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W  
hat role does long-term finance 
play in economic development? 

Extending the maturity structure of finance 
is often considered to be at the core of sus-
tainable financial development. Long-term fi-
nance—frequently defined as all funding for a 
time frame exceeding one year—may contrib-
ute to faster growth, greater welfare, shared 
prosperity, and enduring stability in two im-
portant ways: by reducing rollover risks for 
borrowers, thereby lengthening the horizon 
of investments and improving performance, 
and by increasing the availability of long-
term financial instruments, thereby allowing 
households and firms to address their life-
cycle challenges (Caprio and Demirgüc-Kunt 
1998; Demirgüç-Kunt and Maksimovic 1998, 
1999; de la Torre, Ize, and Schmukler 2012). 

Attempts to actively promote long-term 
finance have proved both challenging and 
controversial. The prevalent view is that fi-
nancial markets in developing economies are 
imperfect, resulting in a considerable scarcity 
of long-term finance, which impedes invest-
ment and growth. Indeed, a significant part 
of lending by multilateral development banks 
(including World Bank Group lending and 
guarantees) has aimed at compensating for 

the perceived lack of long-term credit. At 
the same time, research shows that weak in-
stitutions, poor contract enforcement, and 
macroeconomic instability naturally lead to 
shorter maturities on financial instruments. 
Indeed, these shorter maturities are an opti-
mal response to poorly functioning institu-
tions and property rights systems, as well as 
to instability. From this perspective, the policy 
focus should be on fixing these fundamentals, 
not on directly boosting the term structure 
of credit. Indeed, some argue that attempts 
to promote long-term credit in developing 
economies without addressing the fundamen-
tal institutional and policy problems have of-
ten turned out to be costly for development. 
For example, efforts to jump-start long-term 
credit through development financial institu-
tions in the 1970s and 1980s led to substan-
tial costs for taxpayers and, in extreme cases, 
to failures (Siraj 1983; World Bank 1989). In 
response, the World Bank reduced this type of 
long-term lending in the 1990s and the 2000s.

In recent years, long-term finance has at-
tracted heightened interest from policy mak-
ers, researchers, and other financial sector 
stakeholders. It has also become clearer that 
long-term finance is used to a lesser extent in 
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The Group of Thirty called for a multifaceted 
policy approach to lower the barriers that 
constrain the provision of long-term finance. 
Ensuring more and better long-term finance is 
one of the priorities for the Post-2015 Devel-
opment Agenda (United Nations 2013). 

The Global Financial Development Report 
2015/2016: Long-Term Finance seeks to con-
tribute to this policy discussion on long-term 
finance. It provides stylized facts on the use 
and provision of long-term finance and ex-
amines both new and older evidence on the 
use of long-term finance and its economic 
impact. The report provides a careful review 
and synthesis of recent and ongoing research, 
identifying those policies that work to pro-
mote long-term finance and those that do not, 
as well as areas where more evidence is still 
needed. Box O.1 provides the main messages 
of this report.

Despite the renewed interest, policy makers 
and other financial sector practitioners are di-
vided on whether and how policy should pro-
mote long-term finance. According to the third 
Financial Development Baro meter—an infor-
mal poll of the views of policy makers in de-
veloping countries undertaken for this Global 
Financial Development Report—slightly more 
than 40 percent of the respondents fully agree 
that a lack of access to long-term finance rep-
resents a problem for firms and households 
in their country (box O.2). While 70 percent 
of respondents believe the underlying reasons 
for underuse of long-term finance are supply 
driven, views differ significantly on which in-
stitutions and markets play the most impor-
tant role in supplying long-term finance, as 
well as which policies are the most effective 
for promoting it. The Global Financial De-
velopment Report 2015/2016: Long-Term 
Finance brings new data and research and 
draws on available insights and experience to 
contribute to the policy discussion.

LOng-Term Finance: 
measuremenT and recenT 
Trends 

Use of long-term finance varies across the 
world, but it is generally more limited in 

emerging markets and developing economies. 
While emerging markets’ share of the global 
economy has risen from roughly one-third to 
one-half over the past decade, advanced econ-
omies continue to dominate the use of long-
term funding. At the same time, new evidence 
has accumulated on the use and term struc-
ture of debt for both firms and households 
and on the effects of long-term finance and 
related policies. In particular, evidence shows 
that long-term finance can, but need not, pos-
itively affect firm performance. 

The global financial crisis of the late 2000s 
led to an even greater policy focus on the im-
portance of long-term finance. Academics and 
policy makers have acknowledged that the in-
ability of financial firms to roll over debt to 
meet their obligations was one of the main 
drivers of contagious defaults in the recent 
crisis (Brunnermeier 2009; Financial Stability 
Forum 2009a, 2009b). The decreased avail-
ability of longer-term funding following the 
crisis has further heightened existing financial 
sector vulnerabilities and widened potential 
long-term financing gaps for infrastructure 
investment in particular. Although the focus 
and regulatory response has been on finan-
cial firms, the risks associated with short-term 
finance are not confined to financial firms 
alone. Inability to roll over short-term debt 
has exacerbated the operational losses and led 
to sudden defaults of large corporations such 
as Penn Central in the United States. Concerns 
about the detrimental effects of a potentially 
constrained supply of long-term finance have 
been voiced in the Group of Twenty (G-20) 
meetings and by the Group of Thirty. Specifi-
cally, these bodies consider long-term financ-
ing to be critical for investment and growth, 
particularly in infrastructure sectors, and 
necessary to improve welfare and share pros-
perity and to achieve post-2015 development 
goals.1 The G-20 endorsed an action plan to 
support the development of local currency 
bond markets, noting that during the global 
financial crisis domestic bond issuances cush-
ioned the impact of banking stress on the real 
economy.2 Institutional investors are also in-
creasingly seen to play a greater role in financ-
ing long-term investment (OECD 2014a). 
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Box o.1 Main Messages of This Report

Use of long-term finance—frequently defined as all 
financing for a time frame exceeding one year—is 
more limited in developing countries, particularly 
among smaller firms and poorer individuals. This 
is true even after controlling for firm characteristics 
such as asset and industry composition and profit-
ability and individual attributes such as wealth and 
education. In developing countries, only 66 percent 
of small firms and 78 percent of medium-size firms 
report having any long-term liabilities, compared 
with 80 percent and 92 percent in high-income 
countries, respectively. Firms in high-income coun-
tries report financing almost 40 percent of their 
fixed assets externally, whereas this figure is barely 
20 percent in low-income countries. Similar differ-
ences exist for individuals’ use of term finance. For 
example, the average share of individuals with an 
outstanding loan to purchase a home is 21 percent 
in high-income countries, yet barely 2.5 percent 
in lower-middle- and low-income countries. Other 
products such as education loans are not widespread 
in the developing world and, when they are avail-
able, are used by wealthier individuals. 

Where it exists, the bulk of long-term finance is 
provided by banks; use of equity, including private 
equity, is limited for firms of all sizes. As financial 
systems develop, the maturity of external finance 
also lengthens. Banks’ share of lending that is 
long term also increases with a country’s income 
and the development of banking, capital markets, 
and institutional investors. Long-term finance for 
firms through issuances of equity, bonds, and syn-
dicated loans has also grown significantly over the 
past decades, but only very few large firms access 
long-term finance through equity or bond markets. 
The promotion of nonbank intermediaries (pen-
sion funds and mutual funds) in developing coun-
tries such as Chile has not always guaranteed an 
increased demand for long-term assets.

