately”™

. The ideas created in the process of group
interaction are the result of ongoing sharing of ideas, and twisting the ideas over and over

again to develop a completely new idea, which is different from the ones initially developed

82 Kanter (1968) p. 11

83 Kanter (1983) p. 167

84 Kanter (1983) p. 167

8 Kurtzberg & Amabile (2000-2001)

86 Kurtzberg & Amabile (2000-2001) p. 286
87 Kurtzberg & Amabile (2000-2001) p. 289
8 Fuller (1981)
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by the individual minds. In that case the interaction adds an extra value and generates a new
product.

The isolated effect of the exposition to the variety of perspectives on idea generation
in a group is well captured by the research of minority dissent. 1t focuses on the impact of
minority views on the majority’s process of thinking. The studies conducted within that
realm of research have provided evidence that the minority dissent is beneficial and
productive for the organization because it enhances creativity and divergent thought in
majority members.” The minority dissent occurs when a minority publicly opposes and
challenges the beliefs, attitudes, ideas, procedures and policies assumed by the majority of
the group.” The enhancement of creativity under minority dissent stems from the
consideration of the issue from multiple perspectives which is forced on the majority by the
minority dissent.

The mechanism that leads to enhanced creativity and divergent thought under
minority dissent is explained by the scholars along the following lines. When the minority
dissent occurs, the majority starts wondering why the minority thinks the way it does.”
However, the reason why the majority tries to understand the minority position is not to
justify, or to verify it, but to reject it.”” The rejection of the minority idea is perceived as
essential for the majority to maintain its position. However, at the same time, the majority
tries to resolve the tension produced by minority dissent in a way that preserves harmony
and intergroup relations.” The tension produced by the minority dissent, and the desire of

the majority to resolve the tension in an accommodative way lead to the increased creativity

8 Nemeth & Staw (1989), Van Dyne & Saavedra (1996), De Dreu & Beersma (2001),
% McLeod, Baron, Marti & Yoon (1997)

1 Nemeth (1986)

92 Moscovici (1980)

93 Crano & Chen (1998)
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and the production of divergent thinking on the side of the majority. The majority members
have to look at the problem from different perspectives, one of which has been suggested by

the minority.”

5.2.  Empirical Support for Diversity-Creativity Link in Organizational Science

There were several” studies conducted within organizational theory that provided
empirical support for the value-in-diversity hypothesis. Cox, Lobel and McLeod (1991) found
that ethnically diverse groups made more cooperative choices in the two-party prisoner’s
dilemma game, than all-Anglo groups did. Later, McLeod and Lobel (1992) found that
ethnically heterogeneous groups produced higher quality ideas in a brainstorming session
than more homogenous groups did.

In another study, Watson, Kumar and Michaelsen (1993) found that, with time,
nationally/ethnically heterogeneous groups scored higher on the range of perspectives and
alternatives generated, than the homogenous groups did. They analyzed the interaction and
performance of the heterogeneous and homogeneous groups for 17 weeks. They observed
that initially the homogenous groups scored higher on both process and performance
effectiveness. Over time, however, both types of groups showed improvement on process
and performance, and differences between groups have decreased. At the end of the study
period, there were no differences between the two groups as far as process and overall

performance, but the heterogeneous groups scored higher on two task measures: range of

% Nemeth (19806)

% The scholars studying ethnic diversity in organizations mention that there has been relatively little research
conducted on ethnic/race diversity and its impact on otganization; greater emphasis has been placed on
diversity with respect to age, gender, and tenure.
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perspectives and alternatives generated. Overall, it was noticed that the heterogeneous
groups made much more rapid process improvements than the homogeneous groups did.
Another study by McLeod, Lobel and Cox (1996), conducted as a controlled
experimental brainstorming, reported that the ethnically diverse groups generated ideas
which were of a higher quality and more feasible than the ideas generated by ethnically
homogeneous groups. The study has focused on the performance of groups on a creativity
task, requiring knowledge of different cultures. The ideas produced by the heterogeneous

»% than the ideas

groups were judged as “significantly more feasible, and more effective
produced by the homogeneous groups. Thus, the results of the study were consistent with
the previous research, suggesting that ethnically diverse work teams have potential
performance advantages over homogenous teams, at least with respect to creativity.

