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Introduction  
 

At the start of the twenty-first century, the world is returning to some of its fundamental, 

unresolved questions: wide-ranging social transformations, individual freedom, rise of the 

new knowledge-based economy, and the emergence of an information technology revolution. 

The World Culture Report 2000 appears at a time of growing awareness that the dimensions 

of globalization are not only economic and technological1. The search for ways to influence – 

or invent – the social and ethical dimensions of globalization lead inevitably to questions of 

culture. These questions of cultural identity and expression, diversity and pluralism, cultural 

development and heritage go to the heart of UNESCO’s mandate in the field of culture. 

Ethnic, religious identity and expressions are challenged in a number of ways by the 

processes of globalization (Woodward, Skrbis, & Bean, 2008).  

Diversity plays an increasingly important role in opening the spaces for interactivity and 

negotiation in all these areas. Diversity is most often referred to as the variety of human 

groups, societies, or cultures in a specific region, or in the whole world (D. E. Brown, 2004). 

In this globalized world, diversity on one side plays a vital and essential role in economic 

development but on the other side ethnic, cultural and religious polarization resulting 

conflicts, discrimination, segregation and bigotry are increasing gradually in the world’s 

population that does not differ from social and financial exclusion. As escalating the 

heterogeneous society, decisions of the individuals cause catastrophic changes in fluctuation 

of sustainable stock market behaviour or financial markets. Diversity and its implication are a 

big challenge for researchers and policy makers of all the disciplines. By focusing on the 

multidimensionality of diversity, it is necessary to explore the macro level relationship 

between diversity and financial indicators which are responsible for financial development of 

any country.  

Ethnic and religious identities have multiple and complex links with market knowledge 

(Altinay, Saunders, & Wang, 2014). The processing of information into knowledge is a 

creative and culturally informed act, as is the use to which that knowledge is put. A truly 

knowledge-rich world must be a culturally diverse world. Altering the course of global 

transformations is of course a far from easy task. The speed of social and economic change 

 
1 For more detail see, world culture report 2000, UNESCO “Cultural diversity, conflict and 

pluralism", Economia della Cultura, Società editrice il Mulino, issue 3, pages 433-434. 
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often goes counter to the rhythms of culture, which more often measure time in phases of 

experience, stages of life and even in generations than in the nanoseconds of the digital 

networks. Those who can take an active part in global cultural exchange often experience 

culture as a process rather than as a product and their personal sense of ethnic and religious 

identities become a gateway of receptivity towards other cultures. But for those who lack the 

means of exchange or of self-expression, or who experience globalization as an inexorable 

and alien process, there can be a retreat into a narrow sense of cultural identity that rejects 

diversity (Edensor, 2020). As with so many other global issues today, this problem is closely 

linked to the steadily growing gap between the haves and the have-nots in the world. 

The globalization issue is brought into the domain of behavioural finance by way of 

international trade and the notion of ‘ethnic and religious identity’ in the current debate. 

Recent years have witnessed an increase in the number of trade disputes, more acrimonious 

in that they challenge the right of nations to retain their consumption patterns, protect the 

private life of citizens, maintain the moral rights of authors, and stop the dissemination of 

new food technologies. The right approach is not to confront ethnic and religious 

fragmentation with globalizing economic forces but rather to synthesize identity claims and 

globalization (Broude, 2005). 

Ethnic and cultural differences exist in all segments of society and at marketplaces. The 

diversity of ethnic groups means diversity based on colour, race, culture, geographical area, 

ethnicity, language, and religion. A country with different ethnic groups may float new ideas, 

competition, intercommunity trade, tourism attraction and generally a blend of culture from 

people of different backgrounds. This may be a blessing, if it brings about unity in diversity 

and provides fruitful outcomes of diverse society. But sometimes diverse society is itself the 

cause of conflict that may expect to affect socioeconomic circumstances. In all, various 

attributes of ethnic and religious diversity involve communities of different cultures and 

backgrounds. In short, all ethnic and religious conflicts and clashes have moderate to severe 

consequences, when society fights instead of participating in economic activities, then the 

growth and sustainable development of that economy fails to take place (Esman, 2019). In 

that situation, a terrible atmosphere comes-up, property is damaged, loss of human lives, 

infrastructure destruction and investors are scared and discouraged.  

Mostly studies show the inverse association between ethnic diversity and economic growth 

(Alberto Alesina & Ferrara, 2005; Easterly & Levine, 1997; Gören, 2014) alternatively, other 

show a positive relationship between them (Ager & Brückner, 2013; Ashraf & Galor, 2011; 
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Bove & Elia, 2017). Historically, ethnic diversity has increased the levels of conflict because 

of disharmony among ethnic groups. Consequently, one may observe a permanent struggle 

between these groups because of greediness and to attain ethnic interests. Ultimately lives, 

natural resources destroy and private investment discourages. Moreover, investors may be 

reluctant to bring foreign exchange due to vulnerability of conflicts and result in the form of 

reduced investment. Besides losing business activities in these countries, the country’s repute 

in the global community also becomes tainted. 

Based on these linkages, it is surprising, why economists gave less importance to social 

influences on financial markets. So, this dissertation is going to fill this gap, how social 

indicators such as ethnic and religious diversity link with the financial sector. This 

dissertation relates four distinct empirical chapters on ethnic and religious diversity and its 

financial implications. Each chapter focuses on a unique set of research questions, methods, 

and data. The questions are raised such as does ethnic and religious polarization stimulate or 

relegate international trade? Why ethnic and religious polarizations affect the stock market 

development? If yes, then what are its channels? Does financial inclusion have been affected 

by ethnic and religious diversity? And what are channels through which diversity show the 

relationship with financial inclusion? Ethnic diversity whether in any shape linguistic or 

religious may perform for enhancement of size and development of informal economy? One 

can find a few studies covering these issues, in the past from a global perspective. This 

dissertation aims to cover aspects to analyse financial implications of ethnic and religious 

diversity for better policy implementation.  

Diversity and its implication are a big challenge for researchers and policy makers of all 

disciplines. This dissertation considers ethnic diversification impact on financial development 

in the modern world. These days different cultures need to exist close to each other. The 

development of IT technology causes easier connections between countries and societies 

living in different parts of the world. It makes us think about the power of the diversity of our 

world. At the same time, the homogeneity/heterogeneity causes rapidly socioeconomic 

changes which indicate how much this topic is important, current and challenging in financial 

disciplines. This thesis also explores the impact of religious diversity on financial 

development (including stock market development, international trade volume, financial 

inclusion and informal economy) because both play a significant role in sustainable financial 

sector development. In this regards, numbers of hypotheses are proposed to find the direct 
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relationship between diversity and financial sector development for further empirical analysis 

such as: 

H1: Ethnic and religious diversity does not impact stock market development2 

H2: Ethnic and religious diversity does not relegate the international trade  

H3: Ethnic and religious diversity does not affect the financial inclusion  

H4: Ethnic and religious diversity does not expand the informal economy 

The research described in the following chapters is set out in the following way:  

In chapter one, the introduction section is presented. Chapter describes the introduction to 

diversity, its meaning, and the respective implications. Under the behavioural finance 

discipline, which core indicators of the financial sector are largely affected by ethnic and 

religious diversity? How have these financial dimensions been chosen for empirical testing 

with ethnic and religious diversity and why?  

Chapter two contains literature review. It touches on the latest debate of ethnic and religious 

diversity and financial sectors i.e., stock market development, international trade, financial 

inclusion and informal economy. It also includes the critical review of literature in all these 

four dimensions, identifying the gaps and how the thesis will fill this gap in literature.  

In chapter three the research methodology is presented. It describes the types of data, 

structure and how indices have been constructed. Based on the suitability of data which 

empirical technique is applied and why. The assumptions have been prescribed, and how the 

robustness of the variables is tested. It also explained multiple methods of data collection and 

analysis that outlined how many countries are including the empirical analysis. It also 

describes the latest available techniques to testing the empirical data along with differences in 

simple OLS and fixed/random effects.  

Chapter four explores the first empirical testing of the hypothesis (H1) regarding the 

relationship between ethnic and religious diversity and stock market development. It also 

includes the separate discussion of theoretical framework and building model. The section 

also discusses the empirical analysis with interpretation of empirical results. This chapter also 

described the indicators which tested the stock market development performance are market 
 

2 Stock market development includes market capitalization (% of GDP), value of share traded (% of GDP), value of share trade (% of 
market capitalization), No. of listed domestic companies, S&P/Global equity index 
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capitalization, market liquidity, turnover ratio, listed domestic companies, S&P/global equity 

index.   

Chapter five is a chapter that begins an in-depth exploration of ethnic and religious diversity 

and international trade. This chapter also includes the theoretical framework and empirical 

analysis to judge the hypothesis (H2) whether ethnic and religious diversity stimulates or 

relegate the international trade (via export, import and total volume of trade) or not?  

Chapter six looks to ethnic and religious diversity to explain the relationship with financial 

inclusion (H3). This chapter also includes the theoretical framework and empirical analysis of 

ethnic and religious diversity and financial inclusion (Financial inclusion is measured through 

mixture activities of usages dimension; access dimension and bank branches and barriers 

dimensions). 

Chapter seven explores whether ethnic and religious diversity enhances the size and 

development of informal economy (H4)? This chapter also includes the theoretical 

framework and empirical analysis to show this nexus. Size and development of the informal 

sector as a percentage of GDP is used as a proxy for the informal economy. 

The final part puts together the conclusions that have been based on earlier chapters and then 

policy implication is drawn based on empirical findings. 
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Chapter-1 The role of ethnic and religious diversity in the 

financial sector  
 

1.1 Introduction to diversity, its meaning, and the respective 
implications 

 
Diversity is a complex, controversial, multidimensional, and worldwide phenomenon. It has 

been important for peace and prosperity of any country. Due to its multidimensionality, 

several definitions have been used to explain the concept of diversity and for cohesive 

society. D. E. Brown (2004) identified many kinds of diversity around the globe. The notion 

of diversity refers to the fact that members of a community differ in certain characteristics 

linked to ethnic origin, socio-economic status and culture. One of the most significant 

challenges that modern societies face, and at the same time one of our greatest opportunities, 

is the growing ethnic and religious diversity across the globe (Robert Putnam, 2007). 

Understanding the impact of ethnic diversity on the economy in a broad sense, but also on 

social relations and living conditions, has become a priority.  

Ethnic heterogeneity and religious divisions have become the burning issues and exist in 

about all regions and continents of the world (Azam, 2001). It is truly hard to find any place 

or field where there is no existence of more than one ethnic or religious group. The flow of 

ethnic groups within totally different cultures and norms are increasing in volume every year 

(Barth, 1998; Bates, 2000; Castles, 2000; Sung, 2014). It seems more challenging to local 

societies when people often discover their emotional, cultural and religious identities. 

Of course, microeconomics and the theories of international trade, competition policy cannot 

address their topics without accepting the fact that countries, firms and human beings differ. 

However, even their diversity is not per se an interesting issue but rather only one among 

other starting points of the analysis. This neglect of heterogeneity/differences/diversity in 

today’s economic discourse stands in a marked contrast to other social sciences that have 

always laid much more focus on how different countries and their institutional features; firms 

and their structures and strategies; and human actors and their endowments, expectations and 

aspirations are.  

There is one field of economic sciences to which the above assessment that diversity hardly 

matters does no longer apply, namely finance. The modern debate started with the empirical 
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work of King and Levine (1993) on the relationship between finance and development and 

growth in the early 1990s and the theoretically oriented landmark book “Comparing Financial 

Systems” by Allen and Gale (2000). Together with various co-authors, Levine and Allen 

have since that time continued to investigate financial systems and their diversity in empirical 

as well as theoretical studies. 

This branch of economic theory provides the conceptual basis for taking institutions and 

institutional diversity seriously and in doing so permits to go beyond mere descriptions. Thus, 

it does not come as a surprise that even the recent editions of the well-known corporate 

finance textbook of Richard Brealey and Stewart Myers (Brealey, Myers, Allen, & Mohanty, 

2012), has incorporated sections on financial systems and corporate governance in a 

comparative perspective and that Jean Tirole’s “Theory of Corporate Finance” (2010)3 starts 

out with more than one hundred pages which describe the diversity of financial and 

governance systems in different parts of the world. 

While it is clear that financial depth has a positive effect on economic growth, the questions 

of what determines financial development and how to develop financial markets remain 

imperfectly understood. More specifically, economists still have an insufficient 

understanding of the following key issue. What exactly is diversity and to what exactly does 

diversity in finance refer? Trying to answer these questions and to contribute to this debate 

various upcoming conferences has rigorously analyzed the issue in many presented papers. 

The concept of diversity relates to the fact that not all elements that belong to a given set are 

similar under certain aspects. As far as finance is concerned, it can relate to banking systems, 

financial sectors and even to entire financial systems or elements of financial systems such as 

firms’ financing patterns or corporate governance regimes. Moreover, one can look at 

diversity within a given country or region henceforth called “in-country diversity” and to 

different countries at the same time, labeled as “between-country diversity”.  

The concept of diversity also lends itself to describing and analyzing financial system 

developments including the development of their diversity over time. For instance, one can 

analyze if the banks or the financing patterns or the corporate governance regimes of large 

corporations in each country become similar. And finally, perhaps most importantly, one can 

also combine the comparison between countries and that over time to check if the diversity of 

the entire financial systems of different countries increases (decreases) or stays the same. The 

 
3 For more detail, see Tirole (2010). 
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concept of diversity thus offers a possibility to address the interesting issue of financial 

system convergence. 

Diversity in financial markets may also lower the chance and magnitude of disruptive asset 

and credit market bubbles if boom-and-bust cycles can remain relatively limited to parts of 

the financial market. Also, more diverse financial markets should be characterized by a larger 

number of smaller institutions than is the case with more concentrated markets, thus lowering 

the moral hazard associated with “too big to fail” (Weller & Zulfiqar, 2013b), and thus again 

lowering the chance of speculative financing. What’s more, institutionally more diverse 

financial markets may be better at mobilizing domestic savings, which could reduce the need 

for external and potentially destabilizing portfolio capital flows (Weller & Rao, 2010). A 

larger deposit base may also reflect more household savings and thus an increased ability of a 

household to smooth consumption during an economic downturn, which could keep 

recessions from getting more severe (Weller & Zulfiqar, 2013b). 

Diversity, at its core, implies an understanding that everyone is unique, and that one should 

recognize the individual differences. Diversity in the sociological, psychological, 

management and economic sciences disciplines is often discussed in terms of the dimensions 

of race, ethnicity, gender, sexual orientation, socio-economic status, age, physical abilities, 

culture, religious beliefs, political beliefs, or other ideologies. The study of various 

dimensions of diversity is a fascinating topic. Historical evidence shows that formal studies 

of groups of people dates back as early as thousands of years ago. This curiosity about 

cultural differences grew significantly over the last century, driven by the globalization of 

business and economics that created a need for a greater understanding of diverse societies, 

and the way these differences impact the manner people live in society (Easterly, Ritzen, & 

Woolcock, 2006). More diversity is associated with larger credit markets, a broader deposit 

base, faster growth, and a lower chance of asset bubbles. Diversified financial markets can 

result in lower liquidity constraints for a range of clients than would be the case with 

institutionally more concentrated markets. 

Scholars in the field of diversity often conceptualize differences as an attribute leading to the 

perception that another person is dissimilar, regardless if this perception is indeed anchored in 

reality (Cunningham, 2007). As a characteristic of social groupings, diversity can be analyzed 

at the individual level or in its aggregate form (e.g., organization, community, or society) 

(Van Dick, Van Knippenberg, Hägele, Guillaume, & Brodbeck, 2008). 
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Diversity is also an abstraction which encompasses the factors that dictate patterns of social 

relations, interaction, communication and human association. Relating the importance of 

culture to society, Clifford Geertz refers to diversity “as an entire way of life of a society: its 

values, practices, symbols, institutions, and human relationships” (Harris & Huntington, 

2001). Building on Geertz’s definition, (Rao & Walton, 2004) suggest: diversity is concerned 

with identity, aspiration, symbolic exchange, coordination, and structures and practices that 

serve relational ends, such as ethnicity, ritual, heritage, norms, meanings, and beliefs a set of 

contested attributes, constantly in flux, both shaping and being shaped by social and 

economic aspects of human interaction. Both Rao & Walton and Geertz conceive of 

‘diversity’ as something that influences how social interaction is received and communication 

is achieved.   

Table 1 provides a synthesized review of various dimensions covered in diversity research 

Diversity Attribute Scholars 

Gender Fernando, G. D., Jain, S. S., & Tripathy, A. (2020), Ye, D., Deng, 

J., Liu, Y., Szewczyk, S. H., & Chen, X. (2019), Brieger, S. A., 

Francoeur, C., Welzel, C., & Ben-Amar, W. (2019), Rao, K., & 

Tilt, C. (2016),  Htun, M. (2004) 

Race/Ethnicity Amin (2020), Salloum, C., Jabbour, G., & Mercier‐Suissa, C. 

(2019), Brown, T. N., Donato, K. M., Laske, M. T., & Duncan, E. 

M. (2013). Pitts, D. W. (2005).  

Nationality Homan, A. C., Buengeler, C., Eckhoff, R. A., van Ginkel, W. P., & 

Voelpel, S. C. (2015), Ruigrok, W., Peck, S., & Tacheva, S. (2007), 

Nielsen, B. B., & Nielsen, S. (2013)  

Culture Lozano, J. F., & Escrich, T. (2017), Leininger, M. M. (2011), 

Hingley, R. (2005),  

Tenure Abdul-Raheem, J. (2016), Vasilescu, B., Posnett, D., Ray, B., van 

den Brand, M. G., Serebrenik, A., Devanbu, P., &Filkov, V. (2015, 

April), Moody, J. (2000), 

Skills & Expertise Wahid, A. S. (2019), Brink-Danan, M. (2015), Bublitz, E., & 

Noseleit, F. (2014), Gray, S., &Nowland, J. (2017). 

Education Grier, S. A. (2020), Singh, V., & Chakravarty, S. (2018), Ball, A. 

F., & Tyson, C. A. (Eds.). (2011), Banks, J. A. (2001). 

Age Wang, M., & Fang, Y. (2020), Rabl, T., & del Carmen Triana, M. 

(2014), Sluiter, J. K. (2006). 
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Disability Mackelprang, R. W., &Salsgiver, R. O. (2016), Selmer, J., Suutari, 

V., & Lauring, J. (2011),  Olkin, R. (2002), Woodhams, C., 

&Danieli, A. (2000) 

Marital Status Faroque, O., Ferdausy, S., & Rahman, M. S. (2020), Jordan, A. H., 

& Zitek, E. M. (2012).  Song, L. (2012). 

Sexual Orientation Byington, E. K., Tamm, G. F., & Trau, R. N. (2020), Drydakis, N. 

(2019), Mooney, C. (2019). Diamond, L. M. (1998) 

Gender Identity Galbreath, J. (2018), Lee, M., & Huang, L. (2018), Law, C. L., 

Martinez, L.R., Ruggs, et al., 2011 

Personality Traits Udin, U. D. I. N., & YUNIAWAN, A. (2020), Hachana, R., 

Berraies, S., & Ftiti, Z. (2018),  Harrison, Price, Gavin & Florey, 

2002 

Values Jogaratnam, G. (2017), Real, J. C., Roldán, J. L., & Leal, A. 

(2014).  Jehn, Chadwick & Thatcher, 1997 

Religion Amin (2020), Barnes, L. P. (2014), King, U., & Beattie, T. (Eds.). 

(2005),  

Source: Compiled by the Author. 

Literature shows various forms of diversity around the globe. Each dimension of diversity 

attributes unique identity and implication (See table-1). The most prominent aspects are 

ethnicity and religious based (Amin, 2020) because it is found in almost all regions and 

continents of the world. The fundamental fact of society is precisely that it is social 

(Nussbaum, 2003). Those who dismiss the interrelationship between diversity and language, 

or diversity and society, also miss the essence of what defines individuals and what motivates 

social behavior. Diversified complex societies are characterized here as the coexistence of 

different ethnic, racial, religious, socioeconomic, and linguistic groups within one social unit. 

Whatever the conditions that produce diversity among societies, these conditions have 

paradoxical consequences for inter-group relations and the degree of cohesion in society 

(Genc, Gheasi, Nijkamp, & Poot, 2012). 

Recognizing that diversity influences patterns of social interaction, communication and the 

way that the social structure is conceived, one begins to conceptualize how diversity affects 

civil society. The increasing complexity of diversity is thus assumed to hinder the process of 

social interaction and communication (Aston, 2019). As social interaction and 

communication becomes sparse, the society becomes more atomized and fragmented. The 

literature therefore validates the claim that ethnic diversity is seen as a cause for atomization; 
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and more importantly, if atomization is the antithesis of civil society, it now becomes 

apparent why so many scholars believe that ethnic diversity weakens the capacity for a 

developed civil society (Amin, 2019). In this regard, implication of diversity is important for 

policymakers and researchers.   

Leading scholars such as Francis Fukuyama and Douglas North suggest that diversity 

influences society because it is intricately embedded in human exchange, whether political, 

social or economic (Fukuyama, 2001; North, 1991). Prior to Gaede (1977) previously 

advocated that “the fundamental fact of society is precisely that it is social that humans do not 

live in isolation but associate with other humans”. So, humans are interacting with other 

human-being with different characteristics and attributes such as color, race, ethnicity, 

language etc., which cause increased diversity around the globe.  

Figure 1 Level of ethnic diversity across the world 

 

Source: Ferron (2003) 

 

Figure 1 presents a map of the world with ethnic fractionalization region. The dark blue areas 

indicate a homogeneous country or region (moving toward “0”). Dark brown areas indicate a 

heterogeneous country or region (moving toward “1”). Countries highly to low diverse 

societies is calculated through ethno-linguistic fractionalization index (ELF). This is same 

methodology used by the Alberto Alesina, Devleeschauwer, Easterly, Kurlat, and Wacziarg 

(2003) for diversity calculation using following formula; EFj = 1 − ∑ Sij
2N

i=1  Whereas, Sij is 

the share of group i, (i=1……N) in the country j.  The range of this index is between 0 to 1. 

“0” indicates the homogeneous and “1” indicates a totally heterogeneous country.  Thus far 

this review has explained how diversity under various dimensions determines the patterns of 

interaction in society. Diversity can be measured on a macro level using variables like 
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language, ethnicity or religion, but culture can also be measured on a micro level focusing 

specifically on the dimensions of communication and human interaction in society.   

Social stratifications are intimately connected with diversity of society (Blau, 1977). As the 

complexity of culture in the society increases, the established patterns of social relations and 

social positions in the social structure become more complex as well. Blau (1977) asserts that 

the greater the degree of heterogeneity, the more pervasive is the social stratification. One 

would therefore expect increasing heterogeneity to increase social stratifications. However, 

social stratifications are embedded in society which then becomes essential in determining 

the level of heterogeneity as well as the patterns of social interaction, and the complexity of 

the social structure. 

Numerous studies sometimes demonstrate a negative relationship between ethnic diversity 

and growth, the quality of public goods and confidence, and a positive relationship between 

diversity by country of origin and wealth and productivity. However, these studies, conducted 

at a relatively aggregate geographic level, do not grasp precisely the mechanisms involved. 

 

Figure 2 Levels of religious diversity across the world 

 

Source: Pew research center (2014).  

 

Figure 2 presents a map of the world with religious fractionalization region. The dark blue 

areas indicate a highly religious country or region (moving toward “0”). White areas indicate 

a low religious country or region (moving toward “1”). For more information about how 

religious diversity index score is measured. See the indices of Ferron (2003), and Alberto 
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Alesina et al. (2003) ethno-linguistic fractionalization index (ELF) and ethnic 

fractionalization index, respectively. Today countries are getting culturally diverse due to 

generations of immigration resettlement, distributional inequality, distortion of border and 

boundaries; however, heterogeneity remains an anxious and unstable matter. Racial and 

ethnic minority identities are shaped by their own dominant culture, which controls the 

institutions of power that produce and maintain representations and stereotypes. In this 

context, diversity has become one of the most important ingredients to sustainable 

development of any country. Diversity in a broad sense impacts all the segments of society 

and economy including developing and developed countries.  

Spolaore and Alesina (2003) illustrate in their book title “The size of Nation” the economic 

analysis of social structure and the change of political borders. In their opinion, there is a 

trade-off between costs of heterogeneity and the benefits of population size. For instance, the 

per-capita costs of a large country may be low, but the heterogeneous preferences of a 

population make it hard to deliver goods and services and to formulate policy. All over the 

international agencies/organizations such as the World Bank, IMF, UNESCO and many 

others have a basic aim to ensure worldwide peace and prosperity via organized global 

diversity. It means that now the world is going at a tipping point, where the dramatic shift of 

diversity is one of the vital components of macroeconomic policy. 

Figure 3 Comparative analysis ethnic and religious diversity of the world 2003-2013 

 

Source: Compiled by the author.  
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Figure 3 indicates comparative divisions of ethnic and religious groups across the globe in 

2003 and 2013. It shows that in 2013, 135 countries that have more than 25% of ethnic and 

religious diversity, 42 countries have 10-25% and 30 countries have less than 10% compared 

to 110 countries more than 25%, 42 countries within 10-25% and 30 countries less than 10, 

respectively. It has been showing diversity based on ethnic and religion is increasing rapidly 

across the world.  

During the last two decades, there has been considerable focus on association between 

different shapes of diversity and economic performance under socioeconomic disciplines. 

Generally, a popular slogan has been developed “that diversity matters in economics and 

finance” and behaves just like a double-edged sword (Horwitz & Horwitz, 2007), because 

mixed literature is available to show both positive and negative outcomes/influences of 

diversity on country’s prosperity (Olzak, 2011). There are multiple channels which show 

direct and indirect relationships between diversity and a country’s prosperity. This thesis is 

going to identify financial implications of ethnic and religious diversity integrating with 

macro level aspects.  

If ethnic homogeneity is the most conducive environment for a strong civil society, it is 

puzzling to find evidence in the developing world that refutes this relationship. In support of 

the central building hypothesis of this thesis, the empirical evidence found in the chapter 3 to 

6, how diversity plays a major role in financial development by showing the relationship with 

stock market development, international trade, financial inclusion and informal economy. For 

a deeper understanding of diversity in the financial sphere, it is not enough to look at how 

diverse banking systems are, how they develop and possibly become more similar in a cross-

country comparison. This thesis argues that the strength of cohesive society is dependent 

upon patterns of human interaction, systems of coordination, and how various groups within 

a social system coalesce, communicate, perceive one another and negotiate their roles in the 

financial structure.  

1.2 Diversity and four dimensions of the financial sector  
 

Financial development plays a vital role in the sustainable development of a country. It 

encourages both savings and investment and it facilitates the expansion of financial markets 

and aid in financial deepening and broadening. The Financial development is the set 

of institutions, instruments, and markets. Fundamentally, financial sector development 
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concerns overcoming “costs” incurred in the financial system. This process of reducing costs 

of acquiring information, enforcing contracts, and executing transactions results in the 

emergence of financial contracts, intermediaries, and markets. Different types and 

combinations of information, transaction, and enforcement costs in conjunction with different 

regulatory, legal and tax systems have motivated distinct forms of contracts, intermediaries 

and markets across countries in different times.  

The World Bank (WB) and International Monetary Fund (IMF) developed a comprehensive 

yet relatively simple conceptual framework to measure financial development worldwide. 

This framework identifies four sets of proxy variables characterizing a well-functioning 

financial system: financial depth, access, efficiency, and stability. However, since the 

financial sector of a country comprises a variety of financial institutions, markets and 

products, these measures only serve as a rough estimate and do not fully capture all aspects of 

financial development. To find the financial implications of ethnic and religious diversity, 

this thesis presents empirical analysis of all four main dimensions of financial development to 

testing the well-functioning financial system in form of stock market development, 

international trade volume, financial inclusion and informal economy.  

Stock markets enable companies to be traded publicly and raise capital. The transfer of 

capital and ownership is traded in a regulated, secure environment. It lets common investors 

participate in the financial achievements of the companies, make profits through capital 

gains, and earn money through dividends, although losses are also possible. Financial 

inclusion strengthens the availability of economic resources and builds the concept of savings 

among the poor. Financial inclusion is a major step towards inclusive growth. Financial 

inclusion helps to fill these gaps and provide households and firms greater access to resources 

needed for finance consumption and investment and thereby raise the level of economic 

activity.  

International trade allows countries to expand their markets and access goods and services 

that otherwise may not have been available domestically. As a result of international trade, 

the market is more competitive. Exports may lead to increase in national output and may 

become an engine of growth. Expansion of a country’s foreign trade may energize an 

otherwise stagnant economy and may lead it onto the path of economic growth and 

prosperity. Informal economy is important while judging the role of financial development. 

Informal firms do not contribute to the tax base and tend to remain small, with low 



25 

 

productivity and limited access to finance. Specifically, informal sector harms financial  

development through increasing financial repression due to tax evasion. However, on the 

other hand, increasing informal sector size facilitates financial development through easing 

the capacity constraint on the financial sector. The size of the informal sector slowly 

decreases as economies develop, but with wide variations across regions and countries.  

This dissertation intends to contribute to the understanding of ethnic and religious diversity 

by exploring financial sector. To achieve this aim it presents four chapters that together strive 

to complement each other and add value to the scholar community that is interested in this 

theme. The global financial development is based on depth, access, efficiency, and stability 

of financial systems. Each of these characteristics captures both financial institutions (for 

example banks and insurance companies), and financial markets (such as stock markets). The 

thesis builds on, updates, and extends previous efforts, in particular all dimensions of 

financial development and structure. More specifically, the performance of the financial 

sector can be judged through these four dimensions of financial sectors i.e., stock market 

development, international trade, financial inclusion and informal economy. 

In continuation, a short introduction to the four chapters comprises the thesis on ethnic and 

religious diversity with four dimensions of financial sectors. 

1.2.1The relationship between diversity and stock market development  

Stock market development is one of the main ingredients for economic prosperity of any 

country (Pan & Mishra, 2018; Rousseau & Wachtel, 2000). To find the determinants of stock 

market development, diversity is found as a one of the key indicators which affect the 

behavior of investors. However, to show the association between diversity and stock market 

development there is a complex and puzzle relationship in their nature (Forti, Yen-Tsang, & 

Peixoto, 2011; Tang, Liu, & Li, 2016; Zulfiqar & Weller, 2013). However, diversity plays a 

vital role by means of drastic changes in the stock market which has direct or indirect impact 

on economic development of any country (Bove & Elia, 2017; Montalvo & Reynal-Querol, 

2005; Nettle et al., 2007). This type of financial shocks leads to catastrophic changes in the 

country’s economic prosperity. Most of the researchers argued that number of financial 

shocks such as great depression of 1929, financial shocks of 2008 and 2010 was the result of 

wreck behavior of people, markets and the economy of concerned country which creates the 

burden to the local as well as global economy (Jain & Jordan, 2009; Sacasa, 2008; Verick & 
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Islam, 2010). However, others argued that the reasons behind these episodes of widespread 

economic bubbles were financial havoc and great depression. They argued that these sorts of 

bubbles occur when most communities instinctively trust the behavior of others, mainly 

surrounded by ethnic groups. In this context, diversity can bring a variety of perspectives 

markets such as ethnically diverse traders are much largely creators of bubbles because it 

creates changes on how people behave, think, feel and take decisions.  

In this view, diversity affects the stock market behavior and it has been a laboratory for 

bubbles, and to identify the true value of a stock which appears and measures their exact 

magnitude. As earlier, there are no initial differences between agents/traders in ethnically 

homogeneous or diverse markets. But once trading begins, a prominent distinction is emerged 

between these markets. Nevertheless, it is also found, in some cases homogeneous markets 

and societies seem to create bubbles because overpricing was higher and traders largely 

accepted speculative prices. However, homogeneous markets (less diverse markets) crash 

more severely when bubbles burst than diverse markets. Market hazard behavior emerges 

from the homogeneous to heterogeneous society collective change the failure of market and 

prices of bubbles. These types of changes destroy and destabilize the economy not just to the 

extent of the country but the entire world. Further bubbles are also the cause of flawed 

decision making of traders under the diverse society. In their opinion bubbles of the financial 

market is a cause of excessive cash which ultimately affect the behavior of irrationality or 

herd behavior, however, their reasons remained nebulous. So, in view of this many 

researchers claim that the recent financial crises are also a part of homogeneous society 

which investigates the effects in terms of markets, organization, teams, regions and countries. 

But what are the implications of diverse society is missing. This thesis is going to find the 

relationship between diversity and stock market development from a global perspective.  

1.2.2The relationship between diversity and international trade  

To find connection with financial implications of diversity it builds a new debate where 

ethnic/religious diversity affects the international trade. If there exists a relationship, then 

what are its channels? Diversity may also boost trade via creating puzzle in development and 

trust among nations (Alberto Alesina et al., 2003; Awaworyi Churchill & Laryea, 2017) and 

hence, countries find it more difficult or challenging to engage in international trade when 

designing agreement across legal and political boundaries (Greif, 2005; Rodriguez & Rodrik, 



27 

 

2000). The increase in transaction costs associated with ethnic diversity may also reduce the 

likelihood of international trade (Churchill, 2017).  

Many empirical studies examine the relationship between ethnic groups and trade through 

gravity models (Gould, 1994). Moreover, various literature shows a positive relationship 

between ethnic groups and trade such as an increase of ethnic groups of 10% will enhance 

1.5%  international trade (Genc et al. (2012) and increase in diversity by 1% will increase 

export by 3% (Head and Ries (1998). Moreover, Parsons (2005) finds that ethnic groups have 

a significant positive influence on international trade. By looking at the empirical analysis, it 

is found that a 10% increase in ethnic groups boost exports by 1.2% and imports by 1.4%. 

Many researcher, such as Adelman and Morris (1968); Collier (1998); Alberto Alesina et al. 