The global financial crisis of 2008 has also led 
to a reduction in leverage and use of long-term debt 
for developing-country firms. Small and medium 
enterprises in lower-middle- and low-income coun-
tries were particularly adversely affected, seeing 
a reduction in both their leverage and use of long-
term debt. Large firms in developing countries that 
are able to access financial markets were affected as 

well, because they rely on international markets to a 
greater extent than their high-income counterparts. 
Such firms were also more vulnerable to the large 
drop in syndicated lending during the crisis. 

Market failures and policy distortions have a 
disproportionate effect on long-term finance, sug-
gesting an important role for policies that address 
these failures and distortions. Long-term finance is 
not always optimal—its use in an economy reflects 
the risk sharing between users and providers of 
finance. Shorter maturities shift risk from providers 
to users because these instruments force users to roll 
over financing frequently. Also, because firms and 
individuals tend to match the maturity structure of 
their assets and liabilities, not every firm or house-
hold needs to use long-term financing instruments. 
Hence, use of long-term finance across countries may 
vary naturally depending on the asset being financed 
and on how borrowers and lenders agree to share the 
risks involved between each other. However, limited 
use of long-term finance is generally also a symptom 
of market failures and policy distortions since long-
term financing instruments are disproportionately 
affected by these failures and distortions. 

Sustainably extending the maturity structure 
of finance is a key policy challenge since long-term 
finance can be an important contributor to eco-
nomic growth and shared prosperity. If long-term 
finance is not available for deserving firms, they 
become exposed to rollover risks and may become 
reluctant to undertake longer-term fixed invest-
ments, with adverse effects on economic growth 
and welfare. Without long-term financial instru-
ments, households cannot smooth income over their 
life cycle—for example, by investing in housing or 
education—and may not benefit from higher long-
term returns on their savings. Empirical evidence 
also suggests use of long-term finance by firms and 
households is associated with better firm perfor-
mance and improved household welfare. There is lit-
tle evidence however, that direct efforts to promote 
long-term finance by governments and development 
banks—for example, through directed credit to 
firms or subsidies for housing—have had sustainable 
positive effects. These policies have generally not 
been successful because the underlying institutional 
problems and market failures that underpin the low 

(box continued next page)



4  O v e R v i e w  GLOBAL FINANCIAL DEVELOPMENT REPORT 2015/2016

example, the average share of individuals with 
an outstanding loan to purchase a home is 21 
percent in high-income countries, yet barely 
2.5 percent in lower-middle- and low-income 
countries. Other products such as education 
loans are not widespread in the developing 
world and, when they are available, are used 
by wealthier individuals. 

One common definition of long-term fi-
nance, which also corresponds to the defini-
tion of fixed investment in national accounts, 

developing countries. Smaller firms and 
poorer individuals also tend to use long-term 
finance less. For example, figure O.1 shows 
long-term debt-to-asset ratios for firms of  
different sizes across a large sample of de-
veloping and high-income countries over the 
2004–11 period. In the median developing 
country, small firms’ long-term debt-to-asset 
ratios are 1 percent, compared with 7 percent 
in high-income countries. Similar differences 
exist for individuals’ use of term finance. For 

Box o.1 Main Messages of This Report (continued)

use of long-term finance remain and because politi-
cal capture and poor corporate governance practices 
undermine the success of direct interventions by gov-
ernments. Similarly, extending maturity structures 
by promoting development of institutional investors 
or by building stock or bond markets has proven dif-
ficult unless there is a commitment to address funda-
mental institutional problems. 

There is no magic bullet to promote long-term 
finance; governments need to focus on fundamen-
tal institutional reforms. These include pursuing 
policies that promote macroeconomic stability, low 
inflation, and viable investment opportunities; pro-
moting a contestable banking system with healthy 
entry and exit supported with strong regulation and 
supervision; putting in place a legal and contractual 
environment that adequately protects the rights of 
creditors and borrowers; fostering financial infra-
structures that limit information asymmetries; and 
laying the necessary institutional and incentive 
frameworks to facilitate long-term development of 
capital markets and institutional investors. Most 
of these policies will promote financial develop-
ment more generally but will disproportionately 
increase long-term finance, which is more affected 
by distortions.

Institution building is a long-term process; hence 
in the short to medium term, market-friendly inno-
vations that overcome market failures and institu-
tional weaknesses and that support financial literacy 
and consumer protection may help extend maturity. 
Asset-based lending instruments such as leasing may 
even help small and nontransparent firms gain access 

to longer-term finance. For larger firms able to access 
markets, evidence suggests that foreign investors 
hold more long-term domestic debt than domestic 
investors; hence policies that promote foreign invest-
ment are also likely to extend the maturity structure 
of finance, although this will also make firms more 
vulnerable to external shocks. For households, sup-
porting financial literacy, consumer protection, and 
disclosure rules to improve information and its use, 
and providing investment default options to reduce 
behavioral biases can help increase individuals’ 
understanding of long-term finance instruments. 

Well-designed private-public risk-sharing arrange-
ments may also hold promise for mobilizing financ-
ing for long-term projects. Through public-private 
partnerships for large infrastructure projects, gov-
ernments can mitigate political and regulatory risks 
and mobilize private investment. Sovereign wealth 
funds are state-owned investment funds that are seen 
as a promising source of longer-term finance, given 
their long investment horizon and mandate to diver-
sify economic risks and manage intergenerational 
savings, but they are not entirely immune to some 
of the problems of political capture and poor gov-
ernance that plagued national development banks. 
Multinational development banks can promote 
long-term finance by offering knowledge and policy 
advice to help shape policy agendas for institutional 
reform that are essential for promoting long-term 
finance, as well as by structuring infrastructure or 
other long-term financing projects that allow private 
lenders and institutional investors to participate in 
this financing while reducing project and credit risk.
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(box continued next page)

Box o.2  Practitioners’ Views on Long-Term Finance: Global Financial Development 
Barometer

To examine views on long-term finance among 
some of the World Bank Group’s clients, the Global 
Financial Development Report team has undertaken 
a new, 2014 round of the Financial Development 
Barometer. The barometer is a global informal poll 
of financial sector practitioners (central bankers, 
finance ministry officials, market participants, and 
academics, as well as nongovernmental organization 
and think-tank representatives focusing on finan-
cial sector development issues). This poll examines 
sentiments, trends, and important policy issues. For 
results from the last Financial Development Barome-
ter, see Global Financial Development Report 2014.

The barometer survey contained questions in two 
groups: general questions about financial develop-
ment, and specific questions relating to long-term 
finance, the topic of the 2015/2016 Global Finan-
cial Development Report. The poll, carried out in 

2014, covered respondents from 21 developed and 
49 developing economies. From 70 economies polled, 
42 responded (60 percent response rate). According 
to poll results, 40–43 percent of respondents fully 
agreed that access to long-term finance is a significant 
problem for firms and households. Most respondents 
saw this primarily as a supply problem. Interestingly, 
more than half of the respondents felt the availability 
of long-term finance had increased since the finan-
cial crisis of 2008. The poll also sought views on the 
most important institutions and policies for the pro-
vision of long-term finance. While 61 percent agreed 
that private domestic banks were the most impor-
tant institutions for this purpose, views differed on 
which other institutions and markets played the most 
important role. When asked about the most effective 
policies to promote long-term finance, again views 
differed on what were the most important policies.