Other than the laboratory studies described above there were also field studies
conducted by Richard et al., which also supported the value-in-diversity hypothesis. Richard
(2000) found that the business strategy of the firm moderates the relationship between racial
diversity and firm performance. The tesults of his study showed that cultural/racial diversity
has a positive impact on a firm’s performance if the firm pursues a growth strategy. His
study demonstrated that “in association with growth, cultural/racial diversity enhances
productivity, and this relationship intensifies as strategic growth increases”.” At the same
time, the results showed that cultural/racial diversity has a negative effect on firm’s
performance if the firm has no growth strategy or a downsizing strategy. In sum, the study
showed that the same tresoutrce, which is cultural/racial diversity, can offer competitive

advantage to some firms, and can be a performance detriment to other firms, depending on

the context.

% McLeod, Lobel & Cox (1996) p. 257
97 Richard (2000) p. 171
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The contextual factors, and their mediating effects on the relationship between
cultural/racial diversity, have been further analyzed in a subsequent study by Richard,
McMillan, Chadwick and Dwyer (2003). This time the researchers designed a study to
explore the moderating role of firm innovation on the relationship between racial diversity
and the firm’s performance. The study, founded on the contingency/ resource-based theoty,
proved again the importance of the context in which racial diversity is placed. It proved that
racial diversity, as a knowledge-based resource, needs to be set in an appropriate context to
fully realize its potential benefits. The study has identified an innovation strategy as one such
contextual variable. Specifically, the researchers found that racial diversity enhanced
performance for banks pursuing an innovation strategy, whereas for banks low in
innovation, racial diversity decreases the performance. According to their study “simply put,
racial diversity is beneficial to innovators.””

The research conducted within #znority dissent realm supports the theory that minority
dissent might be beneficial and productive for team functioning due to the increases in
creativity and divergent thought that it generates. The phenomenon has been shown in many
laboratory studies. For example, Nemeth and Kwan (1985) found that individuals
confronted with a discrepant minority generated a larger number of original, unique
associations than participants confronted with a discrepant majority. Nemeth (1986) found
that minority views can stimulate consideration of non-obvious alternatives in task groups.
She further concluded that persistent exposure to minority viewpoints stimulates creative
thought processes.

Also, De Dreu and De Vries (1993) observed that individuals generated more

original word associations when they were confronted with a minority perspective on the

% Richard, McMillan, Chadwick and Dwyer (2003) p. 114
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subject matter. Moreover, Van Dyne and Saavedra (1996) showed that groups with a
minority influence agent produced more creative ideas and had more divergent perspectives
on the task than groups lacking a minority influence agent. Another study by De Dreu and
West (2001) showed that there were more innovations under high rather than low levels of
minority dissent, but only when there was a high degree of participation in team decision
making. They concluded that minority dissent stimulates creativity and divergent thought,
which, through participation, manifest as innovation.

As far as minority dissent and its influence on decision-making, Peterson (1997)
proved that the quality of team processes and outcomes was higher when the leader was
open to dissent. Likewise, Peterson et al. (1998) found that the top management teams
which were successful were actually encouraging dissent in private meetings. Dooley and
Fryxell (1999) observed that, provided loyalty and competence within teams, dissent was
associated with higher decision quality in strategic decision-making teams within the
observed sample (U.S. hospitals). The positive effect of minority dissent on team decision-
making has been also proven by Gruenfeld, Thomas-Hunt and Kim (1998). The results of
their research showed that members of the majority scored higher on integrative
complexity” when they were confronted with minority dissent. Since the minority dissent
has been proven beneficial for decision-making, creativity and divergent thinking, the
scholars of minority dissent argue that it is important that the organizations are open and allow

for the expression of minority dissent.

9 Integrative complexity defined as “the individual’s tendencies to exhibit (1) conceptual differentiation such as
the recognition of multiple alternatives, and (2) conceptual integration such as the recognition of possible trade-
offs among alternatives.
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6. Diversity-Openness to Change Link

The dissertation argues that ethnic diversity could lead to a higher openness to
change in a society because the interaction with people of different cultural origins and thus,
the exposure to different cultures can increase the openness to change."” The argument is
based on the idea that people who are immersed in a diverse environment, which values
diversity, become more accustomed to differences and to new ideas, and that broadens their
horizons and makes them less afraid of differences and thus, more open to new things and
more open to change. Moreover, ethnically diverse societies include a bigger number of

bilingual or bicultural individuals, who, as argued by the scholars'”'

, tend to have a higher
tolerance for ambiguity and a higher level of divergent thinking, which is associated with
higher openness to change.