(2003); La Porta, Lopez-de-Silanes, Shleifer, and Vishny (1999); and Easterly et al. (2006), 

have shown that ethnic diversity has a negative effects on economic outcomes in form of 

retarding economic growth, quality of government, and institutions. This puzzle regarding the 

relationship of diversity with international trade is important and need to be solved. This 

thesis is going to find this relationship and implications for policy makers and researchers. 

1.2.3The relationship between diversity and financial inclusion 

In recent years, there has been good progress in the financial services industry in shifting 

mindsets on ethnic diversity and financial inclusion. Leaders have moved from looking at a 

cohesive environment as a box-checking exercise to forming effective business strategies that 

drive real business outcomes. Diversity refers to the traits and characteristics that make an 

individual unique. Although diverse representation of underrepresented groups in an 

organization is important, inclusion where behaviors and social norms ensure people feel 

valued and respected  is equally so. 

A rapidly evolving finance industry demands new capabilities and a more diverse workforce 

and inclusive workplace cultures. According to Chartered Financial Analyst (CFA) Institute, 

diversity is the spectrum of human attributes, perspectives, identities, and backgrounds while 

inclusion is a dynamic state of operating in which any individual or group can be and feel 

respected, valued, safe, and fully engaged. Each of these factors must be deliberately 

encouraged and leveraged to develop a successful, diverse, and inclusive environment. 

According to a recent PwC's annual global CEO survey, 85 percent of financial services 

CEOs polled said promoting financial inclusion and diversity helps enhance business 
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performance. Other research also supports the business case for inclusive cultures that lead to 

increased profitability, creativity, and innovation. Indeed, a Hunt, Layton, and Prince (2015) 

study revealed top-quartile companies for racial and ethnic inclusion outperformed those in 

the fourth quartile by 36% in profitability. 

According to the British Bankers’ Association (BBA), diversity broadly refers to “the visible 

differences between employees in age, gender, race, religion, sexual orientation and 

disability. But it is also the variety of experiences and outlooks each individual employee will 

have. In this sense, diversity describes the recognition of these differences and, in doing so, 

celebrates them”. And increasingly, it is a concept that is perceived as not only providing 

fairness from an employment perspective but also offering a new way to boost returns and 

ensure future business success (Herring, 2009). The bank’s new Global Head of Diversity 

and Inclusion (GHDI) explains on its website why diversity in financial inclusion is so 

important. A successful working culture welcomes a wide range of views and opinions. It 

encourages diversity of thought. Companies where people are confident to ask questions and 

raise ideas are more likely to try new things, find great solutions, adapt and innovate and do 

better business as a result (Horwitz & Horwitz, 2007). 

Tim Howarth, KPMG’s head of financial-services consulting, described this industry trend as 

“staggering” and stated that this lack of diversity in banking has caused “a narrow and 

narrowing talent pool and not enough social mobility”. He defined that government 

committee responsible for overseeing the finance industry, described the banking industry’s 

lack of diversity as being a huge challenge. “Its biggest problem, by far, has been its cultural 

problem. That is what is led to the collapse of several financial institutions. The cultural 

problems are reinforced by not bringing in a wider array of people.” 

This also appears to be the view of the International Monetary Fund (IMF); in his recent 

speech,4 “Boosting Growth through Diversity in Financial Leadership”, IMF recently 

discussed the gender imbalance in finance and the “conscious and unconscious bias” that 

women face that results in men being inclined to hire “people who are like themselves”. 

Recent IMF research shows that increasing financial inclusion through diversity lifts 

economic growth. And having diversity in financial leadership positions leads to greater 

 
4 See David Lipton, “Boosting growth through diversity in financial leadership,” International Monetary Fund, 

April 13, 2019, imf.org; and Toddi Gutner, “Banks run by women might be less vulnerable in a crisis,” Wall 

Street Journal, February 21, 2016, wsj.com. 

https://www.cfainstitute.org/en/research/inclusion-diversity/types
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financial stability, lower levels of non-performing loans, and higher profits (Katalakute, 

2019).  

But the ones like Bank of America remain the exception rather than the rule at this stage 

much work still needs to be done to achieve a sufficient gender balance within banks and to 

ensure women do not face discrimination at any stage of progression in their banking careers. 

Perhaps the problem stems from the very top. But central banks can do a lot more to ensure 

that their respective financial-services industries are consistently improving their diversity 

figures. It includes assessing whether diversity and inclusion is being actively promoted at all 

levels of firms, and how this impacts behavior and culture; reviewing the policies put in place 

to deliver this outcome by analyzing data showing the outcomes from both the firm and the 

sector perspectives on an annual basis; and reviewing governance codes and requirements to 

be clear about expectations regarding diversity policies. 

In many situations, however, the tide is moving in the direction of greater diversity. A 

subcommittee on Diversity and Inclusion5 held its first hearing entitled “An Overview of 

Diversity Trends in the Financial Services Industry”, which gave “an opportunity to explore 

trends in diversity in the financial services sector, as well as challenges that financial firms 

have identified in trying to increase workforce diversity and practices that firms have used to 

address such challenges”. The subcommittee observed that many studies have proven 

empirically that diversity increases productivity and the bottom-line, but the data on diversity 

and inclusion efforts in our nation’s industries and government are not aligning (Easterly et 

al., 2006). We need to find out why, and we need to fix it now. 

Since the late 1960s, businesses large and small have worked to ensure that employees of all 

backgrounds are welcomed in the workplace. These diversity and inclusion efforts, which 

initially focused on race and gender diversity, have rightly expanded to include sexual 

orientation, veterans, disabilities, age and more (Herring, 2009). A new study reveals that, of 

these, religious inclusion has overwhelmingly been left out of corporate diversity initiatives. 

This is despite research showing the world is becoming more religiously diverse and faith 

continuing to be a core identity for the vast majority of workers worldwide. 

 
5 House Financial Services, 116th Congress (2019-2020) Subcommittee on Diversity and Inclusion, “An 

Overview of Diversity Trends in the Financial Services Industry reference” Wednesday February 27, 2019 (2:00 
PM EST), 2128 Rayburn House Office Building, Washington, D.C. 
 

https://www.weforum.org/agenda/2015/10/how-religious-will-the-world-be-in-2050/
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An international data project developed by the Pew Research Center (PRC) estimates 2.3 

billion more religiously affiliated people by 2050, compared with just 0.1 billion more 

religiously unaffiliated people. Religion is not in decline, despite the common narrative. By 

2050, the top economies will shift from being majority Christian to include economies 

dominated by Hindus, Muslims, Buddhists and the unaffiliated. That means the world and its 

main marketplaces are becoming not only more religious, but also more religiously diverse. 

Reasons for this disconnect range from fear within companies of negatively impacting other 

inclusion programs, to concern over initiatives that become too focused on one faith, or the 

perceived potential to introduce a source of conflict in the work environment. While the 

figures seem to indicate corporate America is tone-deaf to religion and belief, they also point 

to some promising trends. Indeed, a study shows America is at a tipping point toward more 

faith-friendly corporate environments. The Corporate Religious Equity, Diversity & Inclusion 

(REDI) Index6, released this month, ranks for the first time Fortune 100 companies based on 

a variety of criteria related to their public commitment to providing faith-friendly workplaces. 

Perhaps surprising to some, technology companies are among the most faith friendly. The 

company with the best score in the 2020 REDI Index was Alphabet/Google, 

with Facebook, Apple, Dell and Intel also making the top 10.  

Literature shows some firms in the professional environment, there can often be a lack of 

acceptance for individuals of different races, ages, genders, languages, political beliefs, 

religious beliefs and sexual orientation, as well as communication styles7. This only serves to 

deter managers from addressing issues around diversity, as they fear productivity and morale 

will suffer as a result; conflicts and tensions between employees could lead to staff refusing 

to work with each other (Esman, 2019). However, firms with high levels of diversity perform 

exceptionally well financially in comparison to non-diverse firms. Creativity thrives through 

the enthusiasm of employees and their will to work together as a team. With the growth in 

diversity comes the rise in issues concerning diversity in the workplace.  

Having a more diverse workplace brings many benefits, A varied workforce from different 

demographics and backgrounds contributes effectively to successful products and processes. 

 

6 Brian J. Grim, President, Religious Freedom & Business Foundation, at annual meeting, Pew Research Center's cross-

national data project, World Economic Forum. 

7 For example: recruitment software company named; thiswayglobal. According to thiswayglobal, there are seven big 

diversity issues which involve: Lack of acceptance and respect, accommodation of beliefs, ethnic and cultural differences, 

gender equality, neurodiversity and the differently abled, generation gaps, language and communication barriers. 

https://www.pewforum.org/2015/04/02/religious-projections-2010-2050/
https://www.weforum.org/agenda/2015/04/is-faith-good-for-the-economy/
https://diversity.google/commitments/
https://fb-employees-resource-groups.splashthat.com/
https://www.apple.com/diversity/
https://jobs.dell.com/diversity-and-inclusion
https://www.intel.com/content/www/us/en/diversity/diversity-employee-groups.html
https://www.thiswayglobal.com/
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Individuals coming from diverse backgrounds often bring along with them a range of talent, 

skills and expertise. In addition to this, diversity will help to boost the reputation of a 

business as employees will feel more engaged with their work in an environment, they are 

happy in. Managers are at the center of diversity, and it is their responsibility to encourage a 

diverse and inclusive work environment (Ayob, 2018). This can be implemented by taking 

steps to avoid unconscious bias when recruiting candidates as well as educating existing 

employees on the benefits of diversity. Preparation for diversity within companies could also 

include development programmes for minorities with language barriers. 

Diversity within a workplace means more than just demographics to me, it is a combination 

of acceptance, respect and teamwork between employees to create a vibrant, creative and 

thriving environment in the workplace. This thesis is going to find the relationship between 

diversity and financial inclusion at a global perspective.  

1.2.4 The relationship between diversity and informal economy  

Informal economy is a complex, controversial and a multidimensional phenomenon with the 

blend of tangible and intangible variables (Danopoulos & Znidaric, 2007; Victor E Tokman, 

1989). Informal economy is very popular with a number of different names such as informal 

sector, grey economy, black economy, shadow economy and underground economy 

(Schneider & Enste, 2013). Informal economy is known as that type of the economy which is 

not included in the tax system and records their transactions in any form of government 

institutions. In simple words those activities which do not emerge as a part of the gross 

domestic product of the country (Portes & Haller, 2010). In a broad sense, informal economy 

also includes self-employment in informal markets as well as the wage-employment in both 

urban and rural areas (M. Chen, Vanek, & Heintz, 2006; ILO, 2002). But the nature and size 

of the informal economy diverge greatly across countries and regions which mainly depend 

on enhancement of heterogeneity in society.  

The informal economy is highly clustered by their sectors of economy, place of market, status 

of employment/work, social group. However, in all of these types (informal economy) one 

thing is common that they have limited social, political and legal protection (M. A. Chen, 

2012; Hart, 1973; Sethuraman, 1976; Victor E Tokman, 1989). As heterogeneity increases in 

society the formation and size of informal economy expands (Meier & Rauch, 2005) 

whereas, a limited range of operations, and skills expand outside of a formal education (K. F. 



32 

 

Becker, 2004).  Most of the literature available about the size and development of the 

informal economy (as a % of GDP) by showing one cause moving from homogeneous 

society to heterogeneity (Feige, 1990; Schneider & Enste, 2000). The literature also includes 

the intensive discussion about the various estimation procedures regarding the size of shadow 

economy as well as a critical evaluation and consequences of the shadow economy (Feige, 

1990; Schneider & Enste, 2000). However, to estimate the size and development of any 

informal/black economy is a big challenge, because individuals under such economies behave 

dubiously.  

Castells and Portes (1989) followers of structural school, present different views and shapes 

of informal sector including subordinated class, units and workers, company size, social 

status of the workers and about invested capital (Benton, 1989; Castells & Portes, 1989; 

Fernandez-Kelly & Garcia, 1989; Portes & Sassen-Koob, 1987; Sassen, 1994). Some 

researchers are building different approaches about the informal economy by production and 

trading processes. They further argued that the role of social capital and social networks 

represent an important concept in studying the size and development of informal economy. 

However, the role of diversity in form of the size and development of the informal economy 

is still unknown and missing. This thesis tries to find whether ethnic/religious diversity 

causes an increased size and development of informal economy or not? 

The contribution of this thesis is to explore the relationship between ethnic and religious with 

the financial sector i.e., stock market development, international trade, financial inclusion and 

informal economy at global perspective of 187 countries of the world. This thesis no just 

updates current scenario of ethnic and religious diversity at a global perspective (see 

methodology section, for more details about index) but it will also be helpful for the 

researcher and policy makers to keep in mind the importance of ethnic and religious diversity 

before implementation of any financial sector policy.  
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Chapter 2 Literature review 
 

Diversity as an abstract concept is a difficult variable to quantify. As humans, everyone has a 

unique mind, character, and appearance. Each has hereditary traits as well as attributes 

shaped by our learning and cultural background. It has been noticeable that differences have 

been increasing and it might feel insecure or unsafe. Sometimes it may feel so frightening 

that might separate ourselves from those who do not seem to be quite the same as us. It is the 

unfamiliarity that breeds corrupted thinking and destructive behaviors. However, cohesive 

society in communities embrace such diversity, any differences detected in others become 

familiar and seem less peculiar. This thesis aims to show the financial implications of ethnic 

diversity by executing the relationship with stock market development, international trade, 

financial inclusion and informal economy/shadow economy.  

2.1 Diversity and stock market development  
 

Sharma, Moses, Borah, and Adhikary (2020) focused on the effect of racial diversity on a 

firm's financial performance and presented mixed findings. Building on the institutional 

logics lens and using a sample of 204 firms belonging to 9 industries and spread across 21 

countries for a period of six years, study explores the impact of workforce racial diversity on 

the Corporate Social Responsibility Performance (CSRP) of a firm. In addition, they 

investigate the contingency effects of a firm's absorptive capacity and slack resources on the 

proposed relationship. Using a seemingly unrelated regression model and accounting 

for endogeneity, the study finds that racial diversity has an inverted U-shaped relationship 

with a firm's financial and social performance and has a U-shaped relationship with its 

environmental performance. However, this is a significant moderating effect, so it contributes 

to the theory and practice in the field. 

Jebran, Chen, and Zhang (2020) show how board diversity influences stock price crash risk. 

By classifying board diversity into relation-oriented diversity (gender and age) and task-

oriented diversity (tenure and education), study indicates that greater diversity on board can 

lower the risk of future stock crashes. Additional analyses show that the effect of board 

diversity on future crash risk is stronger for firms with high information opacity and low 

institutional ownership. Overall, study findings provide new insights and suggest for more 

diverse boards to improve corporate governance practices. 

https://www.sciencedirect.com/topics/psychology/endogeneity
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Ayob (2018) examines the effects of ethnic and religious heterogeneity, and trust as a 

moderator on social entrepreneurship of 22 countries high and middle-income economies. He 

argued an increase in ethnic diversity within countries leads to a higher engagement in social 

entrepreneurship. It is also found that inter-religious trust attenuates the negative relationship 

between religious diversity and social entrepreneurship. It also shows ethnic diversity 

encourages more social entrepreneurship activity engagements because diversity causes 

instability, and instability creates more social problems to be solved. The study contributes 

mainly by uniting knowledge from two domains: diversity and trust mainly studied in 

sociology, and social entrepreneurship studied in the business and management fields. Ethnic 

and religious diversity cause more social deficits that require alternative, or complementary, 

solutions from others than existing market and government sectors. Thus, more ventures into 

social entrepreneurship activities are expected to emerge in highly diversified countries. 

Bravo (2018) participated in a significant debate on the real contribution of board diversity in 

corporate strategies. The main objective of this study is to analyze the influence of board 

diversity on the disclosure process within a firm by focusing on risk reporting. The disclosure 

of this kind of information has become crucial in recent years in capital markets. Results 

show that gender and ethnic diversity in the boards positively influence the disclosure of 

information on risks. These findings contribute towards the debate about why diversity 

matters. It has important implications for the director-selection process to consider the 

diverse background of board members. Regulators can also benefit from this evidence to 

issue recommendations and/or rules on the composition of boards of directors, as 

mechanisms to improve the disclosure practices of companies. 

Ahmed and Ali (2017) investigate the relationship between gender-diverse boards and stock 

liquidity in Australia. They argued that the gender-diverse boards, with their efficient 

monitoring functions, lead to higher stock liquidity that has positive implications for market 

efficiency. By using 944 Australian firms from 2008 to 2013, proved that boardroom gender 

diversity is significantly and positively associated with stock liquidity. These findings are 

robust to a series of endogeneity checks and to alternative proxies for gender diversity and 

stock liquidity. However, results reject the assumption of women on the board as ‘tokens’ 

and provide support to critical mass theory. The contribution to the global debate on the need 

for more women on corporate boards and provide comprehensive and robust evidence that 

suggests that having women on corporate boards is positively associated with one of the 

important characteristics of capital market efficiency, stock liquidity. 

https://www.sciencedirect.com/topics/economics-econometrics-and-finance/efficient-market-hypothesis
https://www.sciencedirect.com/topics/economics-econometrics-and-finance/efficient-market-hypothesis
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Tang et al. (2016) argued that cultural diversity is a “Double-edged sword” for stock market 

development. This research investigates the relationship between cultural diversity and stock 

market prosperity. It was found that cultural diversity could promote stock market prosperity 

and the effect varies from country to country. It was found that cultural diversity has a 

positive impact on stock market prosperity in high development-level and legal system 

quality countries, and vice versa. These findings may be helpful for developing multinational 

countries. 

Al-Awadhi (2017) investigates the influence of religious beliefs on investor behavior and 

stock market outcomes under his three-essay thesis. To this end, data from the Gulf 

Cooperation Council (GCC) countries has collected from highly religious societies that have 

clear religious investment rules and explicit identification of both institutional investors and 

stocks as either “Islamic” or “non-Islamic”. The first essay of this thesis investigates whether 

religious-based trading practices impede market development. These results show that non-

Islamic stocks in the markets are relatively neglected, have higher returns, lower liquidity, 

and face higher liquidity risk compared to Islamic stocks. Furthermore, results highlight a 

potential challenge for the stock markets of religious Islamic societies in seeking to become 

globally competitive. The second essay investigates whether religiosity affects stock market 

speculation. It finds that an increase of Muslims’ religiosity during the holy month of 

Ramadan leads to lower levels of trading frequency, market volatility, and idiosyncratic 

volatility, as well as higher risk-adjusted returns. The results indicate that religiosity is 

negatively related to stock market speculation. The third essay investigates whether 

religiosity influences the preference of institutional investors to hold lottery-type stocks. He 

finds that Islamic institutional investors deviate from their religious norms by holding more 

lottery-type stocks than do non-Islamic institutional investors. This deviation may be 

explained by the evidence that Islamic institutional investors have stronger information 

signals to induce them to trade lottery-type stocks. These results highlight a challenge for the 

regulators and Islamic Shariah auditors in countries that have Islamic institutions, namely, to 

ensure that the operations of Islamic institutions are free from prohibited excessive 

uncertainty (Gharar). 

Wunnava, Mitra, and Prasch (2015) investigate the impact of increasing global integration on 

economic growth, emphasizing its interaction with the level of ethnic heterogeneity in a 

society. They find that societies marked by greater ethnic heterogeneity have gained more 

from global integration. The results show that ethnic heterogeneity has been a significant 
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impediment to growth over the sample period, religious and linguistic heterogeneity have 

not. The study suggests that societies with greater ethnic fragmentation may find it in their 

interest to adopt policies promoting greater integration of the local economy into 

international markets. Such policies, if carefully constructed, constitute a direct impetus to 

economic growth. As importantly, they provide a partial mitigation of the detrimental 

economic impact of fragmentation. 

DiRienzo and Das (2015) constructed a Global Innovation Index (GII) to empirically explore 

the impact of corruption and its interactive relationship with different measures of diversity 

on country-level innovation. The results of this analysis suggest that corruption significantly 

harms innovation activities, but the effect is mitigated in wealthier countries. Ethnic diversity 

weakens innovation activities; however, religious diversity, which can be a proxy for 

tolerance, is found to positively contribute to innovation. The study suggests understanding 

how the different kinds of diversities can affect innovation is relevant in policy development. 

Leaders and managers operating in highly diverse countries should consider ways to foster 

collaboration as part of the policies designed to encourage innovation. Business managers 

and leaders operating in highly ethnically diverse societies or organizations should recognize 

the benefits from the cross-pollination of ideas and develop mechanisms to enhance 

communication across different ethnic groups. If more religiously diverse societies and 

organizations are more tolerant and willing to adopt new ideas and technologies, business 

leaders and managers operating in such societies or organizations should consider designing 

policies to harness and use this positive attribute.  

Chang, Hong, Tiedens, Wang, and Zhao (2015) argued that diversity of opinions among 

investors plays a crucial role in models of financial market speculation and bubbles. Yet, 

little is known about the origins of investor disagreement. Using unique data from China, this 

study identifies an important cultural and linguistic factor. It shows that investors living in 

linguistically diverse areas express more diverse opinions on stock message boards and trade 

stocks more actively. It uses geographical isolation of an area due to hilly terrain as an 

instrument for linguistic diversity. Furthermore, there is discrimination in favor of a 

differential interpretations’ mechanism and against slow news diffusion due to language 

barriers. 

Nathan (2015) explores whether the UK innovation system has benefited from minority 

ethnic inventors, and the diversity they introduce. The author asks the question, does the 
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cultural diversity of inventor groups influence patenting rates? Regressions find a small, 

positive effect of inventor group diversity on individual patenting activity. Cultural diversity 

may improve ideas generation in groups of inventors, if the benefits of a larger set of ideas or 

perspectives outweigh trust or communication difficulties between those groups. Co-ethnic 

group membership can improve information flow and lower transaction costs, accelerating 

within-group ideas generation and transmission. Demographic shifts may introduce highly 

skilled ‘stars’ who make a substantial difference to knowledge generation, or who are more 

willing to introduce disruptive ideas. The study also suggests that minority ethnic inventors 

are a net positive for patenting in the UK and imply that policymakers should aim to increase 

both the skills and the mix of the country’s research communities.  

S. S. Levine et al. (2014) argued that markets are central to modern society, so their failures 

can be devastating. Here, they examined a prominent failure: price bubbles. Bubbles emerge 

when traders err collectively in pricing, causing misfit between market prices and the true 

values of assets. The causes of such collective errors remain elusive. They propose that 

bubbles are affected by ethnic homogeneity in the market and can be thwarted by diversity. 

In homogeneous markets, traders place undue confidence in the decisions of others. Less 

likely to scrutinize others’ decisions, traders are more likely to accept prices that deviate 

from true values. To test this, they constructed experimental markets in Southeast Asia and 

North America, where participants traded stocks to earn money. They randomly assigned 

participants to ethnically homogeneous or diverse markets. This study concludes that a 

marked difference: across markets and locations, market prices fit true values 58% better in 

diverse markets. The effect is similar across sites, despite sizeable differences in culture and 

ethnic composition. Specifically, in homogeneous markets, overpricing is higher as traders 

are more likely to accept speculative prices. Their pricing errors are more correlated than in 

diverse markets. In addition, when bubbles burst, homogeneous markets crash more severely. 

The findings suggest that price bubbles arise not only from individual errors or financial 

conditions, but also from the social context of decision making. The evidence may inform 

public discussion on ethnic diversity: it may be beneficial not only for providing variety in 

perspectives and skills, but also because diversity facilitates friction that enhances 

deliberation and upends conformity. 

Spoonley (2014) highlights some of the positive and negative factors that arise from super-

diversity and looks at whether super-diversity provides societies with real economic benefits; 

the answer is mixed. Author argued that super-diversity can lead to positive social and 
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economic benefits for welcoming communities and economies. Diversity creates an 

environment for the cross-fertilization of ideas that contributes to creativity and innovation. 

Investments and increased local aggregate demand created by diversity encourage product 

and process innovation. Super-diversity reflects and contributes to new global connections 

and a local or international cosmopolitanism. There is also evidence to indicate that the 

presence of super-diversity is a contributor to open and innovative societies and cities.  

S. S. Levine et al. (2014) examine a prominent failure of markets: price bubbles. The authors 

argue that price bubbles are affected by ethnic homogeneity in the market and can be 

thwarted by diversity. The authors find that in homogeneous markets, traders place undue 

confidence in the decisions of others, they are less likely to scrutinize others’ decisions. 

Traders are more likely to accept prices that deviate from true values. When bubbles burst, 

homogeneous markets crash more severely. Traders in diverse markets reliably price assets 

closer to true values. Which are less likely to accepted inflated offers and more likely to 

accept offers that are closer to true value, thereby thwarting bubbles. This pattern is similar in 

Southeast Asia and North America, even if the two sites differ greatly in culture and ethnic 

composition, in what is implied by “ethnic diversity” and how it is operationalized. The study 

gave the policy recommendations that evidence may inform public discussion on ethnic 

diversity: it may be beneficial not only for providing variety in perspectives and skills, but 

also because diversity facilitates friction that enhances deliberation and upends conformity.  

Nathan and Lee (2013) examine 7600 firms to investigate links among cultural diversity, 

innovation, entrepreneurship, and sales strategies in London businesses between 2005 and 

2007. Companies with diverse management are more likely to introduce new product 

innovations than are those with homogeneous “top teams”. Diversity is particularly important 

for reaching international markets and serving London's cosmopolitan population. Migrant 

status has positive links to entrepreneurship. The results suggest a small but robust positive 

connection between managerial diversity on the development of major new products and 

between migrant-run firms and process innovation. The authors also find a link between the 

diversity of migrants and exporting: while ethnically diverse firms are more likely to sell in 

London’s large and diverse home markets than are UK-run businesses, migrant-diverse firms 

are more internationally oriented. Finally, they find that migrant status has robust 

associations with proactive entrepreneurial behavior.  
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Herring (2009) argued that a diverse workforce, relative to a homogeneous one, is generally 

beneficial for business, including but not limited to corporate profits and earnings. This 

contrasts with other accounts that view diversity as either non-consequential to business 

success or detrimental by creating conflict, undermining cohesion, and thus decreasing 

productivity. Using data from the 1996 to 1997 National Organizations Survey, a national 

sample of for-profit business organizations, this article tests eight hypotheses derived from 

the value-in-diversity thesis. The results support seven of these hypotheses: racial diversity is 

associated with increased sales revenue, more customers, greater market share, and greater 

relative profits. Gender diversity is associated with increased sales revenue, more customers, 

and greater relative profits. He also discussed the implications of these findings relative to 

alternative views of diversity in the workplace. 

Brown, D. A. (2007) argued that defined contribution plans have greatly expanded over the 

last two decades. Defined Contribution plans place the investment risk on employees. 

Employee investment decision making should be examined to determine whether those 

decisions are influenced by race, ethnicity and/or class. Empirical data show that investor 

behavior is greatly influenced by race, ethnicity and/or class. Blacks and Hispanics are far 

less likely to invest in the stock market than whites. Low-income whites are far more likely 

to invest in the stock market than blacks or Hispanics regardless of income. As a result, 

retirement account balances are the greatest for many white households and the least for 

black, Hispanic, and certain white households. This article explores those issues and suggests 

solutions that will allow employees to overcome their built-in biases and make wiser 

investment choices. 

By summing the literature, it found, ethnic and religious diversity plays a vital role in stock 

market development. It might seem strange to think that diversity only matters for stock price 

appreciation or volatility, but there have been many studies that show that diversity enhances 

decision-making of teams. Some have posited that the global financial crisis would have been 

less severe if there had been less homogeneity. Price bubbles arise not only from individual 

errors or financial conditions, but also from the social context of decision making. Ethnic and 

religious diversity facilitates friction. This friction can increase conflict in some group 

settings, whether a work team, a community, or a region, in modern markets, vigilant 

skepticism is beneficial. Modern markets rely on organic solidarity, which turns on 

heterogeneity, role differentiation, and division of labor. Some studies examine a prominent 

failure of markets: price bubbles. They argued that price bubbles are affected by ethnic 
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homogeneity in the market and can be thwarted by diversity. They find that in homogeneous 

markets, traders place undue confidence in the decisions of others, they are less likely to 

scrutinize others’ decisions. Traders are more likely to accept prices that deviate from true 

values. When bubbles burst, homogeneous markets crash more severely. Traders in diverse 

markets reliably price assets closer to true values. They are less likely to accept inflated 

offers and more likely to accept offers that are closer to true value, thereby thwarting 

bubbles.  

But there is not a single study that empirical testing the direct relationship between ethnic 

and religious diversity with stock market development. Most of the studies discuss the 

relationship theoretically or in a case study. This thesis is not just updating the ethnic and 

religious diversity data at panel level but also empirical testing the relationship between 

them. This empirical evidence will open a public discussion on ethnic and religious diversity 

and the financial market. It may be beneficial not only for providing variety in perspectives 

and skills, but also because diversity facilitates friction that enhances deliberation and upends 

conformity. 

2.2 Diversity and international trade  
 

Ahmad and Amin (2019) argue well-organized ethnic diversity plays a crucial role in 

performing quality environment and international trade. They investigate whether ethnic or 

religious diversity affects international trade and the environmental performance by using the 

data of 187 countries including 56 high-income, 102 middle-income and 29 low-income 

countries of the world. The study concludes that diversity (ethnic and religious) plays a 

significant positive impact on international trade and environmental performance of high- 

and middle-income countries and vice versa with low-income countries. The study further 

suggested that diversity cannot be abbreviated; however, its disastrous effects may be 

curtailed by providing equal opportunities and peace in society to ensure the well-being of 

people through cohesiveness. 

S. Y. Lee, Lim, and Meng (2019) analyzes the effect of ethnic diversity on China’s economic 

performance. They argued that conventional ethnic diversity indices may not be adequate for 

appropriately estimating the effect of ethnic diversity on economic performance in China. 

The study concludes that ethnic diversity alone worsens economic performance. However, 

dummies for ethnic diversity education and foreign direct investment (FDI) have a positive 
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effect on economic performance. They argued that education raises economic performance 

because it improves communication ability across diverse ethnic groups. At the same time, 

the expansion of FDI can create a proper context for ethnic groups to work together to 

improve economic performance. However, the ethnic diversity trade dummy does not 

significantly affect economic performance. 

Gamso (2017) surrounds the relationship between trade and the environment, with much of it 

centering on whether trade produces a race to the bottom or a race to the top in the 

environments of developing countries. He argued that effects of trade on key pollutants and 

on specific environmental policies have been widely attended to, scholars have not yet 

considered if and how trade impacts developing nations’ environmental performance, 

broadly speaking. This is a critical matter, as the effects of trade on the environment can only 

be appreciated fully through holistic assessment of the environment and environmental 

protection. The findings of this study demonstrate that exporting to the United States and the 

European Union improves environmental performance in developing countries; however, no 

such effect accompanies trade with other countries. 

Momani and Stirk (2017) explores the link between a diverse workforce and economic 

prosperity in Canada, drawing on new statistical research, consultations with the business 

community and stakeholders, and academic literature. The authors find in almost all sectors, 

a significant, positive relationship between ethno-cultural diversity and increased 

productivity and revenue. Viewed across all sectors, a 1% increase in ethno-cultural diversity 

is associated with an average 2.4% increase in revenue and a 0.5% increase in workplace 

productivity. The relationship between ethno-cultural diversity and performance is strongest 

in sectors that depend on creativity and innovation, communications and utilities, business 

services and legal and other professional services. The authors argue that if immigrants are 

marginalized, either economically or socially, not only will they fail to reach their economic 

potential, but they may fail to thrive, producing implications for broader social cohesion.  

N. Lee (2015) explores the relationships between firm level ethnic diversity and local 

workforce on six measures of product and process innovation. This article uses a dataset of 

over 2000 UK small- and medium-sized enterprises to test between these two. The authors 

find significant evidence for the firm effect: Firms with a greater share of migrant owners or 

partners are more likely to introduce new products and processes. Urban context appears to 

matter and firms in London with more migrant owners and partners are more innovative than 
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others. Firms in cities with high levels of human capital are also more innovative. The study 

suggests firms with more owners/partners born outside of the UK are more innovative. The 

general level of city diversity is unimportant but local human capital seems to be important in 

determining firm level innovation.  

Repkine (2014) builds hypotheses and tests several explanations why higher levels of ethnic 

diversity may be associated with better socio-economic outcomes in a range of African 

countries. The author finds that productive efficiency is higher in the societies where 

ethnicities can benefit from the complementarity of skills. He argues that incentives to 

engage in an ethnic conflict will be lower and the extent of political stability higher in those 

countries where the opportunity costs of ethnic conflict are more substantial. This paper 

represents the first attempt to directly estimate the effect of ethnic diversity on productive 

efficiency at the individual country level in the African continent. The author’s most robust 

empirical result is that ethnic diversity is positively associated with increased levels of 

aggregate productive efficiency and political stability. His results strongly suggest a robust 

positive, statistically significant direct link between ethnic diversity and both political 

stability and productive efficiency in the ethnically heterogeneous countries, corroborating a 

hypothesis of vested interests and skills complementarily. The study suggests that since the 

importance of ethnic diversity to economic performance appears to be comparable to the 

importance of biodiversity to the survival of an ecosystem, the authors strongly advocate the 

view that ethnic diversity should be preserved and managed by the responsible government 

not only because it per se constitutes an invaluable cultural asset but since it also has a 

substantial socio-economic value.  

Duanmu and Guney (2013) presents ethnic networks have been found to have a pro-trade 

effect in previous research. However, the heterogeneous effect of different ethnicities is 

under-studied. Drawing on the literature on social structure, this paper attempts to untangle 

the heterogeneous effect of ethnic networks on international trade using trade data of 

Thailand. The study found that ethnic networks have a positive impact overall on trade, 

confirming the results of previous studies. However, the magnitude of the positive effect 

varies across different ethnicities along two dimensions. First, the strength of family ties in 

the culture of origin accelerates the pro-trade effect of its ethnic networks, suggesting 

ethnicities with stronger family ties have a cultural preference for trading within their own 

ethnic community. In comparison, ethnic diversity weakens the positive effect of ethnic 
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networks on trade, suggesting an informational value of diverse ethnic structure in promoting 

trade between different ethnicities.  

