
GFDR 2015 – Long-term Finance

Chapter 4:
Bank and Non-bank Financial Institutions 

as Providers of Long-term Finance

GFDR SEMINAR SERIES

FEBRUARY 19, 2015



Objectives

 Analyze the “supply side” of funds, “demand side” of long-term debt

 In particular, the investment strategies and the portfolio maturity of bank and non-
bank financial intermediaries

 Important in a world of intermediated savings

 Informative comparisons across investors and countries

 Explore the role of country characteristics, market forces, and regulations in shaping 
the maturity structure of financial intermediaries 

 Highlight role of incentives for intermediaries 

 Discuss the role of the government in promoting long-term finance
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 International mutual funds
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Banks

 Banks are the main source of finance for firms and households across countries 

 Important to understand the degree to which they lend long term and the drivers

 The global financial crisis has raised concerns about the potential impact of banks’ 
deleveraging on the maturity composition of their loans

 Changes in Basel III have the potential to affect the composition of bank loans and 
reinforce the need to monitor and understand the degree of long-term loans

 Present evidence on loan maturity for banks in different countries 

 Explore the role of bank characteristics and regulations in shaping banks’ loan maturity 
structure



Banks



Share of Bank Loans across Different Maturity Buckets (percent)

Maturity Bucket
Country 

Classification

Pre-crisis Period Crisis Period Post-crisis Period

2005-2007 2008-2009 2010-2012

Mean Median Mean Median Mean Median

Up to 1

High Income 40.2 36.4 40.4 33.9 36.8 29.0

Developing 49.9 52.1 48.4 49.6 49.1 47.9

2-5 years

High Income 28.6 26.6 26.2 24.8 29.5 29.9

Developing 32.5 32.3 33.4 31.0 31.6 30.4

> 5 years

High Income 30.6 29.1 33.0 33.6 33.3 30.1

Developing 16.4 8.0 17.9 13.0 19.0 13.3

Source: Bankscope.

Banks



Banks



Banks

 Substantial evidence that strong macroeconomic conditions and institutions help lengthen 
bank maturity. 

 Demirguc-Kunt and Maksimovic (1999), Kpodar and Gbenyo (2010), Tasić and Valev
(2008), Tasić and Valev (2010): inflation is negatively related

 Qian and Strahan (2007), Bae and Goyal (2009): country risk associated with shorter 
loan maturities 

 Fan et al. (2012): with weaker laws, firms use more short-term bank debt

 Financial sector development, financial contract enforcement, collateral framework, the 
credit information environment important for bank loan maturity 

 Tasić and Valev (2008, 2010), Bae and Goyal (2009), De Haas et al. (2010), Fan et al. 
(2012), Martinez Peria and Singh (2014), Love et al. (2015)



Banks

 More recent evidence is based on data for 3,400 banks operating in 49 countries during 
2005-2009

 Analysis confirms the significance of most of the previous country characteristics 

 Plus, more stringent requirements for bank entry (including limits on foreign bank entry) 
and higher capital requirements are negatively correlated with bank long-term debt



Banks

 Bank characteristics (size, capitalization) can affect the maturity of bank loans 

 Larger banks expected to lend more long term due to being more diversified, more 
access to funding, more resources to develop credit risk management and evaluation 
systems to monitor their loans

 Constant and Ngomsi (2012), Chernykh and Theodossiou (2011)

 Bank ownership also impacts bank loan maturity 

 Tasic and Valev (2010): the asset share of state owned banks has negative effect on 
measures of bank loan maturity 

 Chernykh and Theodossiou (2011): foreign banks more likely to extend long-term 
business loans, but public banks not more likely to make long-term loans in Russia 

 De Haas et al. (2010): foreign banks are relatively more strongly involved in mortgage 
lending than other banks



Banks

 The type of funding banks use to finance the loans they make is significantly correlated 
with the maturity structure of their debt

 Loan maturity structure of African (Constant and Ngomsi, 2012) and Russian 
(Chernykh and Theodossiou, 2011) banks 

 Banks with a higher share of long-term liabilities exhibit higher shares of long-term 
loans

 Still, some degree of maturity transformation is inherent to banking and facilitates long-
term lending