The openness to change of the society is important to the economy in the following
three ways: First, a society, which is characterized by a higher openness to change would
provide a higher pool of open-to-change individuals to carry out the innovations. As argued
by Schumpeter, openness to change is one of the essential characteristics of the
entrepreneur.'’” Doing something new implies not only objective difficulties coming from
the fact of entering an unknown ground, which is always more difficult than walking on an
old, well known path. Doing something new implies also difficulties coming from the psyche
of the human being, from the insight of the human mind, which, by nature, feels reluctance

towards new things. It prefers to stay attached to the old habits of thinking which are

familiar and tested by experience. The entrepreneur has to be particularly open to change to

100 Doran (2001) p. 246
101 Lambert (1977)
102 Schumpeter (1934) p. 85-86
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be able to successfully combat the objective difficulties as well as the psychological
difficulties associated with change.

Second, an open-to-change society would provide an audience which is more
receptive to new ideas and thus, more receptive to innovation. Other than providing a bigger
pool of potential entrepreneurs, a diverse society also provides an audience which is more
receptive to change. Such an audience is very important for the successful carrying out of the
innovations. If the audience is open to new things then it is easier for the entrepreneur to
find necessary cooperation and to win over customers for his endeavors. If a society is not
open to change, then an endeavor of the entrepreneur to do something new will be met with
opposition or even condemnation. The resistance to the innovation will put in wane the
entrepreneurial effort and discourage other entrepreneurs from introducing new things to
the society. Therefore, a society which is open to change is essential for the innovation to
take place.

Third, ethnic diversity could be beneficial for a country, in terms of increasing its
adaptability to global markets. The diverse workforce of a country better reflects the
environment of the companies acting internationally than the homogenous workforce does,
and therefore, it allows for those companies to be more adaptive to the changing
international environment, and to be more competitive on the global market. The process of
globalization entails that the countries, in order to remain competitive on the global scale,
have to address not only the consumer needs of their own societies but they have to also
address the needs of the consumers on the global market. To understand consumer markets
throughout the world and to compete in them, the countries need to possess the insight into
the characteristics of consumers in many cultures. Countries with a more ethnically diverse

workforce have a better chance of addressing the needs of those customers because their
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workforce better mirrors the cultural diversity of the global markets. Thus, ethnic diversity
can be very beneficial in terms of global competitiveness, and increases the chances of
carrying out innovations that would be well received on the global markets.

The support for the existence of the link between diversity and openness to change
can be found in the research conducted within the organizational science and within the
cognitive and behavioral psychology. The following paragraphs present in depth the

theoretical and empirical support for the diversity-openness to change link.

6.1.  Diversity-Openness to Change Research in Organizational Science

Within the organizational science, the support for the diversity-openness to change
argument is provided by the value-in-diversity hypothesis, introduced earlier in the dissertation
while discussing the diversity-creativity link. There are also several studies conducted in the
field of cognitive and behavioral psychology which provide strong support for the argument.
The studies relate to the concept of divergent thinking, minority dissent and the groupthink.

In the organizational science, the support for the argument of increased flexibility
stemming from ethnic diversity has been derived mainly from the same line of research that
provided the support for the creativity-diversity link. The proponents of the value-in-diversity
hypothesis argue that ethnic diversity can add value to an organization not only through
increased creativity and innovation but also through increased organizational flexibility that
is induced by diversity. They point to two main sources of the phenomenon: one stemming

from the changes in cognitive processes of the members of the diverse groups, and other
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stemming from the changes in the organizational structure stimulated by the adjustment
related to diversity'”.

The scholars advocating the value of diversity state that “one way that diversity can
make organizations more flexible is through changes in the patterns of employees’ cognitive
structures”'™. In that case the greater flexibility stems from the exposure to different
perspectives, approaches and experiences that are provided by ethnic diversity. The exposure
leads to the increase in divergent thinking in the individuals, which is related to higher
flexibility of thought. An indirect support for that argument has been found in the research
of bilingual individuals. The researchers have found that bilingual individuals have a
substantially higher level of cognitive flexibility than the monolinguals.'” The exposure to
two cultures and two languages enhances the cognitive complexity of bilingual individuals
and increases their ability of divergent thinking. It is argued that a similar mechanism works
in situations when people are exposed to different cultures also to the lesser extent, for
example, at work or in every day life.