“Access to long-term finance is a significant problem for households in my country.” 43

“Access to long-term finance is a significant problem for firms in my country.” 40

“Low use of long-term finance in my country is primarily a supply problem.” 75

“Low use of long-term finance in my country is primarily a demand problem.” 15

“In my country availability of long-term finance declined or stayed the same since the global financial 
crisis.” 40

“In my country availability of long-term finance increased since the global financial crisis.” 60

“Domestic banks play the most important role in promoting long-term finance in my country.” 61

“Development banks play the most important role in promoting long-term finance in my country.” 22

“Domestic stock markets play the most important role in promoting long-term finance in my country.” 13

“Domestic corporate bond markets play the most important role in promoting long-term finance in my 
country.” 11

“Nonbank financial institutions play the most important role in promoting long-term finance in my 
country.” 17

“International capital markets play the most important role in promoting long-term finance in my 
country.” 17

Source: Financial Development Barometer (for full results, see www.worldbank.org/financialdevelopment).

TaBLe Bo.2.1 Selected Results from the 2014 Financial Development Barometer
Percentage of respondents agreeing with the statements
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is any source of funding with maturity ex-
ceeding one year. The G-20, by comparison, 
uses a maturity of at least five years to define 
long-term financing. In this report, long-term 
finance is frequently defined to cover ma-
turities beyond one year, but more granular 
maturity buckets and comparisons are also 
examined when data are available. Equity 
(public or private) is also often considered to 
be a form of long-term financing, since it is a 
financial instrument with no final repayment 
date.

Long-term finance can take the form of 
either debt or equity financing, but bank 
finance is the single most common source 
of external finance. When examining the 
sources of external finance for purchases of 
fixed assets, Enterprise Survey data show 
that bank credit drives differences in the use 
of long-term finance across firm size. Figure 
O.2 also shows that use of bank finance var-
ies widely across firm size, with small firms 

Box o.2  Practitioners’ Views on Financial Inclusion: Global Financial Development 
Barometer (continued)

FIGuRe Bo.2.1 Views on Policies to Promote Long-Term Finance
Percentage of responses to the question “What is the most important policy to promote long-term finance?”

Source: Financial Development Barometer (for full results, see www.worldbank.org/financialdevelopment).
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FIGuRe o.1 Firms’ Median Long-Term Debt-to-asset Ratios by 
Country Income Group and Firm Size, 2004–11, Country-Level Median

Source: calculations for 80 countries, based on ORBiS (database), Bureau van Dijk, Brussels, 
https://orbis.bvdinfo.com. For a detailed data description, see Demirgüç-Kunt, martínez pería, and 
tressel 2015a.
Note: Developing countries include low- and middle-income countries. Firm size is defined based 
on the  number of employees. Long-term debt is defined as noncurrent liabilities. 
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Why dO We care abOuT  
LOng-Term Finance? 
scarciTy and impacT 

The limited use of long-term finance observed 
in developing countries is not necessarily a 
problem in itself. To the contrary, this lim-
ited use can be optimal since it reflects both 
demand and supply of contracts with longer-
term maturities and involves trade-offs in 
how risk is shared between users and provid-
ers. In well-functioning markets, borrowers 
and lenders may prefer short-term contracts 
over longer-term contracts for a number of 
reasons.

Depending on the kind of asset being  
financed, short-term finance may be preferred. 
Firms and households tend to match the  
maturity structure of their assets and liabilities. 
Firms, for example, generally prefer short-
term loans to finance working capital, such as  
payroll, and inventory and use longer-term 
financing to acquire fixed assets, equipment, 
and the like (Hart and Moore 1995). 

financing 11 percent of purchases of fixed 
assets through banks, compared with 26 per-
cent for large firms. In contrast, the use of 
equity is less than 5 percent for firms of all 
sizes.

The global financial crisis of 2008 ex-
acerbated these differences in the use and 
provision of long-term finance. Initially in 
2008–09, the crisis led to a reduction in 
ratios of total debt to total assets, or dele-
veraging—mostly for small and medium en-
terprises (SMEs) in high-income countries—
as shown in the top half of figure O.3. By 
2011, however, deleveraging was occurring 
across the board in all countries and for all 
firm sizes, and although the impact remained 
larger in the high-income world, larger firms 
were even more affected than SMEs. The 
bottom half of figure O.3 shows a different 
trend, this time focusing on long-term debt 
use. Looking only at firms using long-term 
finance in the precrisis period, the figures 
reveal that the crisis led to a significant re-
duction in long-term debt use by SMEs in 
developing countries. Again, by 2011 firms 
of all sizes had been affected by declining 
long-term debt use, but the impact remained 
significantly greater in developing countries 
and for small firms.

For large firms that are able to access mar-
kets for long-term finance, developments in 
the bond and syndicated loan markets had 
an adverse impact. Despite the significant 
development of equity, bond, and syndicated 
loan markets before the crisis, particularly in 
developing countries it is still mostly a few 
large firms that tap these markets. Although 
these large firms in developing countries gen-
erally do not show a shorter maturity struc-
ture than similar size firms in high-income 
countries, a larger share of their financing 
takes place in international markets com-
pared with firms in high-income countries. 
Hence when the crisis led to a significant fall 
in syndicated lending that originated in the 
high-income countries, developing-country 
firms were especially affected. The financing 
of infrastructure projects, for which syndi-
cated loans are key at the early stages, was 
severely affected. 
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FIGuRe o.2 Sources of external Finance for Purchases of Fixed 
assets by Firm Size, 2006–14

Source: calculations for 123 countries, based on enterprise Surveys (database), international 
Finance corporation and world Bank, washington, Dc, http://www.enterprisesurveys.org.
Note: the figure shows the average percentage of purchases of fixed assets that was financed 
from specific external sources—banks, trade credit, equity, and other sources—as opposed to 
internal sources. equity finance includes owners’ contribution or new equity share issues (not 
retained earnings, which are counted as internal sources of finance). the “other” category of 
external financing includes issues of new debt, nonbank financial institutions, money lenders,  
family, and friends. Firm size is defined based on the number of employees. calculations of the 
average for each firm size use sampling weights.
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are not satisfied with the borrower’s perfor-
mance (Rajan 1992; Rey and Stiglitz 1993; 
Diamond and Rajan 2001). Long-term debt 
may also reduce incentives to invest because 
firm managers and owners will have to share 
the returns with the lender well into the future 
(Myers 1977)—a problem especially for firms 

Short-term finance has a stronger disci-
plinary role, overcoming moral hazard and 
agency problems in lending. The lender’s 
ability to monitor borrowers is improved 
with short-term financing contracts because 
short-term debt needs to be negotiated fre-
quently and creditors can cut financing if they 
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FIGuRe o.3 Change in Leverage and Debt Maturity since the Global Financial Crisis by Country Income 
Group and Firm Size

Source: calculations for 80 countries covering 2004–11, based on ORBiS (database), Bureau van Dijk, Brussels, https://orbis.bvdinfo.com. For a detailed 
data description, see Demirgüç-Kunt, martínez pería, and tressel 2015b.
Note: Developing countries include low- and middle-income countries. Firm size is defined based on the number of employees. Leverage and long-term 
debt values are simple averages for firms within individual countries, averaged across countries in each income group. the differences reported subtract 
the earlier period values from later period values. in panels c and d, firms with zero long-term debt before the crisis period were excluded from the sample 
in calculating the averages.
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in an economy warrants attention because it 
is often a symptom of underlying problems, 
some of which may require policy attention.

