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1 Introduction

Economic development is closely related to the financing conditions of
companies. In developing and emerging market economies, the domestic
financial system usually does not offer adequate financial instruments for
companies that want to realize investment projects, which require a long-term
commitment. Instead, the companies in these countries can often only choose
from short-term finance and/or foreign currency denominated funding sources.
As a consequence, the companies either incur higher maturity and/or exchange
rate risks or they desist altogether and less investment projects are put into
action. While the first option raises financial fragilities, which might cause a
financial and/or currency crisis with adverse effects on the real economy, the
second option hampers economic development more directly. The establishment
of a domestic corporate bond market can help to solve these problems by
providing a market for long-term debt securities in local currency. The question
is how a country might be able to promote the development of a domestic
corporate bond market.

Although academic literature has shown increased interest in this question for
the past two decades and several cross-country studies were completed that
pointed towards important determinants, only few in-depth analyses of country
cases were conducted that are capable of detecting the interrelations between
different factors, which might explain more accurately the drivers and barriers of
corporate bond market development in a specific context. In particular, the role
of the state is still poorly understood. Research has focused on preconditions for
the establishment of a corporate bond market such as macroeconomic stability,
judicial protection and legal certainty, which the state was expected to provide.
Furthermore, it recognized the strong relationship between sovereign and
corporate bond markets, but it lacked, for the most part, a more thorough
analysis of the underlying mechanisms at work. This lack of attention is
significant because knowing about the channels through which the state is able
to promote corporate bond market development will provide policy makers with
new insights as to how improve state actions and policies in order to foster the
development of these markets. Well-developed corporate bond markets, in turn,
enhance economic development and mitigate financial fragilities, which is
especially important in emerging market and developing economies.

In order to address the problem of the under-examined role of the state, this
thesis will analyze three notable determinants of corporate bond market
development in Brazil, i.e. the influence of public debt management, monetary
policy, and public finance for development. A case study is best fit to understand
the underlying mechanisms and relationships. The case of Brazil was chosen for
several reasons that will be explained further below. The research design
followed a mixed method and triangulation approach to combine the results of
the conducted field research including expert interviews with those of the
descriptive data analysis and the literature review. The analytical framework is
built on Post Keynesian theories explaining the processes of capital formation



and asset choice in a world reigned by uncertainty. Due to uncertainty, market
participants take their decisions based on their expectations, which can be
influenced by the actions of the state in the fields of public debt management,
monetary policy, and public finance for development. That is how the state is
able to foster or hamper the evolution of corporate bond markets within this
framework. This thesis will answer the question of how the Brazilian state
influenced the development of a domestic corporate bond market through its
actions in the three policy fields mentioned. The hypothesis is that the Brazilian
state had a protagonist role in the development of the domestic corporate bond
market, but only exerted it passively and not constructively.

1.1 Context: short-term finance, long-term funding, and
economic development

For centuries, economists have inquired into the connection between finance
and economic development. Although there is strong evidence in favor of a
causal relationship, there is also room for doubts in this respect, for example,
related to recurring financial crises. As a consequence, a lively and wide-ranging
finance and development debate emerged and some of its most important
strands are presented in chapter 2.1. A large body of literature analyzed the
finance and growth nexus (see chapter 2.1.1), which can be explained with the
functions that a financial system provides including risk diversification,
reduction of transaction costs, improved capital allocation, as well as monitoring
and supervision. The majority of research is of empirical nature and dates back
to Goldsmith (1969), who first found a positive correlation between financial
development and growth, but it was only during the 1990s that the finance and
growth literature provided empirical evidence for the causal relationship.

The discussion of financial vulnerabilities associated with underdeveloped
financial markets and related topics such as financial and currency crises
represents another important strand of literature in the finance and
development debate (see chapter 2.1.2). A typical characteristic of developing
and emerging market economies is a high share of foreign currency debt, which
makes them more vulnerable to exchange rate fluctuations. The limited number
of hedging instruments available in these underdeveloped financial markets
aggravates the financial fragilities. Furthermore, monetary policy is restricted in
its implementation by the limited functionality of its tools in a less developed
money market, with implications on its open market operations and on the
exchange rate. Hence, financial development can enhance the macroeconomic
stability of a country with positive effects on its long-term growth rate.