The positive changes in cognitive process inside of ethnically diverse organizations
are not only contributed to the process related to the exposure to different perspectives, but
also, simply, to the fact that ethnically diverse organizations include a significantly bigger
number of bilinguals, who are proven to be more cognitively flexible. The scholars argue
that, since the diversity usually stems from including ethnic minorities, more ethnically
diverse organizations are more likely to contain a bigger pool of bilingual or multilingual

individuals. The inclusion of a bigger number of bilingual individuals increases the

103 Cox (2001)
104 Cox (2001) p. 8
105 Lambert (1977)
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organization’s competitive advantage in terms of flexibility and divergent thinking potential
of its members, and thus, in terms of adaptability to change.

The logic behind the process which leads to the increase of divergent thinking as a
result of the exposure to different ideas, is well explained by the minority dissent concept,
which has been described by the dissertation in the chapter dealing with diversity-creativity
link. The scholars of minority dissent provided evidence that the minority dissent enhances
both creativity and divergent thought in majority members."”” The rationale behind the
mechanism that leads to divergent thinking in minority dissent situations is similar to the one
that leads to increased creativity. Simply, the exposure to different views allows the members
to perceive the problem from different perspectives and that stimulates the recognition of
multiple alternatives, which is related to divergent thinking. The occurrence of different
perspectives within a group reduces the possibility of a single-minded process or a zunne/
vision, which is often distinctive of groups, which are not exposed to diverse viewpoints'”.

The problem of single-minded thinking in groups, which are not exposed to
minority views, is very well explained by the groupthink concept developed within the
psychology of groups. The groupthink relates to the absence of critical thinking in groups
caused by excessive preoccupation with maintaining group cohesiveness. Janis (1982) defines

the groupthink in the following manner:

I use the term “groupthink’ as a quick and easy way to refer to a mode of
thinking that people engage in when they are deeply involved in a cohesive
in-group, when the members’ strivings for unanimity override their

motivation to realistically appraise alternative courses of action. [...]

106 Nemeth & Staw (1989), Van Dyne & Saavedra (1996), De Dreu & Beersma (2001)
107 Sauser (1988)
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Groupthink refers to a deterioration of mental efficiency, reality testing, and

moral judgment that results from in-group pressures.'”

The social pressures for groupthink typically develop in cohesive, homogenous
groups."” When group cohesiveness is high, all the members are more likely to express
solidarity, mutual liking, and positive feelings towards the processes within the group. The
members of such a group “tend to evolve informal normal norms to preserve friendly
intragroup relations and these become part of the hidden agenda at their meetings”.""” The
hidden agenda and the accompanying concurrence-secking tendencies interfere with critical
thinking of the group. In order to keep the cohesiveness and the friendly intragroup
relations, the group resorts to distorting member’s observation and ignoring realistic
challenges, anytime those observations and challenges call into question the cohesiveness of
the group.

Until the emergence of the groupthink research, most of the group psychologists were
underlining the positive aspects of group cohesiveness. They emphasized the importance of
group cohesiveness and the positive valuation of the group by the members, and argued that
it has an important effect on members’ motivation to continue to belong to the group and

has a positive effect on the group performance.'’

The potentially detrimental effects of
group cohesiveness were first emphasized by Bion (1961) who explained how the efficiency
of all working groups can be adversely affected by the preconscious myths and

misconceptions of their mutually dependent members — that is, by shared basic assumptions

that tend to preserve the group without regard for the work at hand. The potential

108 Janis (1982) p. 9
109 Janis (1982) p. 7
110 Janis (1982) p. 7
11 Lewin (1952)
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detrimental effects of group cohesiveness were further researched by the scholars studying
the groupthink.

The researchers of the groupthink underlined the fact that cohesiveness does not
only have positive effects, but it can also lead to gross errors in group decisions.'”” They have
observed that the cohesive groups develop strong conformity pressures. Moreover, they
noticed that the greater the group’s cohesiveness, the more power it has to bring about
conformity. For the reasons of defending the unity and the esprit de corps of the cohesive
group, the members of the group take steps, often without being aware of it, to counteract
the disruptive influence of inside critics which question the shared basic assumptions of the
group. Therefore, they are more likely to reject a nonconformist, than the members of a less
cohesive group. The rejection of points of view other than the ones shared by the group
does not allow for divergent thinking within the group and therefore, it hinders the creativity
and flexibility of the group.