Robinson (2013) explores the understanding the impact of ethnic diversity on economic 

outcomes is a central concern in the study of African political economy, as diverse societies 

tend to experience slower economic growth than more homogeneous societies. He argued 

that one mechanism relating diversity to growth within sub-Saharan Africa is that ethnic 

groups are geographically segregated and interpersonal trust tends to be concentrated within 

ethnic groups. Because trust is necessary for trade, individuals tend to trade only within such 

sub-national, ethnically homogeneous regions. As a result, diverse countries fail to establish 

national market integration. The results demonstrate that ethnic dissimilarity is associated 

with greater market segmentation, even after controlling for the distance between markets 

and market-level effects. These findings suggest that within-country ethnic diversity, and 

ethno-regional segregation, has a negative effect on national market integration, an important 

driver of long-term economic development. 

Nathan (2011) developed hypothesis, does diversity help London firms to innovate? The 

results suggest small but robust positive effects of management diversity on the development 

of new products and processes. They find that diversity helps support innovative activity, and 

thus helps strengthen the capital’s long-term economic position. In other words, they argue 

that London’s diversity is an economic asset, not just a social one. Culturally diverse teams 

may be better at generating new thinking or problem solving, particularly in knowledge 

intensive environments. They are seen as more likely to develop new ideas. 

Smallbone, Kitching, and Athayde (2010) assesses the proposition that ethnic and linguistic 

diversity is a potential source of competitive advantage at the city/regional level. Seven 

potential links between ethnic diversity and competitiveness are proposed based on previous 

literature, although the article focuses on three: ethnic diversity as a source of creativity and 

innovation; the role of diaspora-based networks; and linguistic diversity, using a combination 

of secondary material and original case studies. The overall conclusion is that although 

several plausible hypothesized links between diversity and competitiveness are proposed, and 

evidence is presented to support them, further systematic research is required before the 

frequency of occurrence of such diversity/competitiveness connections can be determined 

and their importance in economic development fully assessed. 
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Carter, D'Souza, Simkins, and Simpson (2010) examine the business case for the inclusion of 

women and ethnic minority directors on the board. Specifically, the study investigates the 

relationship between the number of women directors and the number of ethnic minority 

directors on the board and important board committees and financial performance measured 

as return on assets and Tobin's q. The study concludes that they do not find a significant 

relationship between the gender or ethnic diversity of the board, or important board 

committees, and financial performance for a sample of major US corporations. The study 

suggests that the gender and ethnic minority diversity of the board and firm financial 

performance appear to be endogenous. Statistical analysis supports the theoretical position of 

no effect, either positive or negative. It is consistent with a contingency explanation because 

the effect of the gender and ethnic diversity of the board may be different under different 

circumstances at different times. Over several companies and time periods, the results could 

offset to produce no effect. The results do not support the business case for inclusion of 

women and ethnic minorities on corporate boards. However, no evidence of any negative 

effect either.  

Sparber (2010) exploits variation across US regions to determine whether racial 

heterogeneity creates gains or losses for states and cities. The author finds that diversity 

enhances the productivity of cities. Need to evaluate the channels through which diversity 

affects productivity. These important issues are probably better served by alternative 

methodologies, including those employing experimental, behavioral, and less aggregated 

data. The study suggests further research in these areas will provide valuable added insight 

into the economic consequences of diversity. 

Gesthuizen, Van der Meer, and Scheepers (2009) examine to what extent do national-level 

characteristics like ethnic diversity, next to other national characteristics, affect dimensions 

of social capital of individual citizens in European countries? The authors set out to answer 

this question by testing Putnam hypotheses on cross-national data from 28 European 

countries. Putnam’s hypothesis indicates ethnic diversity breakdown social capital like trust 

in local governments, active participation in local community projects, donating to charity, 

volunteering and having close friends (Putnam 2007, 150). The main finding is that Putnam’s 

hypothesis8 on ethnic diversity must be refuted in European societies. Instead, it is found that 

 
8 Putnam (2007) has substantiated his core claim, previously announced via diverse media, that ethnic diversity, 

and by implication immigration, might reduce social capital by presenting empirical evidence from a large 

survey study conducted in the United States in 2000. Putnam (2007) suggests that ethnic conflict theory 
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economic inequality and the national history of continuous democracy in European societies 

turn out to be more important for explaining cross-national differences in social capital in 

Europe. The overall picture is that it is not ethnic fractionalization as suggested by Putnam, 

but instead, the years of continuous democracy and the level of economic inequality that are 

important for social capital in European societies. Economic inequality may increase social 

barriers between ethnic groups that in turn reduce social capital. The length or stability of 

democracy increases interpersonal trust and social capital. The study gave policy 

recommendations that economic inequality appears to significantly reduce all dimensions of 

formal social capital.  

To this end, it has been found ethnic and religious diversity plays a leading role in 

international trade. It expects that an increase in ethnic and religious diversity in a country 

leads to an increase in international trade. Therefore, the relationship is expected to be 

positive. Not many empirical studies have found a panel level relationship between diversity 

and trade. However, some studies used immigration variable as a proxy for diversity. This 

thesis used the fractionalization index of Alesina et al. (2003) to calculate ethnic and 

religious diversity. The empirical findings show that the effect of ethnic and religious 

diversity on international trade, is particularly driven by both imports and exports. 

 

2.3 Diversity and financial inclusion 
 

Kim, Yu, and Hassan (2020) examined the influence of religious and social inequality factors 

on financial inclusion because Muslim countries mostly have the lower level of financial 

inclusion around the globe. To do that, first, they calculated the financial inclusion indices 

(FIIs) of 152 countries including 48 OIC countries. Then, they examined the effect of 

religious and social inequality factors on financial inclusion using ordinary least squares 

(OLS). Subsequently, we examined the Moran’s-I test in the OLS models and estimated 

spatial autocorrelation (SAR) models and spatial error model (SEM) to include the spatial 

correlation effect on the estimated models. Through these estimations, they found that the 

religious factors, such as whether OIC or non-OIC, religious diversity and Muslim 

population, have obvious effects on determination of financial inclusion. In addition, they 

 
hypothesizes that ethnic diversity would increase in-group solidarity as well as out-group exclusion, whereas 

contact theory proposes contradictory effects. 
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also verified social inequality factors, such as gender inequality, education level and social 

opportunity level, work as determinants of financial inclusion. Moreover, they found 

evidence that financial inclusion itself and unknown factors of neighboring countries have 

effects on financial inclusion by identifying the spatial effects of analysis models.  

Churchill and Appau (2020) argued that Latin America is one of the most ethnically diverse 

regions in the world and is also characterized by high levels of poverty. As a poverty 

alleviation tool, microfinance emerged in the region and has significantly evolved over the 

years. However, the implications of the region’s high diversity on the performance of 

microfinance institutions (MFIs) are however not known. They attempt to fill this gap by 

providing evidence on the association between MFI performance and indices of ethnic and 

linguistic fractionalization. This study suggests that fractionalization promotes MFI financial 

performance but is detrimental to outreach depth. These results are robust to various 

sensitivity tests. 

Guest (2019) investigates whether board ethnic diversity is associated with stronger board 

monitoring outcomes. He explores a range of outcomes – CEO compensation, accounting 

misstatements, CEO’s turnover performance sensitivity and acquisition performance – but 

finds no evidence to support this. He also finds no evidence that board ethnic diversity 

improves overall firm performance, even for those firms with higher agency problems. The 

results are robust across different methodologies and have important practical implications, 

by informing the current public policy debate on board ethnic diversity. 

Salloum, Jabbour, and Mercier‐Suissa (2019) examines the relationship between boards of 

directors' demographic diversity and firms' financial performance. They highlight how 

women and ethnic minorities can affect Middle Eastern SMEs' financial performance. Using 

an unbalanced panel of 1,855 firm‐year observations of 371 boards of directors from nine 

Middle Eastern countries, results support the positive impact of women and ethnic minority 

group members on Middle Eastern firms' performance. However, their evidence implies that 

when Western ethnic minority members increase, firms' performances tend to decrease, 

because these board members are appointed for regional and international board reputation 

legitimacy, personal business agendas, and links to the external corporate environment. 

Madni (2019) argued that institutions play a vital role for smooth and sustained functioning 

of economies as well as to excel the living standard of economic agents but there is no 

consensus upon factors explaining the institutional quality. This study is an attempt of how 
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ethnic diversity, income inequality and public spending are encompassed to affect the 

institutional quality, illustrated by the example of a developing country, Pakistan, applying 

the ARDL approach covering the time span of 1984–2015. He found that ethnic diversity and 

income inequality are associated with deterioration of institutions and public spending is 

likely to improve them. Ethnic diversity must be managed endogenously to avoid its adverse 

effects on institutions while there is dire need to squeeze the widening gap between rich and 

poor. The findings of the study reveal that public spending needs to be contributed more at 

present for building the institutional quality. 

Yenkey (2018) extends organizational research on distrust to explain the effects of 

organizational misconduct on continued market participation after a fraud. He argued that 

social relations between fraud victims and perpetrators insulate against the formation and 

diffusion of distrust. Variation in market participation after a fraud occurs because victims 

who belong to the perpetrator’s social group are more likely to attribute blame to the 

organization that committed the fraud, while victims from social out-groups are more likely 

to generalize blame to the perpetrator’s social group and subsequently avoid other 

organizations and institutions governed by its members. The empirical setting is Kenya’s 

ethnically diverse Nairobi Securities Exchange (NSE), from which the country’s largest stock 

brokerage was expelled in 2008 after defrauding one-quarter of its 100,000 clients. Analysis 

of NSE data on trades for victimized and non-victimized investors, as well as surnames that 

identify investors’ ethnicities, shows that clients from the same ethnic group as leaders of the 

corrupt brokerage are more likely than clients from rival ethnic groups to continue to 

participate in the market after a fraud and more likely to choose another intermediary 

operated by members of their ethnic group. The results also show that some victims invest 

more after the fraud and use less-trustworthy intermediaries to do so. This suggests that 

integrity-based trust may be a less effective coordination device in arm’s-length market 

transactions than in interpersonal transactions. A key implication is that misconduct does not 

simply reduce average participation in a market; it changes the market’s composition by 

filtering out diverse social groups that are more likely to demand stronger governance 

standards. 

Bernile, Bhagwat, and Yonker (2018) examine the effects of diversity in the board of 

directors on corporate policies and risk. Using a multidimensional measure, they find that 

greater board diversity leads to lower volatility and better performance. The lower risk levels 

are largely due to diverse boards adopting more persistent and less risky financial policies. 
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However, consistent with diversity fostering more efficient (real) risk-taking, firms with 

greater board diversity also invest persistently more in research and development (R&D) and 

have more efficient innovation processes. Instrumental variable tests that exploit exogenous 

variation in firm access to the supply of diverse nonlocal directors indicate that these 

relations are causal. 

Churchill and Mishra (2018) argued that understanding why the levels of success vary across 

microfinance institutions (MFIs) requires not only an understanding of the interplay between 

MFIs, MFI‐specific practices and macroeconomic factors, but also what role ethnic diversity 

plays. Thus, this study is testing hypothesis a relationship between ethnic diversity and MFI 

performance. He measures ethnic diversity using indices of fractionalization. He finds that 

fractionalization is associated with poorer MFI financial performance and leads to MFI 

mission drift. Trust and strong social networks are important mechanisms of influence; they 

are lower in more fractionalized countries. Results are robust to several sensitivity checks. 

Brekke (2018) argued that financial inclusion is high on the agenda for governments as well 

as for organizations such as the World Bank. Research has pointed out that Muslims 

worldwide are less included in the formal financial system than non-Muslims, but there is no 

knowledge about the extent to which religious norms (most importantly the ban on interest 

on money) lead to financial exclusion among Muslims in the West. In this article he 

approaches the issue of financial exclusion and inclusion through three interrelated questions 

that will be answered with data collected in Norway 2015 and 2016. The questions are: (a) 

To what extent do Muslims see conventional banking as a problem in their own lives? (b) Do 

level of education, age, national background or level of religiosity predict demand for Islamic 

banking? (c) Is demand for Islamic banking changing? This article is a first step in what 

should be a broader research program to find out whether and how religious norms cause 

financial exclusion of Muslims in the West. 

Zhao and Lounsbury (2016) defined that resource acquisition is critically important for social 

ventures to fulfill their social missions while striving to scale up and become financially 

sustainable. Past studies have only just begun to appreciate how institutional forces shape the 

acquisition of resources by social ventures. Grounded in the context of microfinance 

organizations (MFOs), a particular type of social venture that holds promise for addressing 

poverty in developing nations, this paper examines how institutional logics, related to market 

and religion, shape the nature and amount of capital acquired by MFOs. In particular, the 
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study shows how the market logic and religious diversity independently and jointly affect 

flows of commercial and public capital into MFOs across countries. Using a proprietary 

database of all traceable lending transactions between capital providers and MFOs from 2004 

to 2012, they find that strong market logic enhances both commercial and public capital 

acquired by MFOs, whereas religious diversity decreases the amount of commercial capital 

flowing to MFOs. Religious diversity also mitigates the positive impact of the market logic 

on capital flows into MFOs. They discuss the implications of these findings for microfinance 

research and practice, the social entrepreneurship literature, and the institutional logics 

perspective. 

Easterly (2014) indicated that ethnic diversity has a more adverse effect on economic policy 

and growth when a government’s institutions are poor. But poor institutions have an even 

more adverse effect on growth and policy when ethnic diversity is high. High-quality 

institutions reflected in such factors as rule of law, bureaucratic quality, freedom from 

government expropriation, and freedom from government repudiation of contracts mitigate 

the adverse economic effects of ethnic fractionalization identified by Easterly and Levine 

(1997) and others. Ethnic diversity has a more adverse effect on economic policy and growth 

when a government’s institutions are poor. But poor institutions have an even more adverse 

effect on growth and policy when ethnic diversity is high. In countries where the institutions 

are good enough, however, ethnic diversity does not lessen growth or worsen economic 

policies. Good institutions also reduce the risk of wars and genocides that might otherwise 

result from ethnic fractionalization. However, these forms of violence are not the channel 

through which ethnic fragmentation and its interaction with institutions affect economic 

growth. Ethnically diverse nations that want to endure in peace and prosperity must build 

good institutions. This paper is a product of Macroeconomics and Growth, Development 

Research Group is part of a larger effort in the group to study the political economy of 

policymaking and institutions.  

S. S. Levine et al. (2014) argued that markets are central to modern society, so their failures 

can have devastating effects. Here, they examine a prominent failure: price bubbles. They 

propose that bubbles are affected by ethnic homogeneity in the market and can be thwarted 

by diversity. Using experimental markets in Southeast Asia and North America, they find a 

marked difference: Market prices fit true values 58% better in diverse markets. In 

homogeneous markets, overpricing is higher and traders’ errors are more correlated than in 

diverse markets. The findings suggest that price bubbles arise not only from individual errors 
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or financial conditions, but also from the social context of decision making. Informing public 

discussion, our findings suggest that diversity facilitates friction that enhances deliberation 

and upends conformity. 

Hooghe, Reeskens, Stolle, and Trappers (2008) argued that while most current research 

documents a negative relation between ethnic diversity and generalized trust, it must be 

acknowledged that these results often originate from one-country analyses in North America. 

In this article, attitudinal measurements from the European Social Survey are combined with 

Organization for Economic Co-Operation and Development data on migration patterns, thus 

examining the relationship between diversity and trust in a comparative manner across 20 

European countries. More fine-grained measurements of diversity (including type and rise of 

diversity over time and legal status of immigrants) are included in a multilevel model. At the 

individual level, most of the familiar relations were confirmed. At the country level, hardly 

any indicators for migration or diversity proved to be strongly and consistently related to 

generalized trust. Results suggest that the pessimistic conclusions about the negative effects 

of ethnic diversity on generalized trust cannot be confirmed at the aggregate level across 

European countries. 

To summarize, ethnic and religious diversity is directly part of social inclusion (exclusion) 

and financial inclusion (exclusion) because different types of people have the capacity to 

grapple with the impact of new technology, new regulation, changing customer expectations 

and shifts in global economic power. So, now it is developing a new slogan, diversity matters 

in the financial sector. The finance sector has had a problem with lack of representation in 

the past, but that is changing rapidly. Not only does diversity improve the innovation and scope of 

your business, but it also increases employee satisfaction, making your business more attractive 

to potential candidates. Besides, having a diverse workforce is simply the right way to do 

things. Encouraging greater diversity is a critical part of meeting these new talent demands. It 

is essential that your business keep up, making sure that the industry remains appealing to the 

next generation of professionals. There is still a puzzle, whether ethnic and religious diversity 

becomes a part of financial inclusion or exclusion. This thesis is going to fill this gap 

literature.  

 

2.4 Diversity and informal economy  
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Berdiev, Goel, and Saunoris (2020) argued that cultural and ethnic factors crucially affect 

economic agents’ propensities toward law-abiding behavior and operating in the underground 

economy is an important, widely prevalent, aspect. However, there are many dimensions of 

ethnic diversity, and the relative influences of each on underground behavior are not well 

articulated. This article uniquely considers the effects of five dimensions of ethnic/cultural 

diversity, including ethnic income inequality, ethnic–linguistic fragmentation, cultural 

fragmentation, ethnolinguistic polarization, and ethnic–linguistic segregation, on the 

international shadow economy. Placing the empirical analysis in the context of the empirical 

determinants of the shadow economy, results show income inequality across ethnic groups 

increases underground activity across different modeling variations, while the effects of the 

other dimensions are statistically insignificant. This unique finding underscores the notion 

that not all dimensions of ethnic diversity are alike when it comes to their influences on the 

informal sector. 

Y.-C. Chen and Chen (2020) examines how social trust facilitates firms’ collaborative 

efficiency in an informal economy. They extend the open innovation theory to explain the 

straightforward role of social trust in the Shenzhen mobile phone industry. This study yields 

two principal findings. First, social trust fosters the efficient integration of value chains for 

mobile phone development. Four types of informal entrepreneurs with high social trust built 

on homogeneous sanctioned ethnic groups (i.e., Fujian, Hunan, Chaoshan, and Wenzhou) 

collaboratively conform to the chip vendors, independent design houses, integrators, 

manufacturers and channel retailers in the Shenzhen mobile phone industry. These four 

groups of informal entrepreneurs achieve ethnic legitimacy by organizing the value chains 

with mobile feature phones built on Shenzhen mobile phone modes. Second, social trust 

among the four sanctioned ethnic groups is a critical determinant for shortening the time-to-

market of new products and catalyzes product specialization to effectively respond to market 

needs in the Shenzhen mobile phone industry. Finally, the implications of these findings for 

research on social trust and open innovation in informal institutions 

Ojo (2019) draws religions’ narratives to illustrate how ethnic minorities create new 

entrepreneurial ventures at the margins of religion and cultural boundaries. Employed as 

boundary-setters are three mainstream Africans’ individual religion identities, which allow 

religious norms and cultural values to create space for entrepreneurship and interrogate the 

diaspora nostalgia of ‘home’. Respondents’ ascriptions are explored to illustrate enterprise in 

the informal and religion/faith contexts and demonstrate how socio-cultural engagements 
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direct and shape ethnic entrepreneurship. Findings point to immigrants’ entrepreneurial 

adaptation through traditional and dogmatic interpretations of religious beliefs in the 

informal sector. 

Zhang (2018) investigates how ethnic diversity amongst black South Africans affects their 

labor market outcomes in the post-Apartheid era. The authors find that ethnic diversity has a 

positive impact on the employment rate of black South Africans, and it only affects ethnic 

groups with relatively large population size. They show that people respond differently in 

places with low and high levels of ethnic diversity not because ethnically diverse districts 

bring about more groups which contribute to something unique in these diverse places, but 

because the relative size of their group results in different motivations to invest in social 

skills. As inter-ethnic communication requires more skills than intra-ethnic connection, 

people in ethnically diverse districts are motivated to invest more in social skills to be able to 

communicate with those outside their own group. The acquisition of these social skills makes 

them better equipped for the labor market. For groups with smaller size who heavily rely on 

inter-ethnic connection, they do not have the incentive to deviate and will always participate 

in inter-ethnic interaction and invest in social skills regardless of the diversity level. A 

successful intervention must encourage more inter-ethnic connection which can motivate 

people to invest in more social skills. It can be an efficient policy, the initial investment in 

social skills is important to the ultimate equilibrium. An attempt at fostering inter-ethnic 

communication in a more diverse society will have long-lasting effects on overall skill 

investments. Policies which directly improve people's social skills may also be effective in 

preparing them for better employment opportunities. 

Ratna, Grafton, and To (2017) evaluates the economic significance of linguistic barriers to 

communication in 226 US cities from 1980 to 2010. The results show that linguistic, racial 

and composite diversity increases the average income of the working age population in 

American cities. The authors find that while diversity has positive economic benefits because 

it allows for mutually beneficial exchanges across people with different knowledge sets and 

experiences, these exchanges appear to be moderated by linguistic barriers. There may be an 

economic justification to subsidize English-language education for migrants from non-

English speaking backgrounds. Physical transportation infrastructure, urban planning and 

public transport provide help with social cohesion as well as potentially helping overcome 

the paradox of diversity.  
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Shahid, Rodgers, and Williams (2017) critically evaluates competing explanations for the 

participation of ethnic minority groups in informal employment. These interpret their 

participation either through a structuralist lens arising out of ‘exclusion’ from formal 

employment or through a neo-liberal and/or post-structuralist lens driven by voluntary ‘exit’ 

from formal institutions. To evaluate critically these competing explanations, this paper 

reports a survey of the experiences of Pakistani immigrants in informal employment in 

Sheffield, including fifty face-to-face interviews and two focus groups. The findings 

highlight informal employment amongst this Pakistani ethnic minority group is neither 

universally driven by exclusion nor exit. Instead, some participate mostly due to exclusion, 

others mostly for exit rationales and some for a combination of the two, with different 

mixtures across different groups and types of informal employment. The outcome is a call for 

greater appreciation of the multifarious character of undeclared work and a move beyond 

simplistic explanations and policy responses. 

Beegle, Benjamin, Recanatini, and Santini (2014) expressed an interest in the size, 

performance and motivation of the informal sector, especially where the informal sector 

provides the livelihood and employment for a critical segment of the population. This essay 

reviews recent literature, methodologies, and relevant Bank studies to share information with 

country teams interested in expanding their knowledge of the informal sector and related 

policy debates. Research in several regions points to four main areas where development 

policy can be improved by taking the informal sector into account. First, improvements 

should be made along a continuum; the heterogeneity among informal firms points to 

different policy approaches for different types of firms. Second, there should be public-

private collaboration on mutual reforms. Many efforts to improve firm performance focus on 

elements of the production function (labor skills, credit) while treating government mainly as 

a cost (taxes, cost of compliance with regulations). Yet research reveals that many 

characteristics of the public regime strongly influence the decisions of firms regarding 

informality. Third, research indicates a strong relation between basic skills and labor 

outcomes, particularly in the informal sector, despite the sector's lower average returns. 

Research also indicates the benefits of targeted training programs. Business services 

programs have a decidedly mixed record, yet ongoing research is refining results on what 

works best. Fourth, informal trade is pervasive in developing countries and the networks 

developed in informal trade wholesalers, credit suppliers and moneychangers, transporters 

are a strong presence in the informal sector. Yet these kinds of complex and nontransparent 
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trading systems can be discouraging to foreign investors and can otherwise undermine trade 

policy and the international competitiveness of developing countries.  

Sepulveda, Syrett, and Lyon (2011) identifies an often-narrow focus upon higher skilled and 

higher income populations and their needs within much urban economic policy thinking. The 

authors identify several fundamental tensions across this agenda and demonstrate how 

current thinking and practice frequently feed into a narrow policy focus upon the high-skilled 

members of diverse populations at the expense of the interests of the majority lower skilled 

and lower income ethnic populations. Population diversity not only contributes to a different 

mix of human capital in terms of formal and tacit skills, knowledge, and education, but also 

creates new markets for goods and services, new business networks and opportunities for 

innovation and entrepreneurship, and urban environments attractive to workers, investors, 

and visitors. The authors also find that the presence of population diversity can, and often 

does, contribute positively to an entrepreneurial and innovative urban economic growth 

dynamic.  

Nathan (2011) explores the economics of cultural diversity in British cities, focusing on the 

years 2001- 2006 and the emergence of so-called ‘super-diversity’ in some urban areas. He 

argued that worker heterogeneity accelerates ideas generation via production 

complementarities. Specifically, ‘cognitively diverse’ teams leverage a wider pool of 

perspectives. Diverse firms may have better access to new ideas and markets, by leveraging 

international networks and diasporas. Diasporas reduce information and communication 

costs, migrants themselves act as mobile carriers of knowledge. Migration decisions reflect 

both expected returns and the taste for risk-taking. Migrants may be highly entrepreneurial, 

and more likely to look for and develop new ideas. It presents results from cross-sectional 

analysis of these diversity measures on urban wages and employment. The authors find some 

positive associations between super-diversity and UK urban economic performance. They 

find that there is a zero or negative association between some diversity measures and 

employment rates, some of which may be explained by long term structural changes to urban 

labor markets.  

Jones, Ram, and Edwards (2006) examine the influence of the national minimum wage 

(NMW) in the UK to small business owners operating in the informal economy. Using the 

clothing and restaurant sectors as a context, the responses of ethnic minority employers 

operating in the informal economy are examined in the light of market and regulatory change 
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(notably, the NMW). Case studies are undertaken with 17 business owners and their workers. 

Given the sensitivity of the information required (reasons for non‐compliance; avoidance 

strategies; labor use), industry “insiders” were deployed to gain access. The findings 

highlight considerable diversity in employer responses, despite the focus on two comparative 

narrow market sectors. This has implications for both neo‐liberal approaches to the informal 

economy, and the so‐called “marginalization” thesis. It provides an insight into a neglected 

segment of the informal economy. Future studies should look at a wider range of sectors and 

compare the experiences of different ethnic minority groups. This paper demonstrates why 

extant policy initiatives designed to formalize informal work face major structural barriers. 

Further, the informal economy is much more widespread than policy discourse suggests, thus 

accentuating the challenge for policymakers. Extant literature on informal economy tends to 

be “race‐blind” and rarely linked to the sphere of employment relations.  

Dreyer Lassen (2003) investigates the relationship between ethnic fragmentation and the size 

of the informal economy. Recent experimental and empirical research links, in turn, ethnicity 

and trust, and trust and tax compliance. In addition, recent empirical studies have identified 

an unwillingness to contribute to public goods benefiting other ethnic groups. Combining 

these insights, the author argues that increasing ethnic fractionalization decreases voluntary 

tax compliance and presents empirical evidence at the macro level in a cross-section of more 

than fifty countries, that more ethnically fragmented societies have significantly larger 

informal sectors. 

In concluding this sub-section, massive literature shows the direct and indirect relationship 

between ethnic and religious diversity and size and development of informal economy. 

Various channels have been identified which cause an increase in the size of informal 

economy. The ILO approach also reflects the ethnic and religious diversity of situations and 

their underlying causes found in the informal economy through the promotion of rights, 

decent employment, social protection and social dialogue. According to my knowledge, there 

is no empirical study which proofs the ethnic and religious cause to increase size and 

development of the informal economy. This thesis is an attempt to explain the complex 

relationship of ethnic diversity and its participation in informal economy by utilizing the data 

of 187 countries of the world. What an ethnic diversity, whether in any shape linguistic or 

religious, may enhance the size and development of informal economy.  
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Chapter-3 Description of statistical methods and data source 
 

This section discusses the approaches and methods used in this thesis for empirical analysis. 

Next four chapters empirically analyze the financial implications of ethnic and religious 

diversity used by panel data of 187 countries of the world. Financial sector is covered under 
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four dimensions i.e., stock market development, international trade, financial inclusion and 

informal economy. Earlier literature on financial development, stock market development, 

financial inclusion reveals that cross-section analysis or panel data is more suitable for 

empirical analysis (Bove & Elia, 2017; Duanmu & Guney, 2013). Whenever, some 

researcher argued that results could be misleading if it presented in a single equation model 

(Temple, 1999). This thesis has presented results from both cross-section and panel data 

regressions. In order to create the index of ethnic and religious diversity this thesis followed 

the ethnic fractionalization index of Alberto Alesina et al. (2003). Diversity is basically time 

invariant data, very nominal change occurs in a long time period. This thesis avoids using 

annual data (because of less variation in diversity data) and creates an index by following 

data per five years of interval from 1990-2015 (1990, 1995, 2000, 2005, 2010 and 2015). 

This time span is chosen as it maximizes the availability of data, mainly as the data retrieved 

from the cline center of democracy.  

Based on the annual percentage of ethnic groups in each country, index of ethnic 

fractionalization (FRACT) calculates the degree of ethnic fractionalization (EF) using the 

most universally applied formula in the empirical literature measured by:  

FRACTj = 1 − ∑ Zij
2

N

i=1

 

Whereas, Zij is the share of group i in total population, (i=1……N) in the country j. 

Theoretically, the ethnic fractionalization index reflects the likelihood that two people chosen 

at random within a given country will be from different ethnic groups. The ethnic 

fractionalization index ranges from 0, when there is no ethnic fractionalization and all 

individuals are members of the same ethnic group to 1, where everyone belongs to his/her 

own ethnic group (Dražanová, L. 2020; Alesina, 2003; Montalvo, J. G., & Reynal-Querol, M. 

2005). 

Now, we discuss about panel data.  

3.1 Panel data Analysis 
 

In the relationship of diversity and economic growth, panel data is used more frequently 

because it supports researchers to know the dynamic effects for a short time period (Alberto 
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Alesina et al., 2003). This thesis used both cross-sections as well as time series which not just 

enhance the quality of data (by increasing power and size of data) but also sort-out economic 

effects that cannot be distinguished with only cross-sections or time series data (Hsiao, 1986). 

Also, with panel data, there are more numbers of data points that generate additional degrees 

of freedom which improve the efficiency of the econometric estimates.  

A simple constant coefficient model can be expressed as;   

𝐘𝐢𝐭 =  𝛂𝐢 + 𝐗𝐢𝐭
′ 𝛃 + 𝐯𝐢𝐭              t =  1 … . . T, i =  1 … … N  

Where Y𝐢𝐭 is the dependent variable, X𝐢𝐭
′  is the independent variable, α and β are coefficients,  

i and t are indices for individuals and time. The error vit is very important in this analysis. 

Assumptions about the error term determine whether we speak of fixed effects or random 

effects. In a fixed effects model vit is assumed to vary non-stochastically over i or t making 

the fixed effects model analogous to a dummy variable model in one dimension. In a random 

effects model, vit is assumed to vary stochastically over i or t requiring special treatment of 

the error variance matrix.  

The basic assumption of the constant coefficient model is that all coefficients, both the slopes 

(β) and intercepts (a), are constant and with v as the error term. The constant intercept 

assumption means that all countries are the same and there are no significant country specific 

and temporal effects. The first step here is simply combining both the time-series and cross-

section data, also known as pooling, and then estimating parameters with ordinary least 

squares (OLS). This simple use of pooled data enables the testing of theories and assumptions 

with relative ease. The estimated parameters of this model will be used as a benchmark 

against other estimates from the more sophisticated models.  

A drawback of constant coefficient model is that the assumption may be violated about the 

relationship between Xi and Y will be the same for all the countries (high, middle and low 

income countries) in pooled data (Sayrs, 1989). Whereas ignoring the country and or time 

specific effects that possibly exist among cross-sections and times series units can lead to 

heterogeneity in the model specification. As a consequence, the parameter estimates will be 

meaningless and inconsistent (Hsiao, 1986). Moreover, in a panel setting, one can separate 

unobserved country-specific and time fixed effects from the error term and subsequently 

reduce bias form the estimated coefficient (Gujarati & Porter, 2003; Wooldridge, 2010). To 

account for possible heterogeneity among countries, fixed effects models and random effects 
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models are more appropriate for handling panel data. However, in the present setting, fixed 

effects would be ideal, because it can control for unobserved countries and time fixed 

effects9.  

According to Hsiao (1986) it should make no difference whether fixed or random effect 

models are used when T (time series) is large, but if T is finite and N is large it could make a 

surprising difference in the estimates. Since the data set of this thesis only consists of six 

periods (interval of five years) for each country, it is essential to choose the correct model to 

make the best use of this small amount of information. This thesis follows Hsiao (1986): “one 

way to decide to use fixed effects or random effects model is to test for misspecification of 

the random effects model, where a is assumed to be random and uncorrelated with the 

independent variables” (Hsiao (1986)  pp. 49). The following hypothesis must be tested: H0: 

a = 0 and H1: a ≠ 0. To test this hypothesis, this thesis performs a Hausman-test which tests 

for correlated random effects. If a is uncorrelated with the independent variables and thus the 

null hypothesis holds then a random effects model should be applied. Contrary, if the 

alternative hypothesis holds, a fixed effects model should be applied.  

3.2 Fixed effects model 
 

Linear unobserved effect model under fixed effect can be expressed as;   

𝐘𝐢𝐭 =  𝛂𝐢 + 𝐗𝐢𝐭
′   𝛃 +  𝐚𝐭 + 𝐯𝐢𝐭 

Whereas t = 1…..T, i = 1……N (i = entity and t = time), Yit is the dependent variable, Xit
′  is 

the independent variable, αi is the unknown intercept, also called the individual effect of the 

individual heterogeneity, it reflects the unobservable variable that explains the inherent 

differences between the different individuals, which are indexed by i.  at is the unobserved 

time-invariant individual effect. In a fixed effects model, the unobserved variables are 

permitted to have any relations whatever with the observed variables. Fixed effect models 

organize for or partial out the belongings of time-invariant variables with time-invariant 

effects. To use fixed effect models, we are only interested in analyzing the impact of 

variables that differ over time. When a using fixed effect model the individual may impact or 

bias the outcome variables and it should be needed to control for this.  

