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Perspectives

The second quarter of 2020 proved to be as eventful as the 
first, with slow economic results being largely ignored as 
markets rallied. GDP growth for the quarter is expected to 
come in at -35.5% YoY, though 3Q GDP projections indicate 
a significant rebound is expected as the country begins to 
reopen to “the new normal.” In addition, the unemployment 
rate came in at 11.1%, down from the April peak above 14%. 
Below are some highlights from the quarter:

 � Countries around the globe began reopening businesses amid fears of a 
second wave of COVID-19 infections.

 � Daily infections reached a new high in the United States at more than 50,000 
per day, causing some states to roll back their reopening plans.

 � Weekly initial claims for unemployment insurance have continued to trend 
downwards.

 � Additional fiscal and monetary stimulus are expected in the second half of 
the year, bolstering markets.

COVID-19 has proven to be a potentially long-lasting concern as it remains to 
be seen whether we are in for a V-shaped or U-shaped recovery. Economic 
data is improving slowly, though markets have seemed to shrug off some of the 
negative news as the S&P 500 moved into positive territory over the one-year 
period. Though it may have fallen into the background due to COVID-19, 2020 is a 
presidential election year. Uncertainty surrounding the election will undoubtedly 
have an impact on forward-looking expectations. We analyze what all of this 
means for each asset class in the remainder of this newsletter.
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FIXED INCOME
Fixed income performance in the second quarter was nearly a mirror image of first-quarter declines 
as a result of government stimulus, vaccine progress, and reopening of economic activity. Notable 
developments in the second quarter include Moderna’s announcement that its vaccine successfully helped 
healthy adults produce antibodies and NIAID Director Fauci’s announcement that Moderna’s vaccine is 
on track for Phase III set to start in July and that Moderna will be making 100 million doses in tandem to 
be available by November/December. In addition, the Fed committed to zero rates as well as continued 
QE and announced its expectation that GDP will rise and unemployment will fall next year. The U.S. 
government also announced that it would fund three vaccine programs (Moderna, Oxford/AstraZeneca, 
and J&J). In mid-June, the Fed started buying individual corporate bonds as part of a $250 billion facility 
to support market prices. It has thus far invested only a fraction of the facility and still has a long way to 
go. Meanwhile, new cases have been spiking since mid-June because of the reopenings and protests but 
recoveries remain high and deaths remain low despite the average incubation period averaging one week. 
The 10-year tumbled from 1.92% at the end of last year through the panic to end 1Q at 0.70%. In the 2Q 
rebound, it rose to a peak of 0.91% in early June but ended 2Q at 0.66% amidst the resurging cases. The 
Agg returned 2.9% in 2Q and 6.1% YTD. Bank loans are up 9.7% in 2Q and -4.8% YTD, high yield up 10.2% 
in 2Q and -3.8% YTD and emerging markets debt has returned 12.3% in 2Q and -2.8% YTD.

Opportunities in Fixed Income: 

 � 3Q so far shows further progress with Pfizer/BioNTech’s announcing their positive vaccine candidate 
results and their expectation to have a vaccine ready for full approval by the end of the year. However, 
this good news is tempered by Japan’s second wave, record deaths in Florida and Texas, and the 
virus found in shrimp shipments. The focus remains on the vaccine as the permanent solution; the 
optimistic news around vaccine development partly explains why markets have continued to rally. 
Oxford/AstraZeneca is now in Phase III. Moderna, Inovio, Pfizer/BioNTech, and a few others are 
all gearing up for Phase III in the coming months. Moreover, the government still has runway for 
providing economic support. Our debt-to-GDP at roughly 160% is not yet at Japan’s 200% debt-to-
GDP. 

 � Fallen angels and downgrades have abated, a reassuring sign that the global economy is reopening 
and perhaps returning to normal, though the recent surge in cases — particularly in the U.S. — gives 
some pause to this outlook. Consumer spending, job postings, and small business employment are 
all on the upswing. Despite the furloughs, the U.S. consumer is in moderate shape as foreclosures 
as well as bankruptcies remain low and while student loan delinquencies remain high, delinquencies 
remain low for mortgage, HELOC, auto loan, and credit card debt. Lastly, financial market liquidity 
has reverted to normal levels.

