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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 economic development, together with John Maynard Keynes (1936, 1937),
who explained the relevance of both finance and funding for the realization of
investment projects, which are necessary for economic development. Theoretical
work followed that explicitly referred to the financial system including seminal
articles by Gurley and Shaw (1955), McKinnon (1973), Shaw (1973), and Minsky
(1986). Post Keynesians putting less emphasis on Keynesian “final demand” and
“fiscal policy”, but instead highlighting the supremacy of the financial over the
real goods and factors sphere are known as Monetary Keynesians (Nitsch 1995,
61) and formulated a theory of managing wealth in uncertain conditions as a
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“universal principle of economic activity” (Riese 1990, 37)2. This doctoral thesis
stands in the Monetary Keynesian tradition and applies a Post Keynesian
analytical framework that will be developed in sub-chapter 2.3.

In opposition to Keynes, the theory of finance that mainly built on the work of
McKinnon (1973) and Shaw (1973) as well as development strategies and policy
advices derived from it (see for example Fry 1995; World Bank 1989; Drake
1980) suggested that the main barrier to economic development was not the lack
of investment opportunities, but insufficient savings: Financial repression
hampered development and financial deepening3 could be achieved through
financial liberalization, referring both to the deregulation of the domestic
financial system and the opening up to the international financial system. After
several Latin American countries were among the first to implement the
liberalization strategy in the late 1970s, they suffered from frequent and costly
crises, culminating in the major debt crisis of the region, which led to the “lost
decade” in Latin America and was well captured by Diaz-Alejandro’s article
“Good-bye financial repression, hello financial crash” (1985). Later, the UN
organization responsible for economic development UNCTAD established that
the neo-classical model had failed in explaining and predicting the relationship
between finance and development (UNCTAD 2008, 67). That is one important
reason for the pursuit of a Post Keynesian approach in this thesis.

One explanation for the particularly damaging effects of the liberalization of
financial markets relative to other markets was developed by Kindleberger
(1978), who built on the writings of Marshall (1923), Keynes (1936), and Minsky
(1977a) and conceived financial crises as responses to previous excessive
behavior of economic agents in the financial markets, noting that this would be
more common in liberalized financial systems. Reinhart and Rogoff (2008)
studied the tendency of financial markets towards boom-bust cycles in historical
perspective and showed their recurrent appearances, suggesting that this was a
central market failure of financial systems. International capital flows to
emerging market and developing economies followed a similar pattern,
characterized as surges and reversals (Ffrench-Davis and Griffith-Jones 1995),
the latter more famously termed “sudden stops” by Calvo and associates, who
showed that the surge of capital flows into Latin America was largely determined
by external factors, such as the base rate in the USA (Calvo, Leiderman, and
Reinhart 1993). Since the mid-1990s, several emerging market and developing
economies were involved in and suffered from a series of financial and/or

2 Major contributions to the discussion in English can be found in the Journal of Post
Keynesian Economics and came from Davidson (1984), Kregel (1980), Minsky (1980,
1977b), and Moore (1979), while the discussion in German is mainly conducted by Riese
(1989, 1986a) and his “Berlin School” with Paula, Fritz, and Prates (2015), Nitsch (1993),
Tober (1991), Herr (1989), Liiken-Klaflen and Betz (1989), Riese and Spahn (1989),
Hauptmann (1987), and Stadermann (1986).

3 Both financial deepening and financial broadening refer to financial market
development and are somewhat overlapping so that the concepts are best understood
together (Barger 1998, 11): While deepening refers to the increase of the financial asset
to GDP ratio, broadening refers to the expansion in terms of number and variety of both
participants and instruments.
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currency crises that gave rise to new theoretical models attempting to explain
the underlying causes, which are presented in section 2.1.2.

Another approach to explain financial crises was given by Stiglitz (1994), who
argued that market failures in the financial sector are likely to be endemic,
because financial markets are very information intensive, raising the relevance
and disruptive consequences of asymmetric and imperfect information as well as
incomplete contracts with respect to other sectors of the economy (Stiglitz and
Weiss 1981). The implications of financial sector turbulences for the real
economy were outlined by Mishkin (1996, 17):

“A financial crisis is a nonlinear disruption to financial markets in which
adverse selection and moral hazard problems become much worse, so that
financial markets are unable to efficiently channel funds to those who have
the most productive investment opportunities.”

As a consequence, government failures in the financial system tend to have less
detrimental effects than market failures, turning state interventions especially
beneficial, e.g. through financial market regulation, capital account management,
or public finance for development schemes. This is an important finding with
regard to this thesis, which attributes an important role to the state in CBMD and
more particularly explores the role of public debt management, monetary policy
and public finance for development institutions.

Several examples of bank failures, capital market bubbles, as well as systemic
banking and currency crises in the history of finance (Reinhart and Rogoff 2008)
provoked a vast production of literature on financial fragility and its counterpart
financial stability, which is especially relevant for emerging market and
developing economies*. Financial deepening and liberalization might not only
spur growth, but can also be sources of risks and fragilities, for example due to
the maturity transformation of banks, as shown by the Diamond and Dybvig
(1983) model. Apart from historic surveys and case studies, there are several
systemic cross-country studies exploring the causes, determinants and
socioeconomic costs of financial fragility (Beck 2012, 3-4). The literature on
banking crises was discussed by Demirgli¢-Kunt and Detragiache (2005) and the
literature on sovereign debt crisis management was discussed by Nitsch (1995,
70ff.). Teunissen and Akkerman (2004) edited a book that was contributing to
the formulation of a new development agenda in the post-Washington-
Consensus era. In the same vein, Griffith-Jones (2013) called for a more prudent
approach towards financial liberalization. Financial stability is also a recurring
topic in the IMF working paper series (see for example Almarzoqi, Naceur, and
Kotak 2015; Sahay et al. 2015).

Furthermore, the finance and development debate comprises of literature that
treats several international aspects of finance, for example by exploring topics
such as global financial architecture (Crotty 2009; Eichengreen 1999), regional
monetary cooperation (Mihlich 2014; Dullien et al. 2013), and international
capital flows in their various forms, including foreign direct investment (FDI),
international commercial bank loans and portfolio flows, bilateral and

4 Financial fragilities are also the subject of (sub-)sections 2.1.2, 2.3.1.3, and 2.3.3.4.
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multilateral aid, e.g. stemming from official development assistance (ODA) or
multilateral development banks (Ocampo, Kregel, and Griffith-Jones 2007), as
well as migrants’ remittances (Fritz, Ambrosius, and Stiegler 2008; Ratha 2005).
For a broad review of the literature on international financial integration and its
benefits as well as its costs, see Kose, Prasad, Rogoff, and Wei (2009).

Since the beginning of the 1980s, financial innovations related to the
development of derivative and more liquid secondary markets caused a
securitization trend that changed the structure of financial systems throughout
the world in a way that increasingly blurred the distinction between short- and
long-term (debt) securities® and resulted in a short-termist bias, because wealth
holders saw their financial applications mainly as portfolio investments, which
they instantly adjusted as soon as new opportunities emerged and their
expectations changed (F. ]. C. de Carvalho 1997, 476ff.). Not only the demand side
of capital markets, but also the supply side contributed to this trend (F. ]. C. de
Carvalho 1997, 479):

“The placement of securities as an alternative to borrowing from financial
intermediaries has increasingly become a favored option both for those
debtors that command the confidence of investors and for the
intermediaries themselves that may minimize the costs they bear and the
risks they run with this kind of deal.”

For a critical assessment of the phenomenon that is known as financialization
see, for example Amato and Fantacci (2014), Hardie (2012), and Epstein (2005).

The literature on finance and politics, critically reviewed by Haber and Perotti
(2008), is not restricted to financial sector regulation or the political economy of
the financial and judicial system (Beck and Levine 2005), but also encompasses
topics such as subsidized credit programs, public development banks and other
public finance for development institutions and schemes that might be part of
developmentalist state policies, which are discussed in more detail in section
2.1.3. Moreover, finance is often key to political power struggles, because non-
financial companies® depend on finance and funding for the realization of
investment projects, which “makes the financial sector critical in the attempt of
ruling elites to entrench their socioeconomic dominance and prevent entry of
competitors” (Beck 2012, 4). The subject of distributional effects of financial
development has only recently gained more attention from researchers and
policy-makers (see for example Naceur and Zhang 2016). Subsequent to the
recent global financial crisis, a large body of literature has emerged that
discusses possible reforms of financial regulation, mostly related to advanced
and emerging market economies (see for example IMF 2012a; Griffith-Jones,
Ocampo, and Stiglitz 2010).

5 Securities are tradable financial assets and might refer to equity or debt. Here, the term
“(debt) securities” will be used, to accentuate the focus of this thesis on bonds. The
conceptual differences between equity and debt funding are discussed in Hicks (1967,
47) and Davidson (1978, 410-13).

6 Here, the terms “companies”, “firms” and “entrepreneurs” are used interchangeably.
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Closely related to the finance and politics literature and equally important in the
finance and development debate is the literature on institutions and
development (Acemoglu, Johnson, and Robinson 2005). Pertaining to this
literature strand, the contributions to the book edited by Haber, North, and
Weingast (2008) questioned the literature strand that attributes the
development of financial markets to the legal origins of a country, i.e. whether it
is a common law or a civil law country (for a quick overview of the literature on
the legal origins view, see the introduction in Rajan and Zingales 2003). The legal
origin of a country and its type of legal system apparently does not predetermine
whether it has investor-friendly laws, because the empirical evidence shown by
Porta et al. (1997, 1996) in favor of common law countries, was challenged by
Rajan and Zingales (2003), who found evidence in favor of civil law countries
and by Musacchio (2008a), who showed that domestic capital market
development in Brazil varied too much to be solely explained based on its legal
origin.

In a recent contribution to the finance and development debate, Beck (2012)
critically analyzed three literature strands, namely the finance and growth
literature, the literature on financial fragility, and the finance and politics
literature. Due to their relevance for this thesis, a more profound discussion of
these three important strands of the finance and development debate is provided
in the following sections: Section 2.1.1 examines the finance and growth nexus,
section 2.1.2 relates to the financial fragility literature with a focus on models
explaining financial and currency crises together with the literature on balance
sheet effects and original sin, and section 2.1.3 gives a quick overview of the
literature on developmentalist state policies with a focus on public finance for
development institutions.

Before turning to these topics, a few basic terms are defined. Following Schmidst,
Hackethal, and Tyrell’s (2001, 3-4) distinction of the terms financial system,
sector, and market, the financial system encompasses everything from financial
institutions and markets, including financial instruments, to the regulatory
framework, while the financial sector is understood relative to the other sectors
of the economy by offering financing solutions, investment opportunities, as well
as related advisory and intermediation services; and the financial market is the
place where the demand and supply side of the financial sector meet to realize
financial intermediation, either institutionally based, e.g. through banks, or
market based, e.g. through securities exchanges. Additionally, the informal
financial sector and self-financing are both relevant forms of finance in emerging
market and developing economies.

Commonly financial markets are classified according to the maturity structure of
the assets traded, distinguishing the short-term money market from the mid- to
long-term capital markets, the latter including both the equity (or stock) market
and the debt (or bond) market (Mishkin and Eakins 2012, 254ff.). Financial
market development can be conceived in terms of increases in market size,
liquidity, and capitalization. The market size is usually measured as the market
capitalization to GDP ratio and indicates the sophistication of market
infrastructure as well as the number of trading partners, so that the larger a
financial market, the more opportunities to finance and hedge exist for market
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participants (financial and non-financial institutions alike) at lower set-up,
settlement, and clearing costs (Demirgiic-Kunt and Levine 2001b). Market
liquidity is usually measured by the turnover ratios of traded securities, but
there are other common measures, too, including price measures such as bid-ask
spreads or covered and uncovered interest rate parities (for an overview, see
Sarr and Lybek 2002). The market liquidity indicates the development of
secondary markets, where the securities are traded that had been issued before
on the primary markets. Moreover, market liquidity is an important determinant
of the liquidity of an asset, which reflects the ease of being converted into money:
“Therefore we may say that an asset is as liquid as the time required for its
convertibility is short and the expected change in its value is small” (F. J. C. de
Carvalho 1992, 86). Market capitalization is usually measured by multiplying the
number of securities issued by their respective values and serves as an indicator
for the capacity to realize financing operations and to diversify risks, which also
shows how accessible the market is (McCauley and Remolona 2000; Eichengreen,
Hausmann, and Panizza 2005). By definition, low market capitalization coincides
with small market size.

2.1.1 The finance and growth nexus

The literature on the finance and growth nexus corresponds to the core of the
finance and development debate. Levine (2005, 1997) analyzed in much cited
literature reviews theoretical and empirical studies about the connections
between financial and economic development. The evidence gathered by him
suggests a causal relationship between finance and growth, though subject to
qualifications, and a need for further research. By first outlining the theoretical
appraisals of the finance-growth nexus, Levine (2005) gathered the knowledge
on the subject at that time. In theory, financial markets, instruments, and
institutions lower information and transaction costs, that way altering incentives
and restrictions on decisions to invest and to undertake innovative enterprises,
and thus eventually also raise long-run growth rates. While he found few
theoretical models that analyze the dynamic interactions between finance and
growth, he records a vast theoretical literature that compares different types of
financial systems, i.e. bank-based vs. market-based systems, to which we’ll
return in section 2.2.1.

According to Levine (2005), finance may be conducive to economic development
mostly through (i) risk diversification and risk management by mobilizing and
pooling of savings (cf. Bagehot 1873); (ii) facilitation of exchange by reducing
transaction costs, e.g. through the provision of a payment system; (iii) improved
capital allocation by producing ex ante information about investment projects, i.e.
spreading fixed costs of collecting information (cf. Levine 1997; Merton 1992);
and (iv) increased willingness of wealth holders to invest and finance new
projects by ensuring ex post monitoring and corporate governance. By providing
these four mechanisms financial systems become functionally efficient and
promote economic growth, in contrast to inefficient financial systems, which
might lower economic growth rates by misallocating resources and raising the
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probability of costly financial crises (Panizza 2013, 6). We will return to the
subject of financial system efficiency and functionality in sub-section 2.3.1.4.

Empirical research on the link between finance and growth has also produced an
extensive literature, ranging from broad cross-country growth regressions, time
series analyses, and panel techniques, to detailed country studies as well as
analyses that were based on more microeconomic approaches (Levine 2005,
868). The first to provide empirical evidence for the positive correlation between
financial development and growth was Goldsmith (1969). However, such a
correlation neither controls for other factors associated with the observed
variables, nor can it tell anything about the direction of causality. In order to
control for other factors, i.e. country characteristics associated with differences
in growth rates across countries, the early empirical literature on finance and
growth (King and Levine 1993a, 1993b) used ordinary least squares (OLS)
regressions and showed that financial development robustly predicts growth of
per capita GDP, and that this result holds for banking sector as well as for equity
market development (Levine and Zervos 1998). Later, time series and
instrumental variable techniques were applied to rule out the possibility of a
reverse causation or omitted variable bias (Beck 2012, 11-12). For example,
Beck, Levine, and Loayza (2000) and Levine, Loayza, and Beck (2000) confirmed
the positive relationship between finance and growth by using dynamic panel
techniques with lagged values of financial sector indicators and the legal
traditions of countries as historic country characteristics to explain differences
in financial development across countries. In a similar way, Bekaert, Harvey and
Lundblad (2005) and Henry (2003) analyzed the impact of financial
liberalization on growth.

An alternative method to show the finance and growth nexus is based on a better
understanding of the mechanisms at work that cause financial development to
accelerate economic growth, which implies testing for varying effects of financial
development on diverse industries or sectors (Beck 2012, 12-13). Rajan and
Zingales (1996) applied this differences-in-differences technique in a seminal
paper to show that industries with a higher dependency on external financing
expand faster in financially more developed countries. Several studies followed
using the same technique to find evidence for the impact of financial
development with respect to the growth of industries that have more
opportunities to expand, that rely more on intangible assets, and that are
comprised of relatively more small companies (see for example Beck et al. 2008;
Raddatz 2006; Braun and Larrain 2005; Beck 2003; Fisman and Love 2003; Beck
and Levine 2002).

