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The recovery in many ways looks real and durable—but it also looks uneven and, in some
cases, quite unpredictable. In this discussion, investment professionals from the public and
private markets discuss where they expect to see risks and opportunities in the year ahead.
This piece was adapted from a virtual panel discussion.
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Christopher: 2020 has been a year unlike anything we’ve seen. After one of the longest
expansions on record, the global economy suffered the most severe shock in recent history—
followed by a synchronized government response that defied most expectations. Let me start
with a sense of where we are in the bounce back, and why we’re looking at an uneven recovery.
Ricardo, are you worried that governments will take their foot off the pedal too soon?

Ricardo: That’s certainly a concern for us, and one of the biggest risks we face from a
sovereign perspective. Global debt was already rising prior to the pandemic and has gone up quite
a bit since its onset. As a result, we think there is a possibility that populations around the world
will pressure their governments to step back their debt issuance. If that happens, we would expect
the recovery across emerging markets to be weaker in the year ahead.

Christopher: What about in the public fixed income markets more broadly—Martin, are you
anticipating a string of defaults and bankruptcies in 2021?

Martin: We seem to be at a mid-point of sorts when it comes to the pandemic—while there
has been news around a vaccine, the timing and adoption remains to be seen, meaning there is
still much uncertainty around when consumption patterns may begin to normalize. Against this
backdrop, while defaults may increase going into 2021, we believe they will remain much lower
than peak-COVID forecasts.
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Our view regarding defaults is largely a result of markets being open—investors have been willing
to capitalize businesses, and central bank support, of course, has been a critical component of that.
As we navigate this environment, we believe it’s critical to assess and reassess companies from the
bottom up, and ultimately get comfortable not only with the price of their debt, but also with their
ability to survive long-term, potentially through an extended period of disruption. But again, now is
the time to question your assumptions, as data and headlines are constantly changing.

Christopher: Ricardo, what about in emerging markets—will we see a wave of sovereign
defaults next year?

Ricardo: While defaults have risen slightly this year, they have mostly occurred among two
types of countries. The first are countries that have run into greater difficulties and are unable to
pay their debt—Lebanon is one example.
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The second are countries that have chosen
to default, despite appearing able to meet
their debt obligations. The latter is largely
a result of the involvement of international

FIGURE 2:

A Widening Spread Between High and Low Quality Sovereigns
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markets, we’re witnessing perhaps more
divergence from country to country and
sector to sector than we’ve seen in recent
years—with the NASDAQ posting an
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around whether the market has potentially
run too far, we believe these short-term
effects are born out of far more meaningful
structural changes in how technology is
applied day-to-day, including how businesses
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shape the opportunity going forward.
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Christopher: Another part of the world that seems to have ample access to capital is private
investment markets. Mina, as an investor in the private equity space, how do you address
concerns that there is too much money chasing too few returns?

Mina: There have been plenty of headlines addressing capital raising in the private markets—
in the last couple of years, a significant amount of capital was raised on an annual basis (FIGURE 5).

FIGURE 5:
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But if you look more closely, the money being raised is predominantly with the larger end of the
market, targeting much bigger businesses. In fact, about 80% of the capital being raised is oriented
to funds over $1 billion, and roughly 60% is for funds above $5 billion. The smaller end, or the
lower middle market, represents a much lower portion of the capital being raised. We often find
what we view as the most attractive opportunities in this space, where there has been growth, but
at lower volumes than the larger end of the market.
FIGURE 6: A Majority of Recent Dry Powder is Concentrated in Large Funds
PE Dry Powder by Vintage Year and Fund Size ($B)
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It is also worth mentioning that in the U.S., there is a diverse universe of lower-middle market
companies that we believe are investible from a private equity standpoint—roughly 200,000. It
is in this part of the market where we believe the potential for outsized returns is greatest, not to
mention that it tends to be less correlated to the public markets than many of the larger funds.
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Christopher: And I’m sure in your world there’s also a lot of differentiation across sectors,
with some companies managing through this crisis better than others.