Due to the strong impact of financial and currency crises on the economic
development of a country, it became crucial to understand these crises. Three



generations of models explaining currency crises emerged, pointing towards the
worsening of macroeconomic indicators, speculative attacks triggered by self-
fulfilling market expectations, and financial system fragilities, which might cause
balance sheet effects, a concept that shifted the focus from flow variables such as
the GDP to stock variables such as external debt. Exchange rate fluctuations and
interest rate adjustments can deteriorate economic agents’ net wealth, if they
have currency and/or maturity mismatches in their balance sheets. In emerging
market and developing economies market participants often take on foreign
currency debt, while generating income in domestic currency, causing a currency
mismatch; or they take on short-term liabilities while carrying long-term assets,
causing a maturity mismatch. A maturity mismatch (as well as interest rate
indexed debt) raises the risk that a debtor becomes unable to pay his or her?!
debt due to an interest rate increase. Conversely, net creditors holding long-term
fixed rate debt securities are also exposed to the interest rate risk and suffer
from a reduction of the market value of their assets in case the interest rate
increases. Since different types of mismatches are usually connected both within
individual balance sheets and across sectors, they can reinforce each other.

The balance sheet approach pointed out the increased risk of suffering from
financial and currency crises by opening up the capital account and engaging in
financial integration into global markets. Moreover, it showed monetary policy
options for net debtor countries and emphasized the important role of domestic
financial market development in diminishing their vulnerability to a volatile
exchange rate. Furthermore, it highlighted policies that may foster a reduction of
vulnerabilities, including public debt management, incentives for the private
sector to avoid balance sheet exposures, and the buildup of foreign exchange
reserves. The original sin literature, based on the empirical observation that
most emerging market and developing economies are neither able to borrow
abroad in their own currencies (international component), nor to borrow
domestically with long maturities and fixed interest rates in their own currencies
(domestic component), corresponds to the balance sheet approach with respect
to the emphasis of the adverse effects of net external debt, but differs in the
evaluation about the problem solving power of macroeconomic policies. Both
approaches are relevant for this thesis, because they show the important role of
domestic capital market development.

1 Gender aspects are not treated here, so that the male version is used for both sexes,
unless noted otherwise.



1.2 Problem and significance: lack of long-term funding
through domestic corporate bond markets

Most studies analyzing questions related to financial and economic development
focused on the banking sector and the equity market. Important contributions
were made in literature strands analyzing financial fragilities as well as the
finance and growth nexus, among other things. More recently, the attention of a
few researchers was caught by a surge in bond issuance by companies from
emerging markets that were placed on international markets, termed “The
Bon(d)anza” by Bastos, Kamil, and Sutton (2015): Between 2009 and 2014,
annual volumes of non-financial corporate bond issuance registered a more than
threefold increase (Ayala, Nedeljkovic, and Saborowski 2015, 4). However, the
majority of research on domestic bond market development only enquired into
sovereign bonds, which reflects the initial intend of governments to build up a
bond market in order to finance their fiscal deficits, on the one hand, and the
very incipient stages of domestic corporate bond markets in most emerging
market and developing economies, on the other hand.

Although a large body of literature on the development of domestic bond
markets emerged over the last two decades and several cross-country studies
identified important determinants, there are only few in-depth country case
studies that could discover the links and mutual relations of different factors,
which is important for a comprehensive understanding of the relevant
determinants that might hamper and/or foster the development of a domestic
corporate bond market in a specific context. Among the determinants detected
by large-n studies were structural variables like the country size,
macroeconomic variables such as inflation, and institutional variables including
judicial uncertainty. A country might be too small to bear the costs of
establishing a domestic bond market alone, so that it might be more reasonable
to engage in efforts to create a regional bond market, which happened in Asia.
Large macroeconomic instabilities, e.g. expressed in high inflation rates, impede
the formation of long-term expectations, which are vital for the development of a
market for corporate bonds - on both sides of the market: Companies will not
supply the market with bonds, i.e. ask for funding resources, if they are unable to
make plans about the profitability of their investment project and wealth holders
will not demand bonds, if they are unable to preview the real, i.e. inflation-
adjusted, value of their financial yields and assets. Similarly, the lack of a reliable
and efficient jurisdiction might hamper the development of a corporate bond
market, because economic agents hesitate to engage in long-term debt contracts.