The proponents of value-in-diversity have stressed the fact that heterogeneous groups
are much less cohesive than the homogenous groups and therefore, they are much less likely
to fall into the trap of the groupthink. The decrease in group-cohesiveness related to higher
heterogeneity is perceived by the scholars of social identity theory as having a negative impact
on the group performance. However, the scholars of value-in-diversity argue that it might also
have a positive impact because it allows to avoid the consequences of groupthink. The
heterogeneous groups consist of members with diverse perspectives and backgrounds so it is
much harder to impose on them a common set of basic assumptions that would be shared
by everybody. Therefore, the diverse groups are much less constrained by the pressure to

conform to the shared assumptions than the homogenous groups. As a result, the

112 Janis (1982)
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heterogeneous groups are inclined to be much more open to change, while the homogenous
groups are much more willing to stay with the stazus quo.

While the above paragraphs describe the mechanisms behind the first source of
higher openness to change stemming from diversity, which is related to the changes in
cognitive processes of the group members exposed to diversity, the following paragraphs
will describe the other remaining sources. Another way in which diversity can contribute
greater flexibility, according to the proponents of value-in-diversity hypothesis, is through the
responses that an organization has to make to adjust to the diverse workforce. In that case
the greater flexibility is a kind of by-product. The example given by Cox is that the increase
in workforce diversity induces the broadening of the policies and the reduction of
standardization in the operating methods, which, in result, makes the organization more
fluid, more agile and adaptable. The increase in fluidity of the organization is important
because it “should allow the organization to respond to environmental changes faster and at
lower cost”.!"> Moreover, the scholars argue, if the organization has been able to deal with
the challenge of diversity, it is more likely to deal better when it is faced with other types of
challenges that involve change: “Most important of all, if organizations are successful in
overcoming resistance to change in the difficult area of accepting diversity, it should be well
positioned to handle resistance to other types of change”''. Cox and Blake (2001) state that
even though there have not been yet any empirical studies conducted concerning that line of
research, the logic of the argument seems to be compelling.

In addition to the above, Cox and Blake (1991) proposed a marketing argument
which states that the organizations that can successfully attract a diverse workforce will

obtain value by matching the demographic characteristics of the market they serve,

113 Cox (2001) p. 8
114 Cox & Blake (1991) p. 52
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positioning them to sell to a broader and more diverse customer base, and subsequently,
potentially increasing their organizational performance. A similar argument was delivered
earlier by Morgan (1989), who stated that “to adapt successfully to its external environment,
a system must incorporate all the variety found in that environment”.'”” Thus, the
organizational science provides theoretical support for the argument proposed by the
dissertation, which states that ethnic diversity makes the country more adaptable to the

global market and thus, more competitive on the global scale.

6.2.  Empirical Support for Diversity-Openness to Change Link in Organizational

Science

The organizational science has been increasingly asserting the fact that actively
managed cultural diversity can lead to greater flexibility, openness, and the avoidance of
groupthink."'® For example Adler (1991) found that multicultural organizations possess a
greater openness to new ideas, flexibility and avoidance of the groupthink. Managers
interviewed in the process of the research described multicultural organizations as more
flexible and open to new ideas. Others noted the increase in multiple perspectives brought to
problem solving and the increased ability to avoid groupthink. Again others stressed the ability
of multicultural organizations to understand customers’ needs better — for example, to tailor
their marketing campaigns to the nationality of their clients.'’

The increased flexibility of ideas, also referred to as the increased ability of divergent
thinking, in ethnically diverse groups has been proven empirically both by the scholars of

cognitive and behavioral psychology, and organizational science. Several studies conducted

115 Morgan (1989) p. 76
116 Jles & Hayers (1997)
17 Adler (1991) p. 81
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by Nemeth and others in the minority dissent field, have proven that the exposure to minority
view stimulates divergent thinking. Moreover, the research has indicated that minority
dissent has important positive effects for divergent thinking, even if the dissent itself is
wrong: “In either case, it appears to stimulate divergent thought™'"*.