When long-term finance is undersupplied 
because of market failures and policy dis-
tortions, it is “scarce” and can have adverse 
implications for development. Scarcity of 
long-term finance is an important develop-
ment concern since deserving firms that do 
not have access to long-term finance become 
exposed to rollover risks and may become 
reluctant to undertake longer-term fixed in-
vestments, with adverse effects on economic 
growth and welfare (Diamond 1991, 1993). 
Without long-term financial instruments, 
households cannot smooth income over their 
life cycle—for example, by investing in hous-
ing or education—and may not benefit from 
higher long-term returns on their savings 
(Yaari 1965; Campbell 2006). 

Evidence also suggests that use of long-
term finance by firms is associated with bet-
ter firm performance. Long-term financing is 
important for firms because it allows them to 
undertake lumpy and large investments that 
might be critical for their growth. Evidence 
suggests that developed financial institutions 
and markets and their ability to enter into 
long-term contracts allow firms to grow at 

with high-growth opportunities. Hence over-
all, short-term finance can also reduce waste 
and improve firm performance. 

The term of financing reflects the risk-
sharing contract between providers and users 
of finance. Long-term finance shifts risk to 
the providers because they have to bear the 
changing conditions in financial markets, such 
as interest rate risk, including because of fluc-
tuations in the probability of default. Often 
providers require a premium as part of the 
compensation for the higher risk this type of 
financing implies. On the other hand, short-
term finance shifts risk to users as it forces 
them to roll over financing constantly. 

Therefore, the amount of long-term finance 
that is optimal for the economy as a whole is 
not clear. In well-functioning markets, bor-
rowers and lenders will enter short- or long-
term contracts depending on their financing 
needs and on how they agree to share the risk 
involved at different maturities. What matters 
for the economic efficiency of the financing 
arrangements is that borrowers have access 
to financial instruments that allow them to 
match the time horizons of their investment 
opportunities with the time horizons of their 
financing, conditional on economic risks and 
volatility in the economy (for which long-
term financing may provide a partial insur-
ance mechanism). At the same time, savers 
would need to be compensated for the extra 
risk they might take. 

Nevertheless, even when both users and 
providers of finance prefer to contract long 
term, the equilibrium amounts observed in 
an economy may be lower than optimal be-
cause of market failures and policy distor-
tions. Indeed, long-term financial contracts 
are likely to be disproportionately sensitive 
to the existence of market failures and policy 
distortions. Figure O.4 shows how the matu-
rity structure of debt lengthens as a country’s 
financial depth—measured by bank lending to 
private parties as a proportion of gross domes-
tic product (GDP)—increases. While an aver-
age developing country’s financial depth is less 
than half of its high-income counterpart, its 
ratio of long-term debt to GDP is only a quar-
ter. Therefore, limited use of long-term finance 
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http://www.bvdinfo.com/en-gb/products/company-information/international/bankscope
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Similarly, when the seniority of claims is not 
well enforced and lenders cannot coordinate 
their actions, they will protect themselves 
against dilution by simultaneously shorten-
ing the maturity of their claims (Bolton and 
Jeanne 2009; Brunnermeier and Oehmke 
2013). This kind of market failure may trig-
ger a “maturity rat race” in which all lend-
ers shorten the maturity of contracts to pro-
tect their claims. Hence, policies that reduce 
information asymmetries—such as reforms of 
credit bureaus and collateral registries—are 
particularly important to promote the avail-
ability of long-term finance.

Policy distortions, such as the absence of a 
stable political and macroeconomic environ-
ment, also tend to reduce the amount of long-
term finance used in the economy. A stable 
political and macroeconomic environment is 
a necessary condition for long-term finance to 
thrive because it underpins the ability of eco-
nomic agents to predict the risks and returns 
associated with that finance. For example, 
even a history of high inflation is often linked 
to short-term debt and investments, with Bra-
zil being one such example despite the numer-
ous reforms adopted to promote long-term 
finance (Park 2012). In the short run, the 
government can support the market for long-
term finance through sound macroeconomic 
policies that keep inflation in check. Macro-
economic policies that render a sustainable 
level of economic growth and foster profit-
able investment opportunities in the economy 
will also likely promote long-term finance.

Underdeveloped financial systems are often 
distinguished from more developed ones by 
their lack of long-term finance. As financial 
systems develop, they become more market 
based, and the maturity structure of finance 
also lengthens. For example, Demirgüç-Kunt 
and Maksimovic (1999, 2002) show that de-
velopment of both banking and stock mar-
kets improve access to external financing, yet 
it is the development of stock markets that 
is more strongly associated with greater use 
of long-term finance. Well-capitalized, well- 
regulated, contestable banking systems, where 
most banks are privately owned, are generally 
associated with greater provision of long-term 

faster rates than they could attain by relying 
on internal sources of funds and short-term 
credit alone (Demirgüç-Kunt and Maksimovic 
1998, 1999). These results do not hold, how-
ever, when long-term finance is subsidized or 
extended through directed credit. Long-term 
finance also contributes to higher growth by 
lowering macroeconomic volatility (Aghion, 
Howitt, and Mayer 2005), and it is critical for 
investments in infrastructure, which are found 
to have a positive and significant impact on 
long-run growth and a negative impact on in-
come inequality (Calderón and Servén 2014). 

Long-term finance can also raise house-
holds’ welfare. Having access to long-term 
finance allows households to smooth their 
consumption over time and facilitates lumpy 
investments such as housing and education 
(Case, Quigley, and Shiller 2013). Home own-
ership provides households with collateral 
that can help alleviate borrowing constraints 
and that facilitates consumption risk shar-
ing (Lustig and Van Nieuwerburgh 2004). 
This collateral can also increase the likeli-
hood of starting a small business, fostering 
self-employment (Adelino, Schoar, and Sev-
erino 2013). On the savings side, long-term 
investment allows households to address the  
welfare considerations of various life-cycle 
challenges and to share in the financial ben-
efits of economic growth. 

Hence, governments have an important 
role to play in addressing market failures and 
policy distortions when long-term finance is 
indeed scarce. What are some of these market 
failures and policy distortions, and what are 
the best ways to address them? The next sec-
tion addresses these questions and provides 
general policy recommendations. 

pubLic pOLicy On prOmOTing 
LOng-Term Finance 

Market failures, such as information asym-
metries and coordination failures, may limit 
long-term finance much more than short-term 
finance. Because extending long-term finance 
implies larger risks for providers, credit ration-
ing, described by Stiglitz and Weiss (1981), is 
likely to be more severe for long-term finance. 
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that is particularly challenging in weak institu-
tional environments where good governance is 
difficult to establish. Similarly, extending ma-
turity structures by promoting development 
of institutional investors or building stock or 
bond markets has proven difficult unless there 
is a commitment to address fundamental insti-
tutional problems. 

Institution building is a long-term process; 
hence in the short to medium term, market-
friendly innovations that overcome market 
failures and institutional weaknesses, along 
with supportive financial literacy and con-
sumer protection, may help extend maturity. 
Asset-based lending instruments such as leas-
ing may even help small and nontransparent 
firms access longer-term finance. For larger 
firms in developing countries that are able to 
access markets, evidence suggests that foreign 
investors hold more long-term domestic debt 
than domestic investors; hence policies that 
promote foreign investment are also likely 
to extend the maturity structure of finance, 
although firms will also become more vul-
nerable to external shocks. For households, 
supporting financial literacy, consumer pro-
tection, and disclosure rules to improve infor-
mation and its use, and the provision of in-
vestment default options to reduce behavioral 
biases can have important effects on increas-
ing individuals’ understanding of long-term 
finance instruments.

