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Financial Development Literature

Mostly based on the financial repression literature of McKinnon, 1973
and Shaw, 1973.

Legal determinants: La Porta et al., 1997 (protection property rights).

Institutions matters: Beck et al., 2003 (settler vs. extractive
colonization) and Rajan and Zingales, 2003 (interest group block
competitions).

Trade openness : Baltagi et al, 2009 and Huang and Temple, 2005.

Inflation (or macroeconomic instability).

Income levels (demand financial services).

Geographic factors.
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Industry Diversification Literature

Conclusions: lack of explanation of how productive sector´s
characteristics (not level of GDP) affect financial development.

Notable exceptions:

Acemoglu and Zilibotti, 1997 (theory): more availability of capital,
larger number of fixed sized project are funded (less market
incompleteness). Thus, lower risk and more financial development.
The problem: low liquid funds.

Jaimovich, 2011 (theory): more sectors, less informational frictions,
better matching of skills, more financial development. The problem:
low entrepreneur skills.

Ramcharan, 2010 (empirics): OLS cross section show higher
diversification leads to higher financial development.

Schclarek, 2007 (theory): more industries, lower aggregate liquidity
risk, higher financial development. The problem: low horizontal
innovation.
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Theoretical Model

Example: Banana Republic vs. Diversified Country.

Entrepreneurs need Credit from Banks in period 0.

Each project belongs to sector j , has uncertain payoff in period 1 with
E(Rαj I )andV (Rαj I ),whereαj I is fraction of total credit/investment
(I) in sector j .

Banks have A funds and choose between giving credit (I) and holding
liquid funds (S), i.e. there is a portfolio decision.

Utility of banks (mean-variance preferences): E (Rp)− γ/2V (Rp),
where Rp is return on portfolio investment and γ is positive risk
aversion parameter.
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Theoretical Model

Banks maximization problem in period 0 with ONE sector.

máx
I

E (R)I + S − γ

2
I 2V (R) (1)

s.t.

I + S ≤ A

I: total credit (investment).

S:liquid funds

A: banks initial funds
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Theoretical Model

When J sectors and each sector receives 1/J of total credit, expected
utility becomes.

E (U) = E (RP)− γ

2
V (RP)

=
J∑

j=1

E (R)αj I + S − γ

2

J∑
j=1

V (Rαj I )

=
J∑

j=1

E (R)
1

J
I + S − γ

2

J∑
j=1

V (R
1

J
I )

= E (R)I + S − γ

2J
I 2V (R),

Banks maximization problem in period 0 (J sectors).

máx
I

E (R)I + S − γ

2J
I 2V (R) (2)

s.t.I + S ≤ A.
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Theoretical Model

Optimal behavior of banks (portfolio decision) in period 0.

{I ∗, S∗} = {(E (R)− 1)J

γV (R)
,A− (E (R)− 1)J

γV (R)
}. (3)

Conclusion: Higher J, more credit I and less liquid funds S .

Due to: lower aggregate credit risk.

Lower aggregate credit risk=financial development.

Policy implications: horizontal innovation leads to financial
development.
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José Luis Navarrete and Alfredo Schclarek Curutchet (UNC and UNdeC; UNC, CONICET and CIPPES )Industry Diversification and Financial DevelopmentOctober de 2016 9 / 20



Theoretical Model

Optimal behavior of banks (portfolio decision) in period 0.

{I ∗, S∗} = {(E (R)− 1)J

γV (R)
,A− (E (R)− 1)J

γV (R)
}. (3)

Conclusion: Higher J, more credit I and less liquid funds S .

Due to: lower aggregate credit risk.

Lower aggregate credit risk=financial development.

Policy implications: horizontal innovation leads to financial
development.
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Data

91 industrial and developing countries between 1990 and 2010.

Financial development: Private Credit By Deposit Money Bank/GDP.

Industrial diversification: Hirschman-Herfindahl concentration Index
(0: low concentration/high diversification; 1: high concentration/low
diversification).

HHI = ΣN
i=1(si )

2
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Data-Financial Development

Fin1: Bank liquid liabilities to GDP.

Fin2: Bank Credit/ Bank deposits.

Private Credit By Deposit Money Bank/GDP.

Fin4: Private Credit By Deposit Money Bank and Other Financial
Institutions/GDP.
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Data-Industry Diversification

DivSec1: Hirschman-Herfindahl Index.

DivSec2: Export Diversification Index (IMF).
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Data
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Econometric Methodology

Cross Section Model.

lnFini = α + α1lnDivi + α2lnTOi + α3lnInfi + α4lnGDPcpi
(4)

+α5Volatilityi + α6lnInsti + α7LOi + α8lnKaopen + α9TOFO + µi
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Econometric Methodology

Dynamic Panel Data Model.

lnFini ,t = α+α1lnFini ,t−1+α2lnDivi ,t−1+α3lnTOi ,t−1+α4TOFOi ,t−1

+α5Kopeni ,t−1 + +α6Volatilityi ,t−1 + α7lnInfi ,t−1

+α8lnGDPcpi ,t−1 + µit
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Result
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Conclusion

Higher industry diversification: a) higher financial development (lower
aggregate credit risk); b) higher growth, less volatility.

Industry diversification: a) externality (financial development); b)
growth (directly/indirectly).

Government subsidy to innovation good for growth, especially
horizontal innovation (new industries).

Govt. subsidy: credit policy, fiscal policy, education and RD policy,
coordination of innovation policy, etc.

José Luis Navarrete and Alfredo Schclarek Curutchet (UNC and UNdeC; UNC, CONICET and CIPPES )Industry Diversification and Financial DevelopmentOctober de 2016 20 / 20



Conclusion

Higher industry diversification: a) higher financial development (lower
aggregate credit risk); b) higher growth, less volatility.

Industry diversification: a) externality (financial development); b)
growth (directly/indirectly).

Government subsidy to innovation good for growth, especially
horizontal innovation (new industries).

Govt. subsidy: credit policy, fiscal policy, education and RD policy,
coordination of innovation policy, etc.
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