In addition to reviewing the empirical results, Levine (2005) critically observes
shortcomings in the empirical methods, namely the econometric models? as well
as the proxies, which fail to measure financial development. More recently, a
consensus has emerged that the most appropriate indicator of financial
development in terms of activity, efficiency, and transaction costs is the ratio of
credit to the private sector as a share of GDP, purposely leaving out public sector

7 Beck (2009) also reviewed the econometric methodologies underlying the empirical
finance and growth literature.
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lending as its correlation with important functions of an efficient financial
system such as credit allocation, risk management, and corporate control is
probably low (Panizza 2013, 6; Demirgli¢-Kunt and Levine 2001a, 195ff.).
Svirydzenka (2016) introduced a financial development index that takes into
account a variety of measures, in order to better reflect the complex
multidimensional nature of financial development. Levine (2005) arrived at
three main results, which can be summarized as follows: (i) growth depends on a
well-functioning financial system, yet there is not much difference between
bank-based and market-based economies; (ii) the first result is not driven by a
simultaneity bias; and (iii) by alleviating external financing constraints, well-
functioning financial systems facilitate the expansion of companies, which
appears to be one mechanism through which financial development spurs
growth.

2.1.2 Financial fragility literature

Emerging market and developing economies usually suffer from a large burden
of foreign currency denominated obligations and even though underdeveloped
financial markets are identified as a major cause of financial vulnerabilities, the
relationship between exchange rate volatility and financial market development
is not well studied (Miihlich 2014, 4-5; cf. Bordo and Flandreau 2003). Moreover,
most of these countries are characterized by financial market fragility, expressed
by few possibilities to hedge against fluctuations in net wealth (Eichengreen and
Hausmann 1999). The development of a financial market is reflected in its
diversity, liquidity, and capitalization, corresponding with more options to hedge,
for public and private market participants alike. Due to the lack of hedging
options, countries with underdeveloped financial markets are more vulnerable
to exchange rate fluctuations (P. Aghion et al. 2009). The problem is aggravated
where a large part of the country’s net assets or net liabilities are denominated in
foreign currency, because the holding of foreign currency denominated net
assets or net liabilities results in net wealth fluctuations according to movements
in the exchange rate (Hausmann et al. 1999).

Market participants in a less developed domestic financial system are exposed to
a higher risk of wealth loss (Miihlich 2014, 5-6). In case of a sudden reversal of
financial flows, for example, the financial crisis might be accelerated by the
underdevelopment of the domestic financial markets, because they lack the
necessary insurance mechanisms against such a reversal of financial flows. This
shows that the more solid and developed domestic financial markets are, the less
a country will suffer from economic and monetary shocks. Correspondingly, a
less developed financial system hampers monetary policy in its attempts to
ameliorate adverse effects, because its implementation is based on the interest
rate in the money market, on open market operations, or the exchange rate
(Dullien 2009). More specifically, the monetary policy space can be restricted in
the following ways: (i) the base rate needs to follow closely the international
interest rate level in order to avoid strong pressures on the exchange rate due to
international financial flows; (ii) exchange rate fluctuations need to be avoided
to prevent repercussions on net wealth, depending on the currency
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denomination of net assets and liabilities; and (iii) the ability of the central bank
to act as a lender of last resort in its own currency is weakened to the extent
financial instruments prevail that are denominated in a foreign currency.
Domestic financial market development can thus be an important contribution to
a more stable macroeconomic environment that is conducive to economic
development. The important connection between monetary policy and financial
development in general, and CBMD, in particular, is a recurrent issue throughout
this thesis. The following paragraphs explore the link between domestic financial
development and the prevention of financial and/or currency crises further.

There are three generations of models to explain currency crises, each evolving
after the experience of a new surge in currency and financial crises (Setser et al.
2002, 10-11; Miihlich 2014, 50). While the first-generation models, prevailing
until the mid-1990s, predicted currency crises based on the worsening of
macroeconomic indicators such as deteriorating fiscal accounts, rising debt
levels, or diminishing foreign exchange reserves, which these models saw at the
root of the crisis triggering them rather mechanically (see, e.g. Krugman 1979;
Flood and Garber 1984), the second-generation models explained the outbreak
of a currency crisis with self-fulfilling market expectations causing speculative
attacks on the exchange rate based on uncertainty towards the monetary policy
stance. Speculators react to news about possible future changes in
macroeconomic fundamentals before these changes have actually materialized,
that way contributing to the unfolding of the crisis (see, e.g. Obstfeld 1986, 1994;
H. L. Cole and Kehoe 1996). These tendencies are aggravated by intrinsic
features of international capital flows that are related to the institutional setup of
international financial markets, e.g. the pro-cyclical behavior and methodology of
rating agencies (Reisen 2003; Goodhart 2010), giving very short-term incentives
to major market participants, such as investment banks or pension funds acting
on an international scale, which contributes to herding behavior (Griffith-Jones
1998; Devlin, Ffrench-Davis, and Griffith-Jones 1995). At the end of the 1990s,
after the Asian crisis, the third-generation models evolved, which saw currency
crises as a consequence of financial system fragilities, possibly causing balance
sheet effects, related to net debt denominated in foreign currencies, failures in
prudential regulation, and the liberalization of the capital account (see, e.g.
Chang and Velasco 2000; Dornbusch 2001).

In the face of currency and/or maturity mismatches, balance sheet effects might
cause a currency crisis by deteriorating the net wealth and net income of
economic agents as a consequence of changes in the exchange and/or the
interest rate, respectively (Miihlich 2014, 40-42; Setser et al. 2002, 12ff.). The
concept of balance sheet effects has emerged with the third-generation literature
on currency crises. While standard economic analysis had almost exclusively
focused on flow variables, e.g. the GDP, international capital flows, or the balance
of the current account, the new view analyzing balance sheets shifted the focus
to stock variables, i.e. the stock of assets and liabilities, at a certain point in time.
By emphasizing the importance of stock variables such as external debt or
foreign exchange reserves, balance sheet analyses actually broadened the
perspective, because it made clear that stocks and flows are interrelated: The
value of the stock of net assets (or liabilities) changes according to movements in
the valuation, i.e. the price, of the existing stock of assets and liabilities, on the
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one hand, and the alterations of the size or volume of the stock caused by net
flows during the respective antecedent period, on the other hand.

Even though the literature on balance sheet effects distinguishes various types of
mismatches that pose a credit risk in the event of an external shock to economic
agents and, at the aggregated level, to the country as a whole, this thesis focuses
on the maturity and the currency mismatch, as these are the most relevant types
for emerging market and developing economies (Miihlich 2014, 40-42; Setser et
al. 2002, 12ff)). The maturity mismatch typically refers to the disparity between
long-term assets and short-term liabilities, which elevates the risk of being
unable to service one’s debt in case interest rates rise. This interest rate risk can
also arise with longer-term liabilities that are indexed to the interest rate. While
these types of risks concern the debtor side, creditors holding long-term fixed
rate debt can also be exposed to the interest rate risk, if a rise in the interest rate
reduces the market value of their debt. This is especially relevant for financial
institutions that hold long-term assets and usually finance themselves with
deposits, representing short-term liabilities. Maturity mismatches furthermore
create the risk of maturing liabilities not being refinanced, obliging the debtor to
pay the debt in cash, which is referred to as the rollover risk.

The currency mismatch commonly describes the discrepancy between assets
denominated in domestic currency and liabilities that are denominated in
foreign currency, which raises the risk of suffering losses in net wealth from
exchange rate variations (Miuhlich 2014, 40-42; Setser et al. 2002, 16-17).
Especially in emerging market and developing economies, market participants
from the private as well as the public sector are prone to suffer from currency
mismatches in their balance sheets, because they are often unable to finance
their production or consumption and to fund their investment projects in
domestic currency and, thus, have to take on foreign currency debt, while
generating income in domestic currency. Even if one sector is able to hedge
against the currency risk, e.g. the banking sector by borrowing abroad and
lending to companies in the same foreign currency, this will only pass the
currency mismatch on to another sector. Yet, there are some sectors that have a
natural hedge. For example, net exporting companies that hold liabilities
denominated in foreign currencies may not suffer from balance sheet effects in
the event of exchange rate fluctuations. When there are currency mismatches,
exchange rate fluctuations might have far reaching consequences by
deteriorating the net worth and creditworthiness of the private sector, which
might exert adverse effects on domestic economic activity and on international
capital flows, straining the foreign exchange reserve holdings of the country
(Jeanne and Wyplosz 2003), and eventually leading to a financial crisis.

All types of mismatches are usually connected both within individual balance
sheets and across sectors, therefore may reinforce each other, which raises not
only uncertainties, but also the risk of a solvency crisis in a systemic way
(Mtihlich 2014, 40-42; Setser et al. 2002). The balance sheet approach points
towards policies that may foster a reduction of vulnerabilities, including public
debt management, incentives for the private sector to avoid balance sheet
exposures, and the build-up of foreign exchange reserves. By emphasizing the
importance of such policies, authors applying the balance sheet approach relate

22



the problem of foreign currency and short-term borrowing mainly to
macroeconomic policy failures. The balance sheet approach together with the
third generation of literature on currency crises were important for emerging
market economies, because they showed monetary policy options for net debtor
countries and emphasized the relevance of domestic financial market
development in diminishing their vulnerability to a volatile exchange rate (P.
Aghion et al. 2009). Well-diversified domestic financial markets, including
domestic bond markets and public finance for development institutions,
contribute to lower net balance sheet exposures and offer more hedging
instruments. As a consequence, countries that successfully strengthened their
financial systems may be less exposed to financial and currency crisis risks
(Rojas-Suarez 2005). The original sin literature, to which we shall return shortly,
also points out the crucial role of well-developed financial markets (Eichengreen
and Hausmann 2005). This underscores not only the significance of developing a
domestic market for corporate bonds, but also the mutual influence of CBMD and
the policy variables public debt management, monetary policy, and finance for
development.

Another merit of the balance sheet literature is that it has 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, which
is especially true for those countries that experience high exchange rate volatility
and are exposed to maturity and/or currency mismatches (Miihlich 2014, 39-40;
Stiglitz 2000). This insight is particularly noteworthy, because until recently
mainstream economists considered a liberalized capital account as an essential
precondition for economic development (Fritz and Prates 2014; Kose et al. 2009).
Meanwhile, most economists agree that emerging market and developing
economies display certain financial fragilities, which cause these countries to
benefit when they abstain from further integrating financially by raising their
macroeconomic stability as well as gaining monetary autonomy (Ostry et al.
2012; Crowe et al. 2009).

Among the lessons learned from the major financial and currency crises during
the late 1990s and early 2000s in emerging market and developing economies
was an increased awareness of the importance of transparency and prudent risk
management by both, private financial institutions and central banks (Klein and
Shabbir 2007). Financial market reforms should therefore also include measures
that aim at improved corporate governance, more specifically protecting
minority shareholder rights, promoting full disclosure and transparency,
strengthening the role of the board of directors as independent overseers,
offering conflict of interest resolution mechanisms, and preventing the use of
insider information, apart from the already mentioned more cautious stance
towards financial liberalization, including the implementation of an appropriate
exchange rate policy allowing more flexibility with room for exchange rate
management; as well as the promotion of financial development in the sense of
completing the scope of capital market instruments and institutions, which
shows the relevance of domestic bond market development and its close
connection to monetary policy.
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The original sin literature differs from the balance sheet literature mainly by
emphasizing the inability of macroeconomic policy measures alone to redeem a
country tainted by original sin (Miihlich 2014, 42-44; Eichengreen, Hausmann,
and Panizza 2005; Eichengreen and Hausmann 2005, 1999). Both approaches
are similar in discussing the adverse effects and negative consequences of net
external debt as well as their relevance for this thesis by emphasizing the
important role of domestic capital market development. The concept of original
sin is in the first place merely an empirical observation, from which theoretical
conclusions are drawn. It describes the inability of most emerging market and
developing economies to borrow abroad in their own currencies (international
component) and the inability to borrow domestically with long maturities and
fixed interest rates in their own currencies (domestic component).

The empirical results of the original sin literature show that macroeconomic
fundamentals of a country are far less important for the currency denomination
of its investment and financing contracts than the size of its economy as a whole
and of its financial markets. One important implication of original sin, i.e.
unhedged net foreign currency liabilities, is that it may stifle economic growth
and development by limiting the monetary policy space with respect to exchange
rate adjustments, leaving the main burden to the interest rate channel. As a
result, interest rates become more volatile, reacting pro-cyclically, that way
raising economic volatility. In periods of economic recession and when the
exchange rate depreciates, monetary policy needs to elevate the interest rate in
order to attract net external capital inflows, despite the adverse effects on
investment and economic growth. During periods of economic expansion, the
interest rates fall, which is problematic, because it further accelerates the boom
phase.

The recent trend of emerging market and developing economies increasingly
issuing local currency debt on international markets, on the one hand, and on
their domestic capital markets, on the other hand, is less a sign of redemption
from original sin, according to the authors, and more a sign of abstinence
(Hausmann and Panizza 2011). In other words, it is mainly a reduction in net
debt that has caused a reduction of currency mismatches and the low
participation of foreign investors in domestic markets shows that these
countries are still tainted by original sin. Apparently, these countries avoid
financial integration, because external debt is associated with high risks, and it
seems worthwhile to develop the domestic financial system, especially capital
markets. In Brazil, the presence of international investors in the sovereign bond
market has been much higher than in the corporate bond market, as we will see
in chapter 3.

The presented issues are fundamental to this thesis due to the financial fragility
mitigating potential of CBMD. For that reason, we will return to address the topic
of financial fragilities throughout the theoretical chapter, in particular in the
course of presenting the analytical framework and, more specifically, in sub-
section 2.3.1.3 on financial fragilities in the process of capital formation and in
sub-section 2.3.3.4 on the concept of currency premium.

24



2.1.3 Developmentalist state policies

All approaches in the finance and development debate are based on two essential
premises (cf. Hermann and Paula 2011, 1-2): That development depends on
investment, and that investment depends on the financing conditions. Public
finance for development tries to improve the financing conditions in order to
increase investment, and that way, promote development. While finance for
development schemes may be a part of developmentalist state policies, the latter
are characterized by a broader set of measures. Developmentalist state policies
were differentiated by Bresser-Pereira and Theuer (2012, 813-14) from liberal
state policies, i.e. from a state that tries to draw back from the (supposedly) more
efficient market as far as possible, only safeguarding civil rights and contract
enforcement, as opposed to the developmental state8, which directly intervenes
in the economy with the aim to foster economic development.

Initially, developmentalist state policies had a nationalist component, which
didn’t have any ethnic aspect and was only to be understood in economic terms
(Bresser-Pereira and Theuer 2012, 813-14). It was a consequence of the Post
Keynesian and structuralist economic analysis of a subordinate center-periphery
relationship between advanced economies on the one side, and emerging market
and developing economies, on the other, causing the latter to follow an import-
substitution industrialization (ISI) strategy, in some countries starting as early as
the 1930s. The debt crisis during the 1980s brought an end to Latin-American
developmentalist state policies, which were replaced by the liberal state policies
advocated by the Washington Consensus. Yet, after the failure of these policies to
revive the development process, developmentalist state policies returned to
many countries in the region. These policies were still guided by Post Keynesian
and structuralist macroeconomic analysis that were mostly based on theoretic
models developed by economists like Celso Furtado, Albert Hirschman, Arthur
Lewis, Gunnar Myrdal, Ragnar Nurkse, Raul Prebisch, Paul Rosenstein-Rodan,
and Hans Singer during the 1940s and 1950s (cf. Bielschowsky 1988).

The concept of developmentalist state policies is closely related to East Asian
countries that have successfully completed a reorientation of the economy
towards high technology and value added manufacturing (Amsden 1989;
Campos and Root 2001; Johnson 1982, 1987). Although the Brazilian
developmentalist state policies have not rendered overall results that fare as
well as the East Asian benchmark cases, a disaggregated sectoral approach
reveals that these policies have contributed to several outstanding success
stories, although there are also examples of failures (Schneider 2015). The
literature on developmentalist state policies has established that the
effectiveness of such policies depends mainly on four factors: Weberian
bureaucracy, political support, reciprocity, and what Evans (1995) termed
“embedded autonomy”, i.e. collaborative relations between the public and the
private sectors (Kohli 2004; Amsden 2001). Most of the Brazilian success stories
involved state-owned enterprises and, therefore, it was not necessary to

8 In this thesis, the term most frequently used is developmentalist state policy or policies,
but other terms such as developmental state are used in the same spirit.

