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Making sense of a  
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Nico Marais, CFA
Chief Executive Officer,
Wells Fargo Asset Management

MESSAGE FROM THE CEO
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In our previous Insights report, we discussed several factors that might make 2020  
a challenging year, including growing market uncertainties, an aging business cycle,  
trade tensions, geopolitical flashpoints, and election-year politics. Our prediction 
didn’t disappoint—but for reasons entirely different than anticipated. The COVID-19 
pandemic has ushered in a series of consequences that amount to a fundamental and 
lasting transformation in how we manage our businesses and live our lives. This has no  
modern precedent. 

I’ve been pondering ways to frame the importance of this transformation to the 
investment landscape and how I think about our business. An inspiration for this year’s 
commentary came from a Netflix series, “The Queen’s Gambit.” The story is about a 
young chess prodigy who, through her rise to fame, is constantly forced to recognize 
new circumstances and innovate her range of capabilities—and e ven herself—to beat a 
succession of better opponents. Newer chess players quickly learn that a single move can 
suddenly transform the circumstances of every piece on the board, changing the game 
in ways that are not immediately clear. The player who recognizes the new opportunity 
set first and who possesses a range of strategies to exploit it can drastically improve their 
odds at winning. 

Successful businesses need to think and respond in a similar way. It is clear to me that the 
pandemic is transforming our industry in myriad ways that are still not all fully recognized. 
I think this presents us with tremendous opportunities, given our vision and range of 
capabilities. Like chess, while tactics may be complex, objectives can be expressed in 
relatively simple terms—our clients need growth, income, and preservation of their 
capital to meet their respective needs. In the pages that follow, our senior investment 
leaders, Jon Baranko and Dan Morris, highlight how our research organization and select 
teams they oversee intend to pursue these goals. The questions they seek to answer are:

1 What is the fundamental nature of the transformation we are 
witnessing unfold across global capital markets?

2 How have our investment teams adapted their market views and 
their tactics to capture opportunity?

3 How have we leveraged our natural strengths as a research 
organization and driver of innovation to help them accomplish this?
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I’m excited about their approach and strategy. And I’d be remiss not to emphasize that 
a focus on sustainability is an integral part of a winning mindset. The leaders of our 
firm-wide efforts in this area, Hannah Skeates and Chris McKnett, offer their views on 
what this looks like heading into 2021. Further into the report, you’ll find how featured 
investment teams have also made strides at turning sustainable investment principles 
into reality.

I recognize that with transformation comes a natural anxiety about facing new 
challenges. I hope this report gives you a sense of the confidence I have that our 
organization, and you with us, are on a winning path. Thank you, as always, for the  
honor and privilege of managing your capital.

Sincerely,

Nico Marais, Chief Executive Officer
Wells Fargo Asset Management
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The winning side  
of transformation

Dan Morris
Chief Investment Officer, Solutions  
and Systematic Investments,
Wells Fargo Asset Management

Jon Baranko
Chief Investment Officer,  
Global Fundamental Investments,
Wells Fargo Asset Management

As 2020 passes further into the rearview mirror, it is becoming ever more 
clear that the onset of COVID-19 lockdowns will mark a historical inflection 
point. The moment may prove to be more meaningful to investors than the 
rapid collapse of major financial institutions in 2008, which symbolized the 
beginning of the post-financial-crisis era. Crisis often brings about a reversal of 
circumstances that lead to certain excesses. Yet a defining feature of the fallout 
of the pandemic has been an acceleration of trends in consumer, business, and 
government behaviors that gathered strength during the last business cycle. 
Specifically, we are witnessing a global increase in:

 •  Consumer shifts toward e-commerce, social media, and  
online entertainment

 •  Business automation, reshoring of manufacturing, de-risking  
of supply chains, and the conversion to virtual workforces

 •  Use of monetary stimulus to manipulate interest rates  
and monetize debt

 •  Dependence on deficits to finance spending and  
transfer payments

The unique nature of the current crisis raises several questions about its 
longer-term implications. For example, will the eventual distribution of a vaccine 
and an end to lockdowns reduce the momentum of these trends? Perhaps, but 
it is our view that the pandemic has unleashed secular forces that had been 
restrained by tradition or precedent. Even if business and overall economic 
activity return to normal levels, there will almost certainly be permanent 
changes to what normal looks like. This raises another question: Are the longer-
term implications good or bad? 