Among the most relevant literature guiding this thesis was the compilation of
research on Latin American bond markets published by Borensztein et al.
(2008a), including an examination of the Brazilian bond market development by
Leal and Carvalhal-da-Silva (2006), and the analysis of determinants of bond
market development in Brazil by Paula et al. (2009) that was part of a research
project examining the role of Brazilian public banks in domestic financial market
development. Both studies contributed to an improved general understanding of
corporate bond market development (CBMD) in Brazil and identified the central



relationship between the public and the private bond markets. However, they fell
short in further exploring the role of the state in CBMD. The impact of different
state actors and their policy measures on the evolution of the private bond
market was not made explicit. As a consequence, the influence of the state as a
key player not only in the domestic financial system, but also in the Brazilian
economy as a whole, on CBMD could not be thoroughly understood, implying
that its policy actions could neither be properly evaluated, nor aligned
accordingly.

1.3 Response: the role of the state in corporate bond market
development

This thesis will perform a case study to examine the link between state actions
and corporate bond market development. The case study approach allows one to
perform more in-depth analysis of the relevant determinants, actors, structures,
and institutions. Moreover, the researcher is able to draw more substantiated
conclusions from a small-n study, however with the disadvantage that the result
cannot be generalized as easily (Ragin 1997). The case selection was based on
various factors that led to the choice of Brazil. The first reason to choose Brazil
was the strong role that the state played in the Brazilian economy, turning the
argument reasonable that it also occupied an important part in the development
of a corporate bond market. Secondly, and closely related, the public bond
market in Brazil was very large so that the (lack of the) market creation effect
could be examined. A third point is related to the provision of macroeconomic
stability, which markedly increased after the implementation of the Plano Real,
but continued to post a challenge to the Brazilian authorities with important
implications for the evolution of the corporate bond market. Another reason for
the case selection was the central role of the public finance for development
system in the Brazilian economy, especially in the funding of long-term projects.
Finally, the author’s prior acquaintance with the country together with his
academic advisors’ existing institutional as well as personal relationships to
Brazil facilitated the realization of the research project.

The aim of this research is to spell out the relevant impact vectors of state
actions with respect to the development of a domestic corporate bond market in
Brazil. Accordingly, the main research question asks about the role of the
Brazilian state in CBMD. Based on a Post Keynesian theoretical framework, the
evolution of the Brazilian corporate bond market and the influence of the state
are examined over the period of two decades, between 1995 and 2014. In order
to define the main determinants of (corporate) bond market development in
Brazil, the conducted expert interviews in the country were particularly helpful
and led, together with an extensive literature review, to the definition of three
major determinants of CBMD in Brazil: namely public debt management,



monetary policy, and public finance for development. Therefore, we can further
specify the main research question by asking, first, how the state influenced
CBMD through these policy variables and, second, whether the state hampered
or fostered CBMD in this way. In other words, this thesis intends to show how
the independent variable, the influence of the Brazilian state on CBMD through
its public debt management, monetary policy, and public finance for
development, determined the dependent variable, the development of the
Brazilian private bond market.

The hypothesis of this thesis is that the Brazilian state had a protagonist role in
the development of the domestic corporate bond market, but only exerted it
passively and not constructively. In order to adequately answer the research
questions and test the hypothesis, the evolution of the market for corporate
bonds is divided into three sub-periods that allow a more precise examination of
the determining factors at work. Furthermore, the complex interrelations
between important actors in the market as well as connections and feedback
effects of the determinants of CBMD in Brazil are best captured and exposed by a
narrative description and exploration of the arguments together with a historical,
structural, and institutional contextualization of the analysis.