25



elaborate refined schemes for reciprocity and collaboration between business
and government as a precondition for effectiveness, so that the first two
conditions, i.e. Weberian bureaucracy and political support, were more
important in these successful cases. Overall, the Brazilian developmental state
policies showed great variation across the four factors and across time (Kohli
2004; Amsden 2001; P. Evans and Rauch 1999; P. B. Evans 1995; Haggard 1990).

Effective developmentalist state policy intervention is facilitated by institutions
that are capable of collecting and processing information, which are crucial for
monitoring the implementation of the selected policies and, thus, closely related
to the issue of reciprocity due to the implied principal-agent problem of public
finance for development schemes (Schneider 2015, 118; Rodrik 2004; Amsden
2001, 1989). Information is also highly relevant for the functional collaboration
between the public and private sectors with respect to the quality of
implementation, on the one hand, and the quality of policy, on the other hand.
Just as the endorsement of a policy by the private sector leads to a more rigorous
application, the quality of a policy improves with the feedback of its beneficiaries.
In practice, these relations of embedded autonomy were found, for example, in
deliberation councils, which were very common in Asian countries. The Brazilian
councils did not raise the collaboration between the private and the public
sectors, mainly because of membership restrictions, refusing access to relevant
actors (Schneider 2015, 119; Doctor and Paula 2007; Schneider 2004; Campos
and Root 2001; Schneider 1992; Vianna 1987). Another example of embedded
autonomy is an institutional arrangement where private business associations
are in charge of implementing the developmental state policies and become
“developmental associations” (Doner and Schneider 2000; Maxfield and
Schneider 1997). Even though developmental associations are not very common,
such institutions have been involved in training programs in the Brazilian
manufacturing sector (Schneider 2004).

Public finance for development institutions may be key actors in a
developmentalist state, because of their ability to generate relevant information
and to monitor the implementation of developmentalist state policies (Schneider
2015, 118-19, 127-29). In Brazil, the public development bank® BNDES has
played a very important role by exercising these functions in several sectors,
though not with respect to a comprehensive evaluation of overall programs. The
BNDES made not only significant contributions to the success of
developmentalist state policies through acquiring valuable research capabilities,
but also through its involvement in the privatization process, mainly during the
1990s, so that even during the period when liberal state policies dominated,
which caused the privatization of several state-owned enterprises, Brazil
retained various mechanisms that would facilitate the return of
developmentalist state policies, later. First of all, the country did not privatize all
of its state-owned enterprises and maintained (majority) ownership of some of
the largest and most strategic companies, such as the oil company Petrobras or
the development bank BNDES itself. This selective privatization process is
strongly related to the second of the four factors fostering effectiveness

9 Aghion (1999, 83) defines development banks as “government-sponsored financial
institutions concerned primarily with the provision of long-term capital to industry”.
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mentioned above, political support, because it allowed politicians in favor of
developmental state policies to focus their efforts on specific sectors, while other
politicians more inclined towards liberal state policies continued their agenda in
other sectors.

Related to this, even in those state-owned enterprises that participated in the
privatization process, state influence has in most cases not terminated
(Schneider 2015, 128): In order to facilitate and finance privatization sales, the
development bank in charge of managing the privatization process acquired
minority participations. As a consequence, the public finance for development
institution ended up as the largest institutional investor of Brazil. Furthermore,
the state kept what we know as “golden shares” in many of the privatized
companies, granting it veto power in strategic decisions, which protected these
companies from hostile takeovers, enabling their path to becoming, in some
cases, multi-national corporations and even global market leaders. As part of the
privatization process, new regulatory agencies were created to monitor the
formerly state-owned companies. The regulatory agencies were endowed with
substantial authority as well as funding to fulfill this task without neglecting
developmentalist state policies, which was further facilitated because members
of the management of former state-owned enterprises as well as personnel from
the competent authorities for supervision were readily employed by the new
agencies, that way ensuring embedded autonomy.

In emerging market and developing economies, the level of bureaucratic
competence of different agencies in a country usually varies considerably so that
developmentalist state policies should be designed in a way that efforts are
focused within the more efficient agencies, which are known as “pockets of
bureaucratic competence” (Rodrik 2004, 23-24): “If the development bank is in
good shape but tax administration is a mess, promotion may need to be done
through directed credit rather than tax incentives.” Although it is important that
developmentalist state policies closely target the market failure, it might be more
efficient to deploy an instrument related to a highly competent agency with a less
direct influence on the market failure, in that sense a second-best instrument.
Economic development depends on the realization of investment projects by
entrepreneurs, who need finance and funding for their typically risky enterprises,
which is usually insufficient because private sector sources such as corporate
debt markets, equity markets, or venture capital funds are either inexistent or
underdeveloped in these countries (Rodrik 2004, 26-27). Especially in emerging
market and developing economies, therefore, the supply of public finance for
development is crucial and the state can take advantage of a variety of
instruments, including public development banks, publicly funded venture
capital funds, public guarantee schemes for commercial bank lending to specific
sectors or for longer terms, as well as the use of a share of public pension fund
resources for the acquisition of riskier assets.

Public development banks have played a crucial role in the rapid
industrialization process of Japan and most European countries, which was
documented and analyzed as early as the 1950s (Yasuda 1993; W. Diamond
1963; Gerschenkron 1962; Cameron 1953). The less successful public finance for
development institutions in emerging market and developing countries only
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received limited attention until the 1980s (World Bank 1989, 1984; Gordon
1983). Criticism of development banks handing out loans with subsidized
interest rates arose in the 1960s and 1970s, mainly after the seminal works of
McKinnon (1973) and Shaw (1973). The criticism was theoretically based on the
concept of financial repression. Within this view, “the existence of public
financial institutions, such as development banks, was - almost by definition -
seen as negative” (Cozzi and Griffith-Jones 2015, 9).

One important characteristic of financial repression is the fixation of low interest
rates. According to the McKinnon-Shaw models, interest rate fixation distorts the
economy in the following ways (Fry 1989, 16-17): Deposit rate ceilings not only
bias the decision between current and future consumption, thus, impeding
saving and investment to reach their socially desirable levels, but also encourage
potential depositors to prefer direct investment opportunities, even relatively
low-yielding ones, over bank deposits, which could enable the bank to finance
loans for the realization of higher-yielding investment projects. Furthermore, a
cap on the loan rates creates a bias in favor of more capital-intensive investment
projects. That is how, according to these models, lower than market clearing
interest rates for deposits and loans have a detrimental effect on both the
volume and the quality of investment activities.

In the 1990s, the importance of financial institutions at early stages of
development started to draw the attention of economists and while most focused
on commercial banks (see e.g. Acemoglu and Zilibotti 1996), a few authors also
showed interest in market failures and the role of public finance for development
institutions (B. A. de Aghion 1999; Dewatripont and Maskin 1995; Bardhan and
Roemer 1993). Within a decade, a large amount of literature examining public
banks evolved with some studies focusing on state-owned commercial banks,
some on public development banks, and others on the influence on the
industrialization process (Lazzarini et al. 2015; Ferraz, Além, and Madeira 2013;
Din¢ 2005; Mian and Khwaja 2004; Rodrik 2004; Porta, Lopez-de-Silanes, and
Shleifer 2002; Amsden 2001). Apart from theoretical analyses of the role of
public banks in the financial system (Hermann 2011; Aronovich and Fernandes
2006; B. A. de Aghion 1999; Bruck 1998a), several qualitative case studies were
conducted (e.g. Hermann 2010b; S. Cole 2009; Amsden 1989; Fordwor 1981;
Ndongko 1975). Recently, the first issue of a new World Bank series called
“Global Financial Development Report” (GFD) aimed at “Rethinking the Role of
the State in Finance” (according to its title) (World Bank 2013) and the 2015/16
issue of the GFD emphasized the importance of domestic bond markets for
development (World Bank 2015, ch. 3).

Closing section 2.1.3, which defined and discussed developmentalist state
policies, we can summarize the main arguments of this sub-chapter 2.1 as
follows. This section showed that especially public finance for development
institutions help the state to improve financing conditions, thus, facilitate
investment activities and, consequently, foster economic development. As we
learned in section 2.1.1, financial system development spurs economic growth
through the provision of adequate finance and funding for expanding companies
and their productive investment projects. The balance sheet as well as the
original sin literature presented in section 2.1.2 point to financial fragilities that
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are common in emerging market and developing economies and usually related
to maturity and currency mismatches. The integration of bond markets and
public finance for development institutions into the domestic financial system
raises not only its diversification, but also its functionality and stability.

One of the important findings of the finance and development debate is that
financial systems are prone to suffer from market failures such as boom-bust
cycles as well as surges and reversals of financial flows. Generally speaking, the
adverse effects of market failures in the financial system are stronger than those
resulting from state interventions. On these grounds, government action to
promote financial development including bond markets is warranted. This sub-
chapter 2.1 introducing the finance and development debate already highlighted
some aspects of the pivotal role that public debt management, monetary policy
and public finance for development play in this respect. After recapturing key
points in the following paragraphs, the remainder of the chapter will continue to
examine the link between these policy variables and CBMD.

The policy variable public finance for development was mainly analyzed in
section 2.1.3. The basic insights are summarized in the following. On the one
hand, public finance for development institutions are criticized, for example,
based on the concept of financial repression, arguing that their market
distortions cause lower investment volume and quality. On the other hand,
public finance for development is seen as a crucial complement to domestic
financial systems, among other things, due to the above mentioned market
failures. Especially in early development phases, countries might benefit from
public finance for development institutions that are particularly apt to monitor
developmentalist state policies and to support their implementation by
gathering information.

Monetary policy is another central policy variable of this thesis. Among the key
challenges that emerging market and developing economies face is a restricted
monetary policy space. Due to the underdeveloped financial systems of these
countries, monetary policy does not dispose of well-functioning bond, money
and foreign exchange markets to efficiently conduct open market operations as
well as interest rate and exchange rate policies. As a result, monetary policy is
forced to gear the domestic base rate towards the international interest rate
level in order to prevent swings in financial flows that cause strong fluctuations
of the exchange rate. In case of currency mismatches the monetary policy space
is restricted, because it is required to aim at a relatively stable exchange rate in
order to circumvent balance sheet effects. In a similar vein, all three generations
of currency crises models emphasize the relevance of exchange rate policy.
Original sin literature also points out the restricted flexibility of exchange rate
policy, which needs to consider unhedged net foreign currency liabilities. As a
consequence, monetary policy has to almost exclusively resort to the interest
rate channel, increasing its volatility and pro-cyclical behavior. Respectively, in
case of maturity mismatches the monetary policy space is confined by the need
to avoid strong changes in the interest rate, which would otherwise cause
balance sheet effects. Furthermore, a large fraction of foreign currency
denominated financial assets might hamper the central bank to fulfill its function
as a lender of last resort.
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Not only does the development of a domestic bond market help to lift some of
the limits of the monetary policy space, monetary policy is also one of the main
policy variables that determine CBMD. A domestic market for corporate bonds
depends on a stable macroeconomic context that needs to be guaranteed by a
sound monetary policy stance. Inflation needs to be controlled, although
monetary policy must not be too tight, either, in order to avoid depressed
economic activity in the short run and to facilitate developmentalist state
policies in the long run. A steady and predictable interest rate path also serves as
a signal for CBMD. Furthermore, monetary policy can contribute to the
development of a corporate bond market by regulating and monitoring financial
markets. The experience of several crises in emerging market and developing
economies around the turn of the millennium showed the importance of central
banks insisting on transparency and prudent risk management. The exposure of
these countries can also be reduced through less international financial
liberalization together with an appropriate exchange rate policy. The literature
on balance sheets furthermore mentions the vulnerability-alleviating policy of
building up foreign exchange reserves. These measures help the country to
elevate its macroeconomic stability and to gain monetary autonomy, implying
positive effects on CBMD.

Another key challenge that emerging market and developing economies face,
namely that their debt is mostly denominated in a foreign currency and/or of
short-term nature, is strongly related to the policy variable public debt
management. While the first generation of crises models cites rising debt levels
as a relevant macroeconomic indicator, the third generation of crises models lays
the focus on foreign exchange denominated net debt that might cause financial
fragilities. The debt problem is also referred to by the original sin literature,
which states that these countries were unable to borrow in their own currency
and/or long-term without resorting to indexation. Correspondingly, the balance
sheet approach focuses on currency and maturity mismatches, which are
commonly interconnected and mutually reinforcing, that way systemically
raising the risk of a solvency crisis. Since domestic bond markets lower the
dependency of a country from external capital inflows and their adverse effects,
they offer a solution to these types of debt problems. In addition, as public bond
markets pave the way, public debt management is an important determinant of
CBMD. The policy variable can exert its influence by reducing vulnerabilities, as
advised by the balance sheet literature. Moreover, public debt management
determines the development of a corporate bond market through its signaling
effect and by installing essential elements of bond market infrastructure.

After this sub-chapter 2.1 gave an introduction to the finance and development,
the following sub-chapter 2.2 will describe the state of the art of literature on
domestic bond market development. Some aspects of the relationship between
CBMD and the policy variables public debt management, monetary policy, and
public finance for development were already touched upon and these
interrelations will be examined further in the following.
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2.2 Domestic bond market development: state of the art

A key subject matter of this thesis, a domestic market for corporate bonds, is
generally defined as a more or less organized market for long-term debt
securities that are issued by public, semi-public, and/or private companies. Most
commonly, bond markets are organized as over-the-counter (OTC) or as
securities exchange markets, not necessarily involving an electronic trading
platform, and distinguished according to the issuer between sovereign (or
public) and corporate (or private) bond markets, albeit in this thesis, corporate
bonds are more specifically only those issued by non-financial corporations,
excluding issuers pertaining to the financial sector. Clearly differentiated from
bank lending as well as equity (or stock) markets, corporate bond markets
comprise of fixed rate and floating rate debt securities with a minimum term to
maturity of at least one year and do not include collateralized debt obligations,
mortgage-backed or asset-backed securities. Since both government as well as
private issuers can place their bonds either on the domestic market or abroad,
the definition of a domestic bond market might seem straightforward.
Nevertheless, it needs to be specified further with respect to the currency
denomination of the bond and the nationality of the issuer. This thesis considers
all bonds issued on the domestic market as part of the domestic bond market,
including those of foreign issuers and those denominated in or indexed to a
foreign currency, while explicitly excluding domestic currency denominated
bonds issued on a foreign market.

In the specific context of emerging market and developing economies that are
characterized by weak currencies, market forces might not work in favor of the
establishment of a local bond market. Apart from the difficulties of financial
development under the circumstances that are typical for these countries,
domestic bond market development is generally associated with high fixed costs
that derive from the build-up of the required market infrastructure. Although the
development of a domestic market for corporate bonds is far from being an easy
task, the effort may be worthwhile. Among the most important reasons for the
creation of a local market for debt securities are the possibilities to strengthen
the country’s currency, its financial and macroeconomic stability, as well as its
growth potential. Considering the adverse contextual factors together with the
beneficial opportunities of domestic bond market development in emerging
market and developing economies, an active developmentalist state policy to
support the development of local bond markets appears justified.

In the following, the literature on the development of a local market for bonds in
contrast to equity and banking markets is discussed, before examining the
advantages of and preconditions for domestic bond market development. The
sub-chapter closes with a review of the literature on (corporate) bond market
development in Latin America, and more specifically, in Brazil.
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2.2.1 Financial structure: banks, markets, and economic development

An important strand of the finance and development debate has been committed
to find out whether bank-based or market-based financial systems are more
conducive to economic growth and development, which is also highly relevant
for this thesis. Levine (2002) and Stulz (2001) offered excellent surveys on the
subject and Allen and Gale (2000) designed a comparison framework for the two
types of financial systems. A central finding in the literature is that neither
market-based nor bank-based systems are able to generate better results than
the other in terms of long-term growth rates and economic development
(Demirgli¢-Kunt and Maksimovic 2002; Levine 2002; Beck et al. 2001; Demirgiic-
Kunt and Levine 2001a). On the contrary, both markets and banks have a role to
play in providing access to finance and fostering economic growth. For example,
when banks hand out loans to finance business enterprises and pool savings in
the form of sight-deposits, they transform short-term liabilities into long-term
assets, which reduces the savers’ liquidity risk and enables long-term investment
projects (cf. D. W. Diamond and Dybvig 1983). Liquid capital markets function
similarly by pooling financial resources in exchange for securities, thus providing
finance and funding to realize long-term investment projects, while allowing the
securities holders to liquidate their financial assets at short-term notice (cf.
Levine 1991).