While it is easier to envision some of the negatives surrounding outsized deficit 
spending and currency debasement, other changes may catalyze new efficiencies 
and innovations that ultimately produce a positive impact. Weighing up the 
net benefits to society from this transformation is very difficult at this stage. 
Across global capital markets, however, it is evident that there will be clear 
winners and losers. This is where we, as active managers, see a generational 
opportunity to create value for investors. 



“ Change is everywhere. Yet, in our client 
conversations, we hear that investors still have the 
same goals: They want to grow their assets, they 
want to protect their assets, and they want to 
generate income from their assets. It’s just that in 
this environment, they’ll need to find new ways to 
achieve their goals.
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In the pages that follow, we’ve asked a selection of investment teams under 
our purview to interpret how the effects of transformation have changed the 
opportunity set in their respective areas of specialty. Our goal is to provide 
insight on risks that have emerged as well as what we believe will be winning 
strategies to generate alpha in specific asset classes. More broadly, we think 
this report can help investors imagine how their overall portfolios can be 
constructed to deliver the growth, income, and protection of principal that are 
central to achieving their long-term objectives.

As leaders of Wells Fargo Asset Management’s (WFAM's) investment 
organization, a central part of our value proposition to investors is to build 
an investment organization that can thrive on change. Last year’s report 
highlighted investments in our research capabilities that are bearing fruit 
in today’s environment. For example, we continue to develop CASPR, our 
proprietary tool that uses alternative data sets and advancements in machine 
learning to enhance security-level idea generation within proven and time-
tested investment processes. This year, we asked certain teams to shed light 
on their advancements in scoring environmental, social, and governance 
(ESG) factors in their selection efforts. Our colleagues Hannah Skeates and 
Chris McKnett present a view on our firm-wide efforts in this area. 

In sum, we know this market environment presents new challenges and risks. 
We hope this report can provide you confidence that we are taking all available 
measures to help investors stay on the winning side of transformation. 

Sincerely,

Dan Morris, Chief Investment Officer,
Solutions and Systematic Investments,
Wells Fargo Asset Management

Jon Baranko, Chief Investment Officer, 
Global Fundamental Investments,
Wells Fargo Asset Management
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Sustainable investing 
as our bellwether

Chris McKnett
Co-Head of Sustainable Investing, 
Wells Fargo Asset Management

Hannah Skeates 
Co-Head of Sustainable Investing, 
Wells Fargo Asset Management

The direction of travel is clear

ESG issues defined 2020 in ways none could have imagined. No longer 
theoretical, or confined to warm conference rooms, these came at us in 
practical and urgent ways.

As we all look forward to how our lives may evolve to a reconsidered “new 
normal,” conversations within the investment and finance sector have turned 
to what the industry needs for its own future modus operandi: in particular, the 
scaling up of sustainable finance practices to achieve a “sustainable” future in 
the fullest sense of the word. Investors are demanding this in support of long-
term stability and returns. Individuals feel the need to be agents of change for 
the better. 

Alongside the pandemic and social justice crises, 2020 will go down as the 
year when climate truly became a normal aspect of investor conversations 
and portfolio benchmarks. Research from our Climate Change Working Group 
became central to the design of new fixed-income decarbonization strategies 
at WFAM, as we discuss later in this report. Of course this conversation crosses 
asset classes, from the new China carbon commitment that brings emerging 
markets to the table to implications for how we consider entire asset-class 
returns and design multi-asset solutions.

In 2021, climate objectives and policy will continue to be a dominant influence 
on companies’ business models and investor assessments of their viability. 
The U.S. Federal Reserve has joined a group of government banks collaborating 
on managing the financial risks of climate change. With this move, some say the 
U.S. is merely catching up with global peers while others consider it a tipping 
point that the largest economy is tuning in. In our view, it is both.  

In addition, new topics are rising up the agenda. The alarming rate of 
biodiversity loss means that the finance community is now starting to focus 
on the associated financial risks and systemic impacts. WFAM is excited to be 
part of a new working group in advance of a global Taskforce on Nature-Related 
Financial Disclosures. Additionally, diversity in the workplace will be a fixture 
on company and investor agendas in the U.S., and the global asset and wealth 
management industry will continue to diversify their own human capital. 
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For the institutional investment world, the adoption of ESG principles and 
sustainability are very much front of mind, and in Europe they are becoming 
synonymous with investment execution. There’s an equally significant 
movement in wealth management—the ability to tailor outcomes in a 
meaningfully personalized way is finally becoming a real possibility, aided by 
more sophisticated conversations and technology advances.