 
9 The thesis used Hausman test, for selection of models whether fixed effect or random effect. The results of the Hausman test 
for all four empirical chapters suggested that a fixed effects static panel estimator would be a superior estimator of all 
models. 
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One of the important assumptions about fixed effect models is that time-invariant 

characteristics are unique and should not be correlated with other explanatory variables for 

the entity i over time. Each entity is different so to error term and the constant not to be 

correlated with the other variables. If this assumption is violated, we face omitted variable 

bias. The second assumption ensures that variables are i.i.d. across entities i=1,…,n. This 

does not require the observations to be uncorrelated within an entity. This is a basically 

common property of time series data and same is allowed for errors vit. To control the third 

factors which do not change with time and the time effect, a panel model containing 

individual random effects and time fixed effects was used. A disadvantage of the use of 

dummy variables in the fixed effect models is that when there is too much cross section and 

time series data, a lot of dummy variables must be included which will take away many 

degrees of freedom, resulting in a less powerful statistical test. Furthermore, the uses of 

dummy variables do not indicate directly what might cause the regression line to shift over 

time and over countries (Pindyck & Rubinfeld, 1998). Stability of models has been tested 

through post-estimations tests in the thesis10. 

 

 
 

3.3 Variables descriptions and data source 
 

Data set of all the countries have been divided into three main categories i.e., high, middle 

and low income countries (according to the per capita income, World Bank). A total of 187 

countries is used in empirical analysis based on the availability of data. The data of main 

explanatory variables i.e., ethnic and religious identities have been taken from Cline Center 

of democracy, University of Illinois, USA. One of the biggest challenges that data scientists, 

social scientists and humanists face is harnessing the power of raw data. Cline Center of 

democracy is working on projects that document the changing varieties of social identity 

around the world and to identify the causes of conflict between religious and ethnic 

groups. The Cline Center for advanced social research is positioned to expand research 

capacities, giving voice to data by providing one with powerful tools to analyze it. As major 

 
10 In all models, this thesis has performed post-estimation model tests to check if any violation of assumptions, 

auocorrelationship and heterosedasticity.  In this regards, White’s robust standard errors correction has applied in all the 

models. White’s robust standard errors allow for possible cross-section heteroscedasticity and contemporaneous correlation 

among cross-sections for reliable significance interpretations and only affect the standard errors and not the estimators.  
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players in the big data ecosystem, this outstanding information database helps us to solve the 

world’s most pressing problems. 

 The following Table 2 shows the definitions of all the variables, descriptions and data 

sources. 

Table 2 Variable’s definition, description and data sources 

Indicators and Description Definition  Data Source 

   

Analysis for Ethnic Diversity  % of population with ethnic groups (out of total 

population) and used formulation of Alesina et al. 

(2003) for its calculations.  

Database of the Cline Center 

for Democracy 

Analysis for Religious Diversity % of population with religious groups (out of total 

population) and used formulation of Alesina et al. 

(2003) for its calculations. 

Database of the Cline Center 

for Democracy 

Unemployment rate Unemployment, total (% of total labor force) WDI 

Gini Coefficient GINI index (World Bank estimate) WDI 

Depth food deficit Depth food deficit (kilocalories per person per day) WDI 

GDPPC GDP per capita (Current US $) WDI 

Urbanization  Urban population (% of total)  WDI 

Education expenditure  Expenditure on Education (% of GDP) WDI 

Pop. Density  Population density (people per sq. km of land area)  WDI 

Total volume of trade (Export + Import % of GDP) WDI 

stock market development World Bank measurement such as 

Market capitalization,  

Market liquidity,  

Turnover ratio,  

Listed domestic companies  

S&P/global equity index 

WDI 

Financial inclusion  Financial inclusion index (FI) which measuring 

through principal component analysis (PCA) mixture 

activities of usages dimension; account, saving, loans, 

access dimension: number of ATMS, bank branches 

and barriers dimensions; trust, affordability, distance, 

documents, respectively.  

Global Financial Development 

Database (GFDD), World 

Bank 

corruption perception index  transparency international 

size and development of 

informal economy 

(as % of GDP) Medina and Schneider (2018) 

Note: Data all the variables used in this thesis is free to access. The following link can be used for database of 

ethnic and religious identity. https://clinecenter.illinois.edu/projects/research-themes/Religious-Ethnic-

https://clinecenter.illinois.edu/projects/research-themes/Religious-Ethnic-Identity
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Identity, and institute of social development database can be accessed at https://isd.iss.nl/data-access/ for 

social cohesion, civil activism, intergroup safety and trust, gender equality.  

 

https://clinecenter.illinois.edu/projects/research-themes/Religious-Ethnic-Identity
https://isd.iss.nl/data-access/
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Chapter 4 Does ethnic and religious diversity affect the stock 

market development? A global perspective  
 

Stock market development is one of the main ingredients for economic prosperity of any 

country (Pan & Mishra, 2018; Rousseau & Wachtel, 2000). To find the determinants of stock 

market development, diversity is found as a one of the key indicators which affect the 

behavior of an investor’s mentor. However, to show the association between diversity and 

stock market development there is a complex and puzzle relationship in their nature (Forti et 

al., 2011; Tang et al., 2016; Zulfiqar & Weller, 2013). However, diversity plays a vital role 

by drastic changes in stock market development which have direct and indirect impact on 

economic development of any country (Bove & Elia, 2017; Montalvo & Reynal-Querol, 

2005; Nettle et al., 2007). This type of financial shocks leads to a catastrophic change of the 

country’s economic prosperity.  

Every country has a basic aim to building up a strong, healthy and prosperous stock market 

through a good investment environment. Traditional economist thinks that stock market 

behavior is affected by the pure macroeconomic variables such as GDP growth (R. Levine & 

Zervos, 1998), trade volume (Chinn & Ito, 2006) inflation, exchange rate, etc.,  In addition, 

microeconomic factors also important for the stock market prosperity as indicated by the 

researches under behavioral finance. In this context, many economists convert their directions 

towards socioeconomic factors into the role of stock market behaviors in contrast to the 

traditional economists (Alberto Alesina & Giuliano, 2015). Patrick (1966), Hall (2001) and 

Guiso, Sapienza, and Zingales (2006) argued that social factors are important as well as 

economic factors into stock market development. They also argued that diversity explains 

more of the difference in finance, development and optimal utilization of resources within the 

society and economy (Stulz & Williamson, 2003).  

Most of the researchers revealed that socioeconomic factors such as ethnic and religious 

diversity have reposted impact on financial market behaviors (Bond, Edmans, & Goldstein, 

2012; D. J. Miller, 2006) financial development (Kwok & Tadesse, 2006) and the investors 

behaviors (Breuer, Riesener, & Salzmann, 2014). This is much more critical than the normal 

behavior of the financial system. However, others argued that the reasons behind these 

episodes of widespread economic bubbles, financial havoc and great depression 
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remain unclear. They further revealed that these type bubbles happen when people mindlessly 

trust the behavior of others particularly surrounded by ethnic peers. In this context, diversity 

can bring a variety of perspectives markets such as ethnically diverse traders are much larger 

to creators of bubbles because it creates changes on how people think, feel and behave.  

In their views, diversity affects the stock market behavior and it has been a laboratory for 

bubbles, and to identify the true value of a stock which appeared and measure their exact 

magnitude. In this context, ethnically homogeneous or diverse markets let them trade stocks 

to earn cash. There were no initial differences between traders in homogeneous and diverse 

markets. But when trading began, a prominent difference between the markets 

emerged. Ethnic diversity can bring a variety of perspectives, but it depends upon the changes 

such as how people think, feel and behave.  

However, in some cases homogeneous societies and markets were much more likely to 

bubble. In them, overpricing was higher as traders were more likely to accept speculative 

prices. Their pricing errors were more correlated than in diverse markets and when bubbles 

burst, homogeneous markets crashed more severely. Stock market bubbles have been long 

ascribed to herd behavior, but hard evidence has been scarce until now. This chapter also 

broad the scope of stock market development, compelling reason to diversify markets, teams, 

boards and organizations in many policy makers such as sociologists, economists, 

psychologists and business experts.  

In this contemporary world and modern society the nature of markets always remained 

ubiquitous (North, 1991). The stock market development has become a main central financial 

institution for development and prosperity of any country because it escalates the 

information, expectation and better use of resources other than the government or individual 

(Hayek, 1945). Whereas stock market is also cause of catastrophic changes such as price 

bubbles and share values which are drastically changed upon the behaviors of entrepreneurs 

in the market. Market hazard behavior emerges from the homogeneous to heterogeneous 

society and collectively changes the failure of market and prices changes such as prices 

bubbles. These types of changes destroy and destabilize the economy not just to the country 

but the entire world. In this context most of the psychologists, sociologists and economists 

have shown unsurprising regarding the bubbles behind the biases of individuals.   

In this further assessment bubbles also are the cause of flaws in the decision making of 

traders under the diverse society. In their opinion bubbles of the financial market is a cause of 
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excessive cash which ultimately affect the behavior of irrationality or herd behavior however 

its reasons remained nebulous. The aim of this study is to show an interesting analysis 

whether fluctuations in the stock market may be caused by social aspects regarding decision 

making in a diverse society. So, in view of this, many researchers treat the recent financial 

crises as a part of homogeneity of society, in which investigating the effects of diversity in 

the countries, regions, organizations and teams. However, some aspects of heterogeneity of 

society are an assortment of perspective skills and enable the valuable information, and 

creativity and problem solving. Ethnic diversity has been studied in multiple spheres, 

including economic growth (Alberto Alesina & Ferrara, 2005; Florida, 2002), social capital 

(Putnam, 2007), cities and neighborhoods (Pettigrew, Tropp, Wagner, & Christ, 2011), 

organizations (Herring, 2009; Richard, 2000), work teams (DiTomaso, Post, & Parks-Yancy, 

2007; Van Knippenberg & Schippers, 2007; K. Y. Williams & O'Reilly III, 1998), and jury 

deliberations (Sommers, 2006). 

Heterogeneity society may also create the complication in implementation of public policy 

and hamper the collective action. However, in the modern world most markets are vigilant 

and over relied in other decisions which may be riskier. Diverse society may be more harmful 

towards the modern markets due to the confidence on other decisions. Other people’s 

decisions on many situations in any market may be purchase of stock, buying a house or 

hiring an employee and mostly due to the function of goods and services. In these modern 

markets, traders place greater confidence in the actions of others. They are more likely to 

accept their co-ethnics decisions as reasonable, and therefore more likely to act alike. In a 

homogeneous market, individuals are less likely to scrutinize others behavior than the diverse 

market. People tend to be more trusting of the perspectives, actions, and intentions of 

ethnically similar societies (R. Brown, 2000; Hogg, 2007; Pettigrew et al., 2011). 

As intergroup contact theory and social identity theory, ethnic identity is a broad basis for 

establishing trust among strangers. Moreover, empirical evidence shows specifically that 

people surrounded by ethnic peers tend to process information more superficially (Antonio et 

al., 2004; Sommers, 2006; Sommers, Warp, & Mahoney, 2008). In markets, where 

information is incomplete and decisions are uncertain (Kahneman, 2003), traders may be 

particularly reliant on ethnicity as a group-level heuristic for establishing confidence in others 

decisions. Such superficial information processing can engender conformity, herding, and 

price bubbles. This is not an individual idiosyncrasy, but a collective phenomenon pricing 

errors of traders in homogeneous markets are more likely to be correlated than those of 
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traders in diverse markets. The culmination of these processes leads to bubbles that are 

bigger. Nowadays, in the modern stock market, participants observed all the trading activity 

on their computer screens. Although, it is difficult to know which trader made a certain bid or 

offer. However, direct social influence was curtailed but herding was still possible. 

Recently, in the financial economics debate, many researchers have investigated the various 

socioeconomic determinants of stock market behaviors. However, there is limited and puzzle 

relationship available about diversity and stock market development. Some optimists argued 

that diversity is important only in the context of economic advancement (Collier, 1998; 

Elbadawi & Sambanis, 2000; Watkins & Ferrara, 2005) and investment (Montalvo & Reynal-

Querol, 2005). This chapter explores a very interesting relationship between ethnic and 

religious diversity and stock market development using data of 187 countries of the world 

(for more detail see in appendix, list of countries). 

 

4.1 Theoretical Framework 
 

In the context of herd behaviors of the stock market, many researchers gave more focus to the 

development of the financial market based on their own diversified behaviors of any country.  

However, the effect of diversity (ethnic and religious) on stock market prosperity was 

ignored. In which one reason for this neglecting aspect is to find difficulty and complexity in 

measuring diversity in quantification. However, this problem has been resolved by the 

construction of fractionalization index by Alberto Alesina et al. (2003). In the macro 

perspective, there are several various disciplines and theories merging under this ground, 

such as sociology, psychology, economics and finance. In which theories such as perspective 

of growth strategy theory, rational choice theory, agency theory, social exchange theory, and 

rational expectation theory are well discussed as the direct or indirect relationship between 

diversity and financial analysis.   

In one aspect diverse society promotes technological innovation which ultimately promote 

economic growth, and onwards lead to the prosperity of the stock market (Ashraf & Galor, 

2011). On the other hand, financial innovations caused by diversity promote the prosperity 

and development of the stock market. Limited literature was found about the relationship 

between diversity and financial innovation, but the positive effect of diversity on innovation 

became the academic consensus by Herbig and Dunphy (1998).  
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Breuer et al. (2014) investigated the impact of diversity on time preference and found that is 

the time preference indicator: and time preferences are closely related, and different diversity 

will lead to different time preferences. The intertemporal investment consumption theory 

indicated that the different time preference of investors shaped by cultural diversity will 

deduce different trading strategy choices, thus affecting the financial market. Behavioral 

finance studies have indicated that the heterogeneity of the expectations and beliefs caused by 

cognitive differences has an important impact on the financial market (Chui, Titman, & Wei, 

2010). 

Researchers want to know whether the increase in the level of diversity will promote the 

prosperity of the financial market. Diversity plays a different role in different countries. 

Compared to the common ethnic and cultural conflicts in African countries, different ethnic 

groups in the European and American multinational countries get along well, and there is 

frequent diversity communication between them. Taydas, Peksen, and James (2010) found 

that countries with higher levels of legal system have less social internal conflict. The good 

legal system level can provide protection of basic rights and a fair-trading environment for 

investors. Only under the common standards and rules, the diversity will not lead to market 

confusion, and the stock market can develop in an orderly manner (H1). In a high-quality 

legal environment, diversity shows constructive force while in low-quality legal system 

environments, diversity shows destructive force. The relationship between diversity and stock 

market development are merging from the assumption of different theoretical models.  

As with technological innovation, financial innovation is the embodiment and result of 

innovation capability. In the twentieth century, the importance of financial innovation has 

been widely recognized (Allen & Gale, 1994; Frame & White, 2004; Lerner, 2006; Merton & 

Perold, 1993; M. H. Miller, 1986). Frame and White (2004) showed that financial innovation 

(new products, new services, new processes and new forms of organization) could improve 

the function of the financial sector. Markusen (1983) changes the assumptions of Mundell 

(1957) such that the model becomes more realistic and other market imperfections come into 

place. Such market imperfections include returns to scale, imperfect competition, production 

and factor taxes, and differences in production technology that causes trade and factor 

movements to be complements.  

Head and Ries (1998) define this knowledge as the more ethnic groups from different 

countries, the more the export market can be expanded which stimulates international trade. 
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Egger, Von Ehrlich, and Nelson (2012) specify that ethnic groups engage in the market 

creation and make themselves able to open to other foreign markets. As soon as the 

connection to a certain country has already been formed and trade with that foreign market is 

established, not much more of those ethnic groups are needed anymore to keep increasing 

international trade. The turnover ratio and trading volume can manipulate the stock market 

degree of activeness Gozzi, Levine, and Schmukler (2008) suggested to account for the 

excessive measurement and data availability, turnover ratio is more suitable.  

This paper initially looks at the development effects of the diversity, stock market 

development using panel data regression with 187 countries worldwide for the period of 

1990-2015 (with 05 years of interval). Stock market prosperity is usually defined as activity 

of buying and selling behavior in the market and liquidity characteristics. Faced with this 

dilemma, scholars from different fields of research focused on different diversity characters 

that lead to many kinds of measurement models. To analyze the direct relationship of ethnic 

and religious diversity with stock market development, adopt the standard specification and 

follow the model proposed by Alesina et al. (2003) and Bove and Elia (2017). 

𝑀𝐶𝑖𝑡 = 𝑎𝑖 + 𝛽1𝐸𝐷 + 𝛽2𝑅𝐷𝑖𝑡 + 𝛽3𝐼𝐶𝑖𝑡 + 𝛽4𝐹𝐷𝐼𝑖𝑡 + 𝛽5𝐺𝐷𝑃𝑃𝐶𝑖𝑡 + 𝛽6𝐼𝑆𝑇𝑖𝑡 + 𝛽7𝐶𝐼𝑖𝑡 + 𝛽8𝐺𝐸𝑖𝑡 + 𝑎𝑖 + 𝜀𝑖𝑡 ....1 

𝑉𝑆𝑇𝐺𝑖𝑡 = 𝑎𝑖 + 𝛽
1
𝐸𝐷 + 𝛽

2
𝑅𝐷𝑖𝑡 + 𝛽

3
𝐼𝐶𝑖𝑡 + 𝛽

4
𝐹𝐷𝐼𝑖𝑡 + 𝛽

5
𝐺𝐷𝑃𝑃𝐶𝑖𝑡 + 𝛽

6
𝐼𝑆𝑇𝑖𝑡 + 𝛽

7
𝐶𝐼𝑖𝑡 + 𝛽

8
𝐺𝐸𝑖𝑡 + 𝑎𝑖 + 𝜀𝑖𝑡 ....2 

𝑉𝑆𝑇𝑀𝑖𝑡 = 𝑎𝑖 + 𝛽
1
𝐸𝐷 + 𝛽

2
𝑅𝐷𝑖𝑡 + 𝛽

3
𝐼𝐶𝑖𝑡 + 𝛽

4
𝐹𝐷𝐼𝑖𝑡 + 𝛽

5
𝐺𝐷𝑃𝑃𝐶𝑖𝑡 + 𝛽

6
𝐼𝑆𝑇𝑖𝑡 + 𝛽

7
𝐶𝐼𝑖𝑡 + 𝛽

8
𝐺𝐸𝑖𝑡 + 𝑎𝑖 + 𝜀𝑖𝑡 ....3 

𝐷𝐶𝑖𝑡 = 𝑎𝑖 + 𝛽
1
𝐸𝐷 + 𝛽

2
𝑅𝐷𝑖𝑡 + 𝛽

3
𝐼𝐶𝑖𝑡 + 𝛽

4
𝐹𝐷𝐼𝑖𝑡 + 𝛽

5
𝐺𝐷𝑃𝑃𝐶𝑖𝑡 + 𝛽

6
𝐼𝑆𝑇𝑖𝑡 + 𝛽

7
𝐶𝐼𝑖𝑡 + 𝛽

8
𝐺𝐸𝑖𝑡 + 𝑎𝑖 + 𝜀𝑖𝑡 ....4 

𝐺𝐸𝐼𝑖𝑡 = 𝑎𝑖 + 𝛽
1
𝐸𝐷 + 𝛽

2
𝑅𝐷𝑖𝑡 + 𝛽

3
𝐼𝐶𝑖𝑡 + 𝛽

4
𝐹𝐷𝐼𝑖𝑡 + 𝛽

5
𝐺𝐷𝑃𝑃𝐶𝑖𝑡 + 𝛽

6
𝐼𝑆𝑇𝑖𝑡 + 𝛽

7
𝐶𝐼𝑖𝑡 + 𝛽

8
𝐺𝐸𝑖𝑡 + 𝑎𝑖 + 𝜀𝑖𝑡 ....5 

 

Where:  

MC = market capitalization (% of GDP),  

VSTG = value of share traded (% of GDP),  

VSTM = value of share trade (% of market capitalization),  

DC = No. of listed domestic companies,  

GEI = S&P/Global equity index,  

ED = Fractionalization of Ethnic Diversity,  

RD= Fractionalization of Religious Diversity,  
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IC= Intergroup Cohesion,  

FDI = Foreign direct investment,  

GDPPC= GDP per capita PPP,  

IST= Intergroup Safety and Trust,  

CI= corruption perception index  

GE= Gender equality,  

αi is the unknown intercept,  

at is the unobserved time-invariant individual effect,  

εit is the error term. 

 

The first variable is the main dependent variable, stock market development, retrieved from 

the World Bank, World Development Indicators11. Stock market development is measured 

via five dimensions i.e., market capitalization (% of GDP), value of share traded (% of GDP), 

value of share trade (% of market capitalization), No. of listed domestic companies and 

Global equity index. Market capitalization (MC) is also known as market valuation of 

outstanding shares (including their various classes) for the domestic companies listed. Value 

of share traded (% of GDP) is the value of total number of shares traded (foreign and 

domestic). Value of share trade (% of market capitalization) is simply known as the turnover 

ratio, which is the value of domestic shares traded divided by their market capitalization. No. 

of listed domestic companies is including foreign companies which are exclusively listed 

(shares listed at the end of the year). S&P Global Equity Indices measure the U.S. dollar price 

change in the stock markets covered by the S&P/IFCI and S&P/Frontier BMI country 

indices. 

The main independent variables are the ethnic and religious diversity (these indices have 

been created by using the formula of Alesina et al. (2003)). Both indices correspond to the 

probability that two randomly drawn individuals within a country are not from the 

same ethnic and religious group. Indices have ranged through “0” homogeneous countries to 

“1” totally heterogeneous country that tells how much a country is diverse on basis of ethnic 

and religious identity. Ethnic and religious diversity is directly related to the development of 

 
11 See the methodology section, for definitions, description and data sources of all the variables used in this 

thesis.  
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local and foreign companies. Diversity brings new ideas, changes the human behaviors of 

thinking, better decision making and more foreign and domestic investment. On the other 

side, it creates conflict, misunderstanding, miscommunication, less trust, less social network 

and extremism of religious prejudice disturbs the market decision. This chapter is testing this 

view whether ethnic and religious diversity stimulates or relegates the stock market 

development.  

The control variables included in the models are IC, IST, GE, GDPPC and CI. These 

acronyms stand for Intergroup Cohesion, Intergroup safety and trust, Gender equality, GDP 

per capita and corruption perception index, respectively. The first three are retrieved from 

international institute of social studies (ISS), and latter two from WDI and transparency 

international.        

Intergroup Cohesion, Gender Equality and Interpersonal Safety and Trust are social 

indicators (can also called social capital) which are included as control variables with 

relationship stock market. These entire three indicators have worked as bonding and bridging 

networks for stock market. These are serving to reduce the distortions in the financial market 

that are introduced by arbitrary exclusion of ethnic or other minorities. Likewise, gender 

equity also enhances allocative efficiency, allowing women to translate human and economic 

capital into returns in the workplace.  

GDP per capita is used to control for indirect influences from the level of development on the 

stock market. GDP per capita shows bilateral relationship with stock market development. 

GDP per capita raises the corporate earnings which makes it bullish for stock. The inverse 

occurs when GDP per capita leads to less spending by business and consumers which derives 

the markets lower.    

CI (corruption perception index) is one of the important control variables which direct and 

indirect affect the stock market. It also has a dual effect on stock market development. Some 

development professionals argue that corruption can have a positive effect by generating 

parallel and neutral economic flows. Beyond the argument that corruption is necessary to 

"grease the wheels" of the economy, they feel corruption as a "positive" (economically, 

socially) and "redistributive" force. Controversy, corruption has detrimental consequences for 

financial markets as it induces higher borrowing costs for firms, impairs corporate 

governance, and results in hindered stock valuations (Cuervo-Cazurra, 2008), thus 

implicating financial development prospects. Moreover, corruption makes it more difficult 
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and costly to conduct foreign operations through obtaining licenses and permits (Cuervo-

Cazurra, 2008; DiRienzo & Das, 2015).  

Foreign direct investment (FDI) is one of the strong determinants of the stock market. It also 

has bilateral causal relationship with stock market development. FDI is the net inflows of 

investment to acquire a lasting management interest in an enterprise operating in an economy 

other than that of the investor. 

4.2 Empirical Results 
 

This section shows the empirical findings about the relationship between ethnic and religious 

diversity with the stock market. Following tables 2a-6a indicate the robust analysis between 

ethnic and religious diversity with stock market through panel data analysis. Empirical results 

of stock market development have been checked by five indicators i.e., market capitalization 

(% of GDP), value of share traded (% of GDP), value of share trade (% of market 

capitalization), no. of listed domestic companies, S&P/Global equity index in table 2a-6a, 

respectively.  



72 

 

 

Table 3  Diversity and stock market development (Market capitalization % of GDP) 

Dependent variable: Market capitalization  

Variables Market capitalization (% of GDP)   

(1) (2) (3) (4) (5) (6) (7) (8) (9) (10) (11) (12) 

Ethnic Group 0.2299ϮϮϮ 

(0.2797) 

       0.1105ϮϮ 

(0.2838) 

0.3702ϮϮϮ 

(0.3533) 

0.9229ϮϮ 

(0.2920) 

0.1787ϮϮϮ 

(0.5024) 

Religious Group  1.0874ϮϮϮ 

(0.3146) 

      1.1674ϮϮϮ 

(0.3291) 

0.9487ϮϮ 

(0.3944) 

0.1251Ϯ 

(0.3308) 

0.0947ϮϮ 

(0.5810) 

Intergroup Cohesion   1.3149ϮϮ 

(0.7884) 

      1.7236* 

(0.9378) 

 2.6054ϮϮϮ 

(0.7235) 

FDI    0.0075ϮϮ 

(0.0031) 

      -0.0014 

(0.0083) 

0.0056 

(0.0084) 

GDPPC     3.2300ϮϮϮ 

(3.4800) 

    3.0100*** 

(5.7900) 

 1.5600ϮϮϮ 

(5.5100) 

Interpersonal safety & trust       3.5696ϮϮϮ 

(0.8215) 

   1.0301 

(1.0026) 

 -0.6470 

(0.7965) 

Corruption index        0.0259ϮϮϮ 

(0.0027) 

   0.0281 

(0.0034) 

0.0226ϮϮ 

(0.0060) 

Gender Equality         2.2339Ϯ 

(0.6986) 

  -0.2371 

(0.7328) 

0.340495 

(0.7539) 

C 3.416ϮϮϮ 

(0.1331) 

3.0914ϮϮϮ 

(0.1398) 

2.7481ϮϮϮ 

(0.4853) 

3.5087ϮϮϮ 

(0.0709) 

2.9204ϮϮϮ 

(0.0928) 

1.7860ϮϮϮ 

(0.4408) 

2.2950ϮϮϮ 

(0.1586) 

1.9574ϮϮϮ 

(0.5107) 

3.0610ϮϮϮ 

(0.1644) 

2.9783ϮϮϮ 

(0.7503) 

1.8945ϮϮϮ 

(0.5217) 

3.6367ϮϮϮ 

(0.7692) 

𝑹𝟐 0.8239 0.8389 0.9110 0.7182 0.9296 0.8660 0.8512 0.9312 0.7463 0.7271 0.8859 0.91062 

Model FE FE FE FE FE FE FE FE FE FE FE FE 

Cross-Sections 81 84 78 89 89 86 85 89 79 69 75 68 

Obs. 283 297 252 315 320 269 277 319 279 195 241 186 

Notes:  regressions are estimated with white cross-section standard errors correction. Standard errors are in parentheses. The asterisks Ϯ, ϮϮ and 
ϮϮϮ denotes statistical significance at 10, 5 and 1 per cent level respectively.  
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Table 4  Diversity and stock market development (Market Liquidity) 

Dependent variable: Value of share trade  

Variables Value of share trade (% of GDP)   

(1) (2) (3) (4) (5) (6) (7) (8) (9) (10) (11) (12) 

             

Ethnic Group 1.2548ϮϮϮ 

(0.5014) 

       1.2372ϮϮϮ 

(0.5221) 

0.2934ϮϮϮ 

(0.5870) 

0.6149Ϯ 

(0.5011) 

0.0792ϮϮ 

(0.8207) 

Religious Group  0.2837ϮϮϮ 

(0.5759) 

      0.5014Ϯ 

(0.6022) 

1.1734ϮϮ 

(0.6456) 

1.2904ϮϮ 

(0.5667) 

1.0003Ϯ 

(0.9437) 

Intergroup Cohesion   1.4323ϮϮ 

(1.3805) 

      2.7573 

(1.5816) 

 3.1503ϮϮϮ 

(1.0411) 

FDI    0.0002 

(0.0059) 

      -0.0227 

(0.0147) 

0.0075 

(0.0116) 

GDPPC     4.6300ϮϮϮ 

(6.5400) 

    4.0100ϮϮ 

(9.0200) 

 1.1200ϮϮ 

(8.2500) 

Interpersonal safety & trust      8.1851ϮϮϮ 

(1.4222) 

   4.1421 

(1.6611) 

 1.2159Ϯ 

(1.0723) 

Corruption index       0.0422 

(0.0047) 

   0.0570ϮϮϮ 

(0.0060) 

0.0548ϮϮϮ 

(0.0091) 

Gender Equality        3.8315 

(1.3233) 

  -0.7164 

(1.2685) 

1.1704 

(1.1157) 

C 2.3711ϮϮϮ 

(0.2394) 

1.7777ϮϮϮ 

(0.2524) 

1.0816ϮϮϮ 

(0.8437) 

1.8514ϮϮϮ 

(0.1302) 

0.9503ϮϮϮ 

(0.1719) 

2.1932ϮϮϮ 

(0.7664) 

-0.0222ϮϮϮ 

(0.2767) 

0.9034ϮϮϮ 

(0.9613) 

2.1465ϮϮϮ 

(0.2992) 

0.5023ϮϮϮ 

(1.2845) 

0.0215ϮϮϮ 

(0.8977) 

-0.3428 

(1.1736) 

𝑹𝟐 0.8203 0.9077 0.9395 0.8605 0.8278 0.9047 0.9145 0.9739 0.9689 0.9282 0.9083 0.9551 

Model FE FE FE FE FE FE FE FE FE FE FE FE 

Cross-Sections 84 87 78 93 93 87 86 93 82 68 75 67 

Obs. 304 316 273 340 345 285 289 344 298 205 250 194 

Notes:  regressions are estimated with white cross-section standard errors correction. Standard errors are in parentheses. The asterisks Ϯ, ϮϮ and 
ϮϮϮ denotes statistical significance at 10, 5 and 1 per cent level respectively.  
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Table 5: Diversity and stock market development (Turnover Ratio) 

Dependent variable: Value of Share traded  

Variables Value of Share traded (% of market capitalization)   

(1) (2) (3) (4) (5) (6) (7) (8) (9) (10) (11) (12) 

             

Ethnic Group 1.2048ϮϮϮ 

(0.3796) 

       1.0149ϮϮϮ 

(0.3898) 

0.4524ϮϮ 

(0.4379) 

0.0083ϮϮ 

(0.4110) 

0.0876ϮϮ 

(0.6419) 

Religious Group  0.6431ϮϮϮ 

(0.4490) 

      0.4963ϮϮ 

(0.4575) 

0.4174 

(0.4895) 

1.4128ϮϮϮ 

(0.4714) 

0.9102ϮϮ 

(0.7545) 

Intergroup Cohesion   0.0341ϮϮϮ 

(1.0660) 

     

 

 1.7601Ϯ 

(1.1768) 

 0.4521Ϯ 

(0.9568) 

FDI    -0.0079Ϯ 

(0.0042) 

      -0.0224 

(0.0115) 

-0.0072 

(0.0113) 

GDPPC     1.6700ϮϮϮ 

(5.4300) 

    1.7900ϮϮ 

(7.0200) 

 -2.9700 

(7.0000) 

Interpersonal safety & trust       4.3477ϮϮϮ 

(1.0740) 

   2.4662ϮϮ 

(1.2389) 

 1.5058 

(1.0355) 

Corruption index        0.0188ϮϮϮ 

(0.0040) 

   0.0294ϮϮϮ 

(0.0049) 

0.0296ϮϮ 

(0.0077) 

Gender Equality         2.2623ϮϮϮ 

(1.0159) 

  0.1373 

(1.0398) 

1.3860 

(0.9995) 

C 3.4518ϮϮϮ 

(0.1818) 

3.2208ϮϮϮ 

(0.1994) 

3.0178ϮϮϮ 

(0.6527) 

2.9689ϮϮϮ 

(0.1002) 

2.5622ϮϮϮ 

(0.1449) 

0.8127ϮϮϮ 

(0.5774) 

2.0621ϮϮϮ 

(0.2406) 

1.2634ϮϮϮ 

(0.7412) 

3.5409ϮϮϮ 

(0.2293) 

2.5981ϮϮϮ 

(0.9348) 

2.1047ϮϮϮ 

(0.7418) 

0.4614 

(1.0278) 

𝑹𝟐 0.8364 0.7272 0.8504 0.8139 0.9303 0.9635 0.9250 0.8185 0.9362 0.9235 0.9345 0.965291 

Model FE FE FE FE FE FE FE FE FE FE FE FE 

Cross-Sections 80 84 77 89 89 83 84 89 79 66 74 65 

Obs. 268 284 241 299 304 257 263 303 265 186 228 177 

Notes:  regressions are estimated with white cross-section standard errors correction. Standard errors are in parentheses. The asterisks Ϯ, ϮϮ and 
ϮϮϮ denotes statistical significance at 10, 5 and 1 per cent level respectively.  
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Table 6: Diversity and stock market development (Listed domestic companies) 

Dependent variable: listed domestic companies number 

Variables No. of listed domestic companies   

(1) (2) (3) (4) (5) (6) (7) (8) (9) (10) (11) (12) 

             

Ethnic Group 0.3504ϮϮϮ 

(0.3283) 

       0.1833ϮϮϮ 

(0.3400) 

0.1010ϮϮϮ 

(0.4267) 

0.6908ϮϮ 

(0.3698) 

1.5840ϮϮϮ 

(1.2345) 

Religious Group  0.1876ϮϮϮ 

(0.3872) 

      0.1552ϮϮ 

(0.3936) 

0.7643ϮϮ 

(0.4762) 