Banks

 Deposit insurance can affect the ability of banks to lend long term

 By lowering the risk of bank runs, deposit insurance may reduce banks’ need to hedge 
this risk through short-term loans 

 Fan et al. (2012): firms located in countries with deposit insurance have more long-term 
debt 

 But might also generate moral hazard and higher risk-taking by banks (Martinez Peria
and Schmukler, 2001, Demirguc-Kunt and Detragiache, 2002)

 Excessive maturity transformation risk can be a major source of bank failure and, ultimately, 
be pernicious for long-term lending 



Banks

 Regulations that affect bank size, capitalization, and funding likely to impact long-term 
finance, due to their correlation with the maturity structure of bank loans

 Basel III capital requirements and new minimum liquidity standards do not specifically 
target long-term bank finance, but they may still affect it (FSB, 2013) 

 Reforms will increase the regulatory capital for such transactions and dampen the 
scale of maturity transformation risks 

 The overall effects will vary depending on a variety of factors, in particular, the 
alternative funding sources in different markets segments 

 Concerns that impact on developing countries could be more severe, since these 
countries have less developed markets and non-bank financial intermediaries



 Monitor the impact of ongoing regulatory changes

 But policies that help banks’ access to stable sources of funding might be desirable

 As suggested by Gobat et al. (2014), these might include: 

 Improving financial inclusion to grow banks’ depositor base

 Promoting banks’ issuance of covered bonds

 Having banks improve their financial reporting on liquidity and other risks 

 Strengthen accounting and auditing standards so that banks can tap into longer-term 
funding sources including from domestic and international capital markets

Banks
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Non-bank financial intermediaries

 Expectation that non-bank domestic inst. investors would foster long-term lending

 Long investment horizons would allow them to take advantage of long-term risk 
premia and illiquidity premia

 They would be able to behave in a patient, counter-cyclical manner, making the most 
of cyclically low valuations to seek attractive investment opportunities 

 Davis (1995), Caprio and Demirguc-Kunt (1998), Davis and Steil (2001), Corbo and 
Schmidt-Hebbel (2003), Impavido et al. (2003, 2010), BIS (2007), Borensztein et al. 
(2008), Eichengreen (2009), Della Croce et al. (2011), OECD (2013a,b, 2014), The 
Economist (2013, 2014a)

 Little evidence exists on whether these investors actually invest in long-term securities 

and how they structure their asset holdings 



Types of intermediaries considered

 Banks

 Non-banks 

 Domestic non-bank institutional investors: Case of Chile

 International mutual funds

 Sovereign Wealth Funds (SWFs)

 Private Equity (PE)



 Chilean domestic bond mutual funds, pension funds, and insurance companies during 
2002-2008 (Opazo et al., 2015) 

 Unique monthly asset-level data on portfolios to determine maturity structure 

 Chile the first country to adopt in 1981 a mandatory, privately managed, DC pension fund 
model by replacing the old public, DB system

 Standard (and evolving) regulatory scheme

 Significant improvements in the institutional and macroeconomic environment

 Informative comparisons across institutional investors

 Many high-income and developing countries have followed suit

 The numerous challenges faced by Chilean policymakers shed light on the difficulties in 
developing long-term financial markets 

Domestic non-bank institutional investors



Domestic non-bank institutional investors

Average Maturity (years)

Chilean Insurance Companies 9.77

Chilean Domestic Mutual Funds 3.97

Chilean PFAs 4.36



Domestic non-bank institutional investors
 Mutual fund short-termism driven by short-term monitoring of underlying investors 

 Subject to significant redemptions related to short-run performance 

 Long-term bonds can have poor short-term performance

 Flows to pension funds tend to be more stable 

 But switches across funds (Da et. al., 2014), managers moved to cash 

 Regulatory scheme another factor behind the short-termism of pension funds 

 Lower threshold of returns over previous 36 months that each pension fund 
needs to guarantee, leading also to herding and suboptimal allocations

 Castañeda and Rudolph (2010), Raddatz and Schmukler (2013), Pedraza Morales 
(2014), Randle and Rudolph (2014) 

 But not necessarily binding and difficult tradeoff if extending maturities

 Instrument availability and macro/institutional framework not binding constraints
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International mutual funds