At WFAM, we are pleased to have embedded sustainability thinking and tools 
across investment teams, styles, and asset classes. We are working across the 
business and collaborating to combine investment expertise with cutting-
edge sustainability thinking, from ESG risk to positive impact. By combining an 
understanding of the direction of travel to a more sustainable world—with deep 
investment expertise, rigor, stewardship, and engagement—we believe these 
efforts will contribute to the returns and outcomes our institutional clients 
want and usher in a new form of capital markets that is stable and sustainable.

Global AUM committed to ESG integration

0

20

40

60

80

100

2
0

0
6

2
0

0
7

2
0

0
8

2
0

0
9

2
0

1
0

2
0

1
1

2
0

1
2

2
0

1
3

2
0

1
4

2
0

1
5

2
0

1
6

2
0

1
7

2
0

1
8

2
0

1
9

2
0

2
0

Tr
ill

io
ns

 ($
)

Sources: Wells Fargo Asset Management; Principles for Responsible Investment Signatory Growth, 
Principles for Responsible Investment, unpri.org, retrieved September 25, 2020.
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Growing  
assets
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China’s economic shift
From humble beginnings, the Chinese economy has emerged to become the second 
largest in the world. It is already larger than the U.S. economy by some measures. 
While its military does not match its economic heft, it has developed into a formidable 
regional power, able to throw its weight around in the Pacific. The impact of China’s 
dominance has, perhaps, been felt more in global capital markets than anywhere else. 
It has grown from a 0% weighting in the MSCI Emerging Markets Index in 1988 to just 
over 41% today. It goes without saying that effective investing in emerging markets 
requires an understanding of the dynamics driving the Chinese economy and securities 
markets. In this article, we point to a few developments that we are tracking closely.

Rise of the consumer/dual circulation
As China faces more headwinds from its trading partners and strategic rivals in the form 
of trade sanctions and geopolitical maneuvering, it has looked inward for the next phase of 
its development. In recent months, Chinese leadership has stressed the concept of “dual 
circulation” as a key economic framework for the next five years. This twin objective boils 
down to supporting the continued rise of the domestic consumer class while becoming 
less reliant on trading partners for vital technology and manufacturing capabilities. The 
goal is to support the internal growth of the Chinese market.

Of course, this dynamic has been going on for some time. As the chart below suggests, 
internal Chinese consumption is already a far greater growth driver than exports, which 
have fallen from 34.5% of gross domestic product (GDP) in 2006 to 17% today. Services 
now make up over half of China’s economic output. As impressive as this transformation 
has been to date, we expect this process to accelerate in a number of key areas.

Figure 1: Chinese exports as % of GDP
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Derrick Irwin, CFA
Portfolio Manager,  
Berkeley Street  
Emerging Markets 
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A wave of internal 
consumption has been driven 
by domestic consumers seeking 
Chinese-made products and 
solutions that speak to their 
culture and needs.

Let’s consider one example. Western sportswear 
brands such as Adidas and Nike have historically 
been popular, but Chinese consumers are 
increasingly drawn to domestic brands like Li Ning 
Co. Ltd. Named after a famous Chinese gymnast 
(and founder of the company), Li Ning not only 
produces high-quality goods at reasonable prices, 
it also has a fashion aesthetic that appeals to 
Chinese consumers and speaks to the Chinese 
experience. Even as the economy slowed in 2020, 
the company saw double-digit sales increases 
driven by its on-point styles. Companies like this 
speak volumes about the more inward-looking 
nature of the Chinese consumer. We refer to it as 
“Chinese brands for Chinese consumers.”