 � Spreads have tightened notably from their March peaks but are still wider than average for plus 
sectors such as bank loans, high yield, and EMD. Entry points for these sectors remain attractive —
though not as elevated as late March/early April — and we encourage clients to be mindful of spread 
movements as they contemplate further additions to each of these. Opportunistic strategies such 
as stressed sub-investment grade credit, energy credit, and convertible arbitrage may be worthy of 
consideration for clients who are best positioned to take advantage of such offerings.

Risks in Fixed Income: 

 � A second wave would likely widen spreads and drive rates lower; negative rates in the U.S. are not 
completely out of the question but at this point remain a remote possibility. Many credit strategies 
are focusing on high quality BB-rated credits and still avoiding energy to help mitigate downside 
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risks. Japan’s negative rates have been shown to hurt its banks and the prospects of negative rates 
here in the U.S. remain low. Fed Chair Powell is extremely averse to negative rates and the Fed will 
fight negative rates with any means necessary.

 � As the economy recovers, a steepening curve might detract from a long duration stance. However, 
we continue to recommend maintaining core bond allocations for their principal protection. We 
find that certain core bond strategies have a steepener stance by being underweight duration while 
others are overweight duration as a hedge to their overweight in credit.

 � Defaults continue to climb and there is concern of a CLO sell-off of CCC’s. There is a divergence 
between higher quality credits, which continue to do well, and lower quality credits — especially those 
in industries faring worse due to the lockdowns such as energy, travel, and retail — that continue to 
deteriorate. Security selection by fixed income strategies will be paramount in the second half.

 � The maturity wall for bank loans and high yield is fairly far off but it is somewhat closer for EMD, 
meaning EMD has a higher risk of stress in the next couple of years if the pandemic has not cleared 
by then.

 � High yield issuers’ use of proceeds for acquisitions/LBOs remains low — a good sign — but for bank 
loan issuers it has upticked, which is concerning. CCC/2nd lien issuance remains low — a positive.

 � Default rates for bank loan and high yield are ticking up but previously through the 2008 housing 
crisis, spread tightening started much earlier than default peaks and we would recommend remaining 
invested in these plus sectors.

We recommend maintaining strategic allocations within fixed income portfolios and remaining diversified 
in order to capture the upside in a recovery but provide for principal protection if the market legs down 
due to a second wave or failure of the vaccine candidates. Valuations generally remain attractive while 
fundamentals and technicals are generally moderate. We continue to focus on a vaccine as the permanent 
solution with government stimulus and the right balance of lockdowns, social distancing, and reopenings 
to be temporary solutions until we achieve that vaccine. Overall expectations for fixed income portfolios 
are that they continue to provide diversification, principal protection, and liquidity for investors.

U.S. EQUITY
After falling into a bear market during the first quarter of 2020, U.S. equity markets rebounded sharply 
in the second quarter. As Congress announced a massive fiscal policy and the Fed dusted off its 2008 
playbook, a new bull market took hold despite record high unemployment, cratering industrial activity, 
and free-falling corporate earnings. The S&P 500 closed the second quarter up 20.5%, gaining 38.6% from 
the market trough on March 23rd and is just 3% off year-to-date. 

In some ways, the recovery has been just as unloved as the actual bear market. However, investor disbelief 
and doubt are not uncommon early in the recovery. This rally has become the best ever, topping 1982’s 
35.1% return and 2009’s 34.8% return, all while over $4 trillion sits in money market funds. Seemingly, equity 
returns could be even higher if more investors entered the market. In addition, investors are cautious of 
the rebound since we have not seen the usual series of bear market rallies that typically accompany bear 
markets. Lastly, investors are also worried that we have not seen a meaningful change in market leadership 
(i.e., large-cap versus small-cap, growth style versus value style) or sustained and wide market breadth, 
which typically occurs after the dust settles. 

Markets do what they do best in times of uncertainty and bad news, which is to look forward. Markets 
looked past 16% unemployment and towards the flattening of the COVID-19 infection curve to support 
the initial rebound. Then markets looked towards state reopenings and vaccine progress to extend the 
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rally. Markets have overlooked a 20%+ earnings decline in 2020 and towards an expected 28.5% earnings 
growth in 2021. Given a resurgence of COVID-19 infections as the U.S. has reopened, it is more difficult to 
see what investors will cling onto to support further equity gains. 