With respect to the different roles markets and banks take on in the finance and
growth nexus, the leading view in the literature establishes that bank-based
lending is usually more adept to finance smaller companies, while equity and
bond markets hold a comparative advantage in efficiently providing finance and
funding sources for larger and more established companies (Borensztein et al.
2008a; de la Torre, Gozzi, and Schmukler 2008; Eichengreen, Borensztein, and
Panizza 2006; C. O. Arteta 2005; Levine 2002). As a consequence, banking and
capital markets incorporate different risks and the diversification of funding
sources not only leads to more efficient capital allocation, but also improves risk
sharing with beneficial effects on economic development. While this thesis pays
special attention to the development of domestic bond markets due to their
ability to reduce vulnerabilities related to balance sheet effects caused by
maturity and/or currency mismatches, equity and banking markets are not less
significant for the stability and economic development of a country?0. In general,
bank and equity markets evolve jointly with bond markets, even though one can
observe that economies reaching higher levels of income undergo a change
towards increasingly more market-based financial systems (Demirgii¢-Kunt,
Feyen, and Levine 2012).

Empirically, the issuance of bonds on domestic markets did not show pro-cyclical
behavior in advanced economies (Becker and Ivashina 2014; Adrian, Colla, and
Shin 2012; Kashyap, Stein, and Wilcox 1993), while bank lending as well as
private bond issuance on international markets was subject to strong cyclical

10 [n fact, net balance sheet exposure might be significantly reduced through equity
issuance, because equity contracts don’t imply any mandatory payments as opposed to
debt contracts (de la Torre and Schmukler 2007; Eichengreen 2006b).
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fluctuations (Francis, Aykut, and Tereanu 2014). In response to the Asian
financial crisis, Greenspan (1999) among others suggested the development of
local bond markets as “spare tires” that borrowers can rely on when access to
international markets and bank loans becomes unavailable. However, while
companies might substitute bank finance for bond issuance through the business
cycle in advanced economies, empirical evidence showed that this channel did
not work as well in emerging market and developing economies and became
especially weak in strongly disruptive conditions, i.e. when most needed.
Eichengreen (2007) questioned whether domestic bond markets could operate
properly in the face of a full-blown banking crisis. Indeed, Allen, Gu and
Kowalewski (2012) found that bond and banking markets reacted to banking
crises as complements rather than substitutes. In the aftermath of sovereign
crises, similarly, companies received less financing resources both through bank
loans as well as through bond issues (C. Arteta and Hale 2008). Resuming the
argument: While bond markets might neither be able to prevent financial crises
nor offer a readily available tool for crisis solution, they can help to reduce
vulnerabilities and thus avoid the emergence of crisis situations by providing
long-term financial instruments denominated in local currency.

Relatively early on, studies with a focus on emerging market and developing
economies were conducted that took on a corporate finance perspective (e.g.
Singh 1994). Glen and Pinto (1994) analyzed how corporate finance changed in
these countries due to greater financial liberalization efforts and the growing
importance of capital markets. They found that costs and ownership control
were the two most important determinants of financing choices of companies.
Booth et al. (2006) showed in a cross-country study with 10 emerging market
and developing economies that, even though specific country factors also had an
influence on capital structure choices, the principal theoretic models of capital
structure!! held in these countries as well as in industrial countries. Pagano,
Panetta, and Zingales (1995) discussed the main benefits and costs of publicly
listing a company in the sense of an initial public offering (IPO) of equity shares.
The benefits strongly depend on the liquidity of the company shares, i.e. the
possibility of a negotiation of large volumes of the shares without significantly
affecting its price. Shares with low liquidity need to offer a premium to investors,
in form of a low price, which is equivalent to high capital costs for the company.
High liquidity additionally draws the attention of analysts, who will disseminate
more information about the company, among other advantages.

The benefits of an IPO include: (i) easier access to funding: Companies in need of
large funding volumes might be subject to high interest rates or credit
restrictions, which might be alleviated by issuing stocks; (ii) liquidity: Stocks of
publicly owned companies can be traded in stock exchanges, which is possible at
low cost for small shareholders who want to make transactions within short time
periods. This advantage for the shareholders reflects in higher prices of the
company shares, and consequently, lower capital costs; (iii) more bargaining

11 Booth et al. (2006, 99) refer to the static trade-off model, the pecking-order
hypothesis, and the agency theoretic framework as the conventional capital structure
models, in all of which the choice of a company between debt and equity is influenced by
institutional as well as firm-specific determinants.
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power with banks: A company, as a client of a bank, might be faced with the
problem that the bank tries to take advantage of its privileged information about
the credit quality of the company and charge increased interest rates.
Disseminating the information across the market creates competition for its
lenders, that way guaranteeing lower capital costs and higher funding volumes;
(iv) portfolio diversification: With the decision of going public, the initial
shareholders of a company will be able to diversify their portfolio, which is
usually highly concentrated in the company that they own. Either the shares are
directly sold or the capital raised through the IPO is used by the company to
diversify its risks by buying shares of other companies; (v) change of control: An
[PO might represent the first step of a greater strategy to sell the company. The
sale of an initial tranche of the company shares can raise the value of the
remaining shares.

The first three benefits also apply correspondingly to the issuance of corporate
bonds, which is also true for the costs of going public that are related to: (i)
underpricing: One of the most serious obstacles of going public is that shares
usually need to be sold with a discount at the IPO. Theory suggests that this
commonly termed underpricing is related to the information asymmetry
between the underwriters selling the shares and the investors buying them. As
such, the underpricing can be seen as a premium claimed by investors with less
information. Underpricing is related to the initial distribution of the shares and,
therefore, depends on the efficiency of the underwriters and on the level of
uncertainty regarding the issuing company; (ii) administrative costs: Apart from
the initial underpricing, an [PO implies various direct costs, such as: commission
of the underwriter, registration fees etc. Additionally, one has to consider
regularly occurring costs related to auditing, publication of financial statements,
fees for the stock exchange or monitoring entities. A lot of these expenses will
not rise proportionally with the size of the issue and, therefore, weigh more
heavily on small companies; (iii) loss of confidentiality: The status of a publicly
owned company requires disclosure of information, which might cause an
important competitive disadvantage. To adhere to this information standard
implies also that the companies are under a closer watch of the fiscal authorities,
narrowing down the space for tax avoidance.

2.2.2 Advantages of developing domestic bond markets

The initial driving force behind the efforts of governments to develop local bond
markets often was the urgent need to finance their fiscal deficits (Turner 2002).
Bordo, Meissner and Redish (2003) found that several former British colonies
had to cope with the fact that they were cut off from access to international
capital markets as a consequence of external events such as World War II, which
provoked these countries to develop domestic bond markets. Borensztein et al.
(2008b, 8-9) gave various examples of Latin American countries, where a crisis
served as a catalyst for domestic bond market development and the Asian
financial crisis triggered the Asian Bond Markets Initiative (ABMI). A country
may benefit from local capital markets, and in particular from domestic bond
markets, not only because they improve risk sharing as well as capital allocation,
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but also because they help to implement fiscal, monetary, and exchange rate
policies (Laeven 2014, 4-5).

There are several complementary advantages of developing domestic bond
markets that reinforce each other. To begin with, domestic bond markets allow
governments to finance large fiscal deficits without the need to incur external
debt, which would imply exchange rate risks, or to force sovereign debt upon the
banking sector, which would cause financial repression. Moreover, domestic
money and bond markets facilitate the conduct of monetary policy by producing
valuable information about economic agents’ expectations and by providing
necessary instruments for the implementation of monetary policy, that way
strengthening the monetary transmission channels (IMF 2004), and for the
sterilization of external capital inflows. Also, the formation of a yield curvel? in
the public bond market serves as a benchmark for the private market, allowing
investors and savers to identify the opportunity costs of different assets (Paula et
al. 2009, 6). The deficiency of a yield curve, i.e. a term structure of interest rates
determined by market forces, might lead to inadequacies in the internal discount
rate of companies and over- or under-investment, cause mispricing on capital
markets, and raise hedging costs so that market participants take on higher than
efficient financial and/or foreign exchange risks, which also increases financial
crisis vulnerability (Herring and Chatusripitak 2000). Furthermore, without any
competition, banks can become “too big” and contract mostly short-term credit,
which in turn hampers the realization of long-term investment projects, while
making the financial system more vulnerable to liquidity shocks.

The development of domestic bond markets is also advantageous by making
long-term funding instruments available, which allows economic agents to
improve their interest rate and maturity risk management in order to avoid
balance sheet effects (Stallings and Studart 2006). Similarly, the development of
domestic bond markets provides instruments denominated in local currency,
which helps economic agents to manage inflation and exchange rate risks, again,
lowering the chances to suffer from adverse balance sheet effects (Ocampo,
Kregel, and Griffith-Jones 2007, 156). What is more, domestic bond markets offer
an alternative funding source for companies and, thus, provide a healthy
competition to the banking sector. Additionally, domestic capital market
development can help to increase financial stability by improving risk sharing
and by complementing the financial system, providing an expedient addition to
banking markets. The development of domestic bond markets helps to mitigate
financial instabilities, including currency and maturity mismatches, but might
also create new risks associated with lower market liquidity, a smaller investor
base, and indexation (Jeanneau and Tovar 2008b).

The liberalization of domestic capital markets is ambiguous because, on the one
hand, it might expand the investor base by creating access for foreign investors,
which could lower capital costs, relieve credit constraints, and foster
international risk sharing, among other things, but on the other hand, it could
also hamper the development of domestic markets by facilitating access to

12 A yield curve displays different yields corresponding to different maturities of similar
debt securities, in this case sovereign bonds.
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international financial markets, where trading could migrate to, which would
have adverse effects on domestic market liquidity, possibly lowering the quality
of issues on the domestic market, because the best credits tap international
markets (see, for example, de la Torre, Gozzi, and Schmukler 2008) or because
the requirements on the domestic markets are relaxed in order to prevent
primary market activity to move abroad. Furthermore, opening up the capital
account would actually work against the initial intent of stabilizing the financial
system (Eichengreen 2006a). Governments that want to accelerate the process of
building up a domestic bond market this way should aim at building up the
necessary market infrastructure first, before they engage in financial
liberalization. Related to this point is the dilemma that countries face with
respect to the choice of their exchange rate regime. The European experience
showed that a stable exchange rate has a very strong and positive effect on
corporate bond market development, however, the Asian crisis showed that
more flexible exchange rate regimes are helpful in tailoring exchange rate and
monetary policy according to domestic needs. “Hence, the exchange rate regime
consistent with financial stability in the short run may not be conducive to bond
market development in the longer run” (Eichengreen 2006a, 6). The empirical
evidence is not conclusive, though, and domestic bond market development
might, depending on the specific country context, not be hampered by a more
flexible exchange rate regime.

In the absence of a well-functioning domestic corporate bond market, companies
might seek finance through bond issuance in the world’s major financial centers,
where they encounter a more extensive and efficient bond market infrastructure
(Borensztein et al. 2008b, 2). Bond market development, hence, might not only
refer to domestic markets (de la Torre and Schmukler 2007), but could also
include bonds denominated in local currency that are issued abroad (cf.
Borensztein et al. 2008a). Different arguments favoring each option were lined
out by Eichengreen, Borensztein and Panizza (2006, 5ff.). To set-up a domestic
bond market is a major investment and it might not be clear from the outset that
it will ever reach the necessary scale to operate efficiently, which turns the
alternative, i.e. to use international capital markets that are well established and
offer successfully tested processes with standardized information, into the easier
option. However, international funding sources may dry up very quickly as soon
as market sentiment towards emerging market and developing economies turns
negative. Moreover, small and medium enterprises (SMEs) as well as less-
established companies may particularly benefit from the development of
domestic bond markets, because the local market gives them easier market
access compared to an international bond issuance.

2.2.3 Bond market development: preconditions and determinants

Emerging market and developing economies can benefit from the development
of domestic bond markets, because of their growth enhancing and financial
vulnerabilities mitigating properties, as we have seen in the previous section.
However, literature points to various preconditions in order for a domestic bond
market to function well, so that its development usually requires the
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intervention of the state and even then it won'’t easily be achieved - if the build-
up of a well-functioning bond market in a particular country is possible at all
(Laeven 2014, 7-17; Borensztein et al. 2008b, 1-7). Some countries might simply
be too small, because bond markets require a large investor base, sufficiently
large companies that are able to bear the issuance costs of a bond placement, and
extensive financial market infrastructure in order to function. Since the size of
the economy is clearly not an issue in the case of the G-20 member state Brazil,
this section will focus on other important determinants and preconditions that
need to be fulfilled for the development of domestic bond markets, including a
stable macroeconomic as well as strong legal and institutional environment.
Since these preconditions cannot suddenly arise, but evolve over time as part of
the general economic and financial development, this case study of the Brazilian
bond market development is embedded in a historical contextualization (see
section 3.1.1).

The relevant financial market infrastructure mainly refers to the necessary
installations of a securities exchange, consisting of a physical or electronic
trading platform including payments and settlements systems and regulatory as
well as financial institutions to ensure that the information produced and used
by the market is efficiently processed, evaluated, and validated (Laeven 2014,
15-16). The financial market regulator together with self-regulatory measures
and institutions form the regulatory apparatus. Rating agencies and credit
guarantors are in charge of generating and supporting the rating process. Direct
access to capital markets is usually barred for SMEs and small investors, because
it is associated with high fixed costs that stem from listing requirements,
transaction fees, and elevated auditing costs. Since the build-up of a well-
functioning infrastructure is a time-consuming and difficult task, domestic
capital markets are usually developed in stages, with the establishment of
markets for equity and public bonds generally preceding the development of
domestic currency or corporate bond markets!3 (cf. Paula et al. 2009, 6). The
latter not only require a more developed infrastructure and legal framework, but
also a strong private (or semi-public) sector with a critical mass of companies
that are large enough to issue a corporate bond (cf. Borensztein et al. 2008b, 1-
2).

The establishment of the necessary infrastructure of a public bond market,
ranging from an adequate payment system and a clearing mechanism to
brokerage firms, rating agencies, primary dealers, etc., facilitates the build-up of
a private bond market, because a large part of the existing infrastructure may be
used and adapted to the needs of a corporate bond market. In contrast to public
bond markets, which the government usually creates as a way to finance its fiscal
deficit, the development of equity and corporate bond markets are often the
result of private sector initiatives and the government exerts its influence on the

13 The development of equity markets depends less on strong financial infrastructures
and investor rights than that of bond markets, because an equity contract implies an
unlimited potential upside return, which can more easily compensate for the perceived
risks of weak financial infrastructures and investor rights than the limited return of a
bond, whose yield is capped by the promised interest rate (cf. Herring and Chatusripitak
2000).
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process through supervision and legislation as well as by setting standards and
providing financial infrastructure (Schinasi and Smith 1998). The existence of a
domestic market for public bonds denominated in local currency, which provides
market liquidity and a yield curve benchmark to price bonds against, can be a
catalyst for the development of a corporate bond market, as empirical evidence
suggests that shows the tendency of more developed private bond markets in
countries with deeper sovereign bond markets (Laeven 2014, 17). This market
creation effect, which subsumes the positive influences of the sovereign on the
corporate bond market, is closely related to the signaling effect, which a public
bond market sends out (cf. Paula et al. 2009). The public bond market serves as a
point of reference to market participants by setting benchmarks, such as the
yield curve. At the same time, there is competition between public and private
bonds, which are just like any other financial asset looking to win the favor of
wealth holders. That is why public debt management is one of the three main
policy variables directed at the promotion of CBMD. How this policy variable and
the signaling effect works, will be explained in more detail in section 2.3.2 below.