Following a mixed method and triangulation approach, this thesis gained its
insights from the back and forth between the relevant literature, expert
interviews, and bond market data. The data covered the period from 1995 to
2014, included information on the volume issued on the primary markets and
the stock of outstanding bonds in the secondary markets, and was openly
available at the websites of several Brazilian institutions such as the Brazilian
central bank (Bacen), the Brazilian Association of the Entities of the Financial
and Capital Markets (Anbima), or the Securities Commission (CVM).

The expert interviews were conducted during three field research stays in Brazil
between 2010 and 2012 that lasted between six weeks and three months. In
total, thirty interviews were carried out with experts from academia, state
institutions such as the CVM or the Bacen, private institutions such as Anbima,
the securities exchange BM&F Bovespa as well as capital market institutions,
including not only banks, but also investment and pension funds. According to
the interview partners, the interviews were grouped into four categories:
university professors (U), associations (A), financial market participants (F), and
state institutions (S). The category abbreviations serve, together with a number
to make each interview identifiable, as source reference for citations throughout
the thesis. Citing an interview partner who belongs to a state institution might be
referenced with “S03”, for example.

The semi-structured interviews followed pre-defined guidelines that included
open questions about key issues and were adjusted throughout the research
process according to newly gained insights. The shortest interview lasted about
fifteen minutes and the longest almost two hours. On average, the duration of the
interviews was a little more than one hour. Each round of field research was
followed by a period of interview analysis, data analysis, and literature study in
order to explore the subject, narrow down the research questions, define the
appropriate theoretical approach, and pinpoint novel scientific findings, which in



turn led to the preparation of the following field research that aimed at
answering open questions, understanding important interconnections, and
discovering relevant drivers and barriers of bond market development in Brazil.

My original contribution to knowledge is an assessment of the impact of state
policies on the development of a domestic corporate bond market in Brazil. More
specifically, this thesis reveals how public debt management determines CBMD
through different effects that stem from changes in the structure of the public
debt. Furthermore, [ demonstrate that a low and stable monetary policy rate is a
necessary, but on its own not sufficient condition for the development of a
corporate bond market. Finally, I show that public finance for development
schemes generally hampered CBMD in Brazil, despite recent efforts aiming more
directly at its promotion.

Apart from that, my piece of research contributes to the theoretical
understanding of the topic primarily with respect to three aspects. First, the
impact vectors of how the different policy variables influence the development of
a corporate bond market are examined in detail and the workings of the
mechanisms are spelled out explicitly. Second, this thesis puts the development
of a corporate bond market in the context of emerging market and developing
economies that are usually marked by structural heterogeneity with different
modes of production and points out how CBMD conduces to the propagation of
the monetary economy. Third, I can broaden the Monetary Keynesian view of the
capital formation process by expounding the role of bonds as a source of funding,
because Monetary Keynesians have so far been negligent of funding in the capital
formation process by emphasizing the central role of finance and key actors such
as the banker and the entrepreneur in the development process.

1.4 Roadmap

The research is structured into four chapters. This introduction is followed by
the theoretical discussion in chapter two. The empirical analysis is presented in
chapter three. Finally, chapter four draws the conclusions.

The theoretical part begins with sub-chapter 2.1 that gives an overview of the
finance and development debate, emphasizing those threats of the discussion
that are most important for this research. In section 2.1.1, the finance and
growth nexus is explored in more detail. Section 2.1.2 displays the causes of
financial fragilities that usually pose a threat to emerging market and developing
economies. According to the balance sheet approach, these countries suffer from
maturity and currency mismatches. Moreover, this literature shows that both the
buildup of a domestic market for long-term debt securities and the
implementation of public finance for development schemes can help to reduce
financial fragilities. State interventions according to developmentalist state



policies and the role of public finance for development institutions are explained
in section 2.1.3. Since the adverse effects of market failures in the financial
system are usually more severe than those of government failures, the state
should intervene and foster financial development, in particular CBMD.