0.8954Ϯ 

(0.4248) 

1.8966ϮϮ 

(0.8925) 

Intergroup Cohesion   1.7535ϮϮϮ 

(0.9828) 

      2.9335ϮϮ 

(1.1341) 

 0.3000ϮϮ 

(0.4261) 

FDI    -0.0077ϮϮ 

(0.0040) 

      -0.0328 

(0.0112) 

0.0001 

(0.0047) 

GDPPC     1.4100ϮϮϮ 

(4.6500) 

    1.08 

(6.6500) 

 8.9300Ϯ 

(4.8600) 

Interpersonal safety & trust       3.9580ϮϮϮ 

(0.9611) 

   4.0155ϮϮϮ 

(1.1598) 

 0.5862 

(0.4792) 

Corruption index        0.0158 

(0.0037) 

   0.0285 

(0.0044) 

0.0221ϮϮϮ 

(0.0058) 

Gender Equality         1.1661 

(0.8660) 

  0.0571 

(0.9257) 

-0.1149 

(0.5014) 

C 5.1215ϮϮϮ 

(0.1542) 

5.1110ϮϮϮ 

(0.1689) 

6.2417ϮϮϮ 

(0.6068) 

5.0284ϮϮϮ 

(0.0862) 

4.7109ϮϮϮ 

(0.1207) 

3.1065ϮϮϮ 

(0.5148) 

4.3494ϮϮϮ 

(0.2151) 

4.1442ϮϮϮ 

(0.6322) 

5.0875ϮϮϮ 

(0.1899) 

4.5032ϮϮϮ 

(0.9298) 

3.8009ϮϮϮ 

(0.6557) 

3.9872ϮϮϮ 

(0.7214) 

             

𝑹𝟐 0.8353 0.8060 0.7969 0.7063 0.8238 0.8510 0.9092 0.9150 0.9313 0.9359 0.9456 0.9746 

Model FE FE FE FE FE FE FE FE FE FE FE FE 

Cross-Sections 85 88 80 95 95 88 88 95 83 69 76 68 

Obs. 326 342 298 370 375 308 316 374 320 222 271 212 

Notes:  regressions are estimated with white cross-section standard errors correction. Standard errors are in parentheses. The asterisks Ϯ, ϮϮ and 
ϮϮϮ denotes statistical significance at 10, 5 and 1 per cent level respectively.  
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Table 7: Diversity and stock market development (S&P/Global Equity Indices) 

Dependent variable: S&P/global equity index 

Variables S&P/global equity index (% change)   

(1) (2) (3) (4) (5) (6) (7) (8) (9) (10) (11) (12) 

             

Ethnic Group 0.6757ϮϮ 

(0.3824) 

       0.9607ϮϮ 

(0.4014) 

0.4621ϮϮϮ 

(0.5177) 

0.5695ϮϮ 

(0.4608) 

0.4052ϮϮ 

(0.5585) 

Religious Group  0.7839ϮϮ 

(0.4120) 

      1.0291ϮϮ 

(0.4343) 

1.0282Ϯ 

(0.5337) 

0.9774ϮϮ 

(0.4847) 

1.5443ϮϮϮ 

(0.6276) 

Intergroup Cohesion   4.6745ϮϮϮ 

(1.0326) 

      2.5950Ϯ 

(1.3838) 

 2.1041ϮϮ 

(1.6904) 

FDI    -0.0068 

(0.0114) 

      0.0003 

(0.0121) 

0.0026 

(0.0144) 

GDPPC     -1.6700Ϯ 

(5.2500) 

    -3.2400 

(7.7600) 

 -2.9200 

(8.7700) 

Interpersonal safety & trust       -2.0293ϮϮ 

(0.9146) 

   -1.3034 

(1.2299) 

 -2.4164Ϯ 

(1.4272) 

Corruption index        0.0102ϮϮϮ 

(0.0035) 

   0.0025 

(0.0048) 

0.0091Ϯ 

(0.0077) 

Gender Equality         -3.9898ϮϮϮ 

(0.9198) 

  -2.9391ϮϮ 

(1.2377) 

-2.8214 

(1.6870) 

C 2.4456ϮϮϮ 

(0.1732) 

2.9786ϮϮϮ 

(0.1900) 

5.4040ϮϮϮ 

(0.6172) 

2.6862ϮϮϮ 

(0.1055) 

3.0099ϮϮϮ 

(0.1401) 

3.6904ϮϮϮ 

(0.4884) 

3.1993ϮϮϮ 

(0.2193) 

5.5795ϮϮϮ 

(0.6816) 

2.7479ϮϮϮ 

(0.2132) 

5.1816ϮϮϮ 

(1.0609) 

5.1168 

(0.8572) 

7.2127ϮϮϮ 

(1.5072) 

             

𝑹𝟐 0.8019 0.8204 0.7255 0.8204 0.8533 0.9281 0.7417 0.79516 0.7799 0.9179 0.9277 0.9873 

Model FE FE FE FE FE FE FE FE FE FE FE FE 

Cross-Sections 70 74 73 76 76 76 73 76 69 67 66 64 

Obs. 163 177 149 180 182 172 170 181 161 126 148 119 

Notes:  regressions are estimated with white cross-section standard errors correction. Standard errors are in parentheses. The asterisks Ϯ, ϮϮ and 
ϮϮϮ denotes statistical significance at 10, 5 and 1 per cent level respectively.  
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The focus of this study is to reveal the impact of diversity, i.e., ethnic and religious, on dependent 

variables, i.e., stock market development (including market capitalization, market liquidity, turnover 

ratio, listed domestic companies, S&P/global equity index). The results show that diversity (i.e., ethnic 

and religious) has a significantly positive impact on all the stock market development indicators. The 

robustness is represented in all Tables, column 1-11. All the Tables 3-7 confirmed that ethnic and 

religious diversity both are important indicators which enhance the stock market development. It 

means that, if the diversity is well-established, shareholder engagements focus on persuading 

companies to take advantage of the benefits associated with gender diversity, including improved 

decision-making, oversight and financial performance.  

Table 3 shows at 1% level of significance ethnic and religious diversity has a positive impact on 

market capitalization. The  coefficient  shows  1  unit  change  in  ethnic  and  religious  diversity, 

market capitalization boost-up  with  0.17%  and  0.09% respectively. As table 4 shows at 5% and 10% 

levels of significance ethnic and religious diversity enhance the market liquidity with 0.79% and 1% 

respectively. Similarly, as table 5 shows at 5% level of significance ethnic and religious diversity 

enhance the turnover ratio with 0.08% and 0.9% respectively. As table 6 shows at 1% and 5% level of 

significance ethnic and religious diversity increment the no. of domestic companies with 1.5 and 1.8 

units, respectively. As table 7 shows at 5% and 1% level of significance ethnic and religious diversity 

enhance the global equality index with 0.40 and 1.5 units, respectively. Religious diversity also 

presents the same behavior in this case. 

These results are similar to the literature such as diversity enhances the financial market development 

(Baier & Bergstrand, 2001; Collier, Elbadawi, & Sambanis, 2000a; Watkins & Ferrara, 2005; 

Yanikkaya, 2003). However, in some extent literature also found the relationship between diversity 

and stock market development through their socio-economic cost. They argued that ethnic 

diversification can sometimes be an engine for productivity and innovation, because different ethnic 

groups have different productive skills which complement each other. Ethnic mix also embodies 

abilities, experiences and cultures when turns productive then may lead to innovation and creativity. 

Diversity may be helpful to ensure sustainable development because diversity itself demands for the 

intergroup cohesion process. Groups coming with different interests, but equal influence will compete, 

thus forcing conciliation on the growth-oriented policies from which all could lead to earn profit.  

Furthermore, rise in both types of diversity do not create conflict inside and outside the society because 

of cohesive measures and collective actions. Fractionalization has  the  aptitude  to  make  societies  

safe  and  emphasized  that  ethnic  diversity  has a positive role on stock market because it creates a 
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non-coercive, stable, development-oriented  state  through  intensive  public  engagements,  it  

minimizes  the  possibility  of  civil  war  due  to  conflict.  It improves varied productivity and 

innovation and lays a foundation for better performance of the private sector. Ultimately, the evidence 

suggests ethnic fractionalization enhances stock market development. The results, therefore, strengthen 

the emerging positive consequences of ethnic diversity on the stock market.  

Roberson and Park (2007) affirmed a positive relationship between diversity and book-to-market 

equity, and a curvilinear U-shaped relationship between diversity and revenues, net income and book-

to-market equity. Dutta and Mukherjee (2012) shows that as culture evolves in the form of greater 

trust, control and other traits, individuals’ attitudes towards financial market change, and they engage 

in greater financial transactions. Considering multiple dimensions of culture, trust is a key cultural 

trait, should positively influence stock market development; uncertainty avoidance, Hofstede’s cultural 

dimension should negatively influence the development of the stock market; and individualism, an 

alternate cultural dimension of Hofstede’s measures, should be positively correlated with stock market 

development(Dutta & Mukherjee, 2015). 

According to the World Bank report (2000) emphasized that diversity can reduce civil war since 

maintaining the unity of a rebel movement composed of diverse groups tends to become harder over 

time. A World Bank report concluded that ethnic diversity is a prevention mechanism rather than a 

cause of civil war. Collier (1998), tries to differentiate between ethnic fractionalization and ethnic 

dominance and conclude that fractionalization in democratic nations is not a problem by itself because 

it creates a reasonable competition among the private sector even though societies will have worse 

public sector performance.  

Results also indicate that social cohesion has a significant positive impact on the stock market. It 

shows as increasing the relations of trust and cohesion between different identity groups, it boosts 

stock market development. In addition to several control variables, the corruption index has found a 

strong indicator which shows a significantly positive relationship with stock market development. Our 

results also similar with Mouselli, Aljazaerli, and Sirop (2016) and Shahbaz, Hye, and Shabbir (2013) 

by confirmed a positive impact of corruption on stock market development, such as corruption greases 

the wheels of economy by expediting transactions and allowing private firms to overcome 

governmental imposed inefficiencies. As well as increasing the corruption increase the circulation of 

money within and outside the countries. This surplus money enhances the financial markets activities, 

in another aspect increasing the underground economy. These results are opposite to Bolgorian (2011), 

Yartey (2010) and Cherif and Gazdar (2010) about the negative relationship between corruption and 
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stock market development. GDPPC found to be a significant determinant of stock market development 

and corroborates the findings of Le et al. (2016), Ajayi and Aluko (2017) and Nasreen et al., (2020). 

However, FDI and gender equality shows insignificant relationship with stock market development. 

The literature shows that FDI and gender equality has an indirect relationship with financial activities, 

basically it’s directly linked toward the well-being of society (Kabeer & Natali, 2013; Masoud, 2013). 
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Chapter-5 The relationship between ethnic and religious diversity 

and international trade: a global perspective  
 

Diversity is the global phenomenon that has been a significant feature of prosperity as well as peace 

for any country. Every year, the flow of diversified groups with totally different cultures and norms is 

growing in volume (Barth, 1998; Bates, 2000; Castles, 2000; Sung, 2014). Developing trust and 

economic development among various nations may assist to boost the trade via ethnic diversity 

(Alberto Alesina et al., 2003; Awaworyi Churchill & Laryea, 2017), therefore, it seemed more difficult 

or challenging for assorted nations to be engaged in international trade while designing agreement 

across legal and political boundaries (Greif, 2005; Rodriguez & Rodrik, 2000). However, increase in 

transaction costs associated with ethnic diversity may also reduce the likelihood of international trade 

(Churchill, 2017). Consequently, this generates a multi-cultural society which may lead to clashes and 

conflicts within society as well as organizations. Thus, diversity among the firms parade foreign 

markets which successfully may increase the global welfare of the society.   

On the other hand, most empirical studies examine the relationship between diverse society and trade 

through gravity models (Gould, 1994). Moreover, positive relationship has been observed in the 

literature between diversity and trade such as an increase the size of ethnic groups of 10% will enhance 

1.5%  in international trade (Genc et al. (2012) and increase 1% in ethnicity will increase 3% in 

exports and imports respectively (Head and Ries (1998). Furthermore, Parsons (2005) found the 

significant positive influence of ethnic groups on international trade. After a broad examination of 

empirical analysis, it has been observed that a 10% increase in ethnic groups boosts the exports by 

1.2% and imports by 1.4%. In addition, it implies that ethnic groups are demanding local commodities 

within and across countries which may result in reduction in transaction costs.  

Moreover, diverse society generates a multi-cultural society that leads to conflicts within the society as 

well as within the firms (Reynal-Querol & Montalvo, 2005). However, at the same time diversity can 

expand new ideas and amplifies the firm’ scope (McLeod & Lobel, 1992). Whenever costs of diversity 

in the form of conflicts, racism, discrimination occur and even observed benefits are a more than costs, 

then diverse workforce leads to an ethnic mix of different cultures, experiences, and abilities. 

Ultimately, it creates diversity of ideas, enhances invention & innovation, and boosts economic 

prosperity. In this context, there is an equal chance that two randomly selected inhabitants of any 

country belonging to different groups within society have a different cost and benefits (Easterly & 

Levine, 1997).  
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Furthermore, it might be possible that a significant part of ethnic groups will not affect international 

trade as much. Particularly, most communities regard only the negative consequences of ethnic group’s 

arrival. However, there is a need to highlight the positive consequences too. Most studies have 

revealed that diversity enhances economic development through investment and trades (Watkins & 

Ferrara, 2005), and within firms generate new ideas that lead to inspiring innovation and trade 

(McLeod & Lobel, 1992). Hence, the relationship between diversity and international trade is more 

interesting to be studied.  

Moreover, diverse societies due to their unique history and different cultural background may add new 

knowledge to a society. Parallel use of complementary knowledge and their networks, new horizons of 

foreign markets can be unlocked for trade, which enhances exports. Besides, different immigrant 

ethnic groups generate a demand for foreign products which is generally unknown in the community of 

immigrant countries. Thus, imports increases and scope of diversified products in those countries 

broadens, which later increases welfare because of the consumption of large number and variety of 

goods available to diverse ethnic groups as confirmed from the love of variety model by (Dixit & 

Stiglitz, 1977; P. Krugman, 1980; P. R. Krugman, 1979, 1981; Spence, 1976). 

Different ethnic groups and immigrants due to their unique and diversified skills produce a variety of 

goods and later exported to other countries by means of their network as confirmed by (Girma & Yu, 

2002). Intuitive factors boost up imports because international trade requires the knowledge about 

market, culture and the language of trading countries to minimize transaction cost and diversity act as a 

bridge for providing information to firms to perform business with the migrant’s originate country or a 

country producing their demanded products. In other words, the more diverse society means more the 

export market can be expanded which stimulates international trade.  

Recently, in the political economy debate, it is very interesting to investigate the relationship between 

ethnic and religious diversity and international trade. However, some optimists believed the 

importance of diversity only in the context of economic advancement (Collier, 1998; Elbadawi & 

Sambanis, 2000; Watkins & Ferrara, 2005) and investment (Montalvo & Reynal-Querol, 2005). 

Therefore, there is limited literature and enigma about diversity in the field of sociology, criminology, 

psychology and economics. So, this is the first study of this type which shows a very interesting 

relationship between ethnic and religious diversity, international trade by using data of 187 countries 

of the world. (For more detail, see the appendix list of the countries). 
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5.1 Theoretical Framework 
 

In the field of trade, development and diversity one can be interested in exploring the role of 

population skills (Human Capital) under absolute or comparative advantages. The association between 

international trade with ethnic and religious diversity is evolving from the assumption of different 

theoretical models. Mundell (1957) introduced the relationship between ethnic groups and 

international trade and later extended by  (Samuelson, 1948). However, Markusen (1983) changes the 

assumptions of Mundell (1957) to make it more realistic and captures market imperfections. Gould 

(1994) and Head and Ries (1998), adopt a gravity model of trade by adding immigration variables to 

know the association between bilateral trade and immigration and between the U.K inhabitants and 

immigrants.  

J. E. Anderson (2011), Bergstrand (1989), Helpman (1984) and Deardorff and Haveman (1995) 

considers bilateral trade model to show the impact of migrant people on trade i.e.  

Yit = f( Xit, Mit) 

Where Yit represents import from, or export to countries i at time t, Mit denotes immigrant people from 

countries i and Xit shows vectors of other variables affecting trade. Immigrant people are consisting of 

different ethnic groups. Alberto Alesina et al. (2003) ethnic diversity has been measured in past studies 

and, recently, in Gesthuizen et al. (2009) and Ahlerup, Olsson, and Yanagizawa (2009) by the 

fractionalization index. Most theoretical work on the trade-migration linkages treats international 

mobility of labor as indistinguishable to international capital mobility. If we allow immigrants to 

consume those goods produced in their country, this generates a very direct mechanism of connecting 

trade to migration of different ethnic groups. Later it is expected that demand for these goods among 

native countries also increases through demonstration effects. Trefler (1995) has urged extensive 

research on the role of trade costs as a source of these findings (J. E. Anderson & Van Wincoop, 2004; 

K. Anderson, 2004) and networks as a response to these costs (Combes, Lafourcade, & Mayer, 2005; 

Rauch, 2001). A standard way to show the effects of trade cost is the gravity model. Model of the 

present study follows this approach that instead of bilateral trade (i.e., trade volume of home and 

partner country) total trade volume has been taken as dependent variable and stock of migrant groups 

is replaced by ethnic groups. 

Moreover, the networks of ethnic groups may enhance trade which is defined by (Girma & Yu, 2002) 

as individual-specific whereas the gained knowledge is being referred to as non-individual-specific. 

Head and Ries (1998) perceives more ethnic groups from different countries, the more the export 
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market can be expanded which stimulates international trade. Egger et al. (2012) specify that ethnic 

groups engage in the market creation, enabling them to open the doors of other foreign markets. As 

soon as the connection to a certain country is formed the chances of trade with that foreign market also 

establishes. Earlier literature shows enigma regarding ethnic diversity, international trade reveals that 

cross-sectional data analysis is preferable for exploring this enigma (Alberto Alesina et al., 2003; 

Montalvo & Reynal-Querol, 2005; Woolcock, 1998) or other believe panel data (Leigh, 2006; Reynal-

Querol, 2002).  

Several past studies postulate “hard” factors, particularly defined as socio-economic and political 

factors that determine goals and agenda across many countries, such as level of development, 

institutional factors, corruption, civil participation, economic freedoms, social cohesion, government 

effectiveness, and access to information as well as other social factors such as ethnic diversity and 

democratic freedoms, affect a country’s ability to meet economic policy goals. Ethnic diversity may 

have both negative and positive consequences on economic outcomes. The negative outcomes of 

ethnically diverse countries are postulated to be consequences of weak social cohesion and poor 

communication, because of differences in the values of different ethnic groups. Vigdor (2004) and 

Alberto Alesina, Baqir, and Easterly (1999) found that ethnic groups often face hardships to create 

harmony and collective efforts and spend marginally on non-rivalry and non-excludable goods. Milem 

(2003) found that students ethnically diverse but with the interaction with heterogeneous groups tend 

to be active participants in society than those who have low interaction.  

The methodological approach of this paper closely relates to the original research of Easterly et al. 

(2006); Ritzen, Easterly, and Woolcock (2000). Temple (1999) suggested that many researchers should 

try to avoid presenting the results with a single model, as this could be ambiguous. Because of 

vulnerability of many socioeconomic independent variables in development studies, it is better to 

present a wider realm. 

Mauro (1996) points out that ethno-linguistic fractionalization index is a good proxy to know the 

ethnic conflict and argues that this type of conflict may initiate political instability to civil war. 

Empirical studies by Alberto Alesina et al. (2003); Ritzen et al. (2000), look at the developmental 

effects of the diversity, on international trade with the use of panel data regression of 187 countries  

including high, middle and low income countries for the period of 1990-2015 (with interval of 05 

years). To find out the direct effect of ethnic diversity on international trade this study followed the 

model as specify by Alberto Alesina et al. (2003); Alberto Alesina and Zhuravskaya (2011); Barro 
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(1991); Churchill (2017); Easterly and Levine (1997)  by incorporating some important socioeconomic 

variables for empirical analysis.  

This study follows:  

𝐿𝑡𝑟𝑎𝑑𝑒𝑖𝑡 = 𝑎𝑖 + 𝛽1𝐸𝐷 + 𝛽2𝑅𝐷𝑖𝑡 + 𝛽3𝐶𝐴𝑖𝑡 + 𝛽4𝐼𝐶𝑖𝑡 + 𝛽5𝐶𝐴𝑖𝑡 + 𝛽6𝐼𝑆𝑇𝑖𝑡 + 𝛽7𝐺𝐸𝑖𝑡 + 𝛽8𝐼𝑀𝑖𝑡 + 𝑎𝑖 + 𝜀𝑖𝑡 (1) 

𝐿𝑒𝑥𝑝𝑜𝑟𝑡𝑖𝑡 = 𝑎𝑖 + 𝛽1𝐸𝐷 + 𝛽2𝑅𝐷𝑖𝑡 + 𝛽3𝐶𝐴𝑖𝑡 + 𝛽4𝐼𝐶𝑖𝑡 + 𝛽5𝐶𝐴𝑖𝑡 + 𝛽6𝐼𝑆𝑇𝑖𝑡 + 𝛽7𝐺𝐸𝑖𝑡 + 𝛽8𝐼𝑀𝑖𝑡 + 𝑎𝑖 + 𝜀𝑖𝑡 (2) 

𝐿𝑖𝑚𝑝𝑜𝑟𝑡𝑖𝑡 = 𝑎𝑖 + 𝛽1𝐸𝐷 + 𝛽2𝑅𝐷𝑖𝑡 + 𝛽3𝐶𝐴𝑖𝑡 + 𝛽4𝐼𝐶𝑖𝑡 + 𝛽5𝐶𝐴𝑖𝑡 + 𝛽6𝐼𝑆𝑇𝑖𝑡 + 𝛽7𝐺𝐸𝑖𝑡 + 𝛽8𝐼𝑀𝑖𝑡 + 𝑎𝑖 + 𝜀𝑖𝑡 (3) 

 

Where:  

Ltrade = Log of total trade volume,  

Lexport = log of exports,  

Limports= log of imports,  

ED = Ethnic Diversity,  

RD= Religious Diversity,  

CA= Civil Activism,  

IC= Intergroup Cohesion,  

CA= Club and Association,  

IST= Intergroup Safety and Trust,  

GE= Gender equality and  

IM= Inclusion of Minority 

 at is the unobserved time-invariant individual effect,  

εit is the error term. 

The main relationship is focused on the relation between ethnic and religious diversity and aggregate 

of international trade. In this section all the variables are explained in more detail, including the 

dependent, independent and control variables. The first variable is the main dependent variable, 
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international trade retrieved from the World Bank, World Development Indicators12. International 

trade is measured via three dimensions i.e., log of total trade volume (Ltrade), log of export (Lexport) 

and log of import (Limport). Ltrade is the total trade volume, basically added to the exports and 

imports (in current US dollar prices). As trade is slightly skewed to the right, so it transformed into log 

form (Ltrade), for making interpretation easier and to take care of outliers. Lexport is the goods and 

services comprising all transactions between residents of a country and the rest of the world. Limports 

is the goods, services and primary income is the sum of goods imports, service imports and primary 

income payments.  

The principal independent variable is the ethnic and religious polarization index. Indices were 

developed using the Alesina et al. formula (2003). Literature shows creation of local and international 

businesses is closely linked to ethnic and religious diversity. Diversity introduces new innovations, 

shifts the thinking of human behavior, improved decision-making, and more international and 

domestic investment. Conflict, confusion, miscommunication, less trust, less social networks, 

extremism of religious bias, on the other hand, distress the exports and imports volume. This chapter is 

testing this view whether ethnic and religious diversity stimulates or relegates international trade.  

The control variables included in the models are CA, IC, CA, IST, GE, and IM. These acronyms stand 

for civil activism, intergroup cohesion, club and association, intergroup safety and trust, gender 

equality, and inclusion of minorities, respectively. These all variables retrieved from the international 

institute of social studies (ISS). These all-social indicators included as control variables with 

relationship international trade. These variables provide bonding and bridging networks for 

international trade. These are serving to reduce the distortions in the local and foreign market that are 

introduced by arbitrary exclusion of ethnic or other minorities. These create spaces for people to meet 

their industry peers, share best practices, build communities of practice, and engage in professional 

networking that develop and enforce principles and policies that define acceptable behavior. Likewise, 

gender equity also enhances allocative efficiency, allowing women to translate human and economic 

capital into returns in the workplace.  

5.2 Empirical Results 
 

This part of the study analyses empirical estimations of all countries and separately high income, 

middle income, and low income countries as categorized by the World Bank. Table 7B shows the 

 
12 See the appendix, for definitions, description and data sources of all the variables used in this thesis.  
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effect of ethnic and religious diversity on international trade of all countries together. As expected, 

ethnic and religious groups enhance international trade. 
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Table 8: Ethnic diversity and international trade (All Countries model) 

Dependent variable: Log of total trade volume, log of export and log of import  

Variables Log of total trade volume  Log of Export Log of Import 

 (1) (2) (3) (4) (5) (6) (7) (8) (9) 

Ethnic Group 0.164ϮϮ 

(0.137) 
 

0.053ϮϮϮ 

(0.139) 

0.055ϮϮ 

(0.146) 
 

0.312ϮϮ 

(0.720) 

2.389Ϯ 

(0.195) 
 

0.116ϮϮ 

(0.025) 

Religious Group  
0.412ϮϮϮ 

(0.144) 

0.363ϮϮ 

(0.153) 
 

0.452Ϯ 

(0.144) 

0.213ϮϮ 

(0.489) 
 

1.725ϮϮ 

(0.207) 

0.061Ϯ 

(0.030) 

Civic Activism 2.432ϮϮ 

(0.541) 

3.276Ϯ 

(0.536) 

3.101Ϯ 

(0.564) 

1.953 
(0.575) 

0.591 
(0.341) 

0.701 
(0.413) 

1.121 
(0.477) 

0.816 
(0.084) 

-0.001 
(0.001) 

Intergroup Cohesion 1.744ϮϮϮ 
(0.399) 

1.685ϮϮ 
(0.375) 

1.602ϮϮ 
(0.398) 

0.540Ϯ 
(0.434) 

0.479Ϯ 
(0.197) 

0.535ϮϮ 
(0.204) 

0.754 
(0.286) 

0.486ϮϮ 
(0.294) 

2.601 
(0.683) 

Clubs and Associations 
-0.016 
(0.313) 

-0.196 
(0.300) 

-0.017 
(0.321) 

-1.237 
(0.337) 

-0.527 
(0.295) 

-0.280 
(0.330) 

-0.399 
(0.463) 

-0.136 
(0.251) 

-0.022 
(0.075) 

Interpersonal Safety and Trust 1.527Ϯ 

(0.351) 

1.319Ϯ 

(0.326) 

1.705Ϯ 

(0.349) 

0.768ϮϮ 

(0.377) 

0.437 
(0.237) 

0.356 
(0.252) 

0.136 
(0.251) 

-0.416 
(0.682) 

-0.220 
(0.114) 

Gender Equality 
1.352 

(0.364) 
1.099 

(0.346) 
1.222 

(0.360) 
0.211 

(0.390) 
-0.455 
(0.207) 

-0.386 
(0.225) 

-0.416 
(0.682) 

0.677 
(1.271) 

-0.220 
(0.114) 

Inclusion of Minorities 1.624ϮϮ 
(0.494) 

0.337 
(0.176) 

1.208 
(0.518) 

0.409 
(0.526) 

0.082 
(0.266) 

0.059 
(0.295) 

0.677 
(1.271) 

1.318 
(2.294) 

6.905 
(5.145) 

C 3.386ϮϮϮ 
(0.329) 

3.548ϮϮϮ 
(0.291) 

3.566ϮϮϮ 
(0.333) 

1.871ϮϮϮ 
(0.358) 

0.201ϮϮϮ 
(0.339) 

0.342ϮϮϮ 
(0.454) 

0.486ϮϮϮ 
(0.421) 

1.725ϮϮϮ 
(4.207) 

6.905ϮϮϮ 
(5.145) 

R2 0.9610 0.9517 0.9619 0.9140 0.9296 0.9252 0.9109 0.9089 0.9219 

Model FE FE FE FE FE FE FE FE FE 

Cross-Sections 90 96 89 91 97 90 146 154 154 

Obs. 266 287 261 266 286 261 692 725 725 

Notes:  Each regression has been based on the Hausman test for suitability of model (either fixed or random effect). In parentheses shows the coefficient of standard 

errors. Ϯ, ϮϮ and ϮϮϮrepresents the significance level at 10%, 5% and 1% respectively. Where, FE shows Fixed Effect. 
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Table 9: Ethnic diversity and international trade (High Income Countries) 

Dependent variable: Log of total trade volume, log of export and log of import  

Variables Log of total trade volume  Log of Export Log of Import 

 (1) (2) (3) (4) (5) (6) (7) (8) (9) 

Ethnic Group 0.222Ϯ 
(0.081) 

 
0.240ϮϮϮ 
(0.082) 

1.046ϮϮϮ 
(0.415) 

 
1.004ϮϮ 
(0.367) 

0.157Ϯ 
(0.342) 

 
0.779ϮϮ 
(0.2757) 

Religious Group  
0.046ϮϮ 
(0.009) 

0.607ϮϮ 
(0.032) 

 
1.796Ϯ 
(0.365) 

1.392Ϯ 
(0.340) 

 
0.0907ϮϮ 
(0.2843) 

3.231Ϯ 
(0.362) 

Civic Activism 
0.697 

(0.309) 
0.896 

(0.258) 
0.690 

(0.309) 
0.631Ϯ 

(0.188) 

0.537 
(0.167) 

0.646 
(0.166) 

0.647 Ϯ 

(0.396) 

1.041Ϯ 

(2.644) 
0.094 

(0.357) 

Intergroup Cohesion 0.670ϮϮ 

(0.286) 

0.683ϮϮ 

(0.270) 

0.640ϮϮ 

(0.288) 

0.607ϮϮϮ 

(0.174) 

0.379Ϯ 

(0.076) 

0.676ϮϮ 

(0.155) 
5.416 

(1.037) 
4.354 

(0.438) 
0.517 

(0.355) 

Clubs and Associations 
0.174 

(0.345) 
-0.206 
(0.301) 

0.126 
(0.349) 

-0.126 
(0.210) 

0.362 
(0.195) 

-0.237 
(0.188) 

1.028Ϯ 
(1.294) 

-0.197 
(0.715) 

5.042 
(1.626) 

Interpersonal Safety and Trust 
0.100 

(0.319) 
0.108ϮϮ 
(0.309) 

-0.044 
(0.324) 

0.806 
(0.194) 

0.493 
(0.097) 

0.134Ϯ 
(0.174) 

-1.050 
(0.829) 

-0.291 
(1.055) 

1.604 
(0.295) 

Gender Equality 
0.1262 
(0.256) 

0.133 
(0.244) 

0.078 
(0.261) 

-0.103 
(0.156) 

-0.215 
(0.156) 

-0.211 
(0.140) 

0.2235 
(0.209) 

-0.837 
(1.271) 

-2.948 
(2.074) 

Inclusion of Minorities 
0.927 

(0.288) 
0.702ϮϮ 

(0.257) 

0.825Ϯ 

(0.307) 

0.063ϮϮ 

(0.175) 

0.236 
(0.187) 

0.297Ϯ 
(0.165) 

0.1924 
(0.191) 

0.013 
(1.341) 

-0.960 
(0.670) 

C 4.668ϮϮϮ 
(0.362) 

4.785ϮϮϮ 
(0.3647) 

4.395ϮϮϮ 
(0.460) 

0.151ϮϮϮ 
(0.220) 

0.542ϮϮ 
(0.234) 

0.475ϮϮ 
(0.248) 

0.5366ϮϮϮ 
(0.1129) 

2.145ϮϮϮ 
(12.37) 

3.739ϮϮϮ 
(0.123) 

R2 0.9848 0.9835 0.9851 0.9540 0.9510 0.9646 0.9171 
0.9031 

0.9459 

Model FE FE FE FE FE FE FE 
FE 

FE 

Cross-Sections 32 35 32 32 35 32 38 41 39 

Obs. 96 109 96 96 108 96 181 194 181 

Notes:  Each regression has been based on the Hausman test for suitability of model (either fixed or random effect). In parentheses shows the coefficient of standard 

errors. Ϯ, ϮϮ and ϮϮϮ represents the significance level at 10%, 5% and 1% respectively. Where, FE shows Fixed Effect. 
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Table 10: Ethnic diversity and international trade (Middle Income Countries) 

Dependent variable: Log of total trade volume, log of export and log of import  

Variables Log of total trade volume  Log of Export Log of Import 

 (1) (2) (3) (4) (5) (6) (7) (8) (9) 

Ethnic Group 2.431ϮϮ 
(0.877) 

 
2.029ϮϮ 
(0.994) 

0.601ϮϮ 
(0.442) 

 
0.034ϮϮ 
(0.208) 

0.780ϮϮ 
(0.457) 

 
 

0.4933ϮϮ 
(0.4550) 

Religious Group  
-0.214ϮϮ 
(0.522) 

-0.251ϮϮ 
(0.506) 

 
-1.478ϮϮ 
(0.707) 

-0.698ϮϮ 
(0.266) 

 

-0.2865ϮϮϮ 
(0.0345) 

-0.816ϮϮ 
(0.308) 

Civic Activism 
1.727 

(0.913) 
3.178 

(1.003) 
2.047 

(0.951) 
1.512 

(1.490) 
0.625 

(1.278) 
1.164 

(1.526) 
1.682 

(0.520) 
0.010 

(0.012) 
0.001 

(0.004) 

Intergroup Cohesion 
0.524 

(0.236) 
0.628ϮϮ 

(0.261) 

0.574Ϯ 

(0.237) 

0.293 
(0.386) 

0.570Ϯ 

(0.331) 

0.846 
(0.588) 

0.210Ϯ 

(0.160) 
0.003 

(0.002) 
0.003 

(0.001) 

Clubs and Associations 
0.195 

(0.382) 
0.672 

(0.431) 
0.340 

(0.403) 
1.161ϮϮ 

(0.622) 

0.631 
(0.545) 

2.356ϮϮϮ 

(0.518) 
-0.001 
(0.002) 

0.429ϮϮ 

(1.451) 
0.015 

(0.001) 

Interpersonal Safety and Trust 
-0.393 
(0.306) 

1.121ϮϮ 
(0.344) 

-0.596 
(0.327) 

-0.361 
(0.498) 

0.452 
(0.429) 

1.395 
(0.511) 

0.010 
(0.002) 

-0.026 
(0.012) 

0.822 
(0.778) 

Gender Equality 0.335Ϯ 

(0.315) 

0.115Ϯ 

(0.337) 

0.220Ϯ 

(0.329) 

-0.804 
(0.516) 

-0.584 
(0.421) 

1.407ϮϮ 

(0.600) 
2.088 

(1.301) 
6.473 

(9.652) 
-0.008 
(0.006) 

Inclusion of Minorities 
-0.966 
(0.309) 

-0.511 
(0.388) 

-0.528 
(0.397) 

1.663Ϯ 

(0.501) 

0.064 
(0.481) 

-0.308 
(0.734) 

-0.033 
(0.011) 

-0.005 
(0.012) 

7.087 
(5.283) 

C 3.899ϮϮϮ 
(0.597) 

5.309ϮϮϮ 
(0.572) 

4.178ϮϮϮ 
(0.620) 

1.356ϮϮϮ 
(0.987) 

0.173ϮϮϮ 
(0.727) 

1.218ϮϮϮ 
(0.846) 

8.404ϮϮϮ 
(8.744) 

3.673ϮϮϮ 
(0.159) 

4.058ϮϮ 
(0.165) 

R2 0.9380 0.9246 0.9387 0.9003 0.9119 0.9075 
0.9075 

0.8988 0.8401 

Model FE FE FE FE FE FE FE FE FE 

Cross-Sections 48 50 47 48 50 47 81 85 85 

Obs. 150 156 145 148 154 143 382 397 402 

Notes:  Each regression has been based on the Hausman test for suitability of model (either fixed or random effect). In parentheses shows the coefficient of standard 

errors. Ϯ, ϮϮ and ϮϮϮ represents the significance level at 10%, 5% and 1% respectively. Where, FE shows Fixed Effect. 