The vibrant consumer economy is also 
driving technological innovation. For example, 
some of China’s e-commerce and payments 
technologies are substantially more advanced 
than those used in many developed economies. 
The aggressive lockdowns in China during the 
COVID-19 crisis accelerated demand for online 
food and grocery delivery, and key e-commerce 
companies have taken advantage of this growth. 
This has spawned the development of new 
delivery models, monetization opportunities, 
and business structures. Alibaba, for instance, 
offers traditional grocery delivery, group buying 
options, prepared food delivery, and even physical 
stores through its Freshippo grocery stores 
and Sun Art hypermarkets. When combined 
with its integrated payment system, it can offer 
customers a full range of food options while 
benefiting from cross-selling opportunities 

across the entire platform. To put the scale of 
this opportunity in perspective, we estimate 
that Alibaba’s restaurant delivery arm, Ele.me, 
makes over 10 million deliveries per day, dwarfing 
Grubhub’s 668,000 daily orders in the U.S. And 
Ele.me is only the number two player in the 
Chinese food delivery market! The opportunity 
is large and within grasp if Alibaba can fend off 
a slew of equally innovative competitors. The 
resulting competition is positive for the Chinese 
consumer and should also result in tremendous 
investment opportunities for security selection.

Winners and losers in a changing 
geopolitical landscape
With tensions between China and its major 
trading partners already running high at the 
beginning of 2020, the COVID-19 pandemic 
highlighted strategic risks in global supply 
chains. The pandemic has accelerated the global 
manufacturing reshuffling that has been underway 
for some time. China’s dominance as a supplier 
is being challenged as multi-national companies 
seek to secure production closer to home and as 
new countries emerge as cheaper manufacturing 
alternatives. Even China has moved some 
manufacturing activities offshore. For example, 
Chinese telecommunications giant Huawei has 
been building cell phones in India since 2016, 
alongside Chinese competitor, Xiaomi. As this 
realignment plays out, China may lose exports at 
the margin, but the slack will largely be picked up 
by other emerging market countries. We see this 
shift in the balance of trade. For example, while 
the U.S. trade deficit has shrunk with China year to 
date, it has grown on an overall basis, as seen with 
low-cost production hubs like Vietnam, Thailand, 
and Mexico. Some U.S. supply chains may not be 
moving home, but instead, moving on. As investors 
across the entire emerging market landscape, 
we scrutinize these shifts and believe we are well 
positioned to take advantage of them.

Information about individual companies is not intended to be, nor should it be construed to be, a recommendation to buy or sell an 
individual security.
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ESG with Chinese characteristics
Many investors have viewed ESG initiatives in 
China with skepticism as a result of a somewhat 
spotty and, at times, troubling track record, but 
we believe there is reason for optimism. ESG has 
become an increasingly important focus within 
Chinese companies. We are cautiously optimistic 
about China’s recent pledge to move to a carbon-
zero economy. China has set a target of peak 
greenhouse gas emissions by 2030 and net-zero 
emissions by 2060. Under this plan, renewable 
energy sources are targeted to grow to 75% of 
the energy mix from 15% today. Coal, currently 
China’s largest source of energy, would fall from 
57% of the energy mix to a mere 3%. Apart from 
the environmental impact of such a feat, the 
investment implications are enormous.

Global trade frictions, sanctions, and investor 
pressure may or may not be beneficial in the 
long term, but it appears to have helped drive 
change. For example, there is evidence that 
the overall ease of doing business in China is 
improving as China relaxes its protectionist 
policies. According to the World Bank, the ease 
of doing business has substantially improved 
over the past four years.

Figure 2: China ease of doing business
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We see an overall improvement in governance 
at the company level as well. Our analysis, in 
conjunction with MSCI ESG data, reveals that 
the average Chinese corporate governance 
score has steadily risen and has narrowed the 
gap when compared with the MSCI Emerging 

Markets Index’s overall score. And while there is 
strong evidence of improvement and awareness 
across ESG factors, we recognize this will require 
endurance and continued focus from investment 
managers and asset owners alike. 

Figure 3: Weighted average MSCI ESG scores
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An MSCI ESG rating is designed to measure a company’s 
resilience to long-term, industry material ESG risks. 
MSCI uses a rules-based methodology to identify industry 
leaders and laggards according to their exposure to 
ESG risks and how well they manage those risks relative 
to peers. ESG ratings range from leader (AAA, AA), average 
(A, BBB, BB) to laggard (B, CCC) with each letter rating 
corresponding to a 0–10 scale. (https://www.msci.com/our-
solutions/esg-investing/esg-ratings)

Investment implications
China’s economic transformation 
is creating compelling investment 
opportunities. Armed with deep market 
knowledge and our strict sequential 
process that looks first for high quality 
and then compelling valuation, we are well 
positioned to invest in companies that 
are helping drive China’s economic shift. 
The Berkeley Street Emerging Markets 
Equity team has been investing in China 
for decades, and we believe that our 
disciplined investment process will allow us 
to continue finding opportunities for our 
clients as China emerges onto the world 
stage. China’s economic transformation 
will continue as domestic and external 
factors interact and we are eager to be 
an active participant as the story continues 
to unfold. 