In organizational science, the research of McLeod and Lobel (1992) has indicated
that bicultural individuals possess more flexibility in thinking and more ability to use

. . . . g
innovative thmkmgm

. Their study confirmed the results of the earlier studies in cognitive
psychology which proved that bilingual individuals have a higher level of divergent
thinking.'” The research concerning the positive impact of bilingualism on the ability of
divergent thinking has been initiated after Lambert and Anisfeld (1969) had found that the
French-English bilingual children in Canada had higher levels of flexibility of thought than
the monolingual children. Soon afterwards the research confirming the positive link between
bilingualism and the increased flexibility of thought has started to emerge from around the
wortld, more specifically from Singapore'”, Switzerland'”, South Africa'®, Israel and New
York', western Canada'” and Montreal ™.

According to Lambert (1977), the study of Montreal was especially persuasive
because it involved a comparison of young children, some of whom were given the chance

to become bilingual over a period of years and others who were not given the chance.

Thanks to that, the study was able to prove the causal link between bilingualism and

118 De Dreu &West (2001) p. 1192

119 Cited in Richatrd (2000)

120 Review of this tesearch can be found in Lambert (1977)
121 Torrance, Gowan, Wu & Aliotti (1970)

122 Balkan (1970)

123 Janco-Worrall (1972)

124 Ben-Zeev (1972)

125 Cummins & Gulutsan (1973)

126 Scott (1973)
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flexibility, where the former enhances the latter'”’

. The study found that the group of
youngsters who had become functionally bilingual through “immersion” schooling scored
substantially higher on the ability of divergent thinking than the monolingual group'”. The
‘divergent thinking’ was defined after Guildford (1956) as a special type of cognitive
flexibility.

Having revised all the research concerning the link between bilingualism and

cognitive flexibility, Lambert (1977) concluded that:

There is then an impressive array of evidence accumulating that argues
plainly against the common sense notion that becoming bilingual, i.e., having
two strings to one’s bow or two linguistic systems within one’s brain,
naturally divides a person’s cognitive resources and reduces his efficiency of
thought. Instead one can now put forth a very persuasive argument that
there is a definite cognitive advantage enjoyed by bilingual children in the

domain of cognitive flexibility.'”

Other than the benefits coming from the increases in cognitive flexibility, ethnic
diversity provides the benefits that are related to the avoidance of groupthink. There is not
really a direct empirical support that has been provided for that argument. The scholars
support their argument based on the fact that there is an empirical support for the opposite
case where group cohesiveness, and thus group homogeneity, leads to the groupthink
syndrome. They argue that: “Because group cohesiveness is directly related to degrees of

homogeneity, and groupthink only occurs in highly cohesive groups, the presence of cultural

127 Lambert (1977) p. 18
128 Scott (1973)
129 Lambert (1977) p. 18
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diversity in groups should reduce its probability”"™. It has been shown empirically that
demographic diversity in groups lowers the lower of the social cohesion.”" In the research
conducted by Janis (1972) the cohesiveness of the group is defined as one of the major
reasons behind the groupthink syndrome: “One major condition that I have repeatedly
mentioned has to do with the degree of cohesiveness of the group”'”. Therefore, the
heterogeneous groups, on the contrary to the homogenous ones, have a high possibility of
avoiding the trap of the groupthink, due their lower levels of group cohesiveness.

Janis conducted a research of historical case studies of major U.S. policy fiascos and
found that the fiascos were, to a big extent, attributed to the groupthink, which was, in turn,
attributed to the high cohesiveness of the group. His analysis has proven that “the more
amiability and esprit de corps among the members of a policy-making in-group, the greater is
the danger that independent critical thinking will be replaced by groupthink.”'” He argued
that the prime example of groupthink at work was the Bay of Pigs, when in 1961 President

Kennedy and his small group of advisers accepted the CIA invasion plan on Cuba:

The failure of Kennedy’s inner circle to detect any of the false assumptions
behind the Bay of Pigs invasion plan can be at least partially accounted for by
the group’s tendency to seek concurrence at the expense of seeking
information, critical appraisal, and debate. The concurrence-seeking tendency
was manifested by shared illusions and other symptoms, which helped the

. . . . 1
members to maintain a sense of group solidarity."™

130 Cox & Blake (1991) p. 51

131 Milliken & Martins (1996), Tsui & Gutek (1999), Williams & O’Reilly (1998)
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As argued before, the other channel through which ethnic diversity brings benefits to
the economy is through the enhanced adaptability to the market by these firms, which are
composed of ethnically diverse workforce. That argument is referred to in organizational
science as the marketing argument. The empirical support for the argument is drawn from
several case studies of firms operating locally and internationally that increased the diversity
of their workforce and reaped benefits from it. For example T. Cox and S. Blake bring up
the case of Avon Corporation, which is one of many examples that provide support for the
marketing argument. The case refers to local market but the same logic applies to the firms
which operate on the global market and use ethnic diversity in order to better match their

clients.

