
 

 

 

 

 

M E G A - T R E N D S  I N  I N S T I T U T I O N A L  I N V E S T I N G :  G L O B A L  
T R E N D S  T R A N S F O R M I N G  T H E  I N D U S T R Y  T O D A Y  

 

HOST: Thank you for joining us for our podcast on mega-trends in institutional investing: 

global trends transforming the financial services industry today. With us today is Ray 

Carney, Manager of the Innovation Center at Northern Trust. 

The asset servicing industry is being driven by four key megatrends that are affecting 

institutional investors and investment managers. In this podcast, we examine all four 

trends and the environments in the United States and Europe that helped incubate 

each. 

Ray, can you begin by explaining how the four mega-trends emerged and what those 

are?  

RAY:  The asset servicing industry is at an inflection point now due to new challenges faced 

by institutional investors and investment managers all of which are more complex than 

any other time in the past 30 years. Due to the different financial challenges that 

current workers will face as opposed to previous generations, institutions responsible 

for investors and investment managers have to shift their focus to remain relevant. 

In this time of transition, four global mega-trends affecting the industry have emerged: 

(1) retirement funds are facing serious funding challenges largely from aging 

populations and shifting demographics worldwide, (2) institutions and fund managers 

are seeking to reduce their costs as they strategically realign themselves, (3) the asset 

mix within portfolios is shifting dramatically, and (4) a relentless demand for more 

public and private sector governance, compliance and transparency is increasing. 

HOST:  Tell us more about the first mega-trend: the fact that retirement funds everywhere are 

facing such serious challenges. 
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RAY:  A rapidly aging population around the world is leading to longer retirements and the 

need for more retirement funds. By the UN’s population projections, over 25% of 

Americans will be over the age of 60 in just 40 years.  Across northern Europe, Russia  

and China the percent of population over 60 years old will be even higher at nearly 

one-third.  Demographic trends also show that the number of workers supporting each 

pensioner has dropped precipitously. For example, the U.S. auto industry – often a 

leading indicator of overall trends – had 1.5 retirees for each current worker as of a 

few years ago. The perfect storm took shape as the higher benefits promised to retirees 

occurred simultaneously with escalating healthcare costs. As a result, these aging 

populations – who were promised and are expecting good retirement benefits – will 

put considerable pressure on pension and health care systems worldwide.   

HOST:  What can be done to ensure that the pension plans are adequately funded for the new 

generations?  

RAY: One significant response to these challenges has been the move from defined benefit 

plans to defined contribution plans and collective savings plans. Faced with the 

interconnected problems of pension promises, volatile asset values, rising liabilities 

for retirees and adverse demographic and economic developments, many retirement 

funds are choosing to reduce risk by shifting to defined contribution plans or collective 

savings plans instead. Another response has been the renewed focus on the liabilities 

in retirement funds.  Two indications of the seriousness pension managers now have 

toward that floating iceberg of liabilities are the popularity of liability-driven investing 

strategies (or “LDI”) and a steadily increasing number of frozen Defined Benefit 

plans. We see LDI as a wave moving from east to west, having been triggered by 

pension and accounting rules changes first in Europe and the UK, and more recently in 

the US. 

HOST: Let’s discuss the second trend in regards to institutions and fund managers seeking to 

lower costs. 

RAY: During the past few years, industry participants have suffered higher costs and lower 

margins, and are acting strongly in response. The combination of choppy investment 

markets, a period of historically low interest rates and the threatening growth of high 

pension liabilities have been a powerful impetus for institutional and fund managers to 

lower costs. 
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HOST: What can institutions and fund managers do to lower costs? 

RAY: Well, the most obvious and common way to reduce costs is outsourcing. Many 

investment management firms have concluded they really need to keep their strategic 

focus and resources on their front office, which generates their revenue and profits.  At 

the same time they are looking at the logic of outsourcing many of their middle- and 

back-office functions as a way to manage costs and tap into specialized processing 

providers. This focus on core competencies creates the capacity to innovate new 

investment products and distribution channels. Outsourcing the operations relieves the 

organization of keeping pace with advances while taking advantage of an outsourcer’s 

scalability for growth and global expansion.   