There is no way to tell how long the market rally will extend without a solid rebound in economic activity 
and financial fundamentals. What we can tell is that the next few months will be volatile. Indicators like 
the VIX and interest rates are off their 2020 high and low (respectively), but they are still at levels that 
necessitate caution. In the short term, we can be sure that the path to the U.S. presidential election, 
economic reopening, and ultimately, a vaccine is sure to be bumpy.

Opportunities in U.S. Equity: 

 � Despite having their best quarter since 1991, small-cap stocks continue to trade at a ~30% discount 
to larger-cap stocks. Small-cap stocks first started showing signs of distress in 2018 and are typically 
the first to signal that a recovery is underway. As larger-cap stocks become more fully valued and/or 
the economy continues reopening, smaller companies should benefit.

 � The strong performance of mega-cap FAAMG (Facebook, Apple, Amazon, Microsoft, and Google) 
stocks and growth stocks has supported the S&P 500 rebound. However, we may be approaching 
limits on relative outperformance if the “work from home/stay at home” culture starts to wane.

 � Economically-sensitive cyclical stocks have seen sharp declines as the economy halted. We expect 
these stocks to benefit the most from a normalization of the economy. 

Risks in U.S. Equity:

 � A resurgence in COVID-19 infections as well as a potential second wave in the autumn may lead to 
a re-closing of the economy. We would expect equities to face downward pressure if there were a 
reinstatement of quarantine measures.

 � The upcoming U.S. election is starting to come into focus. We typically see positive market 
performance leading up to the election although with increased volatility.

 � One of the potential long-term implications of the COVID-19 is a reduction in global trade and more 
domestically-oriented supply chains. In the U.S., this may manifest itself as renewed trade tensions 
with China. 

NON-U.S. EQUITY
Despite a continuation of pandemic-induced market volatility, international equities experienced a sharp 
rebound in the second quarter of 2020 as signs of slowing COVID-19 cases in Europe and China, advances 
in vaccine developments and trials, and a tempered but gradual economic reopening buoyed the market.  
All major indices posted a positive quarterly return, with the MSCI EAFE up 14.9% and MSCI Emerging 
Markets up 18.1%. On a year-to-date basis, however, international equities were still broadly negative. With 
China leading the economic restart charge, emerging markets (-9.8%) outperformed developed markets 
(-11.3%). Across both emerging and developed markets, large-cap stocks outperformed their smaller peers.  

Market volatility in the second quarter was predominately fueled by regional progress on flattening the 
coronavirus curve and the gradual reopening of economic activity. Within continental Europe and China, 
we have seen the rate of positivity and virus deaths decrease dramatically.

While improving from the first quarter, macro fundamentals still point to broad global growth contraction.  
The International Monetary Fund has revised its global GDP growth estimate to -4.9%, down from the initial 
pandemic estimate of -3.0% in April. The JPMorgan Global Composite PMI Index still sits in contractionary 
territory at 47.7 as of June 30th.
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We have seen a continuation of unprecedented monetary and fiscal stimulus in response to COVID-19, with 
packages or key rate cuts in more than 20 developed and emerging countries. Of note, on June 3rd in a 
marked switch from its strong austerity history, Germany launched a €130B stimulus package, amounting 
to 13.3% of its GDP. 

Opportunities in Non-U.S. Equities:

 � Accommodative central banks have bolstered the market from immediate pandemic effects. We 
are still seeing new market-friendly fiscal packages and rate cuts announced weekly, which should 
continue to provide a level of business stability in the coming months. 

 � Continued economic reopening of the Eurozone. Like the United States, we have seen an uptick 
in European consumer spending as Germany, France, and Switzerland opened from quarantine in 
May. Retail sales in Eurozone increased 17.8% in May, and with the lack of any major new coronavirus 
outbreaks within the bloc, consumer confidence is likely to increase. Also, spending is in part 
supported by government programs that supported business and maintained employment.  

 � Negotiations on post-Brexit trade deals have proceeded despite a failure to agree on key issues like 
fisheries, as well as the overall pandemic. On June 15th, Prime Minister Boris Johnson and European 
Commission President Ursula agreed to no extension of the Brexit transition beyond December 31st, 
2020. This adds a level of certainty that trade negotiations will be finalized by the end of the year.

 � China continues to lead the economic restart post-pandemic. China not only held up during the 
drawdown but also managed to expand manufacturing activity in the second quarter; Caixin/
Markit manufacturing PMI posted 51.2 in June. Economists are increasingly optimistic about China’s 
economic recovery, with an expectation that GDP will expand at 1.5% in 2Q2020 (according to 
Bloomberg’s monthly survey of leading economists). 