Avon Corporation used cultural diversity to turn around low profitability in
its inner-city markets. Avon made personnel changes to give Black and
Hispanic managers substantial authority over these markets. These formerly
unprofitable sectors improved to the point where they are now among
Avon’s most productive U.S. markets. Avon President Jim Preston
commented that members of a given cultural group are uniquely qualified to

understand certain aspects of the world view of persons from that group.'”

A convincing support for the argument that diversity is beneficial for economic
productivity can be found in the actual behavior of the firms. Recently more and more, the
firms stress the importance of diversifying their workforce and managing the diversity for
their benefit." Special units are designed and trainings are conducted within the firms in

order to increase firm’s diversity and to manage it in the right way. Just as an example of

135 Cox & Blake (1991) p. 49
136 Lattimer (1998)
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some of the firms who pioneered in such actions are Avon, Ortho Pharmaceuticals, Procter

& Gamble, Hewlett-Packard,"”’ Northrop Grumman, General Electric™®, Corning and

139

Xerox . And now many others have followed and included diversity in workforce as one of

the firm’s strategic goal. It has been reflected in the websites of those firms which include
special pages concerning the firm’s devotion to increased workforce diversity. A following
extract from such a KPMG website provides a good example of the recent trend in firms’

approach to diversity:

At KPMG, we believe in recognizing, welcoming and valuing our differences.
Our diversity mission is to create a work culture that capitalizes on all the
differences of our people and our client base — both current and future - in
order to be the best that KPMG can be. Diversity refers to all the ways in
which we differ. This includes background, mindset, skills, experience, age,
gender, race, language, religion, social background, disability and sexual
orientation. Diversity is a key strategic business issue for the firm. There are
both social and business reasons for promoting diversity.[...] Diversity at
KPMG represents a source of value because it gives us: broader perspectives,
a greater understanding of our people and our clients, a richer source of
ideas, a closer link to the communities in which we work. In short, it’s all

about providing a richness and range of skills and styles within our firm.'*’

137 Cox & Blake (1991) p. 53

138 Lattimer (1998) pp. 9,12

139 Thomas (1990)

140 KPMG, “Everyone is different at KPMG. Our Success depends upon it.”, KPMG website cited November
3rd 2004: http:/ /kpmgcareers.co.uk/WorkExpetience/ AboutKPMG/Diversity.html
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7. Diversity-Entrepreneurship Link

The proposed dissertation argues that there could be a positive link between ethnic
diversity and entrepreneurship. This is related to two phenomena. First, ethnic diversity
could be related to higher openness to change and that would promote entrepreneurship. As
has been argued before in the dissertation, it could be that diverse societies tend to be more
open to change, and therefore, they provide more individuals with entrepreneurial potential,
as well as a more receptive audience for entrepreneurial actions. Therefore, a society that is
open to change is essential for the entrepreneurial spirit to thrive. Thus, diversity, could
indirectly lead to higher levels of entrepreneurship.

A second phenomenon reflects the direct link between ethnic diversity and
entrepreneurship, and it is related to the fact that diverse societies have a higher percentage
of minorities and immigrants, and those groups have a higher propensity to be
entrepreneurial. The first phenomenon has been described in part of the dissertation
concerning the link between diversity and openness to change, therefore, the following part
will only focus on the second phenomenon responsible for the occurrence of the positive

relation between ethnic diversity and entrepreneurship.

7.1.  Empirical support for higher entrepreneurial propensity among minorities

and immigrants

It has been observed that minorities and immigrants exert a higher propensity to be
entrepreneurial than the native majority. The phenomenon was first observed and

investigated in the US, and then studies from other Western countries have followed,
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reaffirming the observation. The studies concern either minorities in general, including
immigrants and native-born minorities, or immigrants in particular.