The state of the art sub-chapter 2.2 covers different aspects of domestic bond
market development, starting with a classification relative to equity and banking
markets in section 2.2.1, which comes to the conclusion that economic
development is generally independent of the financial structure of an economy.
While the banking sector evolves first and attends better the needs of smaller
companies, capital markets evolve later and serve better larger companies.
Section 2.2.2 discusses the main advantages of domestic bond market
development, including reduced financial vulnerability due to balance sheet
effects, improved capital allocation and risk sharing, as well as better
implementation of fiscal and monetary policies. The determinants and
preconditions for the development of a domestic bond market are described in
section 2.2.3: The economy must not be too small, the legal, institutional and
macroeconomic environment of the country has to be strong, and the necessary
financial market infrastructure needs to be installed. In section 2.2.4, a more
focused literature review is conducted, compiling the latest research on domestic
(corporate) bond market development in Latin America and, more specifically, in
Brazil. As a result, the main research gaps are identified, pointing to previous
negligence of the role of the state in CBMD. The sub-chapter closes with an
appreciation of the influence of three policy variables on CBMD, already
mentioned beforehand throughout the theoretical discussion. The choice of the
policy variables public debt management, monetary policy, and public finance for
development was based on insights acquired both from the expert interviews
and the literature review.

The first two sub-chapters laid the foundation for the Post Keynesian analytical
framework that is developed in sub-chapter 2.3. The framework makes clear
how the state is able to influence CBMD through the policy variables public debt
management, monetary policy, and public finance for development. The first of
three sections explains the Post Keynesian capital formation process, which can
only function smoothly if there are instruments for long-term funding such as
bonds. Section 2.3.2 examines how economic agents form their expectations in
order to understand the (portfolio) decision making process in a monetary
economy that is marked by uncertainty. After the wealth holder is introduced as
the ultimate decision maker, the competition to win over the favor of wealth
holders between financial assets, in particular between public and private bonds,
is addressed. The expectation formation process is discussed as well as the
concept of liquidity preferences, which are both influenced by the above
mentioned policy variables and, together, form the basis for economic agents’
asset choices. In principle, that is how the state can hamper or promote the
development of a corporate bond market.

A more detailed analysis of the impact vectors is performed in section 2.3.3. In
the model of general asset choice presented in this section the total yield of an
asset is determined by four attributes (expected values for the yield, cost,
appreciation, and liquidity premium of the asset) that, in turn, depend on various



factors including the currency premium and institutional market liquidity. The
section elaborates the influence of the policy variables on each of these attributes
and factors, and therefore also on wealth holders’ asset choices. Additionally, it
clarifies the implications for the development of a domestic corporate bond
market. As a result, we gain an in-depth understanding of how the state, through
its policy variables, affects CBMD. The final sub-chapter 2.4 briefly summarizes
the knowledge gained in the theoretical chapter. By focusing on the most
relevant points and emphasizing the links with the policy variables, it serves as a
preparation for the subsequent empirical chapter.

The third chapter contains the case study of the role of the Brazilian state in the
development of corporate bond market development. The empirical part begins
with sub-chapter 3.1, which gives a focused historical account of the financial
system development with references to relevant macroeconomic, political, and
international events, emphasizing those evolutions that are most relevant for
CBMD. It is divided into two sections, of which the first one relates the financial
history up to the implementation of the Plano Real in 1995, and the second one
from then onwards up to 2014. The central aim of section 3.1.1 is to provide the
historical context for a better understanding of the evolution of key institutions.
Section 3.1.2 covers the period of investigation and mainly aims at providing the
necessary background for the subsequent in-depth analysis of CBMD in Brazil.
The section is structured according to three sub-periods that are predetermined
by changes in the development of the Brazilian corporate bond market. The
closing section 3.1.3 briefly summarizes the main points of the first,
contextualizing sub-chapter.