Risks in Non-U.S. Equities:

 � A second, unconstrained wave of COVID-19 in the fall/winter would likely cause both international 
and domestic markets to plunge. It should be noted that in the most comparable pandemic in history, 
the second phase of the Spanish flu a century ago was deadlier than the first. Fortunately, there have 
been extraordinary advances in the worldwide race to develop a COVID-19 vaccine by next year, with 
over 135 vaccines being developed and 23 human trials.1

 � Relative to U.S. equities, non-U.S. equities are generally more cyclical and reliant on global 
economic growth. A continued global economic slowdown is likely to disproportionately impact 
non-U.S. equities.

 � Virus-induced recessions are inevitable around the world. In May, Germany posted a second 
consecutive quarter of negative GDP growth (-2.2% in 1Q20, -0.1% in 4Q19). Also in May, Japan 
officially fell into recession for the first time since 2015 after recording a 3.4% fall in GDP for 1Q20, 
which followed a 6.4% decline in 4Q19. The Eurozone is forecasted to face a deeper recession this 
year than expected; the European Commission announced on July 7th that it expects the EU bloc of 
27 countries to shrink by 8.3% in 2020.

 � Despite signing the Phase One trade deal in January, the U.S.-China trade war continues to be 
contentious and will drive further global trade uncertainty. Both countries have escalated beyond 
trade threats to accusatory claims of failures to stop coronavirus spread, regulatory moves aimed 
at protecting market share and blocking each other’s companies (i.e., China Mobile and Huawei), 
barred flights from the U.S. into China, sanctions of U.S. officials, and expelling American journalists.
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 � Negative earnings revisions. While the worst-case scenarios are likely built into analyst models for 
developed markets, there may be further earnings revisions if there is a second wave that causes a 
another global shutdown. There are also pockets within emerging markets, specifically Brazil and 
India, that have been experiencing rising COVID-19 cases, and thus we would expect more downward 
revisions.

HEDGE FUNDS
Hedge funds concluded a volatile first half with solid gains across most sub-strategies. As a group, hedge 
funds are down -3.5% year-to-date, having recovered 70% of first-quarter losses over the last three months. 
Nearly half of all hedge funds posted positive performance through the first half of the year, with the top 
quartile of funds up 15%. Equity hedge strategies modestly underperformed the broader peer group in 
the first quarter, but rebounded faster in the second, recovering 80% of losses and bringing year-to-date 
returns to -2.9%. Event driven strategies continue to lag the broader group after a particularly tough March 
when merger arbitrage spreads hit levels not seen since the Global Financial Crisis. Macro strategies, 
which tend to be less correlated with the broader markets, are -1% year-to-date. Credit strategies as a 
group ended the first half in line with their peer set, a welcome outcome given the sharp liquidity crisis 
experienced earlier this year.

Opportunities in Hedge Funds:

 � Hedge funds should be best positioned to manage the uncertainty and volatility in the market — 
to both provide diversification and relative protection from unpredictable market swings as well as 
generate alpha from both the winners and losers created by COVID-19.

 � The virus and its economic toll have created a more robust opportunity set for stressed and distressed 
credit investors.

 � An elevated VIX Index, especially paired with a calmer equity market, position Volatility Risk Premium 
strategies for strength.

Risks in Hedge Funds:

 � Hedge funds generally perform best when market dispersion is highest and may struggle to the 
extent that macro and other external factors drive the market.

 � Certain hedge fund sub-strategies may face a more restricted opportunity set, with potentially fewer 
new M&A deals impacting arbitrage strategies, and near-zero interest rates affecting certain macro 
strategies. 

 � Certain credit assets may recover from March’s liquidity crisis more slowly, and potential redemptions 
may shift credit strategy exposures to more illiquid assets.

It is no secret that hedge funds have struggled to keep up with the equity bull market over the last several 
years. While no one has a crystal ball, it seems unlikely in the wake of COVID that we return to similar 
patterns. Hedge funds, with their more flexible investment mandates and ability to go long and short 
securities, should be best positioned to navigate and generate alpha in this new environment. Hedge 
funds can help diversify portfolios, reduce volatility, and improve risk-adjusted returns, particularly in the 
current environment of extreme market stress and uncertainty.