Mina: Indeed. 2020 has been slower from a deal volume perspective. Transactions have been
getting done, but they have been predominantly in the technology and health care sectors, where
companies have been able to maintain their cash flows.

Christopher: John, turning to you, what has the pandemic done to pricing real estate? Has the
crisis materially impacted risk-taking, given the long-term, buy-and-hold nature of the market?

John: What we’ve seen, and what I think we’ll continue to see, is increased volatility coupled
with some measure of inertia. Transaction volume has been relatively slow in the real estate
world, where with a few exceptions, bid-ask spreads are proving to be too wide for a lot of
transaction volume to flow. As a result, pricing is difficult to discover.

FIGURE 7:
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The volatility exists predominantly in the public market. For public real estate companies, we have
seen a dramatic decline in valuations as well as greater sensitivity to headlines. For instance, as
hope for a vaccine has increased, REITs recently rose by roughly 30% in a day—a significant move
after the steep decline earlier in the year.1 Ultimately, this volatility will likely lead to a divergence of
outcomes, which we think is going to lead to a variety of opportunities for real estate investors in
2021 from core to value-add.

FIGURE 8:

The Pandemic’s Real Estate Impact in Context
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1. Sources: Real Capital Analytics; NAREIT; NCREIF; Barings. As of November 11, 2020.
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Christopher: What has changed permanently when it comes to commercial real
estate, and what is your outlook on sectors like office and retail?

John: With respect to commercial real estate, it’s going to be an alpha-oriented market.
Ten months ago, values were continuing to go up, and it was very hard to distinguish
between good assets and great assets from a performance standpoint. As we turn the
corner, the potential for outperformance could be greater than it’s been in years.
From an office standpoint, we think the physical office will remain a central point of
working life, although many see it more as a center for collaboration than as an everyday
destination. In terms of retail, the industry has been badly battered, but we’re already
beginning to see green shoots among retail real estate owner-operators. Retailers are
very innovative in terms of how they utilize their physical locations. As the multichannel
delivery method begins to take hold, I’m probably more bullish around retail than others—
particularly when it comes to retail located in more densely populated areas.

Christopher: Speaking of adaptability, and turning back to you, Martin, there is
enormous pressure on some companies to adjust their business models and adopt new
technology and other tools to boost their efficiency. But with the pandemic, there are also
sectors like travel, hotels and live entertainment that have suffered what may be a lasting
blow. Do you think some of these trends are permanent?

Martin: In terms of more permanent trends, I agree with Ghadir’s comments about
technology. COVID has undeniably accelerated the digitalization of the economy, and
we would be remiss to assume that after almost a year of working from home, shopping
online, etc., we’re going to return to where we were. As John alluded to, office footprints
will change—and that’s going to have less obvious knock-on effects as well. The demand
for business apparel, for instance, may never return to what it was if fewer people are
working full-time in an office. Business travel, too, may remain more muted if fewer
meetings occur face-to-face.
Other industries are experiencing less permanent disruptions to business, and look
positioned to experience a more complete return to normalization once a vaccine has
been introduced and accepted—leisure hotels, for instance, should rebound as people
are once again able to go on holiday. Cinemas and entertainment may also experience a
stronger post-vaccine recovery.

Christopher: As companies look for ways to drive earnings growth, do you expect to
see a wave of mergers and acquisitions?

Martin: It’s certainly possible. I think a fair amount of M&A has been held back this year
due to the significant uncertainty surrounding the pandemic, but I wouldn’t be surprised
to see it pick up going forward. As businesses look at their core operations and their
non-core operations, selling non-core operations could be a quick way to return balance
sheets back to more moderate levels. Of course, it’s all about timing and how good the
market feels about those types of transactions.
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FIGURE 9:

New Institutional Loan Issuance for M&A ($B)

$400
$350
$300
$250
$200
$150
$100
$50
$0
2010

2011

2012

2013

2014

2015

Europe

2016

2017

2018

2019

2020 YTD

United States

SOURCE: LCD. As of November 6, 2020.