Many emerging market and developing economies don’t have a sufficiently large
investor base that is necessary to ensure depth and liquidity of domestic capital
markets (cf. Eichengreen, Borensztein, and Panizza 2006). This restriction might
be loosened by opening up to foreign investors through international financial
integration, which is not without risks, or by establishing local pension funds,
which the government might promote by launching a funded pension system
(see, for the case of Sweden, Giannetti and Laeven 2009; and for the case of Chile,
Cifuentes, Desormeaux, and Gonzalez 2002). Pension reforms in the sense of a
transition from a pay-as-you-go to a fully funded private pension system have an
ambiguous effect on bond market development (Borensztein et al. 2008b, 11).
On the one hand, the shift to a fully funded private pension system automatically
increases the demand for domestic bonds by private pension funds, whose asset-
liability management requires them to invest in long-term (debt) securities. On
the other hand, most of these institutional investors follow a buy-and-hold
strategy, which is counterproductive for the liquidity and price-signaling
function of the market. The existence of organized secondary markets is another
crucial factor in the development of corporate bond markets (Paula et al. 2009,
5-6). The liquidity of a long-term bond will increase if it can be traded in a
secondary market. That is why the demand for such assets will be stimulated by
the existence of a secondary market and discouraged by the lack of it.

Domestic capital market development can furthermore benefit from pension
funds and other institutional investors, because these investors push for
improved accounting and auditing standards, request accurate and timely
disclosure of relevant information, encourage improvements in broking and
trading arrangements and contribute to higher efficiency and reliability of the
clearing and settlement system (Laeven 2014, 16-17). According to Vittas
(1992), institutional investors can foster private sector performance, because
they promote sound corporate governance, contribute to corporate ownership
dispersion, and make procedures during privatizations easier. Although private
pension funds did not contribute much to capital market development in
emerging market and developing economies in the past (with the notable
exception of Chile), this can mainly be attributed to legal restrictions that favored
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the acquisition of public bonds, and because these regulations have lately
changed towards a more liberal legislation, the role of private pension funds has
become more important in these countries.

Macroeconomic stability is a necessary precondition for the existence of a
corporate bond market, with the control over inflation being particularly
important (Borensztein et al. 2008b, 13; Burger and Warnock 2007; Braun and
Briones 2006). When investors are reluctant to hold long-term debt securities,
bank credit might be the more feasible financing option because bonds only
become cost-effective when the high fixed costs of issuing a bond can be spread
both over a large issuance volume and a long maturity. The sound
macroeconomic framework comprises not only of a stable monetary policy
stance, ensuring price stability as well as avoiding excessive interest rate and
exchange rate volatility, but also a reasonable public debt management that
follows and communicates a clear issuance strategy.

The close link between domestic bond market development and monetary policy
will be analyzed in further detail below, but a few aspects are worth noting
already. Since the middle of the 1990s, the transmission mechanisms of
monetary policy in emerging market and developing economies have changed
drastically (Mohanty and Turner 2008), moving away from direct monetary tools,
such as credit ceilings or interest rate controls, to more market-based
instruments. As a consequence, the effectiveness of monetary policy depends
increasingly on well-developed and efficient capital and money markets, and
conversely, the development of domestic bond markets also depends on sound
monetary policy (Jeanneau and Tovar 2008a). By creating reference points for
the medium- and long-term ends of a domestic yield curve, bond markets are
particularly important and help to strengthen the interest rate channel. A well
developed money market, in turn, is an important precondition for a smooth
functioning of monetary policy by guaranteeing that its actions don’t cause
excessive interest rate volatility, which would hamper corporate bond market
development (Laeven 2014, 17).

Debt in emerging market and developing economies tends to be foreign currency
denominated, short-term and floating rate, i.e. not fixed rate. This debt structure
is problematic, because it makes financial instabilities more likely. Since a
sudden change of the debt structure towards domestic currency denominated,
long-term fixed rate debt is not realistic, a sequencing approach seems more
promising (Turner 2002, 4-5). For countries with a history of high and volatile
inflation rates that issue most of their debt in a foreign currency, some sort of
floating rate debt (i.e. debt with an indexation, most commonly to the exchange
rate or the inflation rate) might be an improvement, even more so if it turns out
to be an intermediate stage leading to fixed rate debt in local currency. Inflation
indexed debt is seen as more safe than exchange rate indexed debt, because the
inflation rate usually suffers less abrupt changes compared to the exchange rate.

Country risk is the key macroeconomic variable that best explains variation in
corporate financing choices between bonds and syndicated loans in emerging
market and developing economies, according to Hale (2007). Comparing the
larger bond markets of advanced economies to those of Asia and Latin America,
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Eichengreen and Luengnaruemitchai (2006) showed that macro policies to some
extent and, more clearly, institutional impediments help to explain the difference
in size. Goldstein and Turner (2004) suggested that in emerging market and
developing economies, bond market development is mainly determined by the
economic policies and institutions of the country. The build-up of strong
institutions and a reliable legal system are important in order to guarantee the
protection of creditor and investor rights, in particular with regard to minority
interests (cf. Burger, Warnock, and Warnock 2010; Burger and Warnock 2007;
Eichengreen and Luengnaruemitchai 2008; Porta, Lopez-de-Silanes, and Shleifer
1999; Porta et al. 1997, 1996). The literature has established that regulation of
capital markets is of crucial importance and should aim at empowering market
forces by establishing mandatory standards of disclosure and liability (Laeven
2014, 11). Furthermore, domestic capital market development, in particular
equity and bond markets, can be promoted by strengthening corporate
governance as well as by avoiding a strong concentration of corporate ownership,
e.g. through legislation that facilitates takeovers.

The development of banking and bond markets can complement each other
(Laeven 2014, 12): Policies and regulations that aim at the protection of
investors and the development of domestic bond markets also promote creditor
rights and the banking sector; the growth of the bond and of the banking markets
mutually reinforce each other, because banks are commonly large holders of
bonds, especially public bonds (Hawkins 2002); and empirical results show that
domestic bond markets are often more developed in countries with a more
developed (Burger and Warnock 2007) or more competitive (Eichengreen and
Luengnaruemitchai 2006) banking sector. There might also be a downside to the
close connection between banking and bond markets, when it becomes excessive
and turns into a form of financial repression, reflected in directed government
lending by banks through the acquisition of sovereign bonds (Reinhart and
Sbrancia 2011), whose undesirable consequences were recently observable in
the euro area (Gennaioli, Martin, and Rossi 2014).

2.2.4 Reviewing the literature on the subject and the region

As the previous sub-chapters have shown, there is a vast literature contributing
to the finance and development debate and various strands of this literature are
related to the subject of this thesis, i.e. the development of domestic bond
markets in emerging market and developing economies. Apart from the works
cited above, there are several more recent contributions to the debate analyzing
different aspects of financial development with a regional focus (see for example
Heng et al. 2016; Barajas, Chami, and Yousefi 2013), or even with a specific
reference to Brazil (see for example Garcia-Escribano and Han 2015; Claessens,
Klingebiel, and Lubrano 2000). Yet, most of the literature in the finance and
development debate focuses on the banking sector, especially those studies
related to emerging market and developing economies, which are often countries
that rely heavily on bank finance. Hence, it is not surprising that Beck (2012, 25-
38) narrowed his survey on financial fragility down to the fragility of banks and
that Panizza (2013) stated in a footnote that his account of “Financial
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Development and Economic Growth: Known Knowns, Known Unknowns, and
Unknown Unknowns” only covers the banking sector.

Furthermore, even the part of the debate on finance and development that isn’t
limited to the analysis of banks, usually leaves out the study of bond markets, or
in the words of Herring and Chatusripitak (2000, 1): “Although the literature
addresses ‘capital markets’, on closer inspection the main focus is really equity
markets. Bond markets are almost completely overlooked.” Gozzi et al. (2015)
confirm that most literature focuses on equity markets when looking at
corporate funding on capital markets and emphasize that this way, it disregards
the major volume of funding in domestic and international capital markets,
which is in corporate bond markets'4. The omission of corporate bond markets
might be justified by three main factors (cf. Herring and Chatusripitak 2000, 1):
(i) domestic corporate bond markets play a minor role in most countries,
compared to the banking system and the equity market; (ii) therefore, data on
bond markets is less readily available; and (iii) theoretical results are obtained
from a comparison of equity and debt contracts and since bank lending might, on
a high level of abstraction, serve as a proxy for any kind of debt, ignoring bond
markets could be justifiable for certain theoretical considerations.

Despite the fact that the majority of the finance and development literature is on
banking and equity markets, there is also a large amount of specific literature on
bond markets. Most of the studies on bond market development in emerging
market and developing economies, implicitly or explicitly, focus on sovereign
bonds, i.e. “on the questions of why and how governments should establish a
domestic bond market to finance their debt” (Borensztein et al. 2008b, 6),
discussing the benefits and determinants of domestic bond markets in these
countries (see for example Felman et al. 2014; Panizza 2008; Abbas and
Christensen 2007; Claessens, Klingebiel, and Schmukler 2007; IMF 2007, chapter
3; de la Torre and Schmukler 2005; IMF 2002, chapter 4; Mihaljek, Scatigna, and
Villar 2002; Turner 2002; Harwood 2000). Blommestein and Santiso (2007), for
example, showed that risk-based public debt management and liquid domestic
sovereign bond markets are important and mutually reinforcing factors to raise
financial stability while benefitting from global financial integration. While the
IMF working paper series published lately several studies discussing different
aspects of public bonds in emerging economies (see for example Ebeke and
Kyobe 2015; Arslanalp and Tsuda 2014; Ebeke and Lu 2014; Jaramillo and
Weber 2013, 2012), earlier studies with a focus on the Latin American bond
market development analyzed both the establishment of domestic markets
(Jeanneau and Tovar 2006) and the issuance of local currency denominated
bonds on international markets (Tovar 2005).

In line with the idea that public bond markets evolve first and private bond
markets follow, companies in emerging market and developing economies only
recently started to issue corporate bonds with a significantly larger volume (cf.

14 Bond issues accounted for almost 80% of the total volume raised worldwide by
companies through bond and equity issues between 1991 and 2013 (Gozzi et al. 2015,
532-33). However, most countries registered lower corporate funding volumes in their
domestic markets for bonds than in their local banking and equity markets.
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Ayala, Nedeljkovic, and Saborowski 2015, 4) and the body of literature is
relatively small, including a chapter in the September 2005 issue (IMF 2005b) of
the Global Financial Stability Report (GFSR) on “Development of Corporate Bond
Markets in Emerging Market Countries”. The April 2005 issue (IMF 2005a) of the
GFSR included a chapter on “Corporate Finance in Emerging Markets” and the
Bank for International Settlements (BIS) Paper 36, resulting from a meeting held
in Mexico City in May 2007, contained various studies on the subject with a focus
on Latin America (see for example Jeanneau and Tovar 2008b). In the
introductory chapter, Tovar and Quispe-Agnoli (2008, 4) emphasized that
sovereign bond markets in the region increased remarkably, yet the
development of corporate bond markets disappointed. While the chapter by
Ananchotikul and Eichengreen (2008) detected corporate governance as a
reason, participants at the meeting named a number of other possible reasons
for low corporate bond market development, including market segmentation, i.e.
only large and creditworthy companies had market access, tax regimes, e.g. tax-
emption only for yields on public bonds, liquidity enhancing measures aiming
exclusively on public bond markets, and the lack of international investors.

Leal and Carvalhal-da-Silva’s affirmation that “[t]here is a vast literature on bond
market development providing cross-country evidence but not much is known
about the specific case of the Brazilian bond market” (Leal and Carvalhal-da-Silva
2006, 6) is less true now, a decade later, due to various research projects that
have been undertaken since. Among the work that Leal and Carvalhal-da-Silva
could already build upon was Zervos’ (2004) account of issuance costs in the
Brazilian, Chilean and Mexican capital markets as well as Anderson’s (1999)
analysis of the design of financial contracts in the Brazilian corporate bond
market. Furthermore, Moreira and Puga (2000) found that smaller companies
relied more heavily on internal financing (63% of total financing sources) than
larger companies (44%). Beck (1999) showed that debt financing in Brazil,
including the issuance of bonds, was predominantly short-term. According to
Pereira (2000) companies were able to increase their value to shareholders by
making use of debt as a form of external finance, which is in line with the idea
that debt exerts a positive influence on the conflicts of interest between
controlling and other shareholders.

Subsequent research mainly focused either entirely on the public bond market
(see for example Amante, Araujo, and Jeanneau 2007) or on the private bond
market, including studies that analyzed the impact of macroeconomic factors on
corporate bond issues (see for example Eid Jr. and Matsuo 2009; Krauter 2007).
Several studies with a corporate finance perspective analyzed the capital
structure of Brazilian companies. Brito, Corrar, and Batistella (2007) found that
risk, firm size, fixed assets and growth were determining factors for the capital
structure of the largest companies in Brazil, while profitability had no significant
influence. Furthermore, the leverage ratio was not affected by the status of a
company as publicly owned or privately held. Criséstomo, Iturriaga, and
Gonzdalez (2014) analyzed a panel data set of 199 Brazilian non-financial
companies for the period from 1995 to 2006 and found that these companies
were faced with financial constraints so that they mainly depended on internal
funds (in line with the findings of Moreira and Puga 2000 cited above). Paiva
(2011) analyzed the influence of company ratings on corporate bond spreads
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and found a significant relationship, yet the rating only explained 10% of the
variability of the spread. Other significant variables included the maturity of the
bond, the issuance volume relative to the market size, and the current GDP
growth rate. Martins, Santos, and Hillbrecht (2015) used the corporate bond
market as a proxy for long-term credit in Brazil and ran into difficulties by trying
to estimate a five-year forecast of credit risk, reflecting the lack of a long-term
horizon.

Moreover, the book edited by Haber, North, and Weingast (2008) on finance and
institutions, challenging the legal origins view, contained two chapters that
analyzed the bond markets in Brazil from a historic perspective with a focus on
political institutions and creditor rights (Musacchio 2008b; Summerhill 2008).
Leal and Carvalhal-da-Silva (2006) conducted their study on the Brazilian bond
market development as part of a larger research project that led to the
publication of the book “Bond markets in Latin America: on the verge of a big
bang?” by Borensztein et al. (2008a). Their results suggested that the Brazilian
corporate bond market development was hampered mainly by low secondary
market liquidity and market capitalization as well as judicial uncertainty.
Furthermore, they also pointed towards the problems of high interest rates and
short maturities. They listed various factors that fostered CBMD including the
stabilization of the Brazilian economy, capital market regulation, investors’
demand for fixed income securities and the lack of sufficient long-term credit
provided by the banking sector. At the same time, they found major impediments
to the development of a corporate bond market in Brazil including factors that
raised the cost of credits such as large interest rate spreads and credit default
rates as well as the increasing public bond issues exerting a crowding-out effect
on corporate bonds due to their attractive monetary returns and “favorable
prudential rules treatment of government debt relative to corporate debt” (Leal
and Carvalhal-da-Silva 2006, 7).

As part of a research project on the role of public banks in the development of
the Brazilian financial markets, Paula et al. (2009) analyzed important
determinants of the development of the bond markets in Brazil. The authors laid
a focus on the macroeconomic context and the relationship between the public
and the private bond markets, which they found to be more of a competitive and
less of a complementary nature. In other words, their findings pointed towards
difficulties of corporate bonds to prevail against the competitive advantages of
the Brazilian sovereign bonds and showed few signs of a market creation effect.
One important conclusion was that large macroeconomic instabilities caused the
Brazilian debt structure, including private as well as public bonds, to remain
stuck in the short-term. Finally, the study of Torres Filho and Macahyba (2012)
took stock of recent efforts of the government to foster the development of the
corporate bond market in Brazil and included policy advice as to how the
measures might be improved, based on the insight that most of the relevant
market participants were either unaware of the benefits granted by the
government or did not fully understand the regulatory changes.

At this point, we can take the conducted literature review as a basis to identify
the main research gaps with respect to the development of the corporate bond
market in Brazil. First, due to the date of publication the latest evolvements of
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the public debt structure and the monetary policy stance could not be analyzed
by the above cited, relevant studies. Although the most recent study by Torres
Filho and Macahyba (2012) took most of these developments into account, they
were not the focus of the study, which concentrated on discussing recent
regulatory adjustments by the government to foster the market expansion.
Second, the important role of the state, in general, and the public finance for
development schemes, in particular, were not explored in detail. Neither Leal
and Carvalhal-da-Silva (2006), who emphasized institutional and legal short-
comings together with macroeconomic instabilities, nor Paula et al. (2009), who
also pointed to the relevance of the macroeconomic environment, exposed the
crucial role of the Brazilian state in the build-up of a domestic market for
corporate bonds. Although the Ilatter study undertook a more complete
investigation of the relationship between the public and the private bond market,
it didn’t inquire further on the influence of the public finance for development
system - despite it being part of a research project that explored the role of
public banks in the Brazilian financial system. This thesis aims at filling these
research gaps by providing a deep and up-to-date analysis of the role of the state
in the development of the Brazilian corporate bond market. To examine the
responsibilities of the state, three policy variables are used, whose relevance was
clarified also in this sub-chapter. The following paragraphs will briefly
recapitulate the main points concerning the policy variables public debt
management, monetary policy, and public finance for development and their link
to CBMD, as displayed in this sub-chapter.