1 The New York Times’ Coronavirus Vaccine Tracker as of July 13, 2020. Accessed here.

Source: Hedge Fund Research, Inc.

https://www.nytimes.com/interactive/2020/science/coronavirus-vaccine-tracker.html
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REAL ESTATE
As we have seen in past market downturns, almost all risk assets feel some degree of pain as correlations 
trend towards one and returns drift downwards in seemingly perfect harmony. In the case of private 
real estate, the repercussions are just beginning to be felt, particularly for the sectors hardest hit by the 
outbreak. The impacts from COVID-19 on the real estate sector will ultimately vary by property type, 
geography, and risk profile. For example, assets with short lease durations and heavier operating business 
components including hospitality (daily) and co-working office (monthly) as well as assets that rely on foot 
traffic — such as entertainment, food & beverage, and destination retail — will be more affected.

Office
34%

Apartment
27%

Industrial 
19%

Retail
16%

Source: NCREIF  as of March 31, 2020

Exhibit 1:  NFI-ODCE Index by Property TypeThe real estate market is experiencing short-term 
credit issues, uncertainty, and market volatility which 
are expected to create a near-term slowdown in 
transaction activity. The lack of transaction volume, 
comparable sales, leases, and loan originations 
collectively have made it difficult for appraisers to 
adjust valuations. The preliminary NFI-ODCE returns 
for the second quarter were recently released, with 
the ODCE producing a total gross return of -1.55% 
and a total net return of -1.74%.   

Going forward, expect flight to quality with investor 
activity focused on the highest quality assets in the 
best locations. Anticipate peak-to-trough valuations 
to drop approximately 10% for high quality core 
assets in major markets over the next few quarters. 
As a reminder, the real estate valuation process 
for core funds includes third party independent 
external valuers for 100% of the assets. This process 
is administered predominantly through Altus with oversight by the real estate firm’s internal valuation 
management team and investment professionals. As a result of this process and because private real 
estate is not publicly traded, the asset class experiences delays in valuation adjustments relative to public 
market equivalents.

Opportunities in Real Estate:

 � Secondaries have become more attractive as a liquidity provider for attractive assets at significant 
discounts. Additionally, with existing travel limitations and a quicker deployment pacing should 
allow most funds to take advantage of this market dislocation. Fund focus, resources, and size are 
important selection criteria.

 � Distressed is more attractive following a significant slowdown in economic growth, but quality 
opportunities remain limited. An opportunity to purchase high quality assets at an attractive price 
may exist as a result of forced sellers meeting liquidity needs. 

 � Real estate debt: Certain real estate lenders are under duress and will need to sell individual loans or 
pools of loans, creating opportunities in “loan-to-own” and rescue recapitalization situations.

Risks in Real Estate:

 � Property operations: real estate landlords continue to monitor and manage their respective 
funds’ properties during this challenging environment, working in close collaboration with asset 
management, property managers, and tenants in order to maximize operations and manage risk. 



8

 � Rent collections: April and May experienced shortfalls in rent due to the impacts of COVID-19. In April, 
total rents collected among the real estate properties in the All Open-End Fund Index accounted 
for approximately 80% with retail experiencing the lowest, 36%. In May, overall rent collections were 
similar to the prior month with 79% across all major property sectors. 

Source: NCREIF

Exhibit 2:  May 2020 Fund Rent Collection Rates

Percentiles

Value-weight Equal-weight 75% 50% 25% Dispersion

Apartment 92.7% 92.8% 94.2% 93.0% 92.0% 2.2%

Industrial 84.2% 85.1% 89.9% 83.8% 79.4% 8.5%

Office 87.5% 86.3% 90.8% 87.1% 82.5% 9.1%

Retail 35.8% 47.4% 53.1% 43.4% 36.9% 17.1%

Other 91.1% 91.0% 93.5% 91.8% 88.2% 5.8%

Total 79.0% 80.5% 86.0% 81.9% 78.9% 6.4%

 � Liquidity: While the open-ended core real estate funds offer quarterly liquidity during normal times, 
market events such as the GFC in 2008 and the current COVID-19 pandemic often result in fund-
wide redemption gates. The lack of transactions in the market and uncertainty from the impacts 
of COVID-19 have led to a freeze in distributions from redemption requests. We would anticipate 
the lack of liquidity to persist throughout the remainder of the year or until the dust settles and 
transactions pick back up.  

 � Hospitality & Retail: Immediate drop-off in revenue resulting in severe NOI declines. Rent and interest 
payments expected to be deferred. 