 

 

 

 



90 

 

Table 11: Ethnic diversity and international trade (Low Income Countries) 

Dependent variable: Log of total trade volume, log of export and log of import  

Variables Log of total trade volume  Log of Export Log of Import 

 (1) (2) (3) (4) (5) (6) (7) (8) (9) 

Ethnic Group 0.409ϮϮ 
(0.084) 

 
0.349Ϯ 
(0.536) 

0.279ϮϮ 
(0.144) 

 
0.371ϮϮ 
(0.278) 

0.800ϮϮϮ 
(0.070) 

 
0.505ϮϮ 
(0.658) 

Religious Group  
-0.713ϮϮ 
(0.352) 

-0.429ϮϮ 
(0.218) 

 
-0.092ϮϮ 
(0.860) 

-0.567ϮϮ 
(0.288) 

 
-0.410ϮϮ 
(0.686) 

-0.102Ϯ 
(0.007) 

Civic Activism 
2.188 

(2.775) 
-0.233 
(3.255) 

-2.339 
(3.457) 

-1.141 
(2.029) 

-0.648 
(1.565) 

-0.658 
(2.756) 

-2.106 
(9.863) 

-6.131 
(9.26) 

0.406 
(0.202) 

Intergroup Cohesion 
1.147 

(0.623) 
0.514Ϯ 

(0.762) 

1.242 
(0.900) 

0.056Ϯ 

(0.36) 

0.349Ϯ 

(0.325) 

1.462 
(0.722) 

9.524 
(8.642) 

-4.000 
(1.532) 

0.003 
(0.002) 

Clubs and Associations 0.561ϮϮ 

(1.439) 

2.213 
(1.650) 

0.277 
(2.280) 

0.521 
(0.729) 

0.074 
(0.597) 

0.188 
(0.535) 

0.297 
(0.057) 

0.288Ϯ 
(0.053) 

0.429 
(1.451) 

Interpersonal Safety and Trust 
-0.600 
(1.433) 

-1.680 
(1.951) 

-0.341 
(0.192) 

-0.325 
(0.713) 

-0.193 
(0.698) 

-1.321 
(0.934) 

-0.006 
(0.002) 

-0.041 
(0.016) 

-0.026 
(0.012) 

Gender Equality 
0.041 

(0.494) 
0.150 

(0.594) 
0.0373 
(0.070) 

-0.027ϮϮ 
(0.307) 

0.073 
(0.250) 

-0.907 
(0.821) 

4.572 
(3.351) 

3.343ϮϮϮ 
(3.632) 

6.474 
(9.651) 

Inclusion of Minorities 3.093ϮϮ 

(1.411) 

2.554ϮϮ 

(1.668) 

3.133ϮϮϮ 

(1.725) 

1.007 
(0.957) 

-0.975 
(0.770) 

3.621 
(1.755) 

0.560 
(0.310) 

0.446 
(0.260) 

0.005 
(0.012) 

C 0.029ϮϮϮ 

(4.362) 

7.618ϮϮϮ 

(2.841) 

1.035ϮϮ 

(7.633) 

0.656ϮϮ 

(2.864) 

1.898ϮϮϮ 

(1.246) 

4.870ϮϮϮ 

(1.973) 

0.871ϮϮϮ 

(1.201) 

4.619ϮϮϮ 

(0.325) 

0.631ϮϮϮ 

(0.4331) 

R2 0.9969 0.9938 0.9970 0.9922 0.9934 0.5724 0.6859 0.6662 0.8959 

Model FE FE FE FE FE FE FE FE FE 

Cross-Sections 10 11 10 11 12 11 27 28 27 

Obs. 20 12 20 22 24 22 125 130 129 

Notes:  Each regression has been based on the Hausman test for suitability of model (either fixed or random effect). In parentheses shows the coefficient of standard 

errors. Ϯ,ϮϮ and ϮϮϮ represents the significance level at 10%, 5% and 1% respectively. 
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The focus of this study is to reveal the impact of diversity i.e., ethnic and religious, on 

dependent variables i.e., log of total trade volume (Ltrade), log of export and log of import. In 

all tables 8-11, column 1-3 shows the results of dependent variable log of volume of trade 

and column 4-6 and 7-9 shows log of exports and log of imports, respectively. There are three 

different income countries13 (according to per capita income as defined by the World Bank) 

used in empirical analysis. The robust results show that diversity in both forms has a 

significantly positive impact on trade as it is represented in table 8-11 of all types of income 

countries. As table 8 shows at 5% level of significance ethnic and religious diversity has 

positive impact on trade, exports and imports. The coefficient shows 1 unit change in ethnic 

and religious diversity, trade boost up with 0.53 and 0.35 percent while exports and imports 

increased by 0.31 and 0.16 by ethnic and 0.21 and 0.06 by religious, respectively. 

Ethnic and religious diversity is affecting international trade due to immigrants demanding 

foreign products rather than immigrants possessing superior foreign knowledge or foreign 

networks which decrease trade cost and stimulate trade. It supports that, the more diverse 

cultures live in a country the more fractionalized the country is, which increases international 

trade. A shared religious belief may enhance trust and therefore reduce transaction costs 

between trading partners. This effect should be particularly important for goods that are 

sensitive to trust. However, it should be noted that the channel through which imports are 

affected is always present as migrants demand foreign products.   

Aside from conflicts can be caused by more and diverse nationalities within a country 

although it can also, amongst others, enhance international trade through two channels. First, 

boosting imports, immigrants demand some of their home-country products. Second, 

immigrants decrease the transaction costs with respect to uncertainty and incomplete 

information, which in turn increases exports. Moreover, firms are becoming multinationals, 

their employees work from over the world, having different nationalities and cultures. This 

creates a multicultural society where different ethnic and religious people meet that might 

lead to clashes and conflicts within society and within firms but, on the other hand, diversity 

within the firm opens foreign markets, both for imports and exports, that in turn increases 

welfare globally for the very same society. With the use of this supplementary knowledge 

and their networks, new foreign markets can be opened for trade, which enhances exports. 

Besides, the inflow of migrants generates a demand for foreign products before unknown in 

 
13 According to the World Bank, countries divided to GDP per capita.  
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the destination country. Thus, imports increase and the product scope of countries broadens 

too, which increases welfare since consumers, overall, followed the love of variety approach 

(because consumer has a demand for multiple varieties of a product over time). 

In middle and low income countries ethnic based diversity also has a positive impact on trade 

while religious based diversity shows negative impact on trade in middle and low income 

countries as shown in table 9b-10b. These results are confirmed and support the previous 

studies of (Baier & Bergstrand, 2001; Collier et al., 2000a; Watkins & Ferrara, 2005; 

Yanikkaya, 2003).Whereas literature provides mixed results regarding diversity of both types 

in relationship with trade through socio-economic cost. They argued that ethnic 

diversification can sometimes be an engine for productivity and innovation, because different 

ethnic groups have different productive skills which complement each other. Ethnic mix also 

embodies abilities, experiences, and cultures when turns productive then may lead to 

innovation and creativity. Diversity may be helpful to ensure sustainable development 

because diversity itself demands for the intergroup cohesion process.  

According to the World Bank report (2000) diversity or fractionalization in either shape both 

theoretically and empirically brings about low risk of conflict. On the contrary dominance of 

any group can increase the risk of violation or civil conflict. Which in turn destroy collective 

efforts and hampers the provision of public good like environmental quality.Collier (1998), 

tries to differentiate between ethnic fractionalization and ethnic dominance and conclude that 

fractionalization in democratic nations is not problematic because it can offset the poor 

performance of public institutions with performance private sector in a competitive 

environment. 

Furthermore, rise in both types of diversity do not create conflict inside and outside the 

society in developed countries because of cohesive measures and collective actions. 

Fractionalization has the aptitude to make societies safe and emphasizes that ethnic diversity 

has a positive role on trade volume because it creates a non-coercive, stable, development-

oriented state through intensive public engagements, it minimizes the possibility of civil war 

due to conflict. It improves varied productivity and innovation and lays a foundation for 

better performance of the private sector. Ultimately, the evidence suggests ethnic 

fractionalization enhances international trade. The results, therefore, strengthen the emerging 

positive consequences of ethnic diversity on trade.  
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However, column 1-3 in table-8 (all countries) table-9 (high income countries) and table-10 

(middle income countries) also show a significant positive impact of ethnic diversity on the 

environment deterioration in a model. The result of this study is partially contradicted with 

the results of  Papyrakis (2013) that ethnic diversity has positive but religious diversity has a 

negative relationship with financial performance. There are several potential benefits of 

diverse society, particularly in context of civic issues: for instance, environmental safety. In 

this context, some researchers argued that a moderate level of diversity for a country is 

suitable to achieve environmental goals in contrast to the homogeneous societies. 

Homogeneous societies are less likely to be accustomed with some civic norms and social 

concerns, such as financial development. However, this implies that a moderate level of 

diversity allows societies to get benefits through the spirit of civic sense, involvement of 

communities during business, daily life affairs and social inclusion.  

In table-11 column, 1-3 shows the results of low income countries, where socio-economic 

cost is higher than the high income countries. Several arguments can be put forward as to 

why fractionalization decreases the level of trade performance. Ethnic and religious diversity 

have a negative and significant impact on trade due to low purchasing power. Thus, those 

countries where societies are not well civilized where socioeconomic cost make  countries 

more merciful then result in reduction in trade volume (Castells, 2011a; Svizzero & Tisdell, 

2016). Such as higher ethnic diversity in developing countries means more chances of 

conflict in society as well as on marketplace which in consequences yield low income which 

is associated with high illiteracy, weak financial systems, undersized foreign exchange 

markets, and less infrastructure development (A Alesina & Drazen, 1991; Alberto Alesina & 

Tabellini, 1989; Easterly & Levine, 1997; La Porta et al., 1999; Spolaore & Alesina, 2003). 

In low income countries, the presence of weak institutions, unproductive and profit-seeking 

activities in a political system, incites to control power for short term wealth creation rather 

than long-term benefits. (D. Keen, 2000; M. Keen, 1998; E. W. Nafziger & Auvinen, 2002).  

G. S. Becker (1957) illustrates theoretically that discrimination can force firms out of 

business given that prejudice discrimination and may lead to lower profits. This confirms 

significant implications for trade, particularly for the supply and price of trade goods. Alberto 

Alesina and Zhuravskaya (2011) include trust and discrimination aspects in trade model to 

examine if they qualify as potential transmission channels. For trust and discrimination to be 

suitable as potential channels, they must be related to the trade variables, as well as related to 

ethnic diversity. Distrust fueled by higher levels of fractionalization may reinforce animosity 
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(Glaeser, 2005),  associated tensions may serve as disincentives for trade that the financial 

environment becomes less conducive to trade. 

In addition, several control variables namely, intergroup cohesion has a positive and 

significant impact on international trade tables 7b-10b in all categories i.e., all countries, high 

income, middle income countries and showing insignificant impact in case of low income 

countries.  Whereas interpersonal safety and trust and gender equality also have a positive 

and significant impact on trade in high income countries. While civil activism and inclusion 

of minorities have a significant negative relationship with trade in high income countries as 

shown in table-8b (Column 1-3). Whereas in column 4-6, shows that all the variables have 

log of exports and log of imports, respectively. Which is a clear-cut indication about civil 

activism, intergroup cohesion, club and association, interpersonal safety and trust, gender 

equality and inclusion may reduce the social exclusion and enhance financial inclusion.  

 

 

 

 

 

 

 

 

 

 

 
 
 
 



95 

 

Chapter-6 Diversity-inclusion nexus: Why determine 

financial inclusion without ethnic and religious diversity? A 

global perspective 
 

Financial inclusion is the idea that every citizen should have access to basic financial services 

and institutions. There is no unique definition for financial inclusion. This includes banking, 

credit, savings, insurance and advice. This latter area points to the importance of 

understanding somewhat difficult concepts, including the operation of markets and risk, and 

more technical notions such as interest rates, annual percentage rates (APRs), annuities and 

mortgages. Financial inclusion means that all working age adults have effective access to 

credit, savings, payments and insurance from formal service providers (Cámara & Tuesta, 

2014). Effective access involves convenient and responsible service delivery, at a cost 

affordable to the customer and sustainable for the provider with the result that financially 

excluded customers use formal financial services rather than existing informal option. 

Understanding money matters is vital for individuals to reach their potential and participate 

fully in life, and this explains why financial inclusion is in many ways a more specific 

instance of the concept of ‘social inclusion’. 

Although this review does not discuss the latter concept at any length, the idea is that 

disadvantage and deprivation exclude some individuals from important social, economic and 

political institutions. Not having a bank account, being denied a loan, or having poor 

financial literacy can be serious obstacles to taking advantage of a variety of opportunities, 

including of course employment and self-employment (Carbó, Gardner, & Molyneux, 2005). 

Financial inclusion is beneficial not simply for ensuring access to financial services and 

products though it provides these important benefits but also for strengthening economic and 

personal well-being more broadly.  

The World Bank’s estimate, half the adult population in the world did not have a bank 

account in formal financial institutions. Financial inclusion as well as income, health or home 

is a basic ingredient for individuals’ welfare. A person’s right to use formal financial 

services, as a way for preventing social exclusion, must be a priority. Under the framework of 

behavioral finance, the effect of diversity on the financial market has been revealed. Many 

researches were reposted on cultural finance suggesting impact of cultural effect on the 
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country's financial development (Kwok & Tadesse, 2006), investor behavior (Breuer et al., 

2014), and financial market performance (Chang et al., 2015; Cherif & Gazdar, 2010).  

Diversity and inclusion strategies and the roles they play are increasingly seen as key to 

achieving this. Diversity in the corporate boardroom continues to be the topic of many 

conversations, conference panels and studies. Despite most of the financial services industry 

having diversity and inclusion strategies and training in place, few of the main players see 

increasing diversity as a way of increasing business. It is becoming clear that inclusion and 

promotion of staff from across all spectrums, all genders, generations, ethnicities, sexualities 

and disabilities will almost certainly see revenues go up (Cámara & Tuesta, 2014; Kim et al., 

2020).  

While browsing through the websites of most major banks today, chances are that many 

people will encounter much focus on the importance of diversity in financial inclusion. It has 

become standard for banks in virtually every region of the world to now highlight this 

relatively new policy, one that aims to ensure that people of all ethnic groups and 

backgrounds have an equal chance of being both employed and able to progress through their 

organizations fairly (Woolcock & Narayan, 2000). But although there is clear evidence that 

the global banking sector is taking such issues more seriously than it did, how much progress 

has it realistically made in practice? 

6.1 Theoretical Framework 
 

Diversity and inclusion are extremely important in business, perhaps now more than ever 

(Brekke, 2018). Not only does diversity improve the innovation and scope of your business, 

but it also increases employee satisfaction, making business more attractive to potential 

candidates. Besides, having a diverse workforce is simply the right way to do things. The 

finance sector has had a problem with lack of representation in the past, but that is changing 

rapidly. It’s essential that business keeps up, making sure that the industry as a whole remains 

appealing to the next generation of professionals (Brealey et al., 2012). Typically, the larger, 

regulated firms have led the charge on diversity in financial services. It has done this for 

many years, working toward inclusion goals. It’s changed their approach to hiring and have 

revisited their values, which is having a positive impact on their work culture (Kwok & 

Tadesse, 2006). 



97 

 

So, what is the difference between diversity and financial inclusion? Diversity is a balance of 

individuals from demographics, backgrounds, and cultures. Inclusivity, however, is reflective 

of how that diversity is embraced throughout the organization. A truly inclusive culture must 

be established from the top, filtered down, and embraced by everyone within the business. 

Financial inclusion is the provision of access to financial services to all members of the 

population particularly the poor and the other excluded members of the population (Carbó et 

al., 2005). Financial inclusion can also be defined as the delivery of banking services at an 

affordable cost to the vast sections of the disadvantaged and low-income groups (Dutta & 

Mukherjee, 2012). Financial inclusion is also defined as the use of, and access to, formal 

financial services (Cámara & Tuesta, 2014). These definitions have one thing in common 

which is that they emphasize that each member of the population should have access to 

available financial services.  Financial  inclusion  has  been  a  major  policy  objective  for  

the  government  of  many  developing  and emerging countries, and there is great promise 

that financial inclusion will bring the excluded population into  the  formal  financial  sector  

so  that  they  can  have  access  to  formal  financial  products  and  services (Kim et al., 

2020). Many governments are making tremendous efforts to achieve high levels of financial 

inclusion for the benefit of their citizens. There are many success stories on financial 

inclusion around the World particularly in India (Nimbrayan, Tanwar, & Tripathi, 2018), 

Rwanda (Otioma, Madureira, & Martinez, 2019), Kenya (Van Hove & Dubus, 2019) and 

Peru (Cámara and Tuesta 2015).  

There is no doubt that the financial inclusion programmes and policies adopted in some 

countries have been successful. Yet, the two major concerns that often arise is the concern 

that financial inclusion may spread the risks of the financial system to the poor and 

vulnerable customers in society and increase the number of high-end (or high-income) 

consumers benefiting from financial institutions. The second concern is whether financial 

inclusion should be targeted to those who have never been included in the formal financial 

sector or to those who have been relatively distant to using financial products more and more 

frequently.    

The policy literature contains many idealistic interpretations on how to achieve financial 

inclusion, while the academic literature is mostly focused on the relationship among financial 

inclusion and poverty levels and income inequality as well as the effect of financial inclusion 

on the economy (D. Brown & McGranahan, 2016; Cámara & Tuesta, 2014; Kim et al., 2020). 

Theories can explain why different ideas exist on what financial inclusion objectives should 
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be and how to achieve financial inclusion. Theories can explain the current observations in 

financial inclusion practice and can also explain abnormal deviations that exist in practice so 

that a coherent and comprehensive system of principles for financial inclusion can be 

developed. Therefore, a good financial inclusion  theory or  set  of  theories  is  one  that 

provide  a  system  of  ideas to  explain financial  inclusion objectives, processes or outcomes.   

This topic has become quite fashionable in a variety of policy areas, but regarding this 

review, several questions arise. Are some communities being indirectly discriminated against 

because their income or residence is considered high-risk, and so they fail to get loans, 

mortgages or insurance, or are offered higher rates for those financial services and products? 

Is credit-scoring fair? Should or can it be? Do some communities evaluate risk differently 

from others? Do ethnic societies use higher-risk informal services and products such as loan 

sharks either out of necessity or because they evaluate the risk of such transactions differently 

from white communities? Are there any ethnicity-based concerns in gambling? Does it make 

sense for poorer groups to take relatively large risks given that they have less to lose and 

more to gain from longer odds? What are the limits of joint liability models?  

To analyze the direct effect of ethnic diversity on financial inclusion, we adopt the standard 

specification and followed the model proposed by Hunt et al. (2015).  

Whereas:   

𝐹𝐼𝑖𝑡 = 𝑎𝑖 + 𝛽
1
𝐸𝐷 + 𝛽

2
𝑅𝐷𝑖𝑡 + 𝛽

3
𝐺𝐷𝑃𝑃𝐶𝑖𝑡 + 𝛽

4
𝐹𝐷𝐼𝑖𝑡 + 𝛽

5
𝐿𝑅𝑖𝑡 + 𝛽

6
𝐶𝐼𝑖𝑡 + 𝛽

7
𝐺𝐷𝑃𝑃𝐶 ∗ 𝐸𝐷𝑖𝑡 + 𝛽

8
𝐹𝐷𝐼 ∗ 𝐸𝐷𝑖𝑡 + 𝛽

9
𝐿𝑅 ∗ 𝐸𝐷𝑖𝑡

+ 𝛽
10

𝐶𝐼 ∗ 𝐸𝐷𝑖𝑡 + 𝑎𝑖 + 𝜀𝑖𝑡 

Where:   

j represents cross sections  

t indicates time in the above equation  

FI denotes financial inclusion index,  

ED stands for ethnic diversity,  

RD is defined as religious diversity,  

FDI is for foreign direct investment,  

LR is defined as literacy rate,  
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GDPPC is income per capita,  

CI is as corruption perception index,  

at is the unobserved time-invariant individual effect,  

εit is the error term.  

The main dependent variable is the financial inclusion index (FI) which measuring through 

principal component analysis (PCA) mixture activities of usages dimension; account, savings, 

loans, access dimension: number of ATMS, bank branches and barriers dimensions; trust, 

affordability, distance, documents, respectively. Data retrieved from the Global Financial 

Development Database (GFDD), World Bank14. 

The main independent variable is the polarization index of ethnic and religious. Indices 

created by using formula of Alesina et al. (2003). These indices usually measure diversity as 

a steadily increasing function of the number of groups in a country. They are based on the 

probability that two randomly drawn individuals from a country belong to two different 

groups that also presents how much a country is diverse on ethnic and religious basis. Both 

types of diversity promote a strong culture within the organization that could also be a 

competitive advantage in attracting and retaining top talent, stronger relationships with global 

partners and customers, improved morale, and better utilization and leveraging of strengths 

and skills across the firm. Diversity can drive financial services organizations to enhance 

internal and third-party compliance practices to integrate new diversity and inclusion policies, 

metrics and reporting. As part of the changing regulatory environment and ongoing reform of 

the financial sector, financial services firms may follow to assess, report and publicize their 

inclusion efforts. Diversity is part of a larger move toward increased transparency within the 

financial services industry and growing pressure for board members and senior management 

to lead their organizations in cultural change. This chapter is testing this view whether ethnic 

and religious diversity may be enhancing the financial inclusion or exclusion.  

Literacy rate is used to assess the level of awareness and understanding the advantages of the 

financial product how, when, where to invest and have access to bank account, branches and 

loan. Literacy level as a prerequisite to use financial services like, biometric atm, mobile 

based payment system, smart card, and telecentres can be useful to achieve the goal of 

financial inclusion (Kim et al., 2020).  

 
14 See the appendix, for definitions, description and data sources of all the variables used in this thesis.  
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GDP per capita is used as bi-directional relationship with financial inclusion. Countries with 

higher GDP per capita are likely to have financial inclusive systems. These countries are 

more bank literate, save more, and can provide more securities. Accordingly, markets for 

banking services are more likely to succeed (Bove & Elia, 2017). 

CI is one of the important control variables which direct and indirect affect the financial 

inclusion. It also has a bidirectional causality relationship with financial inclusion. At one 

side, corruption leads to an increase in nonperforming loans and a decrease in the soundness 

of the banking sector (Bolgorian, 2011). Firms that are linked with politicians can be given 

credit lines, but these firms have higher default rates ex-post, causing high levels of 

nonperforming loans for the banks. Furthermore, the more corrupted a country is the more 

risk a banking system is prone to expose to. The alternative view is that corruption “greases 

the wheels” regarding bank activities. For example, “speed money” would facilitate 

individuals to avoid administrative delay (Mauro, 1995). M. Chen et al. (2006)Chen et al. 

(2013) find that bribery is an enabling factor for the access of private firms to larger bank 

loans. 

Foreign direct investment (FDI) is another important determinant of financial development 

which boost-up financial inclusion. The financial system enhances the efficient allocation of 

resources and improves the absorptive capacity of a country with respect to FDI inflows.  

 

6.2 Empirical Results 
 

This section shows the empirical analysis of the relationship between ethnic and religious 

diversity and financial inclusion. The following table 12 shows the nexus for 187 countries 

(for all countries) whereas the table 13-15 showing the relationship for high, middle and low 

income countries.  

 

Table 12: Effects of ethnic and religious diversity on financial inclusion (Model-I for all countries) 

Dependent variable: index of financial inclusion  

 

Variables 
Dep. Variable: index of financial inclusion 

 (1) (2) (3) (4) (5) 

ED 0.254ϮϮϮ 
(0.106) 

0.064ϮϮ 
(0.087) 

0.107ϮϮϮ 
(0.123) 

0.389ϮϮ 
(0.124) 

0.460ϮϮ 
(0.271) 
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RD 0.252ϮϮ 
(0.134) 

0.352Ϯ 
(0.104) 

0.004 
(0.013) 

3.262ϮϮ 
(1.405) 

0.152ϮϮ 
(0.019) 

      

GDPPC 0.425Ϯ 
(0.275) 

0.301 
(0.106) 

4.131Ϯ 
(1.708) 

1.518 ϮϮ 
(3.422) 

0.120 
(0.286) 

      
FDI 0.154 

(0.127) 
0.073 

(0.068) 
0.503Ϯ 
(0.206) 

0.011 
(0.041) 

0.412ϮϮϮ 
(0.122) 

      

LR 0.023 
(0.093) 

0.008 
(0.052) 

0.001 
(0.003) 

0.016 
(0.011) 

0.423 
(0.160) 

      

Corr 0.046 
(0.176) 

-0.096 
(0.030) 

-0.004 
(0.003) 

-5.194 
(4.182) 

-0.523Ϯ 
(0.336) 

      

GDPPC*ED 
 

1.373 
(0.255) 

2.638 
(1.264) 

0.089ϮϮ 
(0.036) 

6.081 
(3.625) 

      

FDI*ED 
  

1.016ϮϮϮ 
(2.773) 

0.054Ϯ 
(0.039) 

0.031Ϯ 
(0.717) 

      

LR*ED 
   

-0.545Ϯ 
(2.677) 

0.158 
(24.71) 

      

Corr*ED 
    

-7.339 
(2.908) 

      
N 315 256 216 246 270 
𝑅2 0.447 0.544 0.469 0.341 0.581 
Adj. 𝑅2 0.198 0.309 0231 0.202 0.156 
F-Stat 1.64 9.67 7.22 6.24 7.24 

Notes: Financial inclusion index is measured through principal component analysis 

(PCA) mixture activities of usages dimension; account, saving, loans, access 

dimension: number of ATMS, bank branches and barriers dimensions; trust, 

affordability, distance, documents, respectively. Values of standard errors are in 

parentheses ( ). (ϮϮϮ) (ϮϮ) (Ϯ) shows the level of significance at 1%, 5% and 10% respectively. 

 

 

Table 13: Effects of ethnic and religious diversity on financial inclusion (High income countries, Model-II) 

Dependent variable: Index of financial inclusion 

Variables 
Dep. Variable: index of financial inclusion 

 (1) (2) (3) (4) (5) 

ED 0.214Ϯ 
(0.144) 

0.453ϮϮ 
(0.025) 

0.347ϮϮ 
(0.205) 

0.312Ϯ 
(0.011) 

0.467ϮϮϮ 
(0.200) 

      
RD 

0.566Ϯ 0.043ϮϮ 0.475ϮϮ 1.99ϮϮ 1.374ϮϮ 
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(0.376) (0.030) (0.480) (0.095) (0.581) 

      
GDPPC 0.073 

(0.021) 
0.001Ϯ(0.00

3) 
0.119Ϯ 
(0.045) 

0.028ϮϮ 
(0.027) 

0.002Ϯ 
(0.007) 

      
FDI 0.012 

(0.006) 
0.406ϮϮ 
(0.210) 

0.012Ϯ 
(0.011) 

0.016ϮϮ 
(0.008) 

0.010ϮϮϮ 
(0.012) 

      
LR 0.002 

(0.006) 
4.121Ϯ 
(1.340) 

0.034 
(0.016) 

0.024 
(0.008) 

0.003 
(0.002) 

      
Corr 13.77 

(3.975) 
0.039 

(0.081) 
0.095 

(9.724) 
4.199 

(5.404) 
0.429ϮϮ 
(1.451) 

      
GDPPC*ED 

 
0.360 

(0.160) 
0.500 

(0.275) 
0.013 

(0.045) 
0.026 

(0.012) 
      
FDI*ED 

  
0.200ϮϮϮ 
(0.110) 

3.021ϮϮ 
(4.226) 

0.473 
(9.652) 

      
LR*ED 

   
0.120 

(0.041) 
0.005 

(0.012) 
      
Corr*ED 

    
3.392 

(1.272) 

      

N 232 230 220 217 252 
𝑅2 0.122 0.385 0.191 0.163 0.241 
Adj. 𝑅2 0.095 0.351 0.164 0.123 0.218 
F-Stat 4.59 7.01 7.00 4.09 10.46 

Notes: Financial inclusion index is measured through principal component analysis 

(PCA) mixture activities of usages dimension; account, saving, loans, access 

dimension: number of ATMS, bank branches and barriers dimensions; trust, 

affordability, distance, documents, respectively. Values of standard errors are in 

parentheses ( ). (ϮϮϮ) (ϮϮ) (Ϯ) shows the level of significance at 1%, 5% and 10% respectively. 

 

 

 

Table 14: Effects of ethnic and religious diversity on financial inclusion (Middle income countries, Model-III) 

Dependent variable: index of financial inclusion 

Variables 
Dep. Variable: index of financial inclusion 

 (1) (2) (3) (4) (5) 

ED 0.304ϮϮ 
(1.273) 

0.999 Ϯ 
(0.986) 

0.992ϮϮϮ 
(0.818) 

0.796ϮϮ 
(5.102) 

0.834ϮϮϮ 
(4.004) 
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RD 0.300ϮϮϮ 
(0.260) 

1.535Ϯ 
(2.098) 

1.557Ϯ 
(0.209) 

0.506ϮϮ 
(3.444) 

0.579Ϯ 
(0.191) 

      
GDPPC 0.708 

(0.324) 
1.743 

(3.063) 
0.403 

(0.749) 
0.457Ϯ 
(1.451) 

0.209 
(0.564) 

      
FDI 1.217ϮϮ 

(1.55) 
2.581ϮϮ 
(4.680) 

0.180 
(0.029) 

1.406ϮϮ 
(3.045) 

0.850Ϯ 
(2.073) 

      

LR 1.175 
(2.77) 

1.007 
(2.420) 

0.832 
(0.642) 

0.129 
(0.325) 

0.193 
(0.448) 

      

Corr -0.998 
(3.019) 

-2.444 
(3.910) 

-0.869 
(0.927) 

-2.661 
(5.801) 

-1.84 
(4.249) 

      

GDPPC*ED  1.858 
(4.148) 

0.301 
(0.645) 

1.872 
(4.778) 

1.345 
(3.704) 

      

FDI*ED   1.565ϮϮ 
(0.012) 

1.421ϮϮ 
(2.453) 

1.52ϮϮϮ 
(3.003) 

      

LR*ED    -2.190 
(5.073) 

-1.95 
(5.947) 

      

Corr*ED     -0.081 
(0.139) 

      

N 256 233 251 239 298 
𝑅2 0.087 0.166 0.344 0.351 0.516 
Adj. 𝑅2 0.058 0.135 0.309 0.325 0.487 
F-Stat 2.97 5.33 9.67 17.38 9.41 

Notes: Financial inclusion index is measured through principal component analysis 

(PCA) mixture activities of usages dimension; account, saving, loans, access 

dimension: number of ATMS, bank branches and barriers dimensions; trust, 

affordability, distance, documents, respectively. Values of standard errors are in 

parentheses ( ). (ϮϮϮ) (ϮϮ) (Ϯ) shows the level of significance at 1%, 5% and 10% respectively. 