The primary concern of public debt management, to find safe and cheap ways to
fund the existing public debt and to finance the fiscal deficit, was presented as
the initial driving force to develop public bond markets. By establishing these
markets, public debt management can furthermore reduce vulnerabilities that
are related to balance sheet effects. In order to build up a domestic bond market,
public debt management might help to install financial market infrastructure, to
strengthen institutions and to expand the investor base. That way, it not only
sets up a domestic market for public bonds, but also promotes corporate bond
market development. Apart from its contribution to CBMD as part of a sound
macroeconomic framework, public debt management exerts a market creation
effect, as shown in this sub-chapter: The benchmark setting yield curve of
sovereign bonds serves as point of reference and important characteristics of the
public debt structure exert signaling effects on CBMD. Finally, the literature
review indicated that an abolishment of preferential rules for and favorable tax
treatment of public bonds could additionally advance CBMD, implying a conflict
of interest for public debt management.

The main arguments for the promotion of domestic bond market development
that are interesting from a monetary policy perspective include the
strengthening of the currency and growth potential of the country as well as its
financial and macroeconomic stability. A public bond market allows a country to
finance large fiscal deficits without the need to cause exchange rate risks or
financial repression by taking on external debt or obliging banks to contract
sovereign debt. A corporate bond market improves risk sharing and capital
allocation by offering an additional funding source and by creating competition
to banks. Furthermore, the implementation of fiscal, monetary and exchange rate
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policies is facilitated, because bond markets provide instruments that enhance
the monetary policy transmission channels as well as the sterilization of external
capital inflows, generate information on market expectations, and create
reference points for the medium to long-term end of the yield curve. The more
complete the yield curve, the stronger the interest rate channel and the easier to
identify the opportunity costs of different assets, which has important
implications for the internal discount rate of companies, lowers hedging costs
and helps to avoid mispricing on capital markets. Since the mid-1990s, emerging
market and developing economies experienced a significant shift in their
monetary transmission channels from direct monetary tools to more market-
based instruments.

Not only does monetary effectiveness depend on well-developed money and
capital (including bond) markets, bond market development also depends on
sound monetary policy. More specifically, monetary policy can promote the
development of domestic bond markets by contributing to the capital market
infrastructure in terms of supervision and monitoring of the financial system,
ensuring efficient payment and settlement systems and providing for strong
regulatory institutions. Empirical evidence cited above shows that differences in
legal and institutional environments explain the relatively small size of the Latin
American bond markets compared to advanced economies. Related to this issue,
bank and bond market development are complementary in many respects:
investors and creditor rights are protected by the same rules and regulations;
banks commonly hold large volumes of bonds in their portfolio; and countries
with a more developed as well as a more competitive banking sector empirically
have more developed bond markets.

Another prerequisite of bond market development, a large investor base that
guarantees market depth and liquidity, is linked to monetary policy in its roles as
market regulator and supervisor as well as participant in the foreign exchange
market: The investor base might be enlarged by financially integrating further
internationally, implying risks of external shocks and repercussions for the
exchange rate regime, and by establishing local pension funds, who have an
ambiguous effect on bond market development due to their buy-and-hold
strategies. Apart from their additional demand for long-term (debt) securities,
institutional investors might foster CBMD by encouraging more transparency
and elevated standards; corporate governance efforts; improvements in broking
and trading arrangements; dispersion of corporate ownership; and simplified
privatization procedures. The main contribution of monetary policy to promote
bond market development is to provide for a stable macroeconomic
environment, in particular price stability. A steady monetary stance that avoids
excessive volatility of the exchange rate as well as the interest rate enhances the
demand for long-term debt securities. This is in accordance with key findings of
two of the most relevant studies for this thesis (Paula et al. 2009; Leal and
Carvalhal-da-Silva 2006), namely that economic stability fosters CBMD in Brazil
and that elevated interest rate levels as well as short maturities hamper it.

Finally, this sub-chapter reviewing the literature on the thesis subject pointed to
several requirements of CBMD that might be improved by public finance for
development. Domestic bond markets not only depend on a large investor base,
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but also on a solid private and/or semi-public sector with sufficient companies
that can handle the issuance costs of placing a bond. Public finance for
development schemes can help to reach this minimum level of big enough
companies. Since SMEs are often not capable of bearing the high fixed costs of
entering the capital markets, it might be expedient to subsidize their market
entry. Alternatively, certain procedures of an IPO could be provided by public
services, that way lowering the costs for SMEs. Similarly, the necessary market
infrastructure of a domestic bond market might be completed by public finance
for development institutions. For example, publicly funded credit guarantee
schemes could make an important contribution to the rating process. There
might also be other ways, in which public finance for development institutions
help to efficiently evaluate and process the generated market information.
Additionally, the participation terms of the public finance for development
schemes might call for improved corporate governance and, in this manner,
foster CBMD.

After this brief summary of the interconnections between corporate bond
market development and the policy variables public debt management,
monetary policy, and public finance for development, the next few lines will
serve as a wrap-up of sub-chapter 2.2. Starting off with a definition of domestic
corporate bond markets, the state of the art sub-chapter was divided into four
sections. The first section was on financial structure and stated that neither
market-based nor bank-based economies are generally more apt to promote
economic development. There seems to be evidence that markets work better for
larger companies and banks better for smaller companies. Also, the banking
sector usually evolves first and capital markets later. Section 2.2.1 moreover
discussed the benefits and costs of an [PO. Among the advantages of developing a
domestic bond market, displayed in section 2.2.2, is the reduction of financial
vulnerabilities that are related to mismatches and balance sheet effects. Besides,
diversifying funding sources improves capital allocation and risk sharing.
Moreover, the establishment of a domestic bond market supports the
implementation of fiscal, exchange rate and monetary policy. In section 2.2.3
preconditions and determinants of bond market development were delineated.
Apart from the size of the economy, the relevant literature established that bond
market development requires a strong legal, institutional and macroeconomic
environment. Another necessary precondition concerns the existence of financial
market infrastructure, which is, at least initially, mainly installed for the public
bond market, that way exerting a market creation effect on the development of a
corporate bond market. The literature review with a thematic and regional focus
in section 2.2.4 revealed that corporate bond market development is a relatively
less analyzed issue compared to the development of public bond markets. The
majority of studies in the finance and development debate analyze the banking
sector. Studies that take capital markets into account mostly focus on equity
markets, thereby ignoring the markets for debt securities, such as bonds.

The reviewed literature together with the identified research gaps as well as the
interconnections between the policy variables and CBMD serve as a basis for the
following sub-chapter 2.3, which will develop an analytical framework to
examine the impact of the state on the development of a domestic bond market.

46



2.3 A Post Keynesian framework to analyze the impact of
state policies on corporate bond market development

Many emerging market and developing economies such as Brazil are marked by
structural heterogeneity. In a market economy that is characterized by structural
heterogeneity, different modes of production coexist and are articulated with
each other. Under these circumstances, the promotion of corporate bond market
development (CBMD) helps the monetary economy (translated from the German
term “Geldwirtschaft” that was coined by Monetary Keynesians) to gradually
advance while driving back other modes of production, including the state
economy, the semi-feudal Coronelismo as well as the family-led economy. In
Brazil, the domestic corporate bond market develops from the remaining modes
of production towards a functional monetary economy, with initial financing for
the Schumpeterian entrepreneurial activities and long-term funding, inter alia,
through corporate bonds. Before discussing the credit-driven monetary economy
in more detail throughout this sub-chapter, the logic of behavior of the other
modes of production is briefly spelled out.

The semi-feudal Coronelismo describes a system of patrimonial and oligarchic
nature, where the control of patronage is centralized in the hands of a few rich
and powerful families, who hand out favors in return for loyalty. As the
development of a domestic corporate bond market progresses, issuing a bond
might become a viable option for the companies of these families, that way
contributing to the progressive implementation of the monetary economy. In
contrast to the rich families’ businesses, which are referred to under the heading
of semi-feudal Coronelismo, the family-led economy is comprised of SMEs and
poor families’ businesses. In the family-led economy, the work is carried out by
family members (possibly with the help of a few workers) and the business logic
is precariously balanced with the logic of the household. There is no social
division of labor between wealth holder, entrepreneur, and worker/ consumer,
and hence, the social division of labor is not organized according to creditor-
debtor-relationships (Nitsch 1999). The decisive factor distinguishing a family-
led economy from a monetary economy is related to the reversal of the
dominance cascade. In a family-led economy, the wealth holder is not the
sovereign, but the family’s needs of consumption, which determine and dominate
its business activities. One important implication, explaining self-exploitative
phenomena, is that the family-led economy continues to produce, as long as
manpower cannot be used for a more rewarding task. From this perspective,
labor is not a cost factor, but a productive force. As opposed to the monetary
economy, the valorization of resources does not take place through reallocation
via the financial sector, and money serves primarily not as means of payment to
meet financial obligations, but as means of exchange. As such, the family-led
economy is actually quite well described by models of economic classics like
Adam Smith.

The state economy encompasses not only corporatist public/ private
partnerships in the traditional style, including entanglements of the state with
trade unions, business associations and chambers as well as private companies
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(entanglements that are characterized by mandatory membership, trade union
duties, and other taxes and charges), but also state-owned companies, which
might issue corporate bonds, and the treasury, here especially relevant as the
issuer of sovereign bonds. The state acts as a market participant, either directly
as an operator of state-owned companies, public development banks, and social
security funds, or less directly, as an assistant to private companies. If workers
compulsorily acquire pension entitlements, which are pooled in funds,
remunerated below market rates and then made available to the state, the state
is able to provide business owners with off-market profits (Nitsch 1999). This
set-up is not a consequence of a “fragile state” or “corrupt elites”, but in the
context of low currency premium countries, rather a functional necessity, which
should not be removed, but molded, in order not to risk general investment
reluctance. Related to this role of the state are discussions about economic rents,
stemming from state-owned companies, and their distribution among the
political and the economic sovereign, as well as fundamental mismanagement
risks. Apart from its role as market participant, the state acts as a regulator,
mainly guaranteeing property rights and the rule of law (Riese 1995). The
central bank, for example, competes with its domestic currency on international
markets with other central banks and their currencies for wealth holders’
preferences. At the same time, it sets the discount rate, at which commercial
banks are able to go in debt with the central bank, in order to finance investment
projects of entrepreneurs. “Economic policy means to safeguard a market
situation by sending out price signals, yet leaving the adjustment of quantities to
the market” (Riese 1995, 10 [my own translation]).

After sub-chapter 2.1 gave an overview of important strands of literature in the
finance and development debate and sub-chapter 2.2 provided for deeper
knowledge about research on domestic bond market development, this sub-
chapter 2.3 sets out to develop a Post Keynesian framework that will help to
analyze, in the subsequent chapter 3, the influence of the state on the
development of the Brazilian corporate bond market. While the analytical
framework is drawn up throughout this sub-chapter, influences and interactions
with the three main policy variables, namely public debt management, monetary
policy, and public finance for development, are emphasized. Based on the
insights gained from the sections that discuss the capital formation process
(2.3.1) and the liquidity preference theory (2.3.2), we will see how economic
agents exercise choice over different financial assets (2.3.3), which will help us to
understand how the three policy variables can influence CBMD. More specifically,
public debt management and monetary policy together with public finance for
development might work as instruments of the developmentalist state policies
aiming at the stimulation of CBMD in the following way:

Taking the economic situation of a country including its institutional, structural,
and macroeconomic context variables as a point of departure, the development
of a corporate bond market might be encouraged by target-oriented policies that
affect the parameters, which are relevant for the economic agents’ expectation
formation process. In this way, developmentalist state policies may be able to
exert an influence on economic agents’ expectations, which will translate into an
improved development of the (corporate) bond market. The expectations of
wealth holders, together with their preference for liquidity determine their
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portfolio decisions, i.e. which financial assets wealth holders want to buy, hold,
or sell. Together with the expectations and liquidity preferences of other
economic agents, e.g. companies that decide to issue a debt security, the demand
and supply of financial assets are established. In this way, the respective markets
for public and private bonds evolve, resulting in a specific public debt structure
as well as a further development of the corporate bond market. These market
outcomes, in turn, are part of a new economic situation, which may serve as yet
another point of departure in this theoretical framework.

If the government aims at deploying developmentalist state policies, the
measures that are outlined below can easily be integrated. But even if the
government does not commit itself as clearly to interventionist policies, the
impact vectors presented in this framework point clearly towards the
advantages of active policies in support of CBMD. This relates to a key finding of
the finance and development debate, namely that financial development
contributes to economic growth and development (see section 2.1.1). However,
one must be aware of financial fragilities (see section 2.1.2), to which we return
in this sub-chapter in sub-sections 2.3.1.3 and 2.3.3.4. In the former, we
understand how financial instabilities emerge in the capital formation process
and in the latter, we learn about the interconnections between financial fragility
and the instability of the currency of a country. A country will best reap the
benefits of a well-functioning market for local corporate debt securities, if it is
able to carefully adjust its public debt management, monetary policy, and its
policies directed at providing public finance for development according to the
workings of the impact vectors delineated in this framework. Sub-chapter 2.3
presents the most important factors determining CBMD and their relationship to
the three main policy variables, through which the state is able to foster the
development of a market for corporate debt securities.

2.3.1 The role of bonds in the Post Keynesian capital formation
process

Keynes (1939, 570) summarized the orthodox notion of the capital formation
process as a sequence of three phases: “The first consists in the setting aside of
savings out of current income; the second stage in streams of ‘funds’ becoming
‘available for investment’; and the third stage in the actual outlay of money for
the acquisition of capital goods”, in opposition to the (Post) Keynesian approach,
where capital formation is a twofold process. Keynes described the financial
requirements of this process as follows:

“The entrepreneur when he decides to invest has to be satisfied on two
points: firstly, that he can obtain sufficient short-term finance during the
period of producing the investment; and secondly, that he can eventually
fund his short-term obligations by a long-term issue on satisfactory
conditions. Occasionally he may be in a position to use his own resources or
to make his long-term issue at once; but this make no difference to the
amount of ‘finance’ which has to be found by the market as a whole, but
only to the channel through which it reaches the entrepreneur and to the
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probability that some part of it may be found by the release of cash on the
part of himself or the rest of the public. Thus it is convenient to regard the
twofold process as the characteristic one” (Keynes 1937, 664).

In order for an investment project to be realized, the entrepreneur!® not only
needs to convince the bank to finance him through short-term borrowing, he
must also carry the risk of not being able to (re-)fund the debt (F. J. C. de
Carvalho 1997, 473). The entrepreneur will only accept to carry this risk, if he
expects to become, in a later stage, capable of settling his debt with the bank by
issuing longer-term (debt) securities in the market (cf. sub-section 2.3.1.3). In
analogy, the same is true for the bank, which shares the risk of not being able to
fund the debt with the entrepreneur and also needs to be convinced that the
short-term obligations will be funded. In other words, ideally, the bank provides
short-term finance for the entrepreneurial activities (see sub-section 2.3.1.1),
which are later funded through a long-term issue, e.g. of corporate bonds (see
sub-section 2.3.1.2). This shows the importance of both, expectations and a well-
functioning and diversified financial system (cf. sub-section 2.3.1.4), which are
two basic factors of the framework that explains the main impact vectors of
policies aiming at the development of corporate bond markets.