 � Office: Short-term credit issues with potential longer-term changes to the sector (e.g., densification 
and shift to suburban office from CBD). 

 � Senior housing: Dramatically higher mortality rates for those 60+ years old creates serious challenges 
for senior housing operating companies in the near term, especially with regard to staffing. Skilled 
nursing, in particular, is expected to experience challenges. 

Longer-term we expect a recovery to take hold but the impact to private real estate over the next few 
quarters rests largely on how quickly economic activity resumes, particularly if we experience a second 
wave and another lockdown, and the extent to which rent payments are not made by building tenants. Of 
particular concern are the sectors with substantial exposures to travel and retail since people are largely 
staying at home and traveling significantly less. Due to the lagged nature of real estate returns, the impacts 
will trail the equity and bond markets, and when those markets begin to recover, real estate will likely trail, 
similar to past crises such as the Global Financial Crisis. Although short-term performance challenges 
loom, the long-term thesis for private real estate remains and once the pandemic is over should continue 
to be an accretive component to portfolios from both a diversification and return perspective.

INFRASTRUCTURE
Infrastructure has not been completely immune to the global pandemic and certain sub-sectors have 
already been more impacted than others. For example, GDP-sensitive assets such as airports, ports, 
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and terminals have been negatively impacted by the coronavirus as a result of lower traffic and volumes 
from economies shutting down. On the other hand, regulated and contracted assets have held up well 
during the crisis, particularly utility companies that provide everyday needs to consumers such as heat 
and electricity. In terms of the timing of the recovery across sectors and geographies, we continue to see 
significant uncertainty and the current environment makes it difficult to quantify the expected impacts 
from COVID-19.

Opportunities in Infrastructure:

 � Despite the market downturn, there are still trillions of dollars needed for infrastructure investments 
globally which continues to drive demand for the asset class. 

 � Distributed/regulated assets: heat, water, and electricity remain essential to daily life whether at 
home or at work, and regulated businesses generally have an obligation to serve customers during a 
pandemic. These businesses are expected to be less affected than other market segments.

 � Contracted/Power: Solar, wind, and natural gas generation businesses generally have long-term 
contractual agreements with investment grade counterparties and are expected to fare well during 
this crisis. 

 � Assets such as cell towers, data centers, and fiber are well-positioned as these companies are well-
capitalized and enjoy the benefits of data growth and regulated utilities’ revenues generally have no 
link to the pricing or volume of the underlying commodity be it water, electricity, or gas. 

 � Storage: lower commodity prices, particularly crude oil, have led to an increase in demand for storage 
businesses.

Risks in Infrastructure:

 � GDP-sensitive assets such as airports, ports, midstream energy, toll roads, rail, and marine shipping 
are more economically sensitive and will face further headwinds until economic growth rebounds. 

 � Generally speaking, any infrastructure asset that is either volume-based or commodity-linked will 
face performance challenges over the next 6–12 months.

Overall, infrastructure is expected to be less sensitive to the broader market and economic movements, 
however the asset class is not completely protected. Highly diversified infrastructure equity strategies 
with primarily contracted and regulated exposures in high income OECD economies should be better 
positioned than those with GDP-sensitive (both volume-based and commodity-linked) assets.

PRIVATE EQUITY 
Overall, private equity continues to reward investors with outperformance as compared to other asset 
classes over a longer-term horizon and investors continue to increase overall allocations as they search 
for higher return opportunities. Currently the public to private market valuation disconnect is as wide 
as we have experienced, with capital being deployed on average at ~9.8x within private market buyout 
transactions and with the Russell 3000 trading at ~15.1x. This widening valuation disconnect provides a 
strong relative value opportunity for investors and vintages following market corrections have historically 
produced the strongest returns for private equity investors.  

Though there is some concern about levels of dry powder and elevated private market multiples, we 
believe much of this risk can be managed through appropriately constructed private equity programs.
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Opportunities in Private Equity:

 � The number of private equity-backed businesses throughout the U.S. continues to grow and the 
operational stress caused by the most recent economic pullback is likely to cause many more 
businesses to seek private equity capital over the next few years.    

 � The current environment has accelerated the consumer adoption curve for many private emerging 
technology and innovative service businesses.

