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Financing Future Growth:  
The Need for Financial Innovations 
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Attracting long-term investors from the private sector or in public-private 
partnerships for stable long-term investment in the innovative sectors and 
industries needed to generate sustained growth is crucial. Long-term investors 
want assets that generate regular cash flows, often linked to inflation. While 
equities seem today less appropriate for long-term investors’ needs, particularly 
in the context of the recent regulatory changes, inflation-linked bonds, very-long 
dated conventional bonds, project bonds or specific derivatives better meet their 
requirements.  It seems highly likely that the expansion and increasing regulation 
of long-term investors in both developed and emerging countries will trigger the 
development of new financial instruments compatible with long-term investment. 
While long-term investors are the natural sources of growth financing, they are 
not necessarily capable of assuming all the associated risks. Establishing and/or 
developing national or supranational institutions that can partly assume or at 
least structure some of these risks and thus offer end-investors the products they 
need is therefore essential. Strict regulation of the new markets arising from this 
process will also be vital. 
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I. Wanted: long-term investors to finance growth 

Attracting long-
term investors 
from the private 
sector or in 
public-private 
partnerships  

It is hard to see how stable and sustained growth can be obtained without 
long-term investment in the innovative sectors and industries needed for the 
future, such as technology, the environment and renewable energy. But where is 
that investment to come from? The answer necessarily differs from one country 
to another. In a great many countries, especially in the developed world, severe 
constraints on public spending that have worsened since the crisis prevent 
governments from undertaking such investment on their own. Hence the 
importance of attracting long-term investors from the private sector or in public-
private partnerships. In other countries, many in emerging regions, governments 
do have enough financial leeway to invest and are actually doing so, notably via 
sovereign wealth funds (SWFs). 

Long-term 
investors want 
assets that 
generate regular 
cash flows, often 
linked to inflation 

Either way, the investors who today are capable of making a long-term 
commitment – whether public or private – are characterised either by very long-
dated liabilities (e.g. insurance companies, pension funds and some SWFs1) or 
by an absence of short-term financing needs (in theory, the case for many 
SWFs2). If we are serious about getting long-term investors to finance growth, 
we need investment products that meet their requirements. But what are those 
requirements? Leaving SWFs to one side – their constraints are usually less 
demanding – long-term investors such as pension funds, insurance companies 
and even households clearly want assets that generate regular cash flows, often 
linked to inflation.  

Recent regulatory 
changes strongly 
reinforce these 
needs, making 
long term 
investors very 
sensitive to short 
term losses 

Recent regulatory changes in the form of IFRS and Solvency II are 
reinforcing these needs, as they oblige pension funds and insurance companies to 
match their liabilities with their asset portfolio on a marked-to-market basis 
(Blome et al., 2007). This means they have to adopt asset-liability management 
strategies, often with a fairly long duration. In practical terms, this matching 
process may involve using a fixed income portfolio (with all the difficulties that 
implies, as it is not always easy to find appropriate bonds to cover very long-
dated liabilities3), derivatives, or a mixture of the two. The concept of using fair 
value to measure assets and liabilities while integrating all their risk factors is 
obviously a significant advance in these investors’ balance sheet management. 
But it is not without problems of its own that can actually hamper long-term 
investment. Quarterly or semi-annual analysis of the market values of assets and 
liabilities makes no distinction between short-term and long-term investment; it 
can force investors to rebalance their portfolios in a procyclical manner to meet 
their regulatory requirements, when their long-term objectives ought to permit 
purchases of less liquid risky assets. In practice, therefore, even long-term 
investors become highly sensitive to short-term losses. If we consider that their 
main distinguishing feature should be their ability to hold on to assets for a 
longer period than other market participants, and even play a countercyclical role 
during crisis periods, we clearly see the need to reflect on less severe constraints 
compatible with these characteristics. 
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II. Creating instruments better suited to long-term investors 

Equities are less 
appropriate for 
long-term 
investors’ needs 

In the circumstances just described, all assets whose future cash flows are 
highly uncertain (equities in particular) are much less appropriate for long-term 
investors’ needs. They offer little protection against inflation risk (Bodie 1976, 
Erb et al. 1995, Ang et al. 2011) and are extremely risky even in the very long 
term (witness the vigorous debate on time diversification, set out by Samuelson, 
1994). Long-term investors’ requirements are mainly concentrated in long 
duration assets generating fixed cash flows, and that usually cover inflation risk. 
So what instruments need to be developed? 

Inflation-linked 
bonds, very-long 
dated 
conventional 
bonds, project 
bonds or 
derivatives  could 
meet long-term 
investors  needs 

The inflation-linked bond market is an obvious candidate, fulfilling the 
needs of many long term investors (Barnes et al. (2010)). Limited essentially to 
government issuers at the moment, it could be extended to corporates as well. De 
Jong (2003) has shown that many pension funds have had to invest in equities 
because of a lack of liquidity on inflation-linked, markets which are often far too 
small to meet these investors’ requirements (even if liquidity conditions tended 
to increase in the past few years, Brière and Signori, 2009). A second candidate 
would be very-long dated conventional bonds. Most bonds available on the 
market have maturities of shorter than 30 years, and of these issues the majority 
are dated shorter than 10 years. An alternative to very long-term issuance would 
be a derivatives market able to match certain liabilities, hence the CME’s 
2009 initiative in favour of an ‘ultra T-bond future overlay’, aimed explicitly at 
the longer duration of pension funds’ liabilities. A ‘project bond’ market 
designed to finance very long-term infrastructure and other projects could also 
be developed. Ever since the financial crisis, private companies have struggled to 
arrange traditional investment projects financed by banks and insured by 
monolines, as they now look too risky for many investors. International 
institutions such as the European Investment Bank have a key role to play in 
overcoming this difficulty, as they can structure or bear part of the product risk 
offered to long-term investors and thereby offer them a more acceptable 
investment solution. Currently limited mainly to infrastructure, this market could 
be extended to other research and innovation-based projects.   