For governments, well-designed private-
public risk-sharing arrangements may also 
hold promise for mobilizing financing for 
long-term projects. Through public-private 
partnerships for large infrastructure projects, 
governments can mitigate political and regu-
latory risks and mobilize private investment. 
Where governments participate in markets 
for long-term finance as investors, they can 
delegate investment decisions to separate en-
tities, such as sovereign wealth funds. These 
state-owned investment funds are seen as 
a promising source of longer-term finance, 
given their long investment horizon and man-
date to diversify economic risks and manage 
intergenerational savings. Although they are 
not entirely immune to some of the problems 
of political capture and poor governance that 

finance. Hence the government can also influ-
ence the supply of long-term finance by ensur-
ing the existence of competitive and contest-
able markets for financing. For example, by 
facilitating bank competition and by allowing 
the functioning of other intermediaries such 
as leasing companies and private equity inves-
tors that can also provide long-term finance, 
the government can shape and potentially 
play a role in expanding the supply of long-
term finance. 

Both the absence of a strong legal and insti-
tutional framework and weak contract en-
forcement can also disproportionately limit 
the supply of long-term finance. When a coun-
try’s contracting institutions have only very 
weak protections for lenders against nonpay-
ment of debt, lenders tend to rely on short-
term lending agreements for formal debt con-
tracts, which make it easier for the lender to 
discipline the borrower through the threat of 
withholding future financing if the borrower 
does not repay. Similarly, in the absence of 
contract enforcement, financiers would avoid 
lending long term and rely on short-term con-
tracts to discipline borrowers and ensure re-
payment. The government has an important 
role in establishing a sound legal framework 
that ensures contract enforcement and that 
protects creditor rights to promote the devel-
opment of markets for long-term finance.

There is little evidence, however, that di-
rect efforts to promote long-term finance by 
governments and development banks—for 
example through directed credit to firms or 
subsidies for housing—have had sustainable 
positive effects. These policies have generally 
not been successful because the underlying 
problems remain and because political capture 
and poor corporate governance practices un-
dermine policy success. Government-backed 
guarantee schemes are often designed to en-
courage lending to certain sectors—for exam-
ple, for SMEs and in mortgage markets—and 
can allow more risky borrowers to receive 
loans and also extend maturity structures. In 
practice, however, it is not clear if these poli-
cies lead to additional lending, and they need 
to be designed carefully and managed effec-
tively to prevent large-scale losses—a need 
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Against this broader policy context, this 
overview concludes with four focus areas 
that can be important for long-term finance: 
the importance of information sharing, the 
role of contract enforcement and protection 
of investor rights, the importance of financial 
literacy for a household’s use of long-term 
finance, and the challenges of extending ma-
turity structure by promoting development of 
markets and institutional investors. The focus 
on these areas reflects not only the impact 
they can have on long-term finance but also 
new evidence to highlight. For help in navi-
gating the rest of the report, see box O.4.

plagued national development banks, when 
these funds are well managed, their incentives 
can be better aligned with market incentives 
and they may be less susceptible to political 
capture. Similarly, multinational development 
banks can promote long-term finance by of-
fering knowledge and policy advice to help 
shape policy agendas for institutional reform 
that are essential for promoting long-term fi-
nance, as well as by structuring infrastructure 
or other long-term financing projects to allow 
private lenders and institutional investors to 
participate in this financing while reducing 
project and credit risk (box O.3). 

Box o.3  The Role of Multilateral Development Banks in Mobilizing Long-Term 
Finance 

Available long-term financing falls far short of the 
investment needs of developing countries. This 
mismatch has been documented in the context of 
the discussion of the post-2015 Sustainable Devel-
opment Goals, which will replace the Millennium 
Development Goals.a It exists even though devel-
oping countries have introduced many reforms to 
develop their domestic financial markets and have 
enjoyed increased access to international capital 
markets in the past decade. 

The gap is especially significant when it comes to 
infrastructure finance. A 2014 United Nations report 
on sustainable development financingb estimates 
financing needs for infrastructure projects—water, 
agriculture, telecommunications, power, transport, 
building, industrial, and forestry sectors—at $5– 
7 trillion annually. The Organisation for Economic 
Co-operation and Development estimates a global 
infrastructure requirement by 2030 on the order of 
$50 trillion.c 

Multilateral development banks (MDBs) are 
uniquely placed to assist developing countries in clos-
ing the existing long-term financing gap. In broad 
terms, MDBs can help identify areas of market failures 
or areas where markets are still underdeveloped and 
can provide the necessary incentives to bring in the 
private sector. Mobilizing private long-term finance 
requires a different approach than direct financing. 

MDB interventions need to support, and not replace 
or undermine, the formation of sustainable markets. 

MDBs can play a catalytic role in fostering pri-
vate long-term finance in a number of ways:d 

1.  They can help countries identify weaknesses in 
the macroeconomic and investment environment 
that prevent private sector financing from flow-
ing and can act as “an honest broker” between 
commercial interests and policy makers to bring 
about the needed macro and business environ-
ment reforms.

2.  They can support the development of local 
markets and of domestic institutional investors 
through technical expertise and by promoting 
targeted reforms.

3.  They can facilitate large investments in areas such 
as infrastructure and energy by the following:

 a.  Supporting project preparation by setting up 
dedicated project preparation facilities to build 
up a pipeline of bankable investment-ready 
projects. These facilities provide the technical 
expertise to ensure that projects are structured 
in ways that are familiar and appealing to the 
private sector. 

 b.  Providing risk mitigation tools such as guar-
antees, risk insurance, and blended finance to 

(box continued next page)
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Box o.3  The Role of Multilateral Development Banks in Mobilizing Long-Term 
Finance (continued)

financially and economically viable projects 
that would not likely be undertaken with-
out protection against noncommercial risks 
and enabling investors to access funding on 
more advantageous terms using the MDBs’ 
preferred creditor status. In some cases, such 
as syndications, MDBs can provide partners 
with creditor status similar to that of official 
creditors in the event the borrower runs into 
payment difficulties. 

 c.  Setting up co-investment platforms or pooled 
vehicles that help catalyze private capital. A 
recent example of such a platform is the Global 
Infrastructure Fund (GIF) launched at the 
October 2014 Annual Meetings of the World 
Bank and International Monetary Fund.e Six-

teen of the world’s largest asset management, 
pension, and insurance funds, along with sev-
eral commercial banks, have signed agreements 
to collaborate on the GIF. The governments of 
Australia, Canada, Japan, and Singapore and 
MDBs including the Asian Development Bank, 
the European Bank for Reconstruction and 
Development, the European Investment Bank, 
and the Islamic Development Bank have also 
signed collaborative arrangements, signifying 
their willingness to partner with the GIF. The 
GIF platform aims to integrate the efforts of 
MDBs, private sector investors and financiers, 
and governments interested in infrastructure 
investment in developing countries through its 
pipeline of projects and programs.

Box o.4  Navigating This Report

The rest of the report consists of four chapters that 
cover the importance of long-term finance, some key 
facts, and general guidelines for the role of govern-
ment in promoting long-term finance; use of long-
term finance by firms and households; provision of 
long-term finance by markets; and bank and non-
bank financial institutions as providers of long-term 
finance. Within these broader topic areas, the report 
focuses on policy-relevant areas where new evidence 
can be provided.