 � Overall valuations have decreased slightly with average middle market transactions through May at 
9.8x EBITDA, down from 10.1x in 2019. Small buyouts remain in our view the most attractive segment 
of the market due to a greater level of persistent inefficiency and more reasonable valuations with 
average EV/EBITDA multiples on transactions under $100 million at 7.6x through May of 2020.

 � U.S. private market opportunities continue to be more attractive than international opportunities 
due to the depth of the market, more stable underlying fundamentals, and lack of currency risk.

 � We expect 2020 private equity commitments will likely produce strong absolute and relative returns 
for investors, but caution that manager selection will be critical to navigating these operationally 
difficult periods within the private markets.

Risks in Private Equity:

 � The current economic slowdown has significantly impacted the operations of many smaller businesses; 
with weaker balance sheets than most larger companies, many private market companies are poorly 
positioned for a continued shutdown or second wave to this crisis.  

 � The growing level of dry powder within the industry continues to warrant the attention of investors. 
Middle market funds have benefited the most from the strong inflows of capital into private equity 
(80% of fundraising), pushing dry powder to significantly elevated levels, with public market valuations 
and increased competition driving acquisition multiples higher.

 � New or emerging managers have experienced an increasingly challenging fundraising environment 
as LPs have been less willing to approve new commitments and more willing to re-up with managers 
who have proven platforms. 

 � With increasing market segmentation, caution is warranted when looking at industry metrics. 
Transparency and benchmarking across the industry remain limited. 

Private equity remains an attractive and growing allocation for most institutional investors as an asset class 
that continues to deliver strong returns. The relative fundamentals are still strong and provide a compelling 
opportunity for investors to accelerate their investment pace or raise their long-term allocation target in 
order to benefit from the illiquidity risk premium provided by these private investments. 

PRIVATE CREDIT
It would not be unfounded to describe the events in year-to-date 2020 as “unparalleled,” occurring 
“once in a generation.” On Q1 2020 earnings calls executives mentioned the word “unprecedented” over 
600 times, eclipsing the previous 2008 record of approximately 400 separate earnings calls.1 Due to the 
COVID-19 pandemic, in March the Dow Jones Industrial Average, the Nasdaq Composite, and the S&P 500 
ended their historic 11-year bull run. As COVID-19 tightened its grip on the United States, many states and 
cities mandated stay-at-home orders to stem the spread of the virus. As a result, air travel fell to all-time 
lows,2 restaurants and stores closed indefinitely, and hospitals stopped conducting voluntary procedures. 
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The month of March marked the worst drawdown in the history of the leveraged loan market with the 
S&P Leveraged Loan Index falling 19.5% intra-month compared to the previous record decline of 13.2% 
in October 2008. Furthermore, volatility was unparalleled, with six of the seven all-time worst trading 
days for the index occurring in March 2020. Due to the prolonged shutdown of the U.S. economy caused 
by the global pandemic, nearly 50% of the $1.2 trillion U.S. loan market is currently in distress and over 
$210 billion3 of investment-grade bonds could potentially be downgraded to junk by the end of 2020. In 
previous economic downturns such as the Dot-com Bubble and the Global Financial Crisis, high yield 
bond default rates spiked above 10%, considerably higher than the July 2020 default rate of 5.1%.4 Credit 
markets are likely to see a prolonged period of stress as the severe economic effects of COVID-19 become 
more apparent in the quarters to come, and default rates continue to creep upwards. 

Private credit has not been immune to the economic impacts of COVID-19. As the pandemic spread 
throughout the United States, M&A activity came to a halt and capital markets became inaccessible to many 
market participants. Moreover, private credit managers began to focus on existing portfolio investments 
versus bidding on new deals, which are still challenging today due to the limited ability to travel. New 
credit investment activity has therefore been more limited to existing portfolio companies. First-quarter 
2020 valuations fell approximately -5% to -10%, reflecting some impact as a result of COVID-19. Second-
quarter valuations will likely be mixed as some businesses reopened operations during the quarter, but 
business models have been severely impacted due to COVID overall. While the current environment 
remains uncertain and challenging, private credit opportunities will become more compelling once the 
broader economy gets back to pre-COVID activity. As seen during the Global Financial Crisis, some of the 
best vintages for private credit performance came during and shortly after the crisis.