 

Table 15: Effects of ethnic and religious diversity on financial inclusion (Low income countries, Model-IV) 

Variables 
Dep. Variable: index of financial inclusion 

 (1) (2) (3) (4) (5) 

ED 0.050Ϯ 
(0.123) 

4.474Ϯ 
(0.097) 

0.140ϮϮϮ 
(0.017) 

0.159ϮϮ 
(0.5982) 

0.233Ϯ 
(0.007) 

      
RD 0.196ϮϮ 

(0.385) 
0.254 

(0.796) 
0.112ϮϮ 
(0.340) 

0.463ϮϮϮ 
(1.453) 

0.360Ϯ 
(0.974) 

      
GDPPC -9.180Ϯ 

(4.011) 
-9.807ϮϮ 
(5.080) 

-9.210Ϯ 
(2.810) 

-6.530Ϯ 
(3.326) 

-4.869Ϯ 
(2.447) 
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FDI -0.194 
(0.179) 

-0.033 
(0.046) 

0.266 
(0.298) 

-0.155 
(0.260) 

-0.515 
(0.802) 

      
LR -1.328 

(2.047) 
-1.743 
(2.989) 

-0.328 
(0.235) 

-1.221 
(2.039) 

-1.063 
(1.658) 

      
Corr 0.398 

(0.402) 
0.516Ϯ 
(0.452) 

2.382 
(2.114) 

0.131 
(0.277) 

0.493 
(0.755) 

      
GDPPC*ED 

 
0.568 

(0.231) 
-0.291 
(0.252) 

-1.874 
(1.631) 

-0.714 
(0.994) 

      
FDI*ED 

  
3.091 

(2.881) 
0.652 

(0.251) 
1.994 

(0.282) 
      
LR*ED 

   
-2.549Ϯ 
(5.463) 

-2.74 
(5.95) 

      
Corr*ED 

    
2.633ϮϮ 
(3.141) 

      

N 151 162 164 191 170 
𝑅2 0.263 0.485 0.339 0.420 0.526 
Adj. 𝑅2 0.223 0.418 0.297 0.346 0.473 
F-Stat 6.57 7.27 4.12 5.46 9.86 

Notes: Financial inclusion index is measured through principal component analysis 

(PCA) mixture activities of usages dimension; account, saving, loans, access 

dimension: number of ATMS, bank branches and barriers dimensions; trust, 

affordability, distance, documents, respectively. Values of standard errors are in 

parentheses ( ). (ϮϮϮ) (ϮϮ) (Ϯ) shows the level of significance at 1%, 5% and 10% respectively. 

 

This study shows very interesting findings between dependent and independent variables. In 

above table-12 shows the direct relationship between diversity and financial inclusion (by 

creating index of usages dimension; account, saving, loans, access dimension: number of 

ATMs, bank branches and barriers dimensions; trust, affordability, distance, documents 

respectively). The results pointed-out that diversity (ethnic and religious) has a significant 

positive impact on financial inclusion. It indicates that diversity either ethnic or religious both 

have enormous support for financial inclusion. Tables 12-15 show the robustness of results 

such as diversity (ethnic and religious) has a significantly positive impact on financial 

inclusion of all the countries (including high, middle and low income countries). These 

results are similar to the literature such as diversity enhances the financial market 

development (Baier & Bergstrand, 2001; Collier et al., 2000a; Watkins & Ferrara, 2005; 
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Yanikkaya, 2003). However, in some extent literature one can find the relationship between 

diversity and financial inclusion through their socio-economic cost.  

According to the United Nations (UN) report 2017, if the diversity is well-established, 

shareholder engagements focus on persuading companies to take advantage of the benefits 

associated with gender diversity, including improved decision-making, oversight and 

financial performance. Roberson and Park (2007) showed a positive relationship between 

diversity and book-to-market equity, and a curvilinear U-shaped relationship between 

diversity and revenues, net income and book-to-market equity. Tang et al. (2016) revealed 

that diversity could promote financial inclusion and the effect varies from country to country. 

It was found that cultural diversity has a positive impact on the financial market in high 

development-level and legal system quality countries, and vice versa.  

Weller and Zulfiqar (2013a) argued that greater diversity is associated with faster growth, 

larger credit markets, a broader deposit base, and a smaller chance of asset bubbles, all of 

which could contribute to more stability. Dutta and Mukherjee (2012) shows that as culture 

evolves in the form of greater trust, control and other traits, individual’s attitudes towards 

financial market change, and they engage in greater financial transactions. Considering 

multiple dimensions of culture, trust is a key cultural trait, should positively influence 

financial market; uncertainty avoidance, Hofstede’s cultural dimension should negatively 

influence the development of the financial market; and individualism, an alternate cultural 

dimension of Hofstede’s measures, should be positively correlated with financial sector 

development(Dutta & Mukherjee, 2015). 

As the multidimensional aspects of diversity, many researchers argued that ethnic 

diversification can be sometimes an engine for productivity and innovation since different 

ethnic groups have different productive skills that complement each other. Diversity also 

brings about variety in abilities, experiences, cultures which may be productive and may lead 

to innovation and creativity. Diversity is helpful in ensuring the emergence of stable 

development since the diversity by itself calls for the intergroup negotiating process. Thus, 

diversity is a valuable asset in promoting public discussion which is a pillar to form a stable, 

non-coercive, development-oriented state.  

A World Bank report (2000) emphasized that diversity can reduce civil war since maintaining 

the unity of a rebel movement composed of diverse groups tends to become harder over time. 

Collier (1998), tries to differentiate between ethnic fractionalization and ethnic dominance 
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and conclude that fractionalization in democratic nations is not a problem by itself because it 

creates a reasonable competition among the private sector even though societies will have 

worse public sector performance. Furthermore, increasing both types of diversity do not 

create conflict inside and outside the society in developed countries. Fractionalization can 

make societies safe and asserted that ethnic diversity has a positive role on financial sector 

development because it creates a stable, non-coercive, development-oriented state through 

intensive public dialogue, it minimizes the incident of civil war, it improves varied 

productivity and innovation and lays a foundation for better private sector performance. 

Ultimately, the evidence suggests that results enhance the effect of ethnic fractionalization on 

financial market development. The results, therefore, strengthen the emerging conclusions of 

a positive effect of ethnic diversity on financial market.  

In addition, number of control variables i.e., GDPPC, FDI, LR and corruption perception 

index were used in empirical analysis.  In all the above-mentioned tables corruption index has 

been found the strong indicator which shows a significantly positive impact on financial 

sector development. These results are also similar with Mouselli et al. (2016) and Shahbaz et 

al. (2013) by confirming a positive impact of corruption on financial inclusion, such as 

corruption greases the wheels of the economy by expediting transactions and allowing private 

firms to overcome governmental imposed inefficiencies. As well as increasing the corruption 

increase the circulation of money within and outside the countries. This surplus money 

enhances the financial markets activities, in another aspect increasing the underground 

economy. These results are opposite to Bolgorian (2011), Yartey (2010) and Cherif and 

Gazdar (2010) by showing a negative relationship between corruption and financial inclusion. 

However, GDP per capita and gender equality shows insignificant relationship with financial 

inclusion. The literature shows that GDP per capita and gender equality has an indirect 

relationship with financial activities, basically it’s direct link toward the well-being of society 

(Kabeer & Natali, 2013; Masoud, 2013). 
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Chapter-7 The role of ethnic and religious diversity in 

informal economy: global perspective  
 

Informal economy is a complex, controversial and a multidimensional phenomenon when 

explained in the presence of other tangible and intangible factors, to observe their influence 

on economy (Danopoulos & Znidaric, 2007; Handy, 1998; Victor E Tokman, 1989). Many 

researchers such as Geertz (1963) believe that informal economic activities were an 

expression of ‘backwardness’ and ‘underdevelopment. A very old notion of informal 

economy emerges from excluded people of capitalist nature of a society (Williams 2010). 

Immigrant and migrant groups of people, so-called ‘ethnic economy’(Batnitzky & 

McDowell, 2013), now contribute largely to economic activities within urban areas of UK 

(Edwards et al. 2016). Generally, it is perceived that different ethnic groups either are 

voluntary excluded or involuntary isolated from the formal economy through legal binding. A 

less explored tale is the focus of present study in case of developed and developing countries 

that how different channels of  ethnic diversity affect informal economy in the separate realm 

of both types of countries. Pressure of immigrants in developed countries, perhaps is one of 

the reasons, to escape from legal binding for being engaged in informal economy to earn their 

livelihood, thus leads to the development of informal sector to absorb them, while developing 

countries are facing severe ethnic diversity naturally and thus by means of social exclusion, 

they are engaged in informal economy. 

Informal economy is well prevalent with a different names such as informal sector, grey 

economy, black economy, shadow economy and underground economy(Schneider & Enste, 

2013). Informal economy is known as that type of the economy where people do not embrace 

their legal responsibility to obey rules of business, such as to pay tax and record their 

transactions. In simple words those activities which do not appear in the gross domestic 

product of a country (Portes & Haller, 2010). Many reasons behind avoidance of civil 

responsibilities such as cost of registration, unable to pay taxes/distrust of tax system, lack of 

education, complexity in government rules and regulations, cultural conflict and 

misperception (Castells & Portes, 1989; Portes & Haller, 2010).In a broad sense, informal 

economy includes the self-employed people in informal business and people employed in 

informal jobs in urban and rural areas (M. Chen et al., 2006; Handy, 1998; ILO, 2002). But 

the nature and size of the informal economy diverge greatly across countries and regions 

which mainly depend on enhancement of heterogeneity society.  
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In contemporary world, informal sector highlights its attribute of expanding its size and 

development. In case of developing countries where economic and political stability is 

missing, do not play their role efficiently, and in such situations informal sectors become a 

large and more important ingredient for economic prosperity. In this context, ethnic diversity 

plays a vital role in expansion of informal economy in both developed and developing 

economies (Castells & Portes, 1989; Portes & Haller, 2010).The appearance of informal 

economy is due to the ethnic diversity at large and this particular phenomena is a riddle for 

developing and developed nations with multiple reasons.  

At one side, informal sector may create a worse condition due to conflict between diverse 

societies, exclusion and so on but on the other side, it plays a prominent role in income 

generation, production, urbanization and employment creation for any economy. Due to ever 

increasing growth of population and urbanization the informal sector is only source to absorb 

one part of the labor force not in rural but also in urban areas. Informal sectors somehow are 

necessary for low income countries because of missing social safety nets, less employment 

insurance, low wage rate and lack of resources. Different ethnic groups and excluded people 

due to inability of fulfilling their legal responsibility for failing to fulfill immigration laws of 

developed countries, and later lead to the development of informal economy. These are 

mostly own brothers and sisters, former union members and those who have no jobs or 

employment anywhere. They do not have another alternative for their survival and to engage 

in daily course of life. 

The informal economy is highly segmented by sector, workplace, employment status, and by 

social group and gender they belong to. But those who work informally have one thing in 

common that they lack legal and social protection (M. A. Chen, 2012; Hart, 1973; 

Sethuraman, 1976; Victor E Tokman, 1989). However, informal economy is basically more 

complex than we deem it based on summative factors. With the increase in heterogeneity in 

any society, the formation of informal economy becomes simple such as easy entrance, and  

for those who needs to join the sector, may find desire work for cash earnings, to skill labor 

from informal education  and to establish small business (Meier & Rauch, 2005). The 

spectrum of informal economy ranges from self-employment or unpaid family labor (Meier 

& Rauch, 2005; Portes, Blitzer, & Curtis, 1986) to street vendors, shoe shiners, and junk 

collectors (K. F. Becker, 2004).  

Most of the literature available about the size and development of informal economy in terms 

of  percentage of official GDP depicts moving from homogeneous society to heterogeneity 
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(Feige, 1990; Schneider & Enste, 2000) because migrated people mostly engage in informal 

sector. The literature also includes the thorough discussion about the numerous estimation 

procedures regarding the size of informal economy as well as a critical evaluation and 

consequences of the informal economy (Feige, 1990; Schneider & Enste, 2000).However, it 

is quite challenging to measure size and development of informal economy because people 

engaged in this sector, try to hide their activities. 

At present, informal economy is intensive part of research discussion worldwide because 

informal economy is emerging worldwide with new appearance and in unexpected part of the 

world. The fact also indicates that informal employment has increased expressively during 

the recent economic recession (Horn, 2010). Informal economy is getting attention of 

scholars belonging to multiple disciplines of economics such as anthropology, gender studies 

and political sciences. 

Recent literature highlights various linkages that explore the size and development of 

informal economy by segmenting the situation about income, attitude, dominancy in 

religiosity, social capital, trust, age, and nationality (M. Chen et al., 2006; Schneider & Enste, 

2013; Schneider, Linsbauer, & Heinemann, 2015). However, ethnic and religious diversity 

also increase social, economic and political complexity within societies and enhance the size 

of informal economy. When heterogeneous individuals move from place to place, country to 

country, they transmit a new level of skills and perspectives, which ultimately develop 

innovation and expand informal economy. This chapter is going to fill the gap in literature 

whether ethnic and religious diversity increase the size of informal economy by using the 

data of 187 countries of the world.  

 

7.1 Theoretical framework  
 

The theories of 1950s and 1960s based on the perception of technical change that how low 

income countries transformed into developed economies. In this context, the original term 

informal sector is attributed by Arthur Lewis, to describe livelihood which changes the 

economy with social aspects such as diversity (Lewis, 1954).  Informal sector is getting 

mixed review in the domain of development which is an economic reality. 

Historically, literature of the informal economy has largely been focused by the Hart (1973) 

as regards to describe the scope of unregistered economic activities. This terminology 
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spawned the concept of dualism (formal and informal) and various other theories such as 

structural school (links between informal and formal), institutional perspective, trust role, 

social capital and informal networks to identify the socioeconomic determinants of informal 

economy. The followers of dualist school,(M. Chen et al., 2006; M. A. Chen, 2001)and the 

organization of women in informal employment globalizing and organizing (WIEGO) 

broadens the concept of informal economy by including the certain types of unregulated and 

socially unprotected employment environment which does not cover by formal economy 

(ILO, 2002). 

Ahlerup and Olsson (2012) observed the impact of the duration of human settlements and the 

duration of modern sate. In many other studies such as Reynal-Querol and Montalvo (2005),  

Alberto Alesina et al. (2003) have studied the impacts of ethnic diversity on economic growth 

and similarly other studies focused on its negative consequences in either shape like conflict 

development. In general, literature provides us also negative impact on economic efficiency. 

Dreyer Lassen (2003) found negative impact of linguistic diversity on redistribution. Further 

studies confirms its impact on poverty such as studies of Churchill and Smyth (2017). In 

another study of Churchill and Valenzuela (2019) see the impact on firm performance. One 

of the interesting study of Doerrenberg and Peichl (2013) finds impact on tax moral, which 

may have implications in the form of tax collection. He believes ethnically diverse society 

has low tax morale. Low tax moral leads to the country, towards informal economy’s 

expansion which is the interest of present study to explore nexus. 

Though, there are few studies which focus on this dimension, therefore, this debate would be 

interesting and needs to be explored. De Luca, Hodler, Raschky, and Valsecchi (2018) study 

finds ethnic diversity is welcomed by politicians. And study explored that diversity under the 

consideration of robustness tests to see the influences on underground economy. In the view 

of Mishra and Ray (2010) size of the informal sector may increase corruption. They do not 

focus to see the impact of ethnicity on informal sector but captures the effect of two control 

variables. Slemrod (2004) suggests, voluntary tax compliance is associated with social 

inclusion. Scholz and Lubell (1998) find that trust in others, possibly to occur via social 

inclusion of ethnically diverse people, may increase tax compliance.  Lassen (2007) believes 

that ethnic fractionalization may affect size of the informal sector horizontally and vertically 

both, because trust decreases with the increase in ethnic diversity (Lassen, 2007; Van 

Groenou, Glaser, Tomassini, & Jacobs, 2006). According to argument people only comply 

with tax when they have closed social ties.  
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Most of development theories explained that with the development of economic 

development, economic activity also develops, and will shift from the informal to the formal 

sphere. In fact, development process engage heterogeneous people, poor people of different 

localities, regions, and those associated with informal sector to come out of poverty because 

poor people often engage in informal sector(K. F. Becker, 2004; C. C. Williams & 

Windebank, 2002).  On one end, small-scale businesses, and manufacturing activity is 

practiced in informal economy  and on the other hand, street vendors, junk collectors, shoe 

shiner and domestic servants type activity is followed (K. F. Becker, 2004). Irrespective of 

how the informal economy grows its ongoing growth cannot be deemed a short-term 

phenomenon (K. F. Becker, 2004).Formalization of the informal economy has been pushed 

by the cultural diversity which provides guidance to enable the transition of workers and 

economic activity from the informal to the formal economy (Bangasser, 2000). 

Many of the researchers such as Feige (1990), Sassen (1994), Castells and Portes (1989), 

Offe and Heinze (1992) and Harding and Jenkins (1989)argued that informal issue and 

characteristics start from developing economies and also exit in today’s modern and 

developed world. During the last few decades, world’s interest has developed to explore the 

transformation process of informal economies not to formal one only, but also keen for 

sustainable development in different backward locations, to engage socially excluded people 

involved in informal sector. A major cause of this backwardness and exclusion is ethnic 

diversity. While many think diversity is a one of the main ingredients in explaining complex 

nature of linkages and blend of formal and informal economy.  

Schneider et al. (2015) conducted a study regarding relationship between different 

dimensions of religious dominance and size of informal economy. They argued that religion 

influences the level of informal transactions, albeit with several qualifications. The analysis 

did not support the view that countries with religious citizens have smaller shadow 

economies per se. In their opinion, countries dominated by Islam or Eastern religions are 

associated with smaller shadow economies compared to Christian countries for comparable 

levels of economic development and government effectiveness. Furthermore, close ties 

between the dominant religion and the state are typical for countries with a lower share of 

economic activity in the informal sector.  

Schneider and Enste (2000) pointed-out that increase in shadow economies across the 

advanced economies not to mention the rest of the globe. According to them, shadow 

economies, means unreported income from the production of legal goods and services, either 
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from monetary or barter transactions, hence all economic activities that would generally be 

taxable were they reported to the tax authorities. Dreyer Lassen (2003) investigates the 

experimental research links, in turn, ethnicity, trust and tax compliance. He argued that 

increasing ethnic fractionalization decreases voluntary tax compliance, and at the macro level 

in a cross-section of more than fifty countries, that more ethnically fragmented societies have 

significantly larger informal sectors (Lassen (2007).Torgler (2006) analyzed religiosity as a 

factor that potentially affects tax morale. He concluded that religiosity (such as church 

attendance, religious education, active membership in a church or a religious organization, 

perceived religiosity, religious guidance and trust in the church) raises tax morale.  

However, the concept of diverse economies has been debated from different perspectives and 

has attracted fruitful and productive critical comments. Focusing on the informal sector of the 

economy, Samers (2005) argues that not all economic practices included in diverse 

economies are less exploitative than capitalism. Benjamin, Beegle, Recanatini, and Santini 

(2014) conducted a study regarding size, performance and motivation of the informal sector, 

especially where the informal sector provides the livelihood and employment for a critical 

segment of the population. They argued that main areas where development policy can be 

improved by taking the informal sector into account by improvements should be made along 

a continuum; the heterogeneity among informal firms points to different policy approaches 

for different types of firms.  

Torgler and Schneider (2009) analyses how institutional quality and tax morale affect the 

shadow economy, using an international country panel and within country data. They found 

strong evidence that increase governance and institutional quality leads to a smaller shadow 

economy. Moreover, an increase in tax morale reduces the size of the shadow economy. 

Berdiev et al. (2020) show that income inequality across ethnic groups increases underground 

activity across region and countries. Trust factor among ethnic groups can stimulate the size 

of formal economy and relegate the size of informal sector. Therefore, focus of present study 

is to see influence of ethnic and religious fractionalization on size and development of 

informal sector with a new dataset in different countries. 

While there is by now a substantial theoretical literature on tax compliance and the size of the 

informal sector, comparative empirical evidence, for obvious reasons are scarcer. In the study 

of the informal sector, Baklouti and Boujelbene (2019); Schneider and Enste (2000) find that 

the size of the informal sector increases with the level of corruption, measured in a variety of 

ways. They do not, however, consider the effect of societal heterogeneity on the informal 
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sector, and generally control only for two explanatory variables at a time. A small, recent 

group of papers address issues related to the analysis presented here. Lassen (2007) find, 

linking survey data on attitudes with micro data on tax compliance for the U.S., that trust in 

others increases tax compliance. La Porta et al. (1999) consider trust in large organizations. 

In their analysis, they instrument a survey measure of tax compliance as a proxy for trust by 

the degree of ethno-linguistic fractionalization without discussing their finding. 

Castells and Portes (1989) followers of structural school are of the view that informal sector 

is comprising of subordinated activities, which decrease accomplish costs. While the previous 

approaches defined the informal sector according to its characteristics, as economic activity 

type, company size, social status of the workers, or the invested capital amount, this approach 

champions (Benton, 1989; Castells & Portes, 1989; Fernandez-Kelly & Garcia, 1989; Portes 

& Sassen-Koob, 1987; Sassen, 1994)are making a distinction concerning the informal 

economy by production and trading processes. Sindzingre (2006) emphases an idea that 

informal economy may be explained by other characteristics as integrity and viability of 

institutions and contracts, either informal or formal ones. The social capital plays important 

role in the field of informal economy when we are particularly studying it. 

This paper provides a framework for building hypothesis, whether ethnic and religious 

fractionalization enhances the size and development of informal economy or not. The 

resulting hypothesis is tested using as the dependent variable actual estimates of the size of 

the informal sector, rather than the qualitative survey measure, employed by (La Porta et al, 

1999). Finally, the empirical analysis employs a wider set of control variables in a larger 

sample. Other theoretical viewpoints have also emerged recently to expand understanding 

still further. The global contemporary view about informal economy has made it quite 

popular and inter-connected with the official economies. Both in the well-organized societies 

as well as in developing economies the informal economic arrangements due to close 

connection with relatives, kinships, and within their community interfered within the 

contemporary economies as illegal work, transnational migration etc. consequently role of 

state is diminishing in the  employment of labor and their welfare.  

Based on the above-mentioned theoretical framework there is an unclear sign prediction for 

the overall effect of a population’s degree of ethnic and religious. However, we would expect 

that the positive effect on the shadow economy due to the simplification of informal 

transactions may well be larger than the dampening effect from ethical convictions. Thus, we 
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developed the hypothesis regarding relationship between ethnic and religious diversity and 

the size of the informal sector: 

Hypothesis: the higher the ethnic and religious diversity, higher would be size of informal 

sector, ceteris paribus. 

Ethnic and religious diversity is measured by the formula of Alesina (2003) ethnic 

fractionalization index that shows the probability that two randomly selected individual from 

a population belonged to different groups. This index indicates diversity of multiple groups 

within area/country not by the dominance of any specific group as claimed by Schneider et al. 

(2015) that more religious population seems to induce a higher shadow economy. Increase in 

diversity with different ethnic or religious perspective increase the size and development of 

informal economy. The degree of ethnic and religious fragmentation and competition could 

matter for policymaker to develop any strategy to enforce state rules for cohesiveness of 

society. With ethnic and religious fragmentation any such alliance is more difficult to 

achieve. 

Some researchers such as Roberts (1994) found that formal and informal distinction 

overcame the utility. According to the social capital theory the aptitude of social factors 

promising a settlement agenda which is flexible integrated within the fellowship and 

confidence is assessed. So, the social networks are considered more a social capital source, 

able to strengthen the efficiency and independent state economic development. Based on the 

theoretical framework, and to analyze the direct effect of diversity (religious and ethnic) on 

informal economy, this study followed the model specified by Medina, Jonelis, and Cangul 

(2017), Hudson, Williams, Orviska, and Nadin (2012) by incorporating various 

socioeconomic variables such as; 

𝑆&𝐷𝐼𝐸𝑖𝑡 = 𝑎𝑖 + 𝛽
1
𝐸𝐷 + 𝛽

2
𝑅𝐷𝑖𝑡 + 𝛽

3
𝐹𝐷𝐼𝑖𝑡 + 𝛽

4
𝐸𝑀𝑖𝑡 + 𝛽

5
𝐺𝑖𝑛𝑖𝑖𝑡 + 𝛽

6
𝐺𝐷𝑃𝑃𝐶𝑖𝑡 + 𝛽

7
𝐶𝐼𝑖𝑡 + 𝛽

8
𝐹𝐷𝐼 ∗ 𝐸𝐷𝑖𝑡 + 𝛽

9
𝐸𝑀 ∗ 𝐸𝐷𝑖𝑡

+ 𝛽
10

𝐺𝑖𝑛𝑖 ∗ 𝐸𝐷𝑖𝑡 + 𝛽
11

𝐺𝐷𝑃𝑃𝐶 ∗ 𝐸𝐷𝑖𝑡 + 𝛽
12

𝐶𝐼 ∗ 𝐸𝐷𝑖𝑡 + 𝑎𝑖 + 𝜀𝑖𝑡 

Where:  

j represents cross sections  

t indicates time in the above equation  

S&D IE denotes size and development of informal economy,  

ED stands for ethnic diversity,  
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RD is defined as religious diversity,  

FDI is for Foreign direct investment,  

EM is Economic misery index,  

GINI is defined as inequality index,  

GDPPC is for income per capita,  

CI is as corruption perception index,  

at is the unobserved time-invariant individual effect,  

εit is the error term. 

Data on all the variables used in this study are free to access. Dependent variable is size & 

development of informal economy (S&D IE), the term measuring the non-observed economy. 

This study used data of Medina and Schneider (2016) which used MIMIC model for estimate 

the size and development of informal economy (as % of GDP). The data of independent 

variable such as diversity (ethnic and religious) was taken from the database of Cline Centre 

for Democracy, The University of Illinois, Chicago, USA. Other control variables are FDI, 

EM, GINI, GDPPC, and Corr as a proxy for foreign direct investment, economic misery 

(inflation + unemployment), income inequality, per capita income and corruption perception 

index, respectively.  

 

 

7.2 Empirical Results 
 

This section shows the empirical analysis the relationship between ethnic and religious 

diversity and size and development of informal economy. The following table 16 shows the 

nexus for 187 countries (for all countries) whereas the table 17-19 showing the relationship 

for high, middle and low income countries.  
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Table 16: Effect of ethnic and religious diversity and informal economy (Model-I for all countries) 

Dependent variable: Size and development of informal economy 

 
 

Dep. Variable: Size and development of informal economy 

 (1) (2) (3) (4) (5) (6) (7) (8) (9) (10) (11) (12) (13) 

Ethnic Group 
0.581ϮϮϮ 

(0.067)  

 

 

   0.1554ϮϮ 

(0.1016) 

0.0576ϮϮϮ 

(0.1135) 

0.0595ϮϮϮ 

(0.3892) 

0.1808ϮϮϮ 

(0.1939) 

0.1797ϮϮϮ 

(0.1212) 

0.0246ϮϮ 

(0.4872) 

Religious Group 
 

0.141ϮϮϮ 

(0.082) 

 

 

   0.3521ϮϮϮ 

(0.1035) 

0.3558ϮϮϮ 

(0.1028) 

0.3534ϮϮϮ 

(0.1035) 

0.3508ϮϮϮ 

(0.1039) 

0.3490ϮϮϮ 

(0.1038) 

0.352ϮϮϮ 

(0.1045) 

Misery index 
  

0.001ϮϮϮ 

(0.0003)   

  0.0001 
(0.0006) 

0.0005 
(0.0015) 

0.0004 
(0.0001) 

0.0004 
(0.0001) 

0.0004 
(0.0016) 

0.0001 
(0.0006) 

FDI 
   

0.0023ϮϮ 

(0.0011)  

  0.0025 
(0.0028) 

-0.0069 
(0.0066) 

0.0025 
(0.0028) 

0.0025 
(0.0028) 

0.0026 
(0.0028) 

-0.0073 
(0.0068) 

Gini index  
  

 

 

0.023ϮϮ 

(0.0031)  

 0.0001 
(0.0025) 

0.0002 
(0.0024) 

-0.0008 
(0.0048) 

0.0002 
(0.0025) 

0.0002 
(0.0025) 

-0.0008 
(0.0052) 

Corruption index  
  

 

  

0.0177ϮϮϮ 

(0.0005)  

0.0093ϮϮϮ 

(0.0017) 

0.0092ϮϮϮ 

(0.0017) 

0.0093ϮϮϮ 

(0.0017) 

0.0091ϮϮϮ 

(0.0021) 

0.0093ϮϮϮ 

(0.0017) 

0.0096ϮϮϮ 

(0.0030) 

GDP per capita 
  

 

 

 

 

-0.0011ϮϮϮ 

(0.0074) 

-1.520ϮϮϮ 

(2.980) 

-1.530ϮϮϮ 

(2.930) 

-1.5300ϮϮϮ 

(2.9600) 

-1.5001ϮϮϮ 

(2.9505) 

-1.4406ϮϮϮ 

(3.6906) 

-1.3708ϮϮϮ 

(5.2501) 

Mis *ethnic group 
  

 

 

  

 
-0.0019 
(0.0002)     

-0.0002 
(0.0012) 

FDI*ethnic group 
  

 

 

  

  
0.0294 

(0.0188)    
0.0309 

(0.0193) 

Gini*ethnic group 
 

   

   

  
0.0022 

(0.0093) 

  0.0024 
(0.0102) 

Corr*ethnic group 
 

   

   

   

0.0007ϮϮϮ 

(0.0043) 

 0.0009ϮϮϮ 

(0.0083) 

GDP*ethnic group 
 

   

       -0.0002ϮϮϮ 

(-0.0007) 

-0.0005ϮϮϮ 

(0.0010) 

Constant 3.088ϮϮϮ 

(0.034) 

3.399ϮϮϮ 

(0.037) 

3.3102ϮϮϮ 

(0.0182) 

3.3389ϮϮϮ 

(0.0189) 

2.377ϮϮϮ 

(0.1235) 

4.0401ϮϮϮ 

(0.0286) 

3.586ϮϮϮ 

(0.017) 

3.9930ϮϮϮ 

(0.1179) 

4.0225ϮϮϮ 

(0.1175) 

4.0356ϮϮϮ 

(0.2033) 

3.9831ϮϮϮ 

(0.1352) 

3.9812ϮϮϮ 

(0.1221) 

4.0541ϮϮϮ 

(0.2370) 

 OLS OLS OLS OLS OLS OLS OLS OLS OLS OLS OLS OLS FE 

𝑹𝟐 0.100767 0.004242 0.021138 0.005498 0.18726 0.619208 0.413108 0.723514 0.727135 0.723567 0.723526 0.723718 0.727825 

N 670 701 723 731 247 572 759 192 192 192 192 192 192 

Cross-sections 138 144 149 150 103 151 153 85 85 85 85 85 85 

Notes:  regressions are estimated with White cross-section standard errors correction. T-values are in parentheses. The asterisks *, ** and *** denotes statistical 

significance at 10, 5 and 1 per cent level respectively. 
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Table 17: Effect of ethnic and religious diversity and informal economy (High income countries, Model-II) 

Dependent variable: Size and development of informal economy  

 
 

Dep. Variable: Size and development of informal economy 

 (1) (2) (3) (4) (5) (6) (7) (8) (9) (10) (11) (12) (13) 

Ethnic Group 
0.2320ϮϮϮ 

(0.1417)       

0.4856ϮϮϮ 

(0.5567) 

0.0554ϮϮϮ 

(0.2351) 

3.0796ϮϮϮ 

(1.3731) 

0.1244ϮϮϮ 

(1.1048) 

0.0541ϮϮϮ 

(0.6571) 

3.7487ϮϮϮ 

(2.7273) 

Religious Group 
 

0.5815ϮϮϮ 

(0.1371)      

0.8602ϮϮϮ 

(0.1881) 

0.8128ϮϮϮ 

(0.1749) 

0.9115ϮϮϮ 

(0.1778) 

0.8342ϮϮϮ 

(0.1810) 

0.8552ϮϮϮ 

(0.1915) 

0.8812[ϮϮϮ 

(0.1896) 

Misery index 
  

0.0062ϮϮϮ 

(0.0011)     
0.0226 

(0.0190) 
0.0148 

(0.0113) 
0.0110 

(0.0113) 
0.0148 

(0.0118) 
0.0134 

(0.0118) 
0.0085 

(0.0208) 

FDI 
   

0.0008ϮϮϮ 

(0.0011)    
0.0050 

(0.0030) 
-0.0091 

(0.0078) 
0.0043 

(0.0029) 
0.0051 

(0.0030) 

0.0050Ϯ 

(0.0030) 
-0.0099 

(0.0081) 

Gini index  
    

0.0163ϮϮ 

(0.0080)   
-0.0079 

(0.0063) 
-0.0062 

(0.0061) 
0.0203 

(0.0144) 
-0.0078 

(0.0064) 
-0.0075 

(0.0063) 
0.0256 

(0.0171) 

Corruption index  
     

0.0152ϮϮϮ 

(0.0013)  

0.0094ϮϮϮ 

(0.0025) 

0.0090ϮϮϮ 

(0.0024) 

0.0083ϮϮϮ 

(0.0024) 

0.0105ϮϮϮ 

(0.0038) 

0.0095ϮϮϮ 

(0.0025) 
0.0061 

(0.0045) 

GDP per capita 
      

-6.040ϮϮϮ 

(1.3703) 

-1.2312ϮϮϮ 

(4.1814) 

-1.1634ϮϮϮ 

(4.0686) 

-1.3107ϮϮϮ 

(4.0019) 

-1.2764ϮϮϮ 

(4.1693) 

-1.5044ϮϮ 

(7.2471) 

-1.1309ϮϮ 

(7.8978) 

Mis *ethnic group 
       

-0.0242 
(0.0431)     

0.0053 
(0.0507) 

FDI*Ethnic group 
        

0.0460ϮϮ 

(0.0238)    
0.0449 

(0.0248) 

Gini*Ethnic group 
 

   

   

  

-0.0860ϮϮ 

(0.0405) 

 

 
-0.0962 

(0.0481) 

Corr*ethnic group 
 

   

   

   

0.0043ϮϮϮ 

(0.0148)  
-0.0075 

(0.0173) 

GDP*ethnic group 
 

   

       -8.1835ϮϮϮ 

(2.0601) 

-2.7121ϮϮ 

(2.3985) 

Constant 2.7345 
(0.0566) 

3.0378ϮϮϮ(

0.0642) 

2.7286ϮϮϮ 

(0.0318) 

2.8200ϮϮϮ 

(0.0299) 

2.2360ϮϮϮ 

(0.2621) 

3.8123ϮϮϮ 

(0.0993) 

3.0256ϮϮϮ 

(0.0521) 

4.1008 
(0.3926) 

4.1332 
(0.3465) 

3.2706 
(0.5540) 