Asset Managers 
should also make 
better distinction 
between funds 
offered to long-
term or short-
term investors 

For their part, asset managers offer very few funds specially designed for 
long-term investors, and little distinction is made between investors’ investment 
horizons. The liquidity requirements of short-term investors, who can withdraw 
from a fund at any time, may penalise longer-term investors, who are not subject 
to these constraints and may be able to forego daily liquidity. A clearer 
separation between the types of funds on offer could take better account of long-
term investors’ needs. 

The growth of 
long-term 
investors may 
trigger financial 
innovations, but 
some public risk  
sharing and strict 
regulation will be 
required 

In the 1970s and 1980s, pension funds’ requirements were the driving force 
behind a large number of financial innovations and new products, such as zero-
coupon bonds, inflation-linked bonds and certain derivatives (Bodie 1991). It 
seems highly likely today that the expansion and increasing regulation of long-
term investors in both developed and emerging countries will trigger a similar 
response. But while long-term investors are the natural sources of growth 
financing, we should bear in mind that they are not necessarily capable of 
assuming all the associated risks. Establishing and/or developing national or 
supranational institutions that can partly assume or at least structure some of 
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these risks and thus offer end-investors the products they need is therefore 
essential. Strict regulation of the new markets arising from this process will also 
be vital. 

Notes

1. We could add households to this list, as increasing longevity and changes in the population pyramid are 
creating problems for pay-as-you-go pension systems. To an increasing extent, individuals are going to 
have to make long-term investment choices that generate regular cash flows over a lengthy retirement 
period in order to make up for inadequate state pension schemes. 

2. Although short-term financing requirements may appear during crises, when the government may 
requisition these funds’ assets to finance short-term debt (Bodie and Brière, 2011). 

3. Note also that many insurance companies’ liabilities include embedded options that cannot be hedged 
with a pure bond portfolio. 

References 

Ang A., Brière M. and Signori O. (2011), Inflation and Individual Equities, SSRN Working Paper 1805525.

Barnes M.L., Bodie Z., Triest R.K. and Wang J.C. (2010), A TIPS Scorecard: Are They Accomplishing 
Their Objectives, Financial Analyst Journal, 66(5), pp. 68-84. 

Blome S., Fachinger K., Franzen D., Scheuenstuhl G. and Yermo J. (2007), Pension Fund Regulation 
and Risk Management: Results from an ALM Optimisation Exercise, OECD Working Papers on 
Insurance and Private Pensions, No. 8, OECD Publishing. 

Bodie Z. (1976), Common Stocks as a Hedge Against Inflation, Journal of Finance, 31(2), p. 459–470.  

Bodie Z. (1991), Pension Funds and Financial Innovation, NBER Working Paper 3101. 

Bodie Z. and Brière M. (2011), Sovereign Wealth and Risk Management, Boston University School of 
Management Research Paper 2011-8. 

Brière M. and Signori O. (2009), Do Inflation Linked Bonds Still Diversify? European Financial 
Management, 15(2), pp. 279-297. 

De Jong F. (2003), Pension Fund Investments: Stocks or Bonds? University of Amsterdam Working 
Paper, May. 

Erb C.B., Harvey C. R. and Viskanta T.E. (1995), Inflation and World Equity Selection, Financial 
Analyst Journal, 51(6), pp. 28-42. 

Samuelson P.A. (1994), The Long Term Case for Equities, The Journal of Portfolio Management, 21(1), 
pp. 15-24. 



From:
OECD Journal: Financial Market Trends

Access the journal at:
https://doi.org/10.1787/19952872

Please cite this article as:

Bodie, Zvi and Marie Brière (2011), “Financing Future Growth: The Need for Financial Innovations”, OECD
Journal: Financial Market Trends, Vol. 2011/1.

DOI: https://doi.org/10.1787/fmt-2011-5kg55qw0v76f

This work is published under the responsibility of the Secretary-General of the OECD. The opinions expressed and arguments
employed herein do not necessarily reflect the official views of OECD member countries.

This document and any map included herein are without prejudice to the status of or sovereignty over any territory, to the
delimitation of international frontiers and boundaries and to the name of any territory, city or area.

You can copy, download or print OECD content for your own use, and you can include excerpts from OECD publications,
databases and multimedia products in your own documents, presentations, blogs, websites and teaching materials, provided
that suitable acknowledgment of OECD as source and copyright owner is given. All requests for public or commercial use and
translation rights should be submitted to rights@oecd.org. Requests for permission to photocopy portions of this material for
public or commercial use shall be addressed directly to the Copyright Clearance Center (CCC) at info@copyright.com or the
Centre français d’exploitation du droit de copie (CFC) at contact@cfcopies.com.

https://doi.org/10.1787/19952872
https://doi.org/10.1787/fmt-2011-5kg55qw0v76f

	PART I - Long-term Investment and Growth
	Financing Future Growth: The Need for Financial Innovations
	Wanted: long-term investors to finance growth
	Creating instruments better suited to long-term investors
	Notes
	References