 Growing importance of international mutual funds with globalization

 Emerging markets equity funds boomed (Miyajima and Shim, 2014)

 Equity funds from US$702 bn in 2009 to US$1.1 tr in 2013

 Bond funds from US$88 bn to US$340 billion

 Role that U.K. and U.S. mutual funds might play in lengthening the maturity structure 
of financial contracts in both developing and other high-income countries

 Compare the maturity structure of these funds with outstanding securities and 
with that of domestic mutual funds from developing and high-income countries



International mutual funds



International mutual funds



 Mutual funds from international financial centers seem to play some role in extending 
the maturity structure of corporate bonds in developing and high-income countries 

 At least, hard to rely solely on domestic investors to extend maturities

 Fostering foreign institutional investors might be a way to extend the maturity profile of 
debt, as international funds might be willing to take more risk when investing abroad 

 Important tradeoff because foreign financing tends to be in foreign currency, possibly 
generating currency mismatches

 By depending on foreign markets, economies become more susceptible to foreign 
shocks

 More work needed 

International mutual funds
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SWFs

 SWFs a large and growing class of institutional investors 

 SWFs: state-owned investment funds that invest sovereign revenues in real and 
financial assets

 Aim to diversify economic risks and manage intergenerational savings 

 Assets managed by SWFs have been growing rapidly, and have increased more than 
ten-fold over the last two decades

 SWFs have a combined US$ 6.6 tn under management (Gelb et al., 2014)

 Origin in the need to manage cyclical state revenues, mostly windfall earnings from 
natural resources leading to Dutch disease



 Promising source of long-term finance in many developing countries

 Due to no redemption risk, a natural provider of long-term finance 

 Explicit mandate to manage intergenerational savings, so a much longer investment 
horizon than other investors

 Very heterogeneous examples, even among developing countries

 Saudi Arabia and East Timor: set aside natural resource earnings in a diversified 
portfolio of investments, whose return would benefit future generations

 More than 60% of current SWFs assets are linked to oil and gas revenues  

 China, Singapore, and Hong Kong: result of persistent trade surpluses and the desire 
to diversify the resulting foreign currency holdings away from U.S. T-bills

SWFs



SWFs



 Traditionally, the portfolio investments of SWFs concentrated in high-income countries 
(in highly liquid assets) 

 Recently, SWFs have increasingly undertaken investments in developing countries to 
diversify their portfolios and achieve higher returns 

 Still, the impact of SWFs investments in developing countries should not be overstated

 The total number of these transactions remains small despite the overall increase

 Geographical distribution of sovereign fund deals in developing countries very uneven

 South and East Asia attracted 77% of all SWFs investment in developing countries 

 58% in East Asia and Pacific; 19% in South Asia  

SWFs



Share of SWF Transactions, by Level of Economic Development, 
Total 2010-2013 (percent)

Target

O
ri

gi
n

High Income Developing Total

High Income 80.90 14.80 95.70

Developing 0.80 3.30 4.10

Total 81.70 18.10 100.00

Source: World Bank.

SWFs
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Private equity 

 PE an asset class consisting of long-term equity investments in private companies not 
listed on a stock exchange

 PE investors specialize in a particular stage of investee company development, a particular 
set of industries, or a combination of these two, with different investment strategies

 PE investors operate as active investors

 Improve management, knowledge transfer/innovation, economies of scale and scope

 Provide comparatively illiquid, longer-term equity investments to facilitate growth, 
innovation, or restructuring of investee companies 

 In 2014, PE funds had US$ 350 bn under management, US$ 55 bn in developing countries 

 PE investments in developing countries increased in recent years, but remain small 

 Annual volume less than 2% of GDP in Brazil, China, India, and Russia (high PE activity)



Private equity 



Private equity 

 A number of caveats constrain the impact of PE investments in developing countries 

 PE flows are highly sensitive to the quality of legal and market institutions in the recipient 
country (Lerner and Schoar, 2005)

 Only most sophisticated developing countries receive relatively significant PE inflows

 PE fundraising mostly takes place in developed market, so PE flows remain cyclical and 
highly correlated with their business cycle