The core of the empirical research is presented in the second sub-chapter. Its
structure also corresponds to the three sub-periods referred to above. Each sub-
period is analyzed in a separate section, always following the same pattern: After
a short introductory review of major events, the role of the state and its influence
on CBMD through the policy variables public debt management, monetary policy,
and public finance for development are examined. Each policy variable is
discussed in a separate sub-section, resulting in three sections with three sub-
sections.

The first section of sub-chapter 3.2 describes the years following the
implementation of the Plano Real, from 1995 to 2003. Even though Brazil
regained inflation control, macroeconomic instabilities persisted and the
domestic corporate bond market continued to play only a very minor role in the
Brazilian financial system. Section 3.2.2 covers the years from 2004 to 2008.
During this phase of strong and sustained growth, the public debt structure was
markedly improved. However, the monetary policy rate remained on an elevated
level, so that most of the funding seeking companies opted for the issuance of
shares instead of bonds on the domestic capital markets. The third sub-period,
from 2009 to 2014, is analyzed in section 3.2.3. In reaction to the international
financial crisis, the Brazilian government implemented counter-cyclical policy
measures that provided for a fast economic recovery, but the upturn did not
endure for long. Moreover, various measures that specifically aimed at the
promotion of the corporate bond market in Brazil did not lead to a clear
breakthrough in market development.



The key arguments of the case study are resumed in sub-chapter 3.3. It briefly
recapitulates the origins of the corporate bond market in Brazil, before
elaborating on the main points of the conducted analysis.

Chapter four summarizes the analysis and draws the conclusions. In section 4.1
the key findings are briefly summarized. Based on this recapitulation, the main
results are discussed and conclusions are drawn in section 4.2.
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2 Theoretical background: bond market
development in the finance and development
debate

There is a general consensus among economists about the positive impact of a
country’‘s financial development on its economic growth (see for example Levine
2005, 1997). Since foreign indebtedness has been a long-standing and bitter
issue for developing countries and emerging markets, they have become highly
interested in alternative ways of financing, namely the development of domestic
debt markets (Borensztein et al. 2008a). Empirical evidence also points in this
direction: "Our analysis implies that the domestic versus external public
financing is relevant to growth and highlights the importance of the development
of the domestic bond markets to promote long-lasting economic growth."
(Kutivadze 2011, 20-21). Historically, developing countries and emerging
markets were only able to issue debt in foreign currency and/or short-term.
Domestic bond markets promise to offer a solution to this problem, because they
provide instruments for long-term debt in domestic currency. Given certain
conditions of controlled inflation, widespread trust and sufficient savers,
government bond markets are supposed to pave the way for the private market
(Borensztein et al. 2008a): Building up the necessary infrastructure and
signaling the interest rate path, large and liquid public bond markets can have
positive effects on corporate bond markets.

For that reason, public debt management is an important determinant of
corporate bond market development (CBMD), which also depends on sound
monetary policy to provide macroeconomic stability. At last, financial
development in the context of emerging market and developing economies
usually requires an active role of the state, including public finance for
development schemes that might be guided by developmentalist state policies
and implemented by public development banks. Ocampo and Vos also emphasize
the relevance of an economic and financial development strategy along these
lines:

“[M]erely focusing macroeconomic policies on low inflation and restoring
the fiscal balance may be too narrow of an approach to achieve [the]
desired growth gains, especially if the emphasis on monetary restrictions
and fiscal prudence depresses economic activity in the short run and
restricts broader developmental policies. [...] The potential contribution of
financial development to economic growth is considerable [...]. However,
[...] these contributions to growth cannot be taken for granted, and the
growth impact depends on the construction of the appropriate institutional
structure. [...] What matters is that the financial sector ensures adequate
finance for productive investment of enterprises [...] and for long-term
investment. Depending on the stage of development, doing so may imply
ensuring a domestic bond market for long-term financing in the domestic
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currency and reserving an important role for public sector banks
(particularly development banks)” (Ocampo and Vos 2008, 38).