Chapter 1 defines long-term finance and explains 
why we care about the ability of both firms and 
households to have access to long-term finance. It 
discusses market failures and policy distortions that 
may lead to the scarcity of long-term finance and 
provides stylized facts on both users and providers 
of such finance. It discusses the importance of pro-
moting long-term finance sustainably and the role of 
government in addressing market failures and policy 
distortions. 

(box continued next page)

a. For proposed Sustainable Development Goals, see https://sustainabledevelopment.un.org/topics/sustainable 
developmentgoals.    
b. See http://www.un.org/esa/ffd/wp-content/uploads/2014/12/ICESDF.pdf. See also the Development Committee paper: 
http://siteresources.worldbank.org/DEVCOMMINT/Documentation/23659446/DC2015-0002(E)Financingfor 
Development.pdf. 
c. OECD 2013a.
d. World Bank Group. 2013. Financing for Development Post-2015. http://www.worldbank.org/content/dam 
/Worldbank/document/Poverty%20documents/WB-PREM%20financing-for-development-pub-10-11-13web.pdf. 
e. For more information on the GIF, see http://www.worldbank.org/en/topic/publicprivatepartnerships/brief/global 
-infrastructure-facility-gif.

https://sustainabledevelopment.un.org/topics/sustainabledevelopmentgoals
https://sustainabledevelopment.un.org/topics/sustainabledevelopmentgoals
http://www.un.org/esa/ffd/wp-content/uploads/2014/12/ICESDF.pdf.
http://siteresources.worldbank.org/DEVCOMMINT/Documentation/23659446/DC2015-0002(E)FinancingforDevelopment.pdf
http://siteresources.worldbank.org/DEVCOMMINT/Documentation/23659446/DC2015-0002(E)FinancingforDevelopment.pdf
http://www.worldbank.org/content/dam/Worldbank/document/Poverty%20documents/WB-PREM%20financing-for-development-pub-10-11-13web.pdf
http://www.worldbank.org/content/dam/Worldbank/document/Poverty%20documents/WB-PREM%20financing-for-development-pub-10-11-13web.pdf
http://www.worldbank.org/en/topic/publicprivatepartnerships/brief/global-infrastructure-facility-gif
http://www.worldbank.org/en/topic/publicprivatepartnerships/brief/global-infrastructure-facility-gif
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and are especially consequential in the mar-
ket for long-term finance. The establishment 
of credit bureaus and collateral registries can 
improve the quality of information available 
to lenders and can significantly improve the 
availability of credit at all maturities. In ad-
dition to its direct effect on the availability 
of credit, high-quality credit information can 
also have positive spillover effects on other 
types of long-term financing, given that many 
types of direct investments are heavily depen-
dent on leverage and cofinancing through lo-
cal credit markets. 

FOcus area 1: impOrTance 
OF inFOrmaTiOn sharing FOr 
LOng-Term Finance

Weaknesses in information sharing help ex-
plain why the use of long-term finance is less 
common in developing countries. In many 
circumstances, lenders and investors are dis-
couraged from entering into financial con-
tracts with long time horizons because the 
absence of adequate credit market informa-
tion makes it difficult to form a reliable risk 
assessment. Such information problems pose 
a barrier to financial contracting in general 

Box o.4  Navigating This Report (continued)

Chapter 2 examines long-term finance from the 
perspective of firms and households. It asks why 
firms and households would want to use long-term 
finance and explores what impact long-term finance 
has on them. The chapter discusses which country 
and individual characteristics determine the use 
of long-term finance by firms and households and 
examines the impact of the 2008–09 global financial 
crisis on leverage and debt maturity. It also provides 
policy recommendations based on the latest research 
findings from the empirical literature on the use of 
long-term finance.

Chapter 3 turns to providers and focuses on mar-
kets, describing the stylized facts and general trends 
that characterize corporate bonds, syndicated loans, 
and equity issuances in terms of maturity at issuance 
and amounts raised through the use of the different 
markets. It discusses country and firm differences 
in the use of long-term capital markets and intro-
duces the distinction between domestic and interna-
tional markets. Finally the chapter analyzes how the 
global financial crisis affected the provision of long-
term finance by markets and concludes with policy 
recommendations. 

Chapter 4 focuses on bank and nonbank finan-
cial intermediaries and analyzes which institutions 
are more likely to extend the maturity structure. 
The chapter explores the role of bank characteris-
tics and regulations in shaping banks’ loan maturity 
structure. It presents evidence on the extent to which 
mutual funds, pension funds, and insurance com-
panies hold and bid for long-term instruments and on 

the factors that affect their choices. In addition, the 
chapter examines the investment profiles of two other 
types of nonbank financial institutions that are also 
expected to have long investment horizons, namely, 
sovereign wealth funds and private equity investors. 
The chapter concludes by discussing the potential 
limitations of these investors in providing long-term 
funding in underdeveloped institutional settings and 
the resulting policy implications from this evidence.

The statistical appendix consists of two parts. 
Part 1 presents basic country-by-country data on 
financial system characteristics around the world. It 
also presents averages of the same indicators for peer 
groups of countries, together with summary maps. 
It is an update on information from the 2014 Global 
Financial Development Report. Part 2 provides 
additional country-by-country information on key 
aspects of long-term finance around the world.

The accompanying website (http://www.world  
bank.org/financialdevelopment) contains a wealth of 
underlying research, additional evidence including 
country examples, and extensive databases on finan-
cial development, providing users with interactive 
access to information on financial systems. Users 
can provide feedback on the report, participate in  
an online version of the Financial Development 
Barometer, and submit their suggestions for future 
issues of the report. The website also presents an 
updated and expanded version of the Global Finan-
cial Development Database, a dataset of more than 
70 financial system characteristics for 203 econo-
mies since 1960.

http://www.worldbank.org/financialdevelopment
http://www.worldbank.org/financialdevelopment
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reasons explain this lack of a significant ef-
fect. First, CRs are often used for supervisory 
purposes and hence might have high mini-
mum loan limits. Second, they might not pro-
vide positive and negative information, which 
is most useful to financial institutions. Third, 
to the extent that they are run by the govern-
ment, in countries with bad bureaucracies 
CRs might not function effectively and there-
fore might not be used often.

FOcus area 2: rOLe OF 
cOnTracT enFOrcemenT 
and prOTecTiOn OF invesTOr 
righTs

A weak contractual environment is an impor-
tant reason why long-term finance is less com-
mon in developing countries. When lenders 
and investors cannot rely on legal institutions 
to enforce their claims, they prefer short-term 
contracts so that the continued need for re-
negotiation provides borrowers with the right 
incentives to exert effort and make sound in-
vestments. Legal institutions that help inves-
tors protect their claims include creditor and 

A comprehensive review of the evidence 
presented in this report suggests that better 
information availability and sharing are in-
deed important in lengthening debt maturity. 
Reducing information asymmetries between 
firms and lenders also reduces lenders’ need 
to monitor and discipline firm managers 
through short-term debt contracts. One il-
lustration of the role of credit information on 
lengthening debt maturity comes from recent 
research. Martínez Pería and Singh (2014) 
investigate the impact of introducing credit 
information–sharing systems on firm access 
to finance and debt maturity using firm-level 
survey data for more than 75,000 firms in 63 
countries over the period 2002–13. Credit 
information schemes disseminate knowledge 
of payment history, total debt exposure, and 
overall credit worthiness, either through a 
privately held credit bureau (CB) or publicly 
regulated credit registry (CR). The study ex-
amines countries that introduced a CB or CR 
between 2002 and 2009 (the “reformers”) as 
well as countries that do not have a CB or 
CR (“nonreformers”). Figure O.5 displays 
average loan maturity in CB reformers and 
nonreformers over time. Most countries that 
introduced a CB did so in 2004 or 2005, and 
the data show a steep increase in average loan 
maturity in CB reformer countries afterward. 