https://www.msci.com/our-solutions/esg-investing/esg-ratings
https://www.msci.com/our-solutions/esg-investing/esg-ratings
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The scarcity of growth
Economic shocks, similar to what we’ve experienced in 2020 to date, tend to provide 
a useful reality check on whether the companies we own live up to our investment 
standards. Companies we favor tend to have robust growth relative to peers that 
can be sustained over the longer term across a variety of economic conditions. 
Market shocks tend to separate the “wheat from the chaff” and provide companies an 
opportunity to prove out their business models. The media has often commented on 
the fallout of the pandemic on near-term revenues and profits. For this article, we take a 
longer-term view of its repercussions for strategic investors in U.S. growth equities and 
make the case that true growth assets will emerge in a stronger position. 

Three trends have been at work behind the scenes leading up to the events of 2020.

1 Scarcity of growth: The long-term growth rate in corporate profits is 
ultimately influenced by underlying economic growth, which has been 
moderate by historical standards during most of the recovery from the global 
financial crisis. This is manifest in the declining number of companies that 
produce expected long-term earnings growth of 15% or higher, as shown in 
Figure 1. In short, there is a scarcity of high-growth companies today. 

Figure 1: Fewer companies are producing high absolute levels of earnings growth

Percentage of Russell 3000 Growth Index constituents with 15%+ expected  
3- to 5-year earnings-per-share growth rate
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Thomas Ognar, CFA
Managing Director and  
Senior Portfolio Manager, 
Heritage Growth Equity
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2 Rock-bottom cost of capital: Over the same period, we’ve seen a long 
secular decline in interest rates. There are, of course, countless implications 
of rock-bottom costs of capital. One of them has been to create a market 
premium for earnings growth. The reason: Cash flows from distant earnings 
are discounted at historically low rates, making each dollar of expected 
earnings—say 5, 10, or 20 years from now—more valuable today than ever. 
The currently elevated relative valuations of growth over value stocks must 
be considered in this context, which is congruent with their significantly 
higher relative returns.

3 Digitization of the global economy: Yet another trend that has unfolded 
steadily, yet powerfully, over decades is the growing digitization of the global 
economy. Computing power is cheap and distributed broadly enough to 
have fundamentally changed how companies execute their business models 
and the ways individuals work and live their lives. Even before the pandemic, 
the confluence of these trends had already achieved the critical mass to 
transform entire industries. Today, behavioral changes following the onset of 
the pandemic have only accelerated these trends.

Figure 2: SCODIi: Digitization of the economy is fueling strong secular growth

Secular trend Accelerated by …
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SaaS

Software moving from customers buying 
software to run on premise to cloud-
hosted subscription-based software-as- 
a-service (SaaS)
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C
Cloud

Companies moving toward the cloud, 
which provides the convenience of pay-as-
you-go pricing models, built-in security, 
and lower cost

E-commerce, remote 
workforce adaptation, and 
telemedicine boosting 
demand across the stack
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Online

Shift from traditional brick and mortar 
retail to online retail

Increased at-home shopping 
and other omnichannel 
capabilities
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Digital

Shift from paper currency (cash and 
check) to digital payments, which 
represents a large opportunity for 
payment networks and payment 
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Avoidance of physical currency 
in favor of “contactless” 
payments
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Internet

Digitization and connectivity of the 
economy are secular tailwinds for 
companies that are making products 
smarter, such as appliances, automobiles, 
industrial equipment, and medical devices

Increased automation across 
economic sectors supported 
by more powerful chip 
hardware
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Medical technology company advances 
are having a profound impact on patient 
outcomes and are playing a key role within 
the value-based health care landscape

Pandemic-related health 
issues spurring demand for 
medical devices

Source: Wells Fargo Asset Management
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Bringing it all together, what are the key implications for our view of the investment 
opportunity set? The pandemic has, in many ways, accelerated the separation of 
the eventual winners and losers on the long road toward digitization. Those that are 
winning, or that can adapt quickly, will likely be among the companies producing high 
absolute earnings growth rates. Such innovators have always been at the center of our 
strategic focus. Views about the direction of interest rates range widely, though it is 
frankly difficult to envision a scenario that could undermine the factors that drive the 
generally higher relative valuations of high growth stocks.