Even though the term “developing country” conveys a mistaken image of
economic development as a predetermined path, on which less developed
countries are “catching-up” with more developed countries, it is used here in
accordance with common practice in economic literature, yet not without
expressing strong reservations about its application. Economic literature
customarily uses terms such as “developing countries”, “emerging markets”, and
“emerging market and developing economies” to describe low- and middle-
income countries, based on the classifications of the IMF and the World Bank.
The main criteria used by the IMF to classify the world into advanced economies,
on the one hand, and emerging market and developing economies, on the other
hand, are the level of per capita income, export diversification, and the degree of
integration into the global financial system. Despite the fact that these terms are
being widely used, they are based on an old concept of narrowly defined
development (cf. Thirlwall 2006; Willis 2011). It has been overcome by a much
broader notion of development, understood as a multifaceted, non-linear process
comprising increasing well-being, equality, and economic sustainability
(Lepenies 2008). Furthermore, economic development includes long-term
growth of the per-capita income (cf. Meier 1995, 7ff.), improvements with
respect to income distribution, quality of living, health, environment, education,
job creation, and poverty reduction, while not being restricted to these aspects
(cf. Stiglitz et al. 2006; Willis 2011). Necessarily referring to a long time frame,
where a series of investment projects possibly promotes various structural and
institutional changes (Hermann and Paula 2011, 3-4), economic development is
a “dynamic process involving systematically shifting interaction patterns among
different aspects of development and therefore requiring predictably changing
policies and institutions over time” (Adelman 1999, 25). This thesis applies this
multi-faceted approach of economic development to macroeconomic, and more
specifically, financial and monetary questions.

This chapter is structured as follows: Sub-chapter 2.1 (on important strands of
the finance and development debate) lays the foundation together with sub-
chapter 2.2 (on the state of the art of research on domestic bond market
development) for sub-chapter 2.3 that introduces a theoretical framework for
the analysis of the influence of state policies on the development of a corporate
bond market. We learn about structural imbalances of financial markets (that
warrant state intervention) and how corporate bond markets can help to
stabilize and complement financial systems by providing domestic, long-term
financial instruments. The main findings of the chapter, including the
identification of three main policy variables (namely public debt management,
monetary policy, and public finance for development) and how they impact
CBMD, are resumed in sub-chapter 2.4.
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2.1 The finance and development debate: main strands and
important findings

Ever since economists have analyzed the development of market-based
economies, they wonder about the role of finance in this process and even
though for Nobel laureate Merton Miller the idea “that financial markets
contribute to economic growth is a proposition too obvious for serious
discussion” (Miller 1998, 14), economists have not reached a consensus on the
question what role finance plays in economic development. Adam Smith (1776)
recognized that money lowers transactions costs, allowing producers to spend
more resources on specialization, which in turn fosters technological innovation.
Alexander Hamilton (1781, published 1961, 618), who would later become one
of the creators of the US financial system, described banks as “the happiest
engines that ever were invented” for spurring economic growth. Walter Bagehot
(1873) was very much aware that “[m]oney is economical power” (Bagehot 1873,
2) and showed the importance of finance for the understanding of economic
development. The discussion about the link between finance and growth is
explored further in section 2.1.1, but, in the first place, the following paragraphs
give a quick overview of several other important strands in the finance and
development debate. In sections 2.1.2 and 2.1.3, two threads of the debate that
are especially relevant for this study are discussed in more detail, scrutinizing
financial fragilities and the role of the (developmentalist) state.

Curiously, development economists attributed problems of underdevelopment to
the “real economy” and neglected the issue of finance, for decades (cf. Stallings
and Studart 2006, 1). A collection of essays under the title “pioneers in
development” (Meier and Bauer 1984) didn’t discuss the subject of finance at all.
Joan Robinson (1954, 86) argued that “where enterprise leads finance follows”.
According to this view, the “financial sector”, instead of causing growth, merely
responds to changing demands from the “real economy”. In the same vein,
Robert Lucas (1988) affirms that finance as a determinant of economic growth is
“over-stressed”.

The theoretical debate about the central position money and credit occupied in
economic development and growth was essentially initiated by Joseph
Schumpeter (1912), who emphasized the pivotal role of financial intermediaries
in econ