2.3.1.1 Finance

The first stage of the process of capital formation, finance, typically involves the
entrepreneur and the banker. Schumpeter (1912) focuses on their relationship,
as it is crucial for economic development. Ideally, the entrepreneur has an
innovative business idea, yet lacks any real assets, which leaves him with nothing
to loose but his reputation (Nitsch and Diebel 2008, 80ff.). In case the
entrepreneur convinces the banker of his idea, the banker finances the
entrepreneur’s investment project. The act of granting the loan, overdraft or
credit implies one of the most important discoveries of Schumpeter’s theory:
There are (in contrast to neoclassical theory) no prior savings needed - a point
also stressed by Keynes!® (1936, 1937, 1939) - because the banker and the
entrepreneur together create the credit ex nihilo (Schumpeter 1912, 109), and as
long as sight deposits at this bank are considered equivalents to central bank
money, the bank creates “bank money”, which does not involve any real
resources, i.e. savings, yet depends on the refinancing conditions of the central
bank!’. The alteration of conditions according to which commercial banks may

15 A functional separation of economic agents into entrepreneur, wealth holder, financial
intermediary, consumer, and worker facilitates the theoretical analysis (see also Nitsch
1999).

16 For a more recent critique of the prior-savings approach, see Studart (1995a).

17 Schumpeter grasped with his discovery that credit is created ex nihilo, how capitalism
let the genie out of the bottle (including all of its diabolic sides), because the unlimited
creation of credit ex nihilo among banks is also possible - as well as its corresponding
destruction. Here, the development and deepening of monetary structures through
corporate bonds are being analyzed and interpreted, but not automatically advocated.
The normative dimension would require a separate chapter.
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refinance their activities by the central bank is an important instrument of
monetary policy to influence the economic development of a country.

While outlining his perspective on the capital formation process, Keynes was less
concerned about questions related to economic growth (cf. F. ]. C. de Carvalho
1997, 472), and primarily exposed the differences between the orthodox view
and his approach, which is mainly given by its monetary character. Keynes
recognized that banks “hold a key position in the transition from a lower to a
higher scale of activity” (Keynes 1937, 668), because aggregate expenditures can
only increase, if new (bank) money is created. As long as economic agents’
liquidity preferences remain unchanged (impeding any dishoarding), new money
creation is only possible through credit expansion by banks. If aggregate
expenditures remain constant (and given a constant velocity of money), finance
is a revolving fund, nourished by the existing stock of money, which circulates.
Whether the economy grows or not, investment expenditures always need to be
financed through the provision of money, which is provided independent of prior
savings18. According to neoclassical theory, increased savings are a precondition
for a rise in investment, but in Keynesian theory, saving cannot precede
investment, because the impact of an act of saving does not reach beyond its
reduction of current demand:

“An act of individual saving means - so to speak - a decision not to have
dinner today. But it does not necessitate a decision to have dinner or to buy
a pair of boots a week hence or to consume any specified thing at any
specific date. Thus it depresses the business of preparing today’s dinner
without stimulating the business of making ready for some future act of
consumption. It is not a substitution of future consumption-demand for
present-consumption demand, - it is a net diminution of such demand”
(Keynes 1936, 210).

In another quote, Keynes states the no-prior-savings approach even more
clearly:

“The investment market can become congested through shortage of cash. It
can never become congested through shortage of saving. This is the most
fundamental of my conclusions within this field” (Keynes 1937, 669).

If the entrepreneur is able to acquire finance, he uses this money to realize the
investment project, i.e. by spending it on investment goods (F. ]. C. de Carvalho
1997, 465). Due to the entrepreneur’s expenditures another agent generates
income, which is (during this period) not available for consumption, so that the
investment expenditures create savings in exactly the same amount. On yet
another occasion, Keynes repeats his emphasis of this fundamental difference to
the prior-savings argument of the orthodox approach:

“Increased investment will always be accompanied by increased saving, but
it can never be preceded by it. Dishoarding and credit expansion provides
not an alternative to increased saving, but a necessary preparation for it. It

18 Keynes did not consider non-bank financial actors.
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is the parent, not the twin of increased saving” (Keynes 1939, 572,
emphasis in original).

As a consequence, the development of a domestic corporate bond market cannot
be hampered by the lack of savings, in a Post Keynesian world. One of the
implications of this important finding is also relevant with respect to the
crowding-out effect, which is discussed early on in the following section 2.3.2.
Despite the sufficient volume of savings, market development can still be
hampered, because the owner of the savings might want to keep them in more
liquid assets instead of acquiring corporate bonds. For that reason, corporate
bond market development can be impeded by the lack of demand for long-term
debt securities, as the following sub-section on funding explains.

2.3.1.2 Funding

Money creation is not all that is necessary for a sustained investment process,
due to the maturity mismatch in the balance sheets of banks and companies
involved, which needs to be dissolved by transforming short-term debt into long-
term liabilities such as corporate bonds (F. J. C. de Carvalho 1992, 150-51).
Therefore, it is in the second stage of the (Post) Keynesian capital formation
process, i.e. funding, where the development of a corporate bond market comes
into play. By offering a long-term financial instrument, CBMD may fulfill a vital
role in the investment process, and thus, in economic development, in general. In
short, the ideal-typical capital formation process is divided into initial finance
through bank lending and long-term funding through corporate bonds.

The fact that investment expenditure purchases long-lived assets, distinguishes
it from other classes of spending and raises the problem of how to fund the loans,
which were incurred in order to acquire the assets. As savings increase together
with investment, the necessary amounts (of savings) to fund the entrepreneurs’
debt are created simultaneously with investment expenditures. The fact that
savings are created automatically by the implementation of an investment
project, does not mean though, that savings are automatically available for
funding (F. J. C. de Carvalho 1997, 469). Savings will only fund investments, if
they translate into demand and supply for long-term assets. It is not clear,
however, whether the additional savings as a whole, or even a fraction, will ever
become available to fund the entrepreneurs’ debt. This will depend on the
liquidity preferences of the wealth holders, who dispose over the additional
savings. In the next section, there will be a more detailed analysis of liquidity
preferences and of the central role of wealth holders as well as their asset
choices. For now, it should suffice to know, that it is reasonable to expect - in a
monetary economy marked by Knightian uncertainty - that part of the wealth
increase is always destined to liquid assets and that savings will not turn into
funding immediately. Rather, it will take some time, before the newly generated
savings will induce an additional demand for long-lived financial assets.

The time lag between the creation of savings and the application to fund
investments may be due to a decision making process, during which the saver
formulates accumulation strategies, in order to best apply the additional savings
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(F.J. C. de Carvalho 1997, 469-70). Uncertainties concerning the future value of
(debt) securities, which depend on the future path of the monetary interest rate,
influence the formulation of these strategies. Once such uncertainties
disseminate a bearish sentiment in the (debt) securities market, savers are
encouraged to remain liquid. For that and other reasons, monetary policy should
commit to maintain interest rates low, in order to induce savers to demand long-
term (debt) securities. Such a commitment of the central bank is essential for the
reduction of uncertainties and, hence, the funding of investment projects. A
convincing commitment of monetary policy to low and stable interest rates is not
only important for the reduction of uncertainties, which will prolong the
investment horizon of wealth holders, but also for the increase of the demand for
fixed rate bonds. The demand for fixed rate bonds depends on the expected path
of the monetary policy interest rate, because an elevation of the base rate would
render a bond whose yield was set at the former base rate level less attractive.
The monetary policy stance is also an important factor for planned investment
expenditures, because it directly influences economic agents’ expectations. The
entrepreneur will only realize an investment project, if he expects - among other
things - that monetary policy will not significantly raise the base rate.

2.3.13 Financial fragilities in the capital formation process

This sub-section builds on the concepts and models of the financial fragility
literature presented in section 2.1.2 and shows how financial fragilities evolve in
the capital formation process. The focus here lies on the inevitable emergence of
financial instability as part of the normal workings of a monetary economy,
highlighting the need for greater financial diversification, which can be achieved
through the promotion of CBMD. The problem of external debt only plays a
minor part in this sub-section, but during the discussion of the currency
premium in sub-section 2.3.3.4 the issue will be raised again.

When a bank grants a credit to an entrepreneur, both agents incur a long-term
commitment to the investment project, leaving them with a maturity mismatch
in their balance sheets and a dependency on the success of the investment
project. From a microeconomic point of view, the bank and the entrepreneur
share the interest of funding the commitment on a stable basis, in order to
dispose of the uncertainties associated with the rolling-over of short-term
liabilities, which depends on future interest rate levels and credit conditions
(Studart 1995a, 58-59). From a macroeconomic perspective, funding plays an
important role, too, by mitigating growing financial fragilities that are inherent
to the growth process in a monetary economy. According to Minsky’s (1977b)
financial instability hypothesis, the mechanisms of a monetary economy,
including an increase in asset prices as well as leverage during boom phases,
contribute to a deterioration of its financial stability. Capital markets play an
ambiguous role in the process of sustained growth, as they may be a remedy
against, but also a source of instability (Hermann and Paula 2011, 6).
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There are different explanations for the destabilizing effects of capital markets
that are related to speculation, leverage and opacity. Speculators!® are important
participants in the capital markets, as they supply the markets with liquidity, but
they also contribute to the prevalence of a short-term view. Most speculators and
professional investors in capital markets are

“largely concerned, not with making superior long-term forecasts of the
probable yield of an investment over its whole life, but with foreseeing
changes in the conventional basis of valuation a short time ahead of the
general public. They are concerned, not with what an investment is worth
to a man who buys it ‘for keeps’, but with what the market will value it at,
under the influence of mass psychology, three months or a year hence”
(Keynes 1936, 154-55).

As short-termism prevails, pro-cyclical behavior may lead to boom-bust-phases,
the build-up of asset price bubbles, and eventually financial crises. During
periods that are marked by general economic optimism, entrepreneurs and
speculators will tend to raise their level of indebtedness, and banks, sharing this
optimism, will try to lend more by reducing safety margins (Studart 1995a, 54).
Highly sophisticated financial markets might exacerbate the problem of
increasingly leveraged positions of economic agents by facilitating the access to
finance, e.g. through securitization, at the cost of transparency. The construction,
issuance and negotiation of ever more complex financial instruments makes it
increasingly difficult to disentangle connections between the involved economic
agents, as well as their responsibilities (Amato and Fantacci 2014).

Even though capital markets may contribute to financial fragilities, they serve, at
the same time, as a useful instrument to combat financial instability. In a
monetary economy, the growth process is typically accompanied by greater
financial fragility, because entrepreneurs usually face the problem of how to
match their long-lived investment assets with their liability structure (cf.
Hermann and Paula 2011, 6; Studart 1995a, 60-61). That is why funding, and
capital markets as the loci where funding most conveniently takes place, play
such an important role in mitigating the increase of financial fragility during the
process of growth and development, and hence, the relevance of developing a
domestic bond market for corporate issues. The transformation of debt
maturities is necessary for the reduction of financial fragilities in the balance
sheets of companies and banks alike. Capital markets can help to reduce financial
instabilities by mediating between wealth holders with a demand for (debt)
securities and companies that want to fund their short-term liabilities with long-
term issues.

A successful financial intermediation will not only ease the maturity mismatch in
the balance sheets of entrepreneurs and banks, but also achieve a more
appropriate application of financial assets for institutional investors, such as

19 A speculator is someone, who buys and sells assets “in the hope of making a large
profit, but with the risk of a large loss” (cited from http://www.merriam-
webster.com/dictionary/speculation, date accessed: 2016/03/28). According to Minsky,
an entrepreneur assumes a speculative financial posture in case the maturity of his
liabilities is shorter than that of his assets (cf. F. ]. C. de Carvalho 1992, 154).
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pension funds. Institutional investors that collect individual savings and promise
a stable return over long time horizons, have a natural interest in long-term
(debt) securities. Keynes description of the twofold process of capital formation
with the distinction between finance and funding corresponds with the classic
institutional setting in the USA as described by Davidson (1986), where
commercial banks finance investment projects with short-term loans, which are
then funded through security issues in long-term capital markets, where
institutional investors such as pension funds or security companies acquire these
(debt) securities.

The lack of organized and well developed capital markets, i.e. the lack of funding
mechanisms, can result in growth enhancing finance that is marked by short
maturities, the possible occurrence of credit rationing, and an increasing fragility
of the financial positions of both companies and banks (Studart 1995b, 283-84).
Especially in emerging market and developing economies, the general
assumption might not be met, that there is a diversified financial infrastructure,
enabling companies to assess different possibilities in the capital markets and
opt for a satisfactory combination of equity and debt, in order to fund its short-
term liabilities (Hermann and Paula 2011, 7-8). For a sustained growth and
development process, there is a need to establish and maintain a favorable
environment for the formation of a diversified financial system with private,
public, and regulatory institutions as well as competing and/or complementing
instruments, like corporate debt securities, that offer different sources of finance
and funding to firms and risk protection to savers. Public debt management as
well as monetary policy are two essential determinants of such a favorable
environment. Historically, both market-based and credit-based financial systems
have enabled economic development, but there are only few countries that have
developed financially and economically in a synchronized way without recurring
to a public finance for development system, that was in charge of large public
banks and/or development agencies (Zysman 1983). In emerging market and
developing economies, foreign debt was also an important component of the
financing structure of economic development.

Usually, capital markets operate under conditions that make them systematically
incomplete and dysfunctional, which is especially true in the case of emerging
market and developing economies and their underdeveloped capital markets
(Hermann and Paula 2011, 9-10): In periods marked by pessimistic long-term
expectations’ (Keynes 1936 ch. 12), any progress in the economic development
process tends to be prevented by limited spontaneous investment and the lack of
available financing sources, except for public finance for development. In periods
marked by optimistic expectations, given the scarcity of appropriate sources for
finance in these economies, planned investment projects may be financed by
some combination of equity, short-term credit, and, if available, foreign loans.
This financing structure is inappropriate for investment projects due to its
inherent maturity and currency mismatches, resulting in higher default risks. In
other words, increased investment is accompanied by augmented financial
and/or external fragility, when the financial system fails to meet the
requirements of the economic development process, aggravating the risk of a
banking and/or currency crisis (cf. Minsky 1986; Paula and Alves Junior 2000).
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Therefore, the development of a corporate bond market is very important,
especially in emerging market and developing economies.

23.14 Functionality and efficiency of financial systems

The notion that a financial system should support economic development by
supplying the necessary financial resources for the realization of investment
projects, on the one side, and by offering funding mechanisms to avoid financial
instabilities, on the other hand, is reflected in the concept of financial
functionality.

“Functionality is defined as follows: a financial system is functional to the
process of economic development when it expands the use of existing
resources in the process of economic development with the minimum
possible increase in financial fragility and other imbalances, that may halt
the process of growth for purely financial reasons” (Studart 1995a, 64).

The concept recognizes that even though investment projects generate their own
aggregate savings, sustainable economic growth depends on financial system
development, not only to avoid financial constraints, which may halt investment
decisions, but also to better channel ex-post savings, so that companies may fund
their liabilities under improved conditions. As Hermann and Paula rightly note:
“One cannot expect that such financial tools [promoting financial functionality]
are created spontaneously by the private financial markets, especially in case of
developing countries” (Hermann and Paula 2011, 10-11), emphasizing the
requirement of some form of public finance for development and
developmentalist state policies.

Related to the concept of financial functionality is the notion of financial system
efficiency, understood as the extent to which the financial system socializes
uncertainty (F. J. C. de Carvalho 1992, 153ff.). Since uncertainty is part of a
monetary economy and nothing, not even the most efficient financial system, will
eliminate it, the question is how to distribute financial uncertainties inherent to
investment projects.

“An efficient financial system socializes uncertainty, reducing its burden on
the entrepreneur and sharing it with savers and financial institutions” (F. J.
C. de Carvalho 1992, 157).

Part of the investment decision is the choice of financial means to support it, i.e.
finance and funding. Minsky’s model of financial fragilities helps us to better
understand how financial uncertainties are shifted, by outlining three prototype
financial postures: hedge, speculative, and Ponzi. Minsky showed the unlikeliness
of all agents obtaining sufficient funding to operate with fully compatible balance
sheets and by explicitly analyzing different choices of financial postures, his
approach facilitates the search for possible ways to deal with the financial
fragilities identified. While a “hedger” is assured that he will not suffer from
changes in financial market conditions during the relevant period, an
entrepreneur embarking on a “speculative” investment project might become
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insolvent, even if the expected yields are confirmed, in case financial market
conditions change in a way that impedes him to roll-over his debt or to acquire
the necessary funding. A Ponzi posture is even more dependent on beneficial
conditions over a long period in the financial markets. Development banks or
other schemes of public finance for development are usually created to increase
the efficiency of the financial system (F. ]J. C. de Carvalho 1992, 154-55). By
allowing more hedgers to emerge, such public financial schemes turn investment
projects feasible that would otherwise only be implemented, if the entrepreneurs
were animated by exceptionally high ‘animal spirits’.