 Private investors adjusted their investment strategies in ways that partly compensate for 
political and economic risk in developing countries 

 PE funds in developing countries focus on investing in growth-stage/SME and late-
stage deals, rather than seed stages 

 Given the concentration of PE in a small number of industries in comparatively advanced 
developing countries, PE investments will likely play only a complementary role



Concluding policy lessons: Banks

 Banks are the most important source of long-term finance for firms in developing 
countries

 However, banks have not compensated for potential short-comings in long-term finance

 Bank loans in developing countries have significantly shorter maturities than those in 
high-income countries

 Stable macro, strong institutions, developed financial sector and regulations that 
promote bank competition: some of the factors that drive the maturity of bank loans

 In light of Basel III, and because capitalization and funding matter for loan maturity, 
need to monitor how proposed changes will affect long-term finance in near future 



Concluding policy lessons: Pension funds

 Despite managing long-term savings, domestic pension funds structure their portfolios with 
significantly shorter maturities than domestic insurance companies 

 Suggestion to introduce long-term benchmarks for DC pension funds (Rudolph et al., 2010; 
Berstein et al., 2013; Stewart, 2014) 

 Long-term benchmarks might encourage managers to invest with long-term goal as 
opposed to focusing on short-term volatility management and performance

 But need to shift equilibrium from short to long term (transition), and whether a long-
term equilibrium is stable

 Need to cope with short-term fluctuations in valuations and potential moral hazard

 Think more carefully about alternatives to Chilean DC schemes: Corporate plans? More 
insurance-type schemes? More centrally managed schemes?



Concluding policy lessons: Mutual funds

 Foreign mutual funds might be an avenue to extend debt maturities because they hold 
more long-term domestic debt than domestic investors
 Still need to understand drivers
 Different risk tolerance? Different attributes (size and asset tangibility) of the firms in 

which they invest?

 But this exposure implies important tradeoff because economies become more 
susceptible to foreign shocks 
 Extensive evidence on pro-cyclical and destabilizing behavior of institutional 

investors in both domestic and international markets, like during global fin. crisis
 Kaminsky et al. (2004), Hau and Rey (2008), Jotikasthira et al. (2012), Raddatz and 

Schmukler (2012), Lerner and Schoar (2013), Raddatz et al. (2014)

 Relying on domestic mutual funds (as on pension funds) to extend maturity structures 
might not yield expected result either, and behavior in crisis understudied



Concluding policy lessons: SWFs

 Governments could generate incentives to facilitate long-term investments by SWFs

 Set the framework for investments in projects with significant social returns (infrastructure, 
health care, and telecommunications) to occur more often

 Minimize the risk of misusing the public funds in SWFs

 Large long-term commitments by SWFs could be structured similarly to PPPs, in which some 
of the initial investment risks are guaranteed by the host state

 To align incentives, could create the legal and regulatory conditions that allow for co-
financing and participation by the private sector 

 Harness the multiplier effect of large SWF investments in physical or social infrastructure 



Concluding policy lessons: PE

 PE investments go predominantly to countries with better investor protection, legal 
institutions, and corporate governance standards

 Thus, the promotion PE as providers of long-term finance might require further 
strengthening of the legal and institutional frameworks in host countries 

 Hence, improvements in market transparency, auditing standards, and corporate 
governance could improve the viability of PE investments in developing countries

 Any policies that help develop capital markets would give PE investors a viable exit 
strategy, and thus more incentives to enter in the first place

 Given limited size of PE, policies unlikely to be geared toward PE investments for now



Concluding policy lessons: General points

 Contrary to initial expectations about the supply side of funds, financial institutions 
played limited role in the provision of long-term finance in developing countries

 Under market failures, governments might play a catalytic role so that institutional 
investors may finance long-term projects 

 Recent efforts through PPPs have sought to attract institutional investors into 
infrastructure financing, through the involvement of the public and private sectors

 Beyond strengthening the institutional framework, efforts could go to the introduction of 
new financial instruments tailored for institutional investors 

 The presence of international development institutions (like IFC) may further encourage 
the participation of institutional investors 

 In particular, because the success of these investments is heavily dependent on host 
country institutions and expertise



Thank you!