To estimate the size of the effects of CB 
reforms on firm financing and loan matu-
rity, Martínez Pería and Singh compare firms 
in countries that introduced a CB or CR to 
firms in countries that did not. The results re-
veal that, after the introduction of a CB, the 
likelihood that a firm has access to finance 
increases and loan maturity lengthens. The 
effects of CB reforms are more pronounced 
the greater the coverage of the reforms and 
the scope and accessibility of the credit in-
formation sharing scheme. Credit bureau 
reforms also have a greater impact on firms’ 
access to finance in countries where contract 
enforcement is weaker. Importantly, results 
also indicate that CB reform effects are more 
pronounced for smaller, less experienced, and 
more opaque firms. 

Interestingly, the analysis finds no robust 
effect of CR reforms on firm financing. Three 
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and the use of long-term debt is causal. An 
Indian case study uses the establishment of 
new specialized courts, debt recovery tribu-
nals (DRTs), which improved contract en-
forcement in India, to study the impact of 
this reform on firms’ use of long-term finance. 
Gopalan, Mukherjee, and Singh (2014), us-
ing the variation in DRT establishment across 
states and time and balance sheet data on 
about 6,000 Indian firms, showed that DRTs 
led to a significant increase in the ratio of 
long-term debt to total assets. Within three 
years of implementation of a DRT, that ratio 
increased by about 8 percent, whereas short-
term debt decreased by a similar amount, 
suggesting that firms were able to substitute 
long-term debt for short-term debt with more 
efficient contract enforcement. 

Policies and regulations that improve the 
quality of firm corporate governance and that 
strengthen investor protection can also sup-
port the development of markets for long-
term finance. New research examines whether 
better corporate governance at the firm level 
can provide an alternative way of monitoring 
managers and hence reduce the firm’s reliance 
on short-term debt in dealing with agency 
problems. Anginer and others (2015) investi-
gated 44 different elements of corporate gov-
ernance for over 7,000 firms in 22 countries 
over the period 2003–08. They saw that firms 
with strong corporate governance, particu-
larly with independent boards with effective 
size, tend to use less short-term debt (figure 
O.6). They also confirmed their cross-country 
results by examining changes around substan-
tial corporate governance reforms imple-
mented over the sample period that strengthen 
shareholder rights. The results indicate a sig-
nificant increase in the effect of governance in 
reducing the use of short-term debt after the 
implementation of reforms.

FOcus area 3: rOLe OF 
FinanciaL LiTeracy FOr 
hOusehOLd use OF  
LOng-Term Finance

Lack of financial awareness, financial literacy, 
and product transparency constrain house-
holds from using financial products or from 

investor rights, bankruptcy laws, firm corpo-
rate governance frameworks, and overall con-
tract enforcement and efficiency of the legal 
system.

Research reviewed in this report shows 
firms tend to use more long-term financing 
where the legal system is more efficient and 
the contracting environment better developed. 
Indeed, the development of the financial sys-
tem beyond that predicted by the quality of the 
contracting environment is not significantly 
related to the ability of firms to obtain exter-
nal finance (Demirgüç-Kunt and Maksimovic 
1998, 1999). Recent research using a dataset 
that covers more than 800,000 publicly listed 
and privately held firms from 80 countries 
confirms these results; a sound legal environ-
ment and enforcement of contracts are posi-
tively associated with the use of long-term debt 
(Demirgüç-Kunt, Martínez Pería, and Tressel 
2015b). Importantly, legal efficiency and bet-
ter contract enforcement tend to dispropor-
tionately foster the use of long-term debt by 
privately held firms relative to publicly listed 
firms, and by SMEs relative to large firms. 

Recent evidence suggests that the positive 
relationship between contract enforcement 

FIGuRe o.6 Firm Corporate Governance and use of Short-Term 
Debt, 2003–08

Source: Based on Anginer and others 2015.
Note: the figure shows the average firm governance index values and short-term debt (ratio of 
debt due in one year to total debt). the governance index averages across multiple governance 
attributes, with higher values indicating better governance. 
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to watch the soap opera. Moreover, as figure 
O.7 shows, while individuals in the treatment 
group did not alter the amount of money bor-
rowed, they borrowed significantly more from 
formal sources and through longer-term debt 
compared with the control group. These re-
sults suggest that entertainment media can be 
an effective tool for influencing key financial 
decisions and can have lasting implications for 
long-term financial well-being. 

One reason why Berg and Zia found this 
financial literacy intervention to be effective 
while so many other interventions reviewed 
in this report have failed may be because they 
used an innovative way to reach their audi-
ence. Evaluations consistently agree that fi-
nancial concepts are best taught at what are 
known as “teachable moments.” Interven-
tions covering multiple topics tend to perform 
poorly. Instead, interventions that focus on 
concrete concepts and targeted groups are 
found to do better. For instance, workshops 
about retirement plans targeted to workers 
when they are deciding on their pension plan 
may effectively help them in making informed 
decisions. 

Alternative interventions, such as default 
enrollment, or reminders of payments, can be 
effective measures to prevent behavioral biases 
that lead households to make financial errors. 
Default enrollment, for instance, can reduce 
behavioral problems such as overborrowing 
or undersaving. Research reviewed in this 
report suggests that the simple action of en-
rolling by default workers into pension plans 

managing them correctly. A comprehensive 
review of evidence in this report shows that 
lack of understanding of financial products 
by individuals can lead to costly mistakes. 
Empirical evidence shows that vulnerable 
consumers can be sold financial instruments 
that they do not understand and that they 
are unable to service. A key contributing fac-
tor to the subprime mortgage crisis in the 
United States was the overextension of credit 
to noncredit worthy borrowers and the relax-
ation in mortgage-underwriting standards.

Recent literature on psychology and finance 
also highlights the role of behavioral biases in 
shaping households’ financial decisions. On 
the one hand, people tend to underestimate 
the future value of their savings given their 
present value, maturity, and rate of return. 
On the other hand, borrowers underestimate 
the interest rate of a loan given a principal, 
monthly payment, and maturity. These biases 
are strongly correlated with more borrowing, 
less saving, and a preference for short-term in-
stallment debt and short-term assets, even af-
ter conditioning on various demographic and 
income factors. As the World Development 
Report 2015 highlights, understanding these 
behavioral biases and how they influence fi-
nancial choices allows for better tailored and 
more effective policies, such as financial edu-
cation interventions, automatic enrollment 
systems, or electronic reminders. 