We leave you with this final thought: We don’t believe winning companies will be 
confined to an ever-shrinking list of tech unicorns. Rather, we’re optimistic that the 
benefits will proliferate much more broadly across the corporate sector into every 
industry. After all, this process was already well underway before the pandemic. 
Why are we optimistic? The U.S. economy remains the most dynamic and adaptable 
economy in the world. Our specific role as capital allocators is to find and fund those 
companies with prospects that are underappreciated by the market and, equally, to 
proactively reallocate our capital to more productive uses when we feel value is fully 
appreciated. Not only do asset managers that do this well play an indispensable role 
in the free enterprise system, their investors—the ultimate allocators of capital—are 
rewarded in kind.

We don’t believe winning companies will 
be confined to an ever-shrinking list of 
tech unicorns. Rather, we’re optimistic that 
attractive opportunities for growth investors 
will proliferate much more broadly across 
the U.S. economy.
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The rebirth of U.S. 
manufacturing
There have been recurring bouts of enthusiasm about the return of manufacturing 
to the United States over the past decade. These sentiments have been encouraged 
by the progression of secular trends and technological breakthroughs that have 
incrementally strengthened the case for the reshoring of certain high-value 
manufacturing activities. More recent events have bolstered this case, not least of 
which is a growing recognition of the latent risks in global supply chains that surfaced 
during the pandemic. 

Deciding where to locate a new factory involves the consideration of myriad factors, 
many of which are company- or product-specific. But, we can simplify the discussion 
by focusing on the major systemic developments that have gradually tilted the 
playing field toward the U.S. In this paper, we group these into three areas: changes in 
production costs, supply chain risks, and consumer attitudes. We’ll close with our views 
on the characteristics of companies that we believe may thrive in a U.S. manufacturing 
renaissance.

Bryant VanCronkhite, CFA
Managing Director and  
Senior Portfolio Manager,  
Special Global Equity

U.S. production costs have become more competitive1. Let’s set the stage with a basic framework. The unit cost of any manufactured 
good simplifies to a function of the labor and materials costs, shipping costs, 
fixed capital costs, and scale used to produce it. Because U.S. factory wages 
are comparatively high by global standards, goods that have a high proportion 
of labor content—like textiles, for example—are less amenable to a U.S. 
manufacturing environment and will likely remain so. However, high factory wages 
are much less important in activities where they present a small proportion of 
total unit costs. These economics, coupled with significant intellectual capital, go 
a long way toward explaining why certain high-value, high-volume manufacturing 
activities, like pharmaceutical, automotive, aerospace, or semi-conductor 
manufacturing, have remained competitive in the U.S. 

Now let’s consider two major advancements that, at the margin, have been 
thumbing the scale in favor of improved U.S. competitiveness in recent years.  

The shale revolution  
The mass adoption of new drilling techniques has resulted in a 
more secure and cost-competitive U.S. energy supply and petro-
chemicals complex. This has, in turn, reduced the total costs—and 
risks—of manufacturing activities that have high raw material or 
energy cost components. 
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Automation 
In terms of cost efficiencies, automation—and the various 
technologies that support it—gives all businesses, including 
manufacturers, the ability to get more productivity out of 
an existing mix of inputs. Other countries are also pursuing 
efficiencies through automation and robotics, but the effect for all 
manufacturers in advanced economies is to further reduce labor 
cost disadvantages with low-cost production centers.

The lockdowns experienced during this pandemic have only accelerated the trend 
toward automation of a number of processes. But, we see more of the pandemic’s 
impact when we consider how manufactured goods move throughout the global 
economy. In short, the costs and risks of producing elsewhere have increased. Let’s 
turn to this next.

Global supply chains have become riskier2.
High-value manufactured products have always tended to be complex, with 
multiple components and systems produced in stages through labyrinth 
networks of suppliers. For many goods manufactured in the U.S., these supply 
chains were primarily domestic as recently as 30 years ago. This rapidly changed 
during the 1990s with the emergence of viable manufacturing infrastructure 
in developing Asia. Think about the automotive sector as the poster child for 
globalization. If you go to a Ford dealership today and look at the window 
sticker of a Ford Mustang, for example, you may find that the final assembly 
plant was Flat Rock, Michigan, but U.S. and Canadian parts content may be close 
to 50% and major components, like a transmission, may be sourced from China. 
The long and complex supply chains that have developed in the automotive 
sector are characteristic of much of the U.S. industrial economy.