As for the US, it has been observed that in every decennial census from 1880 to
1990, immigrants were significantly more likely to be self-employed than natives.'" An
immigration economist, George Borjas (1986), was one of the first to bring the issue to
broader attention. Using the data from the 1970 and 1980 US censuses he conducted an
extensive study of self-employment rates among immigrants and found that the self-
employment rates of most immigrant groups exceeded those of native-born Americans. For
example, among white male labor force participants the probability of self-employment was
16.5% for foreign-born, and 11.7% for native-born. Among Cuban labor force participants
the probability of self-employment was 15.6% for foreign-born, and 10.9% for native-born.
Among Asian labor force participants the probability of self-employment was 12.6% for
foreign-born, and 12.1% for native-born. Among Black labor force participants the
probability of self-employment was 5.3% for foreign-born, and 3.7% for native-born. The
relationship did not hold for the Mexican and other Hispanic labor force participants where
the probability of self-employment was 4.2% for foreign-born Mexicans, and 5.6% for
native-born Mexicans, and it was around 8% for both foreign- and native-born other
Hispanic participants.'*

The recent analysis of data in the US confirms the phenomenon observed by Borjas.
The Minorities in Business 2007 report states that the minority businesses are growing faster
than the population in terms of both numbers of new firms and revenues. It reports that

currently minorities own about 15% percent of the total firms in the US." The data

141 Research Perspectives on Migration (1997) p. 1
142 Borjas (1986) pp. 486-487
143 U.S. Small Business Administration, Office of Advocacy (2002) p. 12
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concerning the number of firms as well as the growth rates for 1982, 1987, 1992 and 1997
shows that the minority-owned firms outpaced nonminority-owned firms substantially in
each of those periods. In the period of 1982-87, the minority-owned firms grew at a rate of
55%, compared to the rate of 11% for the nonminority-owned firms. In 1987-92, the
minority-owned firms grew at a rate of 68%, compared to the rate of 22% for the
nonminority-owned firms. And for the period of 1992-97, the minority-owned firms grew at
a rate of 30%, compared to the rate of 4% for the nonminority-owned firms.'*

Yet, another recent study finds a strong support for the argument that ethnic
minorities exert a higher propensity for entrepreneurship. The Panel Study of

%5 finds that black men and black women are about 50%

Entrepreneurial Dynamics (PSED)
more likely to engage in start-up activities than white men and women, and the difference
between the two is statistically significant. The prevalence rate for Hispanic men is about
20% higher than for white men, but the difference is not statistically significant. And the
Hispanic women are about equally likely to be involved in starting a business as white
women.'*

Furthermore, the PSED study finds that the education is a significant predictor of
nascent entrepreneurs, meaning those who attempt to start new businesses, especially for
ethnic groups.'” Among black men and women, and Hispanic men, those reporting any

graduate training are two to three times more likely to be involved in a firm start-up. The

impact of graduate education on nascent entrepreneurs among white men and women is

144 U.S. Small Business Administration, Office of Advocacy (2002) pp. 19-20

145 Reynolds, Carter, Gartner & Greene (2002); PSED is a national survey sponsored by the Ewing Marion
Kauffman Foundation, the National Science Foundation and 33 member institutions. The random phone
survey of 64,622 houscholds nationwide was conducted for PSED study to find individuals actively engaged in
starting new businesses. The survey identified a panel of 830 nascent entreprencurs willing to provide
information about their business start-up activities and followed their efforts for two-year period.
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very small. The data shows that approximately 26 of every 100 African American men and
20 of every 100 Hispanic men with graduate education experience report efforts to start a
new business. This compares to 10 of every 100 white men with graduate experience.'” The
PSED study also found that the effect of household income on entrepreneurial activity is
similar to the effect of education. Those with higher incomes are more likely to be involved
in starting a business.

The PSED study reveals that the entrepreneurial propensity among minorities is
even higher and more widespread than previously disclosed by the data. Previously, the
propensity to be entrepreneurial among minorities had been measured by the actual business
start-ups. The problem with such measurement is that it measures the outcomes of
entrepreneurial propensity and not the entrepreneurial propensity itself. Therefore, the
entrepreneurial propensity of an individual who was involved in start-up activities but did
not manage to form the company would not be accounted for by the start-up measure. The
PSED measure uses the involvement in start-up activities as an indicator for the individual’s
entrepreneurial propensity. It shows that the real level of entrepreneurial propensity for
many ethnic groups is actually much higher than the level that is indicated by the business
start-ups. For example, the PSED study found that even though the Black people are 50%
more likely to engage in start-ups than Whites, they actually make up the smallest percentage
of subjects whose business idea had gotten off the ground. Among the Blacks originally
polled, just 21% had actually started the business, compared to 34% of Whites. A