Even though financial education matters, 
evidence shows that delivering it effectively 
is challenging. Growing research efforts that 
randomize the provision of financial educa-
tion are increasing the ability to identify the 
most effective mechanisms for improving and 
delivering financial education. In one recent 
example, Berg and Zia (2013) evaluated the 
effectiveness of financial education through a 
popular television soap opera in South Africa, 
“Scandal!” The intervention entailed a two-
month-long storyline featuring a main char-
acter who borrowed excessively through shop 
credit and gambling, fell into a debt trap, and 
eventually sought help to find her way out. 
The analysis focused on borrowing and gam-
bling outcomes and found a significant shift to-
ward more formal and longer-term borrowing 
for the treatment group that was encouraged 

0 2 4 6 8 10 12 14 16 18

Length of loans, months
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16.2

Treatment group Control group

FIGuRe o.7 effects of Financial education on Long-Term 
Borrowing

Source: Based on Berg and Zia 2013.
Note: the figure shows the increase in loan maturity in control and treatment groups after an 
entertainment education intervention using the soap opera “Scandal!” in South Africa.
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electronic trading systems, privatization pro-
grams, and institutional reforms. The authors 
found that these government interventions 
are associated with significant increases in do-
mestic stock market capitalization and trad-
ing volumes.

The government can also directly facilitate 
the development of domestic corporate bond 
markets by developing the market for sover-
eign debt. In particular, sound sovereign debt 
management with regular issues of bench-
mark bonds at different maturities is central 
to building a yield curve, which is necessary 
to price corporate bonds efficiently (especially 
in the longer term). However, the possibility 
of crowding-out effects between government 
and corporate bond markets through compe-
tition for investors’ funds must be taken into 
account.

Even in the absence of institutional, legal, 
and technological barriers, local markets in 
many emerging economies often lack the 
critical mass of investors needed for effec-
tive development. Governments can promote 
development in those cases by opening up to 
foreign investors, although potential risks of 
financial integration include greater volatil-
ity and vulnerability to international shocks 
and must be carefully considered. Neverthe-
less, some economies will simply lack the scale 
necessary to support a deep local capital mar-
ket. They may be better served by promoting 
foreign listings and regional exchanges rather 
than trying to develop shallow, inefficient 
markets at home.

Promoting long-term finance through de-
velopment of local institutional investors can 
also be challenging. One popular policy rec-
ommendation to promote local markets is 
through development of institutional inves-
tors such as local pension funds. For example, 
Chile’s launch of a funded pension system in 
1981 contributed to its local bond market 
development, making it one of the most de-
veloped in Latin America over the next two 
decades. However, the Chilean case also il-
lustrates that expanding large institutional 
investors does not necessarily imply more de-
veloped long-term markets. Recent research 
by Opazo, Raddatz, and Schmukler (2015) 

more than doubles long-term savings through 
pension participation. Given the significant 
size of these effects with default enrollment, 
even high-income countries such as the United 
States have facilitated the automatic enroll-
ment of workers into pension plans.

FOcus area 4: chaLLenges 
OF exTending maTuriTy 
sTrucTure by prOmOTing 
deveLOpmenT OF dOmesTic 
markeTs and insTiTuTiOnaL 
invesTOrs

While in theory well-functioning local capi-
tal markets could promote long-term finance, 
in practice government-led reform efforts to 
develop them have had mixed success. Local 
capital markets offer benefits to borrowers 
and investors, including governments. They 
facilitate better risk sharing and a more effi-
cient allocation of capital. Importantly, devel-
opment of local bond and equity markets can 
improve the availability of long-term financing 
for households and firms as well as govern-
ments. These markets can also increase finan-
cial integration by attracting foreign capital, 
which can improve access, lower the cost of 
capital, and facilitate risk sharing across coun-
tries. Hence by broadening access to long-term 
finance beyond a small group of large firms 
and by reducing the reliance of those large 
firms on international markets, developing 
countries could further develop their domes-
tic markets by addressing market failures and 
policy shortcomings. However, while capital 
markets expanded in many countries in the 
recent decade, many developing countries saw 
their markets stagnate despite well-intended 
government interventions (Laeven 2014). 

Governments can facilitate the develop-
ment of capital markets through sound mac-
roeconomic policies, strong institutional and 
legal settings, and a well-functioning finan-
cial infrastructure. De la Torre, Gozzi, and 
Schmukler (2007), for example, studied the 
impact of a set of reforms on stock market 
development in emerging markets, namely, 
stock market liberalization, enforcement of 
insider trading laws, and the introduction of 
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have a long-run horizon to avoid some of 
the short-termism that has been observed in 
the case of Chile. In addition, restrictions on 
portfolio allocations that limit the long-term 
instruments funds can invest in should also be 
removed.

The difficulties of developing local capital 
markets and institutional investors that invest 
in long-term assets suggest that there are no 
quick fixes. Development of markets is a very 
gradual and interactive process that depends 
on the country’s size and stage of develop-
ment and that requires significant reform ef-
forts to improve underlying institutions. In 
an increasingly globalized world, not every 
country will need or be able to develop a local 
capital market at home. 

nOTes

1. World Bank 2014; World Bank 2013c. For fur-
ther work in this area, see http://www.g20.org 
/news/20130228/781245645.html.

2. A diagnostic framework was subsequently 
prepared by the International Monetary 
Fund, the World Bank, the European Bank 
for Reconstruction and Development, and the 
Organisation for Economic Co-operation and 
Development (IMF 2013b).

analyzed unique data on the actual portfo-
lios and bids of the universe of domestic in-
stitutional investors in Chile. The researchers 
found that despite favorable institutional con-
ditions in Chile, asset managers (mutual and 
pension funds) are significantly tilted toward 
the short-term end of the country’s maturity 
structure, with a large portion of their port-
folio in assets with maturities less than one 
year. In contrast, insurance companies invest 
much more long term, providing clues into 
what may be behind these differences (figure 
O.8).

The shorter investment horizon of Chilean 
mutual and pension funds compared with 
insurance companies seems to result from 
agency factors that tilt the managerial incen-
tives. In the case of Chilean open-end funds, 
like mutual and pension funds, managers are 
monitored in the short run by the underlying 
investors, the regulators, and the asset manage-
ment companies. This short-run monitoring, 
combined with the risk profile of the available 
instruments, generates incentives for managers 
to be averse to investments that are profitable 
at long horizons (like longer-term bonds) but 
that can have poor short-term performance. In 
contrast, insurance companies are not open-
end asset managers, receive assets that cannot 
be withdrawn in the short run, and have long-
term liabilities because investors acquire a de-
fined benefit plan when purchasing a policy. 
Thus, insurance companies are not subject to 
the same kind of short-run monitoring.

The regulatory scheme seems to be another 
factor behind the short-term nature of pen-
sion funds. The Chilean regulation establishes 
a lower threshold of returns over the previous 
36 months that each pension fund needs to 
guarantee. This type of short-term monitor-
ing seems to push managers to move their in-
vestments into portfolios that try to minimize 
the probability of triggering the guarantee. 
Moreover, as this threshold depends on the 
average return of the market, it may gener-
ate herding incentives and suboptimal portfo-
lio allocations. Hence, governments need to 
ensure that compensation and benchmarking 
practices followed by institutional investors 

0 

10 

20 

30 

40 

50 

60 

70 

80 

90 

100 

0 1 2 3 4 5 6 7 8 9 10 

Cu
m

ul
at

iv
e 

sh
ar

e 
of

 to
ta

l p
or

tfo
lio

, %
 

Years to maturity

Insurance companies Domestic mutual funds 

Pension fund administrators

FIGuRe o.8 Maturity Structure of Chilean Institutional Investors

Source: Opazo, Raddatz, and Schmukler 2015.
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