 There are a few facts to back this up. Outsourcing is estimated to reduce investment 

management firms’ long-term service costs by as much as 30%-40% per year. Annual 

growth rate estimates for investment manager operations outsourcing range from 12% 

to 20%, depending on the source.  So you can see this is a trend likely to continue to 

play out over a long period of time. 

HOST: What can you say about the third mega-trend? 

RAY: Well, there has been a profound shift in asset mix in both institutional and retail 

portfolios over the last several years. We see large allocations to sophisticated 

alternative assets and new investment strategies. Dissatisfied with market performance 

and driven by heightened risk management needs, investors are turning to 

nontraditional investments in search of higher, non-correlated returns. To meet that 

need, alternative investment vehicles and structures have evolved.  

HOST:  Why don’t you briefly list the different alternative investment vehicles available? 

RAY: In this industry, alternative investments are now practically mainstream. Once thought 

of as “nontraditional” investments - private equity, hedge funds, property, quant 

strategies and derivatives are all common in institutional portfolios. We are seeing 

steadily rising commitments to commodities and infrastructure investing as well. 

Foundations and endowments in the U.S. lead this trend of shifting toward alternative 

assets, with some of the larger US university endowments generating eye-popping 

returns over the last several years.  
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 At the same time, a desire to reduce costs has caused some investors to shift away 

from traditional actively managed funds into enhanced index funds and exchange 

traded funds (ETFs). Also, an increased pressure to match pension plan liabilities to 

plan assets is driving a shift towards fixed income investments and liability-driven 

strategies. And finally there has been an increase in cross-border trading driven by an 

increasingly open world.  

HOST: Let’s now talk about how the demand is increasing for private sector governance, 

compliance and transparency which you identify as the fourth mega-trend. 

RAY: Regulatory reporting requirements are increasing in many countries in response to 

growing interest in tighter corporate governance and accountability. The Sarbanes-

Oxley Act of 2002 in the U.S. and the IFRS international accounting standards are just 

two of many changes forcing investors into a more complex and costly regulatory 

environments. Other enforcements include Basel II and, in Europe especially , the 

Markets in Financial Instruments (MiFID).  

 A very interesting phenomenon that is a response to this mega-trend is the growth of 

Socially Responsible Investing programs  (SRI) in institutional and retail investment 

portfolios.  SRI is another wave moving from east to west, it has taken a firm hold in 

many European countries and is beginning to enjoy broader acceptance in the US. All 

of these changes carry their price and the impact can be significant.   But theoretically 

all of the changes are for the better, to protect workers’ pensions and to help investors 

understand more clearly the companies and markets they invest in. 

HOST:  Ray, do you have any final thoughts you’d like to share? 

RAY: Well, uncovering these trends and challenges as part of our ongoing research and 

conversations with the market was the easy part – they really are no secret. On the 

other hand, charting the best course of action for your organization will be difficult. 

Analyzing the implications and undercurrents in these trends, the “micro-trends” if 

you will, helps us understanding future issues and feeds into an organization’s 

decision-making processes.  The benefits and drawbacks of your firm’s likely 

reactions will provide the information you need to respond quickly and effectively in 

this challenging environment. 
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HOST: Thank you Ray for sharing your thoughts on the challenges facing the institutional 

investing industry today. 

RAY: Well, thank you; it’s been my pleasure. 

HOST: We hope that you have enjoyed this podcast.  Be sure to download a copy of the 

companion green paper at www.northerntrust.com. 

  

LEGAL, INVESTMENT AND TAX NOTICE: This information is not intended to be and should 
not be treated as legal advice, investment advice or tax advice. Clients should under no 
circumstances rely upon this information as a substitute for obtaining specific legal or tax advice 
from their own legal or tax advisors. 

OPINIONS EXPRESSED are those of the author, do not necessarily reflect the opinions of 
Northern Trust Corporation, and are subject to change without notice. Information has been 
obtained from sources believed to be reliable, but its accuracy and interpretation are not 
guaranteed.  

Northern Trust is authorized and regulated in the United Kingdom by the Financial Services 
Authority. 

© 2007 Northern Trust  

IRS CIRCULAR 230 NOTICE: To the extent that this message or any attachment concerns tax 
matters, it is not intended to be used and cannot be used by a taxpayer for the purpose of avoiding 
penalties that may be imposed by law. For more information about this notice, see 
http://www.northerntrust.com/circular230. 
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