4.2683 
(0.4360) 

4.2774 
(0.4125) 

2.9664 
(0.8653) 

 OLS OLS OLS OLS OLS OLS OLS OLS OLS OLS OLS OLS FE 

𝑹𝟐 0.014358 0.083679 0.109138 0.002333 0.044709 0.400881 0.077248 0.664130 0.683267 0.687398 0.662757 0.663188 0.709268 

N 39 41 46 47 34 44 47 25 25 25 35 25 25 

Cross-sections 186 199 228 228 90 187 234 65 65 65 65 65 65 

Notes:  regressions are estimated with White cross-section standard errors correction. T-values are in parentheses. The asterisks *, ** and *** denotes statistical 

significance at 10, 5 and 1 per cent level respectively. 
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Table 18: Effect of ethnic and religious diversity and informal economy (Middle income countries, Model-III) 

Dependent variable: Size and development of informal economy  

 
 

Dep. Variable: Size and development of informal economy 

 (1) (2) (3) (4) (5) (6) (7) (8) (9) (10) (11) (12) (13) 

Ethnic Group 
0.2729ϮϮϮ 

(0.0680)       

0.1686ϮϮϮ 

(0.1389) 

0.1079ϮϮϮ 

(0.1607) 

0.4261ϮϮϮ 

(0.5290) 

0.2088ϮϮϮ 

(0.3934) 

0.1076ϮϮϮ 

(0.2230) 

0.2810ϮϮϮ 

(0.6190) 

Religious Group 
 

0.0088ϮϮϮ 

(0.0712)      

0.0034ϮϮϮ 

(0.1531) 

0.0029ϮϮϮ 

(0.1527) 

0.0088ϮϮϮ 

(0.1550) 

0.0003ϮϮϮ 

(0.1569) 

0.0046ϮϮϮ 

(0.1530) 

0.0125ϮϮϮ 

(0.1612) 

Misery index 
  

0.0001ϮϮϮ 

(5.1103)     

-3.5002 

(0.0007) 

4.6949 

(0.0001) 

4.2118 

(0.0001) 

3.7384 

(0.0001) 

4.1333 

(0.0001) 

-0.0001 

(0.0007) 

FDI 
   

0.0002 

(0.0025)    

-0.0037 

(0.0062) 

-0.0117 

(0.0126) 

-0.0034 

(0.0062) 

-0.0037 

(0.0062) 

-0.0038 

(0.0062) 

-0.0116 

(0.0132) 

Gini index  
    

0.0007 

(0.0025)   

-0.0015 

(0.0031) 

-0.0017 

(0.0031) 

0.0010 

(0.0061) 

-0.0015 

(0.0031) 

-0.0017 

(0.0031) 

0.0002 

(0.0065) 

Corruption index  
     

0.0095 

(0.0018)  

0.0043 

(0.0033) 

0.0043 

(0.0032) 

0.0042 

(0.0032) 

0.0039 

(0.0054) 

0.0044 

(0.0032) 

0.0032 

(0.0064) 

GDP per capita 
      

-1.690ϮϮϮ 

(2.8630) 

-2.2404ϮϮϮ 

(6.1202) 

-2.2094ϮϮ 

(6.0804) 

-2.2101ϮϮ 

(6.092) 

-2.2289ϮϮϮ 

(6.1104) 

-2.6313ϮϮ 

(1.2605) 

-2.8347ϮϮ 

(1.4080) 

Mis *ethnic group 
       

0.0001 

(0.0013)     

0.0002 

(0.0013) 

FDI*Ethnic group 
        

0.0227 

(0.0316)    

0.0229 

(0.0328) 

Gini*Ethnic group 
 

   

   

  

-0.0059 

(0.0120) 

 

 

-0.0052 

(0.0131) 

Corr*ethnic group 
 

   

   

   

-0.0011 

(0.0117)  

-0.0019 

(0.0144) 

GDP*ethnic group 
 

   

       1.0101ϮϮϮ 

(2.7701) 

1.5934ϮϮϮ 

(3.2187) 

Constant 3.3794 

(0.0345) 

3.5024 

(0.0308) 

3.4863ϮϮϮ 

(0.0168) 

3.5053 

(0.0189) 

3.5332 

(0.1090) 

3.7747 

(0.0600) 

3.6293 

(0.0247) 

3.8844 

(0.1547) 

3.9088 

(0.1581) 

3.7657 

(0.2841) 

3.8665 

(0.2358) 
3.9213 

(0.1856) 

3.8358 

(0.3262) 

 OLS OLS OLS OLS OLS OLS OLS OLS OLS OLS OLS OLS FE 

𝑹𝟐 0.043003 0.000042 0.036491 0.000018 0.000659 0.084284 0.080821 0.208459 0.212340 0.210261 0.208441 0.209402 0.215987 

N 360 373 377 391 138 303 397 111 111 111 111 111 111 

Cross-sections 74 77 78 80 57 81 80 48 48 48 48 48 48 

Notes:  regressions are estimated with White cross-section standard errors correction. T-values are in parentheses. The asterisks *, ** and *** denotes statistical 

significance at 10, 5 and 1 per cent level respectively. 
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Table 19: Effect of ethnic and religious diversity and informal economy (Low income countries, Model-IV) 

Dependent variable: Size and development of informal economy  

 
 

Dep. Variable: Size and development of informal economy 

 (1) (2) (3) (4) (5) (6) (7) (8) (9) (10) (11) (12) (13) 

Ethnic Group 
0.1441ϮϮϮ 

(0.0610)       

1.2592Ϯ 

(1.8555) 

0.0565ϮϮ 

(0.4620) 

1.9786ϮϮ 

(2.1729) 

1.9255Ϯ 

(2.5875) 

0.0849Ϯ 

(2.0175) 

4.2547ϮϮ 

(5.8060) 

Religious Group 
 

0.0255ϮϮϮ 

(0.0731)      

0.1197ϮϮ 

(0.3540) 

0.0154ϮϮ 

(0.3619) 

0.0488Ϯ 

(0.3385) 

0.0509ϮϮ 

(0.3440) 

0.0340ϮϮ 

(0.3529) 

0.2526ϮϮ 

(0.4344) 

Misery index 
  

4.3245ϮϮ 

(1.7489)     
0.0801 

(0.1034) 
-0.0032 

(0.0079) 
-0.0037 

(0.0076) 
-0.0039 

(0.0077) 
-0.0038 

(0.0080) 
0.4254 

(0.2759) 

FDI 
   

-0.0008 
(0.0034)    

-0.0277 
(0.0443) 

0.0169 
(0.0514) 

-0.0081 
(0.0325) 

0.0062 
(0.0348) 

-0.0084 
(0.0497) 

0.1541 
(0.1277) 

Gini index  
    

0.0007 
(0.0072)   

0.0073 
(0.0155) 

0.0030 
(0.0144) 

-0.0258 
(0.0348) 

0.0032 
(0.0139) 

0.0011 
(0.0145) 

0.0237 
(0.0934) 

Corruption index  
     

0.0086ϮϮ 

(0.0036)  
0.0086 

(0.0205) 
0.0199 

(0.0198) 
0.0113 

(0.0191) 
0.0586 

(0.0665) 
0.0168 

(0.0190) 
0.0466 

(0.1763) 

GDP per capita 
      

2.6404ϮϮ 

(2.1104) 
5.0101 

(0.0002) 
0.0001 

(0.0002) 
0.0001 

(0.0002) 
0.0001 

(0.0002) 
0.0003 

(0.0013) 
0.0067 

(0.0038) 

Mis *ethnic group 
       

-0.1095 
(0.1347)     

-0.5525 
(0.3571) 

FDI*Ethnic group 
        

-0.0569 
(0.1160)    

-0.2772 
(0.1907) 

Gini*Ethnic group 
 

   

   

  
0.0402 

(0.0496) 

 

 

0.0070 
(0.1166) 

Corr*ethnic group 
 

   

   

   
0.0613 

(0.0931)  

0.0942 
(0.2217) 

GDP*ethnic group 
 

   

       -0.0002Ϯ 

(0.0017) 

-0.0084ϮϮ 

(0.0047) 

Constant 3.8135ϮϮϮ 

(0.0421) 

3.7035ϮϮϮ 

(0.0387) 

3.7101ϮϮϮ 

(0.0172) 

3.7222ϮϮϮ 

(0.0207) 

3.6233ϮϮϮ 

(0.3098) 

3.9222ϮϮϮ 

(0.1002) 

3.6797ϮϮϮ 

(0.0310) 

2.7079 
(1.8583) 

3.9621 
(0.8050) 

5.1919 
(1.5403) 

5.1711 
(1.7965) 

3.8542 
(1.7024) 

5.5153 
(4.3554) 

 OLS OLS OLS OLS OLS OLS OLS OLS OLS OLS OLS OLS FE 

𝑹𝟐 0.043778 0.000942 0.050333 0.000494 0.000594 0.066066 0.012226 0.254227 0.210948 0.253946 0.231476 0.186723 0.669201 

N 25 26 25 23 12 26 26 12 12 12 12 12 16 

Cross-sections 124 129 118 112 19 82 128 16 16 16 16 16 34 

Notes:  regressions are estimated with White cross-section standard errors correction. T-values are in parentheses. The asterisks *, ** and *** denotes statistical 

significance at 10, 5 and 1 per cent level respectively. 
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In the above table, 16-19 shows the relationship between ethnic and religious diversity with size 

and development of informal economy by using data of 187 countries of the world (including 

high income, middle and low income countries). The result shows that diversity (ethnic and 

religious) has a significant positive impact on informal economy. The coefficients of ethnic and 

religious diversity indicates that at 1 unit increase in ethnic and religious diversity brings 0.024 

and 0.352 units increments in size and development of informal economy respectively (Table 16, 

all countries model). Table-15d also confirms the hypothesis that ethnic and religious diversity 

both are important indicators which enhance the size and development of informal economy.  

Ethnic and religious diversification sometimes proves as an engine for productivity and 

innovation because different ethnic groups have different productive skills that complement each 

other. Ethnic mix is also helpful in bringing variety in abilities, share their experiences, and 

cultures which may lead to innovation and creativity which ultimately results in enhancement in 

informal economy. Ethnic diversity is helpful in ensuring the emergence of stable development 

since the diversity by itself call for intergroup negotiating process. Groups coming with different 

interests, but equal influence will compete, thus forcing conciliation on the growth oriented 

policies from which all could lead to earn profit. This diversity is a valuable asset in promoting 

public discussion which is a pillar to form a stable, non-coercive, development-oriented state. 

The results obtained in all types of countries present similar picture of positive significant role of 

ethnic diversity and religious diversity to affect size of and development of informal economy. 

These results are similar to (Collier, 1998; Collier, Elbadawi, & Sambanis, 2000b; Watkins & 

Ferrara, 2005). 

According to the World Bank report (Bank, 2000)concluded that diversity is a prevention 

mechanism rather than a cause of civil war. Collier (2001)found diversity in democratic 

countries promotes competition among private sector even in the presence of poor economic 

performance of public sector.   

These results are opposite to the studies of (Alberto Alesina & Rodrik, 1994; Alberto Alesina & 

Spolaore, 1997; Alberto Alesina & Tabellini, 1989; Easterly & Levine, 1997; La Porta et al., 

1999; Sutherland, 1997) that sometimes ethnic and religious diversity may be harmful to society. 

Ethnically polarized societies create impediments which are widespread diseases for economic 

development i.e. rent-seeking and irrationality while making public policies (Easterly & Levine, 

1997). Moreover ethnic and regional competition may lead to deteriorate institutions of the 
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economy such as capacity of public institution and rule of law  (E. Nafziger & Auvinen, 2003). 

These weak public institutions do not contribute in economic growth due to multiple reasons 

emerged from diversity (D. Keen, 2000; Väyrynen, 2003). Ethnic diversity usually inclines to 

confliction and coercive political behavior in a society since there are usually struggles about 

wars of subordination, rebellion and hegemony(Furnivall, 1948; Ojie & Ewhrudjakpor, 2009; 

Otite, 2001). 

In another result of misery index and FDI provides mixed consequence to affect size of informal 

economies. In middle income countries, its role is negative while in high income countries they 

contribute positive but insignificantly. Moreover Gini index of income inequality has 

insignificant and insensitive role to affect size of informal economy while case of corruption 

index is not much different in individual cases but in case of all countries i.e. table 18d, has 

significant positive contribution (Baklouti & Boujelbene, 2019). In the same table 18d, GDP per 

capita plays significant negative role to affect informal economy and this is due to large 

proportion of formal economy in GDP. In the result of this, when GDP per capita increases, its 

reflection comes in size of formal economy which is proportionately more than the size of 

informal economy and thus size of informal economy reduces. Unlike low income countries, 

same results can be viewed in middle and high income countries. The contradictory result of low 

income country is due to existence of large size of informal economy in the GDP of their 

countries.  

There is also mixed literature available regarding the diversity relationship to development 

through their socio-economic cost (economic misery index). Higher the diversity simple more 

chance of conflict in society as well as at marketplaces which results increases the 

socioeconomic cost for development (Alberto Alesina & Rodrik, 1994; Alberto Alesina & 

Spolaore, 1997; La Porta et al., 1999). Ethnic diversity also creates weak public institutions since 

elites have no time or willingness to contribute for the growth of the national economy and one is 

the involvement of the ruling party in businesses activities which dampen private investment. 

However, those countries where societies are not well civilized where socioeconomic cost make 

to countries more merciful (Castells, 2011b; Svizzero & Tisdell, 2016). 
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Conclusions  
 

This thesis has identified the financial implications of ethnic and religious diversity at a global 

perspective. The thesis solves the puzzle whether ethnic and religious diversity has a direct 

impact/effect on financial development or not. Chapter III develops a relationship between ethnic 

and religious diversity with the stock market (including market capitalization, market liquidity, 

turnover ratio, listed domestic companies and S&P/global equity index) by using data of 187 

countries of the world. The results indicate that diversity has significant positive links with stock 

market development. It indicates ethnic and religious diversity both enhance and boost-up the 

stock market development. Diversity has a positive role on stock volume because it creates a 

stable, non-coercive, development-oriented state through intensive public dialogue; it minimizes 

the incident of civil war it improves varied productivity and innovation and lays a foundation for 

better private sector performance.  

Our results also indicate if intergroup cohesion is developed then society becomes more cohesive 

and more investors take part in financial activities which ultimately enhance the stock market 

development. However, some researchers justified the relationship between diversity and stock 

market through the socio-economic cost. Stock market development is based upon a well-

functioning financial system along with continuous financial innovation, progress in institutional 

and organizational quality, increasing competitiveness of markets with reduced transaction costs 

and the utilization of physical and human capital (Hartmann, Guevara, Jara-Figueroa, Aristarán, 

& Hidalgo, 2017). Diversity could promote stock market prosperity and whenever the effect 

varies from country to country.  

Some studies such as Roberson and Park (2007) showed a positive relationship between diversity 

and book-to-market equity, and found a curvilinear U-shaped relationship between diversity and 

revenues, net income and book-to-market equity. It was found that cultural diversity has a 

positive impact on stock market prosperity in high development-level and legal system quality 

countries, and vice versa. Because in developed countries culture evolves in the form of greater 

trust, control and other traits, individuals attitudes towards financial market change, and they 

engage in greater financial transactions. Weller and Zulfiqar (2013a) argued that greater diversity 

is associated with faster growth, larger credit markets, a broader deposit base, and a smaller 



123 

 

chance of asset bubbles, all of which could contribute to more stability. According to the UN 

report 2017, if the diversity is well-established, shareholder engagements focus on persuading 

companies to take advantage of the benefits associated with gender diversity, including improved 

decision-making, oversight and financial performance.  

Chapter IV shows the relationship between ethnic and religious diversity and international trade 

by using data of 187countries (including 56-high, 102-middle income, 29-low income countries) 

of the world. Result shows that ethnic and religious diversity both have a significant positive 

impact on international trade (i.e., log of total trade volume, log of export and log of import) in 

case of high income and middle income countries and vice versa in the case of low income 

countries. In high and middle income countries, ethnic and religious diversity have a significant 

positive impact on international trade via creating new ideas, invention and innovation. Because 

high-income countries are more civilized and possess high moral value so that diversity 

consistently proves nexus with trade and institutional quality in high-income and middle-income 

countries than the low-income countries. Low income-countries will have to implement 

economic reforms to foster productive inclusion of poorer households, civil activism, social 

cohesion and create new competitive advantages (Fukuyama, 2001; Woolcock & Narayan, 

2000).  In this regard, social policies may play a vital role in low-income countries but without 

supporting education, healthcare policy, secure life, labor productivity and economic growth is 

redundant. To ensure social inclusion in low-income countries needs to create a secure and 

peaceful society through strong institutional quality to shape up the socio-economic life of 

individuals in multiple ways to make a cohesive society. 

Our results suggest that beyond economic and institutional factors, ethnic and religious diversity 

may be a factor of interest when evaluating trade as an economic development tool. Social and 

environmental dimensions for sustainable development cannot be treated separately and to 

prevail equity among ethnic groups needs to be focused. The notion of social cohesion and 

harmony is so important to bring about the positive consequences of ethnic fractionalization. 

Institutional role and civil participation are very important to mitigate the effects of ethnic groups 

on international trade for sustainable development, because ethnicity cannot be reduced. The 

above discussion concludes that in multi-ethnic societies should design their policies and 
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strengthen their institutions for sustainable economic development which requires profound 

involvement in the political process of all social groups. 

Chapter V shows the relationship between diversity (Ethnic and religious) and different 

dimensions of financial inclusion by using a data set of 187 countries of the world. Financial 

inclusion is a basic and important determinant of country’s economic and political stability. The 

results elucidate the strong significant positive relationship between ethnic and religious 

diversity and financial inclusion (including high, middle and low income countries). It also 

means ethnic and religious diversity enhances financial inclusion. Hence, ethnic and religious 

diversity have important implications to improve the environment of financial inclusion that 

ultimately enhance economic development. The benefits of homogeneity can prosper the 

economy by managing heterogeneity. The diversity also involved more people in bounding the 

institutional rules (formal and informal) because they are treated equally in society in all aspects 

(Ananiev, Atanasov, Gerovska-Mitev, & Shukarov, 2011; Mathieson et al., 2008).  

However, sometimes ethnic and religious diversity also cause higher socioeconomic cost, less 

social network, creating more conflict among diversified groups which in turn, more excluded 

peoples and bad institutional quality (Easterly et al., 2006). In this regard, there are best practice 

examples such as China, South Asia, India, Singapore and Malaysia where there are numerous 

religions, races, cultures but take advantage of holding and successfully mixing 

majority/minority groups in new globalization. They celebrate all the various ethnic and religious 

festivals days and show a respect for each other that is rather unique. Not that there is no tension 

or discrimination, but it is a peaceful nation that has embraced its diversity. Although achieving 

diversity and respect for people is a challenge all over the world, there is also good progress 

going on around the world. 

Chapter VI empirically elucidates the relationship between ethnic and religious diversity and 

informal economy using panel data of 187 countries of the world (including 56 high-income, 102 

middle-income and 29 low-income). This chapter explores the relationship whether ethnic and 

religious diversity enhances the size and development of an informal economy or not. The 

findings indicate diversity is a major determinant of informal economy. As increasing the ethnic 

and religious diversity, size of the informal economy has expanded. Because it creates a stable, 

non-coercive, development-oriented state through intensive public dialogue it minimizes the 
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incident of civil war it improves varied productivity and innovation and lays a foundation for 

better private sector performance. Víctor E Tokman (2007), D. Brown and McGranahan (2016) 

considered a set of action areas aimed at leveraging the positive contributions that informal 

dwellers and workers can make in the transition to an economy that is not only greener but also 

more inclusive. Weller and Zulfiqar (2013a) argued that greater diversity is associated with faster 

growth, larger credit markets, a broader deposit base, and a smaller chance of asset bubbles, all 

of which could contribute to more stability that direct or indirect expand the size of informal 

economy (Baier & Bergstrand, 2001; Collier et al., 2000a; Watkins & Ferrara, 2005; Yanikkaya, 

2003).  

In all the debates, ethnic and religious diversity work as a double edge of sword; it has positive 

as well as negative financial implications. In this context, increasing diversity is itself not good 

or bad; its implication made good or bad. If a country wants to see the beauty of diversity and get 

the fruitful benefits try to make society more cohesiveness. Every study has some limitations 

which allow the researchers to interpret the results within proper parameters. This study has also 

some limitations regarding limiting scope to cover the ground of diversity relationship with stock 

market development, international trade, financial inclusion and informal economy.  

In addition to this, diversity is a multidimensional concept, i.e., demographic, socioeconomic, 

political, geographical, cultural and dynamic in nature etc. So, it is impossible to show that 

variables included in this study are the only predictors of diversity as well as international trade 

and financial inclusion. However, there are several other financial variables which may affect the 

stock market development such as political stability, institutional quality, government policies, 

which are did not covered by this thesis. This thesis does not check the impact of Gini index 

regarding to the distribution of income in response to the financial inclusion, within the country 

and across the countries. This thesis only explores the macro level / aggregated level analysis 

relationship with stock market development, international trade and financial inclusion. 

Therefore, it is more appropriate to generalize small units such as city, provinces, towns and 

places to places.  

The study uses diversity based on ethnic and religious only, whereas other determinants of 

diversity such as race, gender, may be guidelines for further research. The current study did not 

include any political or ideological variables, whereas the variation of political change has an 
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impact on the domestic conflict or civil war and it is a new direction for future research. 

Therefore, future research may analyze the data and development of informal economy and if any 

discrepancy occurs then improve the credibility and reliability of informal economy figures for 

better policy implication.  
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Appendix 

Annex I List of countries (as per categorized by the World Bank, income per capita) 

List of High Income Countries:  

Andorra Ireland Qatar 

Antigua and Barbuda Israel San Marino 

Australia Italy Saudi Arabia 

Austria Japan Seychelles 

Bahamas, The Kuwait Singapore 

Bahrain Latvia Slovak Republic 

Barbados Liechtenstein Slovenia 

Belgium Lithuania Spain 

Brunei Darussalam Luxembourg Sweden 

Canada Malta Hong Kong, China 

Chile Monaco Hungary 

Cyprus Netherlands Iceland 

Czech Republic New Caledonia Switzerland 

Denmark New Zealand Trinidad and Tobago 

Estonia Norway United Arab Emirates 

Finland Oman United Kingdom 

France Palau United States 

Germany Poland Uruguay 

Greece Portugal  

 

 

List of Middle Income Countries: 

Albania Cameroon Fiji Kiribati Morocco 

Algeria Cape Verde Gabon Kyrgyz Republic Namibia 

Angola China Georgia Lao PDR Nicaragua 

Argentina Colombia Ghana Lebanon Nigeria 

Armenia Congo, Rep. Grenada Lesotho Pakistan 

Azerbaijan Costa Rica Guatemala Libya Panama 

Bangladesh Cote d'Ivoire Guyana Macedonia, FYR 

Papua New 

Guinea 

Belarus Croatia Honduras Malaysia Paraguay 

Belize Cuba India Maldives Peru 

Bhutan Djibouti Indonesia Marshall Islands Philippines 

Bolivia Dominica Iran, Islamic Rep. Mauritania Romania 

Bosnia and 

Herzegovina 

Dominican 

Republic Iraq Mauritius 

Russian 

Federation 

Botswana Ecuador Jamaica Mexico Samoa 

Brazil Egypt, Arab Rep. Jordan Micronesia, Fed. Sts. 

Sao Tome and 

Principe 
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Bulgaria El Salvador Kazakhstan Moldova 

Serbia and 

Montenegro 

Cambodia Equatorial Guinea Kenya Mongolia Solomon Islands 

Suriname Taiwan, China Timor-Leste Turkey South Africa 

Swaziland Tajikistan Tonga Turkmenistan Sri Lanka 

Syrian Arab Republic Thailand Tunisia Ukraine St. Lucia 

Venezuela, RB Yemen, Rep. Vanuatu Uzbekistan Sudan 

Vietnam Zambia    

 

List of Low Income Countries: 

 

Afghanistan Liberia Senegal Eritrea 

Benin Madagascar Sierra Leone Ethiopia 

Burkina Faso Malawi Somalia Gambia, The 

Burundi Mali Tanzania Guinea 

Central African Republic Mozambique Togo Guinea-Bissau 

Chad Nepal Uganda Haiti 

Comoros Niger Rwanda Zimbabwe 

Congo, Dem. Rep.    
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Annex II 

List based ethnic, and religious fractionalization score15 

 
Country  Ethnic 

Fractionalization  
Religious 

Fractionalization  

 Afghanistan 0.769300  0.271700  
 Albania 0.220400  0.471900  
 Algeria 0.339400  0.009100  
 American Samoa 0.000000  0.639500  
 Andorra 0.713900  0.232600  

 Angola 0.786700  0.627600  

 Antigua and Barbuda 0.164300  0.684000  
 Argentina 0.255000  0.223600  
 Armenia 0.127200  0.457600  
 Aruba 0.000000  0.410700  
 Australia 0.092900  0.821100  
 Austria 0.106800  0.414600  
 Azerbaijan 0.204700  0.489900  
 Bahamas 0.422800  0.681500  
 Bahrain 0.502100  0.552800  
 Bangladesh 0.045400  0.209000  
 Barbados 0.142300  0.693400  
 Belarus 0.322200  0.611600  
 Belgium 0.555400  0.212700  
 Belize 0.701500  0.581300  
 Benin 0.787200  0.554400  
 Bermuda 0.000000  0.711200  
 Bhutan 0.605000  0.378700  

 Bolivia 0.739600  0.208500  
 Bosnia and Herzegovina 0.630000  0.685100  
 Botswana 0.410200  0.598600  
 Brazil 0.540800  0.605400  
 Brunei 0.541600  0.440400  
 Bulgaria 0.402100  0.596500  
 Burkina Faso 0.737700  0.579800  
 Burundi 0.295100  0.515800  
 Cambodia 0.210500  0.096500  

 Cameroon 0.863500  0.733800  
 Canada 0.712400  0.695800  
 Cape Verde 0.417400  0.076600  
 Central African Republic 0.829500  0.791600  
 Chad 0.862000  0.641100  

 
15A. Alesina, E. La Ferrara (2005). "Ethnic Diversity and Economic Performance"(PDF). Journal of 

Economic Literature: 762–800. Retrieved December 15, 2016. 
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 Chile 0.186100  0.384100  

 China 0.153800  0.664300  
 Colombia 0.601400  0.147800  
 Comoros 0.000000  0.013700  

 DR Congo 0.874700  0.702100  

 Congo 0.874700  0.664200  
 Costa Rica 0.236800  0.241000  
 Ivory Coast 0.820400  0.755100  
 Croatia 0.369000  0.444700  
 Cuba 0.590800  0.505900  
 Cyprus 0.093900  0.396200  

 Czech Republic 0.322200  0.659100  
 Denmark 0.081900  0.233300  

 Djibouti 0.796200  0.043500  
 Dominica 0.200300  0.462800  
 Dominican Republic 0.429400  0.311800  
 East Timor 0.000000  0.425400  
 Ecuador 0.655000  0.141700  

 Egypt 0.183600  0.197900  
 El Salvador 0.197800  0.355900  
 Equatorial Guinea 0.346700  0.119500  
 Eritrea 0.652400  0.425300  
 Estonia 0.506200  0.498500  
 Ethiopia 0.723500  0.624900  
 Faroe Islands 0.000000  0.314700  
 Fiji 0.547900  0.568200  
 Finland 0.131500  0.253100  
 France 0.103200  0.402900  

 French Guiana 0.000000  0.495900  
 French Polynesia 0.000000  0.581300  

 Gabon 0.769000  0.667400  

 Gambia 0.786400  0.097000  
 Gaza Strip 0.000000  0.034200  
 Georgia 0.492300  0.654300  
 Germany 0.168200  0.657100  
 Ghana 0.673300  0.798700  

 Greece 0.157600  0.153000  

 Greenland 0.000000  0.459200  
 Grenada 0.266100  0.589800  
 Guadeloupe 0.000000  0.306900  
 Guam 0.000000  0.408200  
 Guatemala 0.512200  0.375300  
 Guinea 0.738900  0.264900  
 Guinea-Bissau 0.808200  0.612800  
 Guyana 0.619500  0.787600  
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 Haiti 0.095000  0.470400  
 Honduras 0.186700  0.235700  
 Hong Kong 0.062000  0.419100  
 Hungary 0.152200  0.524400  
 Iceland 0.079800  0.191300  

 India 0.418200  0.326000  

 Indonesia 0.735100  0.234000  
 Iran 0.668400  0.115200  
 Iraq 0.368900  0.484400  
 Ireland 0.120600  0.155000  
 Isle of Man 0.000000  0.472900  
 Israel 0.343600  0.346900  

 Italy 0.114500  0.302700  
 Jamaica 0.412900  0.616000  
 Japan 0.011900  0.540600  
 Jersey 0.000000  0.547900  
 Jordan 0.592600  0.065900  
 Kazakhstan 0.617100  0.589800  
 Kenya 0.858800  0.776500  
 Kiribati 0.051100  0.554100  
 South Korea 0.039200  0.489100  
 North Korea 0.002000  0.660400  
 Kyrgyzstan 0.675200  0.447000  
 Kuwait 0.660400  0.674500  
 Laos 0.513900  0.545300  
 Latvia 0.586700  0.555600  
 Lebanon 0.131400  0.788600  

 Lesotho 0.255000  0.721100  
 Liberia 0.908400  0.488300  
 Libya 0.792000  0.057000  
 Liechtenstein 0.572600  0.334300  
 Lithuania 0.322300  0.414100  
 Luxembourg 0.530200  0.091100  
 Macau 0.000000  0.551100  
 Macedonia 0.502300  0.589900  
 Madagascar 0.879100  0.519100  

 Malawi 0.674400  0.819200  
 Malaysia 0.588000  0.665700  
 Mali 0.690600  0.182000  

 Malta 0.041400  0.122300  
 Marshall Islands 0.060300  0.520700  
 Martinique 0.000000  0.233600  
 Mauritania 0.615000  0.014900  

 Mauritius 0.463400  0.638500  
 Mayotte 0.000000  0.062000  
 Mexico 0.541800  0.179600  
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 F.S. Micronesia 0.700500  0.646900  
 Moldova 0.553500  0.560300  

 Monaco 0.683800  0.304700  
 Mongolia 0.368200  0.079900  
 Morocco 0.484100  0.003500  
 Mozambique 0.693200  0.675900  
 Burma 0.506200  0.197400  

 Namibia 0.632900  0.662600  
 Nauru 0.583200  0.619400  

 Nepal 0.663200  0.141700  

 Netherlands Antilles 0.000000  0.386600  
 Netherlands 0.105400  0.722200  
 New Caledonia 0.000000  0.546200  
 New Zealand 0.396900  0.811000  
 Nicaragua 0.484400  0.429000  

 Niger 0.651800  0.201300  
 Nigeria 0.850500  0.742100  
 Northern Mariana Islands 0.000000  0.481100  
 Norway 0.058600  0.204800  
 Oman 0.437300  0.432200  
 Pakistan 0.709800  0.384800  
 Palau 0.431200  0.714700  
 Panama 0.552800  0.333800  

 Papua New Guinea 0.271800  0.552300  
 Paraguay 0.168900  0.212300  
 Peru 0.656600  0.198800  
 Philippines 0.238500  0.305600  
 Poland 0.118300  0.171200  
 Portugal 0.046800  0.143800  
 Puerto Rico 0.000000  0.495200  
 Qatar 0.745600  0.095000  
 Réunion 0.000000  0.195200  

 Romania 0.306900  0.237300  
 Russia 0.245200  0.439800  

 Rwanda 0.323800  0.506600  
 Saint Lucia 0.176900  0.332000  
 Saint Vincent and the 

Grenadines 
0.306600  0.702800  

 Samoa 0.137600  0.787100  
 San Marino 0.292700  0.197500  
 São Tomé and Príncipe 0.000000  0.186600  
 Saudi Arabia 0.180000  0.127000  

 Senegal 0.693900  0.149700  

 Serbia 0.573600  0.000000  
 Seychelles 0.202500  0.232300  
 Sierra Leone 0.819100  0.539500  
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 Singapore 0.385700  0.656100  

 Slovakia 0.253900  0.565500  
 Slovenia 0.221600  0.286800  
 Solomon Islands 0.111000  0.670800  
 Somalia 0.811700  0.002800  

 South Africa 0.751700  0.860300  

 Spain 0.416500  0.451400  
 Sri Lanka 0.415000  0.485300  
 Saint Kitts and Nevis 0.184200  0.661400  
 Sudan 0.714700  0.430700  
 Suriname 0.733200  0.791000  
 Swaziland 0.058200  0.444400  
 Sweden 0.060000  0.234200  

 Switzerland 0.531400  0.608300  
 Syria 0.539900  0.431000  

 Taiwan 0.274400  0.684500  
 Tajikistan 0.510700  0.338600  
 Tanzania 0.735300  0.633400  
 Thailand 0.633800  0.099400  
 Togo 0.709900  0.659600  
 Tonga 0.086900  0.621400  
 Trinidad and Tobago 0.647500  0.793600  
 Tunisia 0.039400  0.010400  

 Turkey 0.320000  0.004900  
 Turkmenistan 0.391800  0.232700  
 Tuvalu 0.162900  0.252400  
 Uganda 0.930200  0.633200  

 Ukraine 0.473700  0.615700  
 United Arab Emirates 0.625200  0.331000  
 United Kingdom 0.121100  0.694400  
 United States 0.490100  0.824100  
 Uruguay 0.250400  0.354800  
 Uzbekistan 0.412500  0.213300  
 Vanuatu 0.041300  0.704400  
 Venezuela 0.496600  0.135000  
 Vietnam 0.238300  0.508000  

 U.S. Virgin Islands 0.000000  0.635900  
 West Bank 0.000000  0.309500  
 Yemen 0.000000  0.002300  
 Yugoslavia 0.809200  0.553000  
 Zambia 0.780800  0.735900  
 Zimbabwe 0.387400  0.736300 
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