In the end, both concepts - financial system functionality as well as efficiency -
express the relevance of funding mechanisms for the economic development of a
country. Yet, since the concept of financial system functionality points out the
ambivalence of financial development, this term will preferably be used in the
following. Furthermore, both concepts have revealed, that public finance for
development contributes to the efficiency and functionality of financial systems
by increasing the funding potential. In this manner, more investment projects are
undertaken, and hence the economic development of the country is propelled. At
the same time, financial fragilities are reduced, because public finance for
development is usually offering long-term loans. Consequently, public finance for
development institutions form a sensible complement to the financial system of a
country and may be designed to support financial development, and in particular
the build-up of corporate bond markets. For, notwithstanding the increase in
financial fragility inherent to private financial market development, the sole
reliance on public finance for development would incur severe problems, as well.
Among the various problems associated with public banks granting subsidized
credits are corruption, rent-seeking behavior, “amigo-banking”, and the
misallocation of resources.

This section described the Post Keynesian two-fold capital formation process
that is composed of finance (see sub-section 2.3.1.1) and funding (see sub-
section 2.3.1.2). Short-term bank finance allows entrepreneurs to realize their
investment projects and the no-prior-savings approach implies that CBMD
cannot be hampered by the lack of savings. The second step of the capital
formation process, funding, dissolves maturity mismatches. It depends on
economic agents’ expectations of a stable monetary policy stance and reflects the
central role of bond markets for the development process. Sub-section 2.3.1.3
emphasized that capital markets play an ambiguous role in a monetary economy
as they might create financial instabilities, but can also alleviate them. The
stabilizing effect of capital markets, including bond markets, is important for
sustained economic growth and the development process of a country. The
concept of financial functionality, presented in sub-section 2.3.1.4, captures the
notion that a financial system works best in terms of supporting economic
growth and development, when it is able to do both: offer financial resources for
finance and funding, while mitigating financial fragilities at the same time. While
CBMD is an important contribution to the diversification of the financial system,
especially in emerging market and developing economies, incorporating public
finance for development might be necessary to achieve financial system
functionality.
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The following section will show how CBMD is determined by economic agents’
(portfolio) decisions, which are based on their expectations together with their
liquidity preferences and influenced by the policy variables public debt
management, monetary policy and public finance for development.

2.3.2 Economic agents’ decision making as a determinant of corporate
bond market development

The determinants of CBMD are well captured by the liquidity preference theory,
which provides a useful tool for the analysis of economic agents’ (portfolio)
decisions, by explaining the expectation formation process of economic agents in
a world reigned by uncertainty. While the existence of entrepreneurs that realize
investment projects is indispensible for the development of a corporate bond
market, Monetary Keynesians (cf. Nitsch 1995, 61-62, 1999, 186ff.; Nitsch and
Diebel 2008, 83) clarify the pivotal role of wealth holders in a monetary economy
(see sub-section 2.3.2.1), who would need to be convinced to acquire domestic
financial instruments, be they shares or bonds, issued by the state or private
companies (cf. sub-section 2.3.2.2). Wealth holders evaluate the net return of an
asset by considering expected values of its yield, carrying costs, appreciation, and
liquidity premium (as will be outlined in the upcoming section 2.3.3). The
liquidity of an asset, in turn, depends largely on the currency, in which it is
denominated, as well as the market, where it is traded. Economic agents take this
large range of various parameters into consideration when forming their
expectations (cf. sub-section 2.3.2.3), which serve as a basis together with their
liquidity preferences (cf. sub-section 2.3.2.4) for their portfolio decisions. The
state is able to promote CBMD by purposefully exerting an influence on these
relevant parameters through public debt management, monetary policy, and
public finance for development.

2.3.2.1 Wealth holder as sovereign of monetary economy

According to his liquidity preference and risk propensity, the wealth holder
disposes over his portfolio and that way determines inter alia whether money is
held or spent, loans are redeemed and financial instruments are traded. That is
why, in a monetary economy, the wealth holder is the sovereign, as opposed to a
neoclassical economy, which is ultimately governed by the decisions of its
consumers. Since he holds property rights to (real) assets, the wealth holder is in
a position, where he can decide whether to keep the real assets, or to sell them in
exchange for any type of financial asset, including money. The financial assets
can be categorized into money, understood here as a non-interest bearing
financial asset, bank deposits, as well as debt and equity securities. The wealth
holder’s decisions ultimately determine the production and employment of
companies, and thus, the economic development of the country - provided that a
large or even dominant part of its structurally heterogeneous economy functions
as a monetary economy.
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During the capital formation process, the wealth holder can interfere to facilitate,
re-direct, or hamper the development path of the country. For instance, the
entrepreneur depends on the willingness of the wealth holder to dispose of his
real assets, in order to realize the investment project. Through his portfolio
decisions, the wealth holder exerts the most important influence, yet not always
directly, but more commonly jointly with financial institutions. By including
financial institutions in the process, the wealth holder delegates part of his
sovereignty. Additionally, the power of the wealth holder is restricted by the
central bank as the money issuing institution and provider of liquidity to the
banking system, according to its refinancing conditions. A rather direct way of
influencing the capital formation process is given by the net wealth holder
granting a credit to a specific company or directly acquiring a share of the
company. Usually, financial institutions are involved in the process of capital
formation, and due to their autonomy in disposing over financial assets, they can
be considered to act not only as financial intermediaries, but also as wealth
holders, depending on their net asset positions. A commercial bank, for example,
might follow the rationale of a wealth holder, if it grants a credit to an
entrepreneur. Another example could be the underwriting of a debt security
issuance by an investment bank. When a pension fund buys or sells (debt)
securities in the financial markets, it also illustrates how a financial institution
might act as a wealth holder. These portfolio decisions depend on the wealth
holder’s liquidity preference and determine the financing and funding conditions
for entrepreneurs.

Since uncertainty is a fundamental ingredient of the monetary economy, wealth
holders, when taking decisions, are also subject to it. Due to the uncertain future,
the function of money as a medium of exchange in spot markets is of less
relevance compared to its function as a store of value between today and the
unforeseeable future. Hence, interest is paid as a “reward for parting with
liquidity [and not as] a return to saving or waiting as such. [...] For if a man
hoards his savings in cash, he earns no interest, though he saves just as much as
before” (Keynes 1936, 167). To highlight the ability of the financial sector to
channel these “hoardings” towards productive investment projects, as long as
the granting of the credit appears justified in accordance with collaterals and
expected yields, is the main contribution of Monetary Keynesianism, and of Post
Keynesians in general, as we have seen in the concept of financial functionality.
However, ex-post savings are not necessarily channeled towards long-term
financial assets, and could just as well be hoarded or channeled towards short-
term financial assets. How ex-post savings are used, depends on the availability
of adequate financial assets, on the one hand, and on the savers’ liquidity
preferences, on the other hand.

2.3.2.2 Public vs. private bonds: the competitiveness effect

The portfolio decisions of wealth holders are also relevant for this thesis,
because they imply that public and private bonds compete for the favor of wealth
holders. This competition might cause a result that is similar to one that, from an
orthodox point of view, follows from the crowding-out effect: a much smaller
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corporate bond market compared to the sovereign bond market. Since the
mechanisms at work are very distinct, this thesis prefers to establish the term
“competitiveness effect” instead of using the term “crowding-out effect”. In order
to avoid misunderstandings, two different terms are used to describe two
different phenomena. The crowding-out effect is inherently related to the
loanable funds theory and explains the rise in interest rates after an increase of
government spending. According to this theory, there is only a fixed amount of
loanable funds, represented by the supply curve in the money market. Interest
rates rise then, because the demand curve shifts to the right, resulting in a new
equilibrium with higher interest rates. As a result, public bonds are “crowding-
out” private bonds.

From a Post Keynesian viewpoint, the mechanism works differently: There is no
crowding-out due to increased government spending, which can always be
financed through credit creation ex nihilo by banks20. Thus, in a monetary
economy, when public bonds drive back corporate bonds, it is the result of a
competitiveness effect. In other words, the competitiveness effect describes the
effect of the inferior competitiveness of corporate compared to public bonds in
winning over the favor of wealth holders. The term refers both to the
competitiveness of the bond and of the company issuing it, which faces a trade-
off between the two?l. Since the wealth holders, as the sovereigns of the
monetary economy, can decide what to do with their wealth, and if they decide to
invest, are free to choose between various financial and real assets,
entrepreneurs will only be able to “attract the financial means necessary for real
investment, [...] if they can offer a return on investment which can compete
favorably with the alternatives” (Nitsch 1995, 63), i.e. all other options open to
the wealth owner. Due to this competition among the (financial) assets, public
bonds offering a higher interest rate, relative to their liquidity premium, might
drive back corporate bonds as a result of the competitiveness effect; and because
wealth holders evaluate more than the pecuniary return of financial assets,
public bonds might also push back corporate bonds due to characteristics other
than the higher interest rate, such as shorter maturities or greater liquidity in
secondary markets, etc. The dominating position of public bonds and their
commanding competitiveness can thus be explained by their perceived
superiority by wealth holders.

As a consequence, there are only three circumstances (from a Post Keynesian
perspective) under which an increase in government spending that is funded
through an increase in public debt on the domestic bond market could lead to an
increase of the interest rate and a competitiveness effect on corporate bonds
(Hermann and Gentil 2014): First, if there was a lack of coordination between

20 Increased public borrowing, which in the orthodox view causes crowding-out, actually
may lead to a crowding-in from a Keynesian perspective, depending on the multiplier
process and on what it is spent.

21 For example, if a company decided to issue its corporate bond with a higher than
initially planned monetary return, this would render the bond more attractive for
investors, raising its competitiveness, but at the same time, it would raise the financial
obligations of the company, limiting its financial scope and, thus, potentially reducing
the competitiveness of the company.
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monetary and fiscal policy; second, if sovereign bonds were rejected by the
market; and third, if there was a high preference for liquidity, which is the
money-market reflection of an unfavorable macroeconomic environment. The
first point can and should be avoided, and the second point is an extreme case
related to a crisis situation. The third point is the most interesting, because it is
related to the notion of loanable funds: In an unfavorable macroeconomic
environment, there is a high preference for liquidity in the money market,
creating a situation similar to that described by the loanable funds theory. If the
government decides to increase public spending in such a situation and wants to
finance it by issuing government debt securities, this might cause interest rates
to rise. Due to the high liquidity preference, participants in the money market
will only accept to alter their current portfolio position and exchange cash (most
liquid assets) for public bonds (less liquid assets), if they are compensated by
higher interest rates. In this case, the competitiveness effect also, just like the
crowding-out effect, results in an increase of interest rates and a push-back of
corporate bonds by public bonds. Nevertheless, as already indicated, the causal
relations are very distinct.

Notwithstanding the possibility of a competitiveness effect, public and private
bond markets can also have a complementary relationship, as already discussed
above (cf. section 2.2.3). Sovereign bond markets might exert a market creation
effect on private bond markets by building-up a trading infrastructure and a
broad investor base, supplying better information about the future path of
interest rates, and providing a benchmark yield curve (McCauley and Remolona
2000). Furthermore, public debt management is able to support (or hamper) the
development of a corporate bond market by improving (or worsening) the
structure of the public debt. This impact vector works mainly through a signaling
effect, where the public debt structure is related to the yield curve and reflects
current market sentiments, and through the competition of different debt
securities, where the public bonds’ characteristics determine corporate bond
market development.

A panel study of 41 countries has shown that the size of the public bond market
had no impact on the private bond market growth (Eichengreen and
Luengnaruemitchai 2006). The authors interpreted their finding as the result of
two offsetting effects: On the one hand, (what they call) the “crowding-out effect”
and on the other hand, better market infrastructure and higher liquidity. Trying
to figure out this puzzle, Eichengreen et al. (Borensztein et al. 2008a chapter 9)
conducted a study where they differentiated between the effect of an increase in
public debt and an increase in the stock of public bonds on the corporate bond
market, proving that there was a market creation effect. Two case studies
(Borensztein et al. 2008a chapter 5 and 6) presented evidence in favor of the
crowding-out effect: In Colombia, slow growth of the corporate bond market was
explained (at least in part) by the continued rise in government debt, and in Chile,
the cut in public domestic debt helped to stimulate private bond market
performance.

The mixed picture of whether the dominant effect was the market creation or the
crowding-out effect could also be found in the answers given by institutional
investors to opinion surveys (Borensztein et al. 2008b, 22-23). In Brazil, one
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might even get the impression that the Brazilian investors’ answers were
contradictory. On the one hand, the majority of respondents supported two
affirmations in favor of the market creation argument and against the crowding-
out argument: More than 70% of Brazilian investors in the survey agreed that
“the yield curve provided by public bonds is crucial for pricing corporate bonds”
and more than 60% did not see government and corporate bonds as substitutes
in their portfolio (Borensztein et al. 2008b, 23). On the other hand, most of the
Brazilian investors disagreed with one statement that would be in line with the
market creation argument: Only about 30% of the surveyed investors in Brazil
confirmed that “a large stock of public sector bonds is important for the
development of the corporate bond market” (Borensztein et al. 2008b, 23). The
apparent contradiction might be resolved by taking a closer look at the
statement last referred to and its possible interpretations in the context of Brazil.
In a country where the financial system was lacking any kind of bond market, the
build-up of a certain volume of government bonds might really be a necessary
precondition for the development of a private bond market. In Brazil, there
already existed a very large stock of public bonds at the time of the survey, while
the private bond market was at a very incipient stage. In this context, the result
might rather be interpreted as reflecting the respondents’ experience, than as a
widespread belief in the crowding-out hypothesis among Brazilian institutional
investors. Apparently, the respondents had the impression, that other factors
than the size of the government bond market were more important for the
development of the Brazilian corporate bond market.

This sub-section established that there is a general competition between
financial assets, which is also true for public and corporate bonds. As any other
financial asset, these debt securities compete for the wealth holders to be
invested in, offering different liquidity premia. If a public deficit needs to be
funded through the issuance of sovereign bonds, these bonds will have to offer a
net return that is high enough for wealth holders and their liquidity preferences.
In certain moments, when a high volume of public bonds clutters primary
markets and, at the same time, available funds are scarce due to high liquidity
preferences of wealth holders, there might be a competitiveness effect. Therefore,
the competitiveness effect might be more relevant in times of financial distress,
when the public borrowing requirements need to be met at any cost, hardening
competition to a point where private bond issuance becomes unviable. But here
comes another argument into play: In times of crisis, private bond issuance will
decline anyhow, because investment projects will be postponed and funding
needs will be lower. For these reasons, the focus of this study lies less on the
sheer size of the public debt and public bond market, but more on the structure
of the public debt and the characteristics of the public bonds as determinants of
the development of the corporate bond market.

2.3.2.3 Central role of uncertainty and expectations

After discussing the important role of wealth holders and their portfolio
decisions (including the implications of the competitiveness effect) for the
development of corporate bond markets, we can now turn to the theoretical
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concept of liquidity preferences: A notion of time preference is common to both
classical and Keynesian theory, but only as far as it determines how much of
current income is spent on currently produced consumption goods and services
(Davidson 2005, 457). Both theories differ in the analysis of what the other
fraction of current income is spent on, based on this time preference. In classical
theory, all income earned in any accounting period is spent on the current
production and time preference determines how it is divided between spending
income on consumption goods and services, which are currently produced, and
spending income on currently produced capital goods, which will help to
produce future consumption goods. (Post) Keynesian theory, in contrast,
emphasizes that economic agents use the remaining part of current income,
which - according to time preference - is not designated to current consumption,
to save by purchasing liquid assets. As a consequence,

“there is a second decision step, liquidity preference, where the income
earner determines in what liquid assets should his/her saved income be
stored in order to be used to transfer purchasing power of saving to a
future time period” (Davidson 2005, 457, emphasis in original).

In short, the economic agent does not only have to decide how much to save, but
also how to store these savings. The latter decision is guided by “the extent to
which the saver prefers safety to enrichment” (F. J. C. de Carvalho 1992, 147), or
in other words, his liquidity preference. Given a certain set of economic agents’
current liquidity preferences, the state might be able to foster or hamper the
development of corporate bond markets through its activities in public debt
management, moneta