Christopher: One enduring change that was underway well before this pandemic was an
increasing focus on environmental, social and governance (ESG) issues. Ghadir, how has the
pandemic, coupled with the social and political changes we’ve seen across the globe, affected ESG?

Ghadir: The pandemic has certainly cast ESG issues into the spotlight, at a time when investors
are also becoming increasingly aware of the positive changes that can result from taking ESG
into consideration. Indeed, more and more investors are asking managers to invest not only for
financial return—although that remains paramount—but also to bring about positive outcomes in
terms of society, the climate and fair play. As a result, we expect the analysis and incorporation
of ESG to play an increasingly integral role in fundamentally understanding companies, issuers
and countries. To put it simply, ESG contributes to a more holistic view of an investment—it is
constantly evolving, to be sure, but we believe it will continue to shape how we invest in the future.

FIGURE 10:

ESG Ratings: Contrasting Developed and Emerging Markets
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Ricardo: That applies to countries as well. The pace at which ESG for sovereigns has been
developing is breathtaking. On the governance side, there is a critical need to understand how
sustainable different policies are—and then climate and environmental issues, of course, have
come to the forefront with issues like deforestation in the Amazon and droughts in Ethiopia. These
issues come up with investors, and there is a growing expectation for us as managers to engage
with different governments to promote a more positive ESG agenda.
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Ghadir: This is a very good point on engagement. When you analyze a company’s ESG
credentials, the direction of travel can be just as important as its current state. For this reason,
as we look to unlock value for our investors, we engage with companies and try and influence
positive change when it comes to ESG practices. Whether related to diversity and inclusion
practices, environmental footprint, the existence of a whistleblower program or any number of
other factors, engagement helps illuminate the risks and opportunities at hand, particularly those
that may not be apparent from traditional fundamental analysis.

Christopher: Along these lines, we’re now in a world where there is intense political focus on
inequality and diversity. Mina, how do these issues affect the investments that you make?

Mina: This year has certainly brought political unrest both to developed and emerging markets.
In the U.S., we believe the root of that unrest comes down to the wealth gap. In the early 1990s,
the median wealth for Black and Brown families was roughly $25,000 per family. Today, it’s about
the same. For white families, the median wealth in the 1990s was around $115,000 per family.
Today, it’s $175,000 (FIGURE 11).

FIGURE 11:
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As we invest in private equity, we think that there are opportunities to invest with women and
diverse-owned enterprises. According to data from the National Association of Investment
Companies (NAIC), private equity funds that invested with women and diverse enterprises over the
last 18 years have outperformed both their peers and the upper quartile of the benchmark (FIGURE 12).

FIGURE 12:

Diversity Can Lead to Private Market Outperformance
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“COVID has undeniably accelerated the digitalization
of the economy, and we would be remiss to assume that
after almost a year of working from home, shopping
online, etc., we’re going to return to where we were.”
Christopher: John, what about the real estate space—how do you expect ESG to shape the
opportunity going forward?

John: Similar to what others have said, we perceive ESG as a critical component of good
analysis and operation. There is a symbiotic relationship between the goal you’re trying to
achieve from an ESG standpoint and your goals with respect to leasing and retained occupancy.
If you think about factors like clean energy—which tend to also be efficient and highly desired
by tenants—there is a significant potential opportunity there. There are also notable risks for our
industry related to ESG—sea level rise, for instance, or risks related to storms, fires and floods
can affect the physical desirability of an asset. To that end, ESG will continue to play an integral
role in our process.

Christopher: As you can tell, my colleagues are not only thinking very deeply about these
issues, they are also watching closely how the investment opportunities are evolving around
them. As the pandemic risks abate, growth will continue and investments will deliver returns—
but it is not all sweetness and light. There are pockets of great promise and areas that will surely
struggle for the foreseeable future amid tumultuous politics, technological innovation and
evolving social values. Suffice to say, the opportunities in this cycle will be very different from
those in the last.
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