Source: Refinitiv

Exhibit 3:  Sponsor Backed Middle Market Loan Issuance
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Opportunities in Private Credit:

 � Lending terms are returning to normal levels as creditors focus on the quality of earnings and 
covenants are used more broadly to protect investors. Additionally, during a crisis, investors earn 
higher returns as a result of more considerable origination fees and higher yields driven by creditors’ 
hesitation to lend during a crisis. (Exhibit 4)

 � Sponsor-based direct lending strategies remain an attractive sector as these loans provide an 
attractive yield in a yield-starved environment and have experienced lower default rates compared 
to other areas of private debt. 
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Source: Refinitiv

Exhibit 4:  Quarterly Middle Market First-Lien Term Loan Yields 
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� Non-sponsor direct lending strategies require significant underwriting experience as COVID has
meaningfully impacted many businesses. Still, the asset class remains attractive due to outsized
yields versus other fixed income asset classes.

� Private credit secondary strategies, such as LP interests and GP restructurings, provide investors
access to attractive assets at significant discounts. Moreover, investors can still conduct due diligence
on secondary assets even though they have limited ability to travel and meet with management
teams. Investment funds and organizations that have deep relationships and experience as primary
private credit fund investors have an informational advantage when it comes to secondary investing.

� Distressed opportunities have become more attractive following a significant slowdown in the
economic growth post-COVID, but quality opportunities remain limited. During a crisis, business
owners and private equity sponsors struggle with debt payments and are reluctant to inject additional 
capital into a struggling business, creating an opportunity for distressed buyers to purchase high-
quality assets at an attractive price.

Risks in Private Credit:

� The possibility of another widespread national shutdown looms large over investors’ minds as many
businesses with challenged balance sheets and/or liquidity would likely be pushed to the brink of
bankruptcy.

� The Fed and the U.S. Department of the Treasury have taken extraordinary measures to help support
the consumer, the economy, and the capital markets. If those government agencies were to pull back
or cease those efforts, businesses might not be able to access the liquidity they need, or consumer
spending could be hindered.

� COVID has irreparably changed many businesses, and those companies may never achieve pre-
COVID levels of revenue and profitability. Investments made in these businesses before COVID will
be challenged going forward.

� Due to the low M&A volume and the inability to refinance existing debt, many private credit funds
suspended or cut distributions. Going forward, investors should anticipate a lack of distributions to
persist through the remainder of 2020 or until regular economic activity returns.
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The possibility of a second wave and another lockdown has investors cautious about the remainder of 2020. 
While much uncertainty persists in today’s market, opportunities in private credit still exist in strategies 
such as distressed, sponsor based direct lending, and secondaries. Ultimately, investors must proceed 
with caution and invest with managers who are well versed in unpredictable economic environments. 
We expect a recovery to take place over the long-term, but the quicker economic activity returns to pre-
COVID levels, the faster downward performance pressure on the asset class will be alleviated. In spite of 
recent market volatility and COVID-induced challenges, we believe that over the long-term a private credit 
allocation is a valuable return enhancer and diversifier for a client’s portfolio. 

1 The New York Times Dealbook Newsletter published May 7, 2020. “After the Bailouts, Will Taxes Surge?”
2 Compton, Natalie. 10 Jun 2020. “Air travel is up 400 percent from its record-low point in the pandemic, according to the TSA.” The 

Washington Post.
3 J.P. Morgan Research published March 23, 2020
4  Fitch Ratings, “Fitch U.S. High Yield Default Insight“ published July 13, 2020.

CONCLUSION
While the market rally has been encouraging thus far, it is difficult to imagine smooth sailing from this 
point forward. At a minimum, volatility will remain elevated, particularly as the presidential election 
heats up over summer and into the fall. Rising trade tensions between the U.S. and China, further stimulus 
(balanced with a mounting U.S. deficit), and states’ decisions to reverse their re-openings will collectively 
impact market returns. In reality, it is difficult to imagine the COVID-induced market swings disappearing 
until a vaccine is developed and made available to the public. Until then, we encourage clients to remain 
vigilant, maintain a long-term investment focus governed by their investment policy statements, and 
rebalance as appropriate.

https://www.nytimes.com/2020/05/07/business/dealbook/coronavirus-bailout-taxes.html
https://www.washingtonpost.com/travel/2020/06/10/air-travel-is-up-four-times-since-its-record-low-point-pandemic-according-tsa/
https://www.fitchratings.com/research/corporate-finance/fitch-us-high-yield-default-insight-july-ttm-hy-default-rate-expected-near-5-5-bonds-of-concern-total-falls-sharply-13-07-2020
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