However, a couple of important developments have presented a sizable 
challenge to the forces of globalization in the past decade.

Trade tensions 
Steadily growing wage inequalities and the loss of domestic jobs and industrial 
capacity have created a backlash. Recent trade and corporate tax reforms 
have been aimed, respectively, at raising the costs of exports to the U.S. and 
reducing tax advantages of locating manufacturing capacity overseas. The risks 
surrounding the world’s dependency on one country for sourcing products or 
key components have become very evident during the China trade conflicts of 
recent years.
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Supply/demand shocks 
Corporate managers have opened their eyes to event risks latent 
in global supply chains. Following Japan’s tragic tsunami in 2011, 
huge shortages of critical components created a scramble to find 
alternate suppliers. More recently, the demand shock created by 
the pandemic exposed the risks of lengthy lead times to market. 
The world’s shipping lanes are among the most vulnerable links 
in the value chain—remember the boatloads of cars stranded for 
weeks outside the port of Los Angeles last spring?

Changing attitudes 3. So far, we’ve only discussed some of the cost considerations that are 
contributing to a renaissance in U.S. manufacturing. There are also important 
demand considerations that are manifest in consumer attitudes.

Societal impact 
Consumers have demonstrated evolving expectations about 
the societal and environmental impact of their purchases. 
Irresponsible manufacturing techniques often externalize their 
costs on the public. Corporate managers are recognizing they 
have greater control sustaining worker safety and environmental 
standards in U.S. plants.

Consumer preferences 
Certain segments of the population are increasingly willing to pay 
a premium for locally sourced products, particularly where these 
purchases represent a relatively small part of their overall budget.

Closing thoughts

As a team that focuses on accounting metrics, we are fluent in the language 
that the “corporate suite” uses to describe its various operations to the world. 
We think we know how to ask questions that look through the reported 
numbers and go beyond management’s discussion and analysis of the high-level 
factors that affect their business. Our research and experience have shown us 
that companies that possess both vision and financial flexibility will often 
quickly recognize opportunities and decisively turn change into advantage. 
Whether we are assessing a strategic decision regarding manufacturing or any 
other important capital expenditure, we use this research lens to position our 
portfolios in alignment with our expectations of their ultimate failure or success.

We outlined above how the changing mix of costs, risks, and attitudes that 
factor into decisions about where to locate certain production activities are 
creating favorable conditions for a manufacturing renaissance in the U.S. 
The pandemic will not cause entire industries to pick up and resettle, but it 
will likely prove to be a powerful catalyst for the acceleration of reshoring, at  
the margin, that has already been taking place over a number of years. 
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Cast a wide net:  
Generating yield in a yield-starved world 

Investing during periods of market stress or extreme market volatility can be quite 
challenging, as most investors know. The COVID-19-induced dislocation of 2020 is 
a fresh example of the kinds of difficulties investors might face when markets move 
quickly and price discovery is complicated. Yet the periods that lead up to market 
dislocations can be equally challenging. In these environments, bond markets are 
typically characterized by tight credit spreads and low yields—or, in other words, rich 
bond valuations. Knowing which risks are worth taking during the “calm before the 
storm” can be just as important to long-term success as knowing what to do when 
a storm arrives. Let’s consider what things looked like in the period leading up to the 
outbreak of COVID-19 so we can draw parallels with current market conditions.

Coming into January 2020—which feels like a lifetime ago—we were faced with a 
largely low-yield, high-price bond market. It was the tail end of the longest equity 
bull market on record and, while there were many challenges and risks for investors 
to consider, including an aging economic cycle, heightened global trade tensions, 
antagonistic relations with Iran, the beginning of an oil price war, and the start of a 
presidential election cycle, most securities across fixed-income markets were priced 
for continued good times. As seen in Figure 1, the credit spreads for high-yield and 
investment-grade debt in the United States and Europe were nearing their post-
financial-crisis tights. Further, Treasury yields had been falling since reaching their late 
2018 peak. The Federal Reserve (Fed) had reduced its main policy rate three times in 
2019, bringing yields on the front end of the curve back to low levels. It was the type of 
environment where investors were having to stretch to find yield—meaning they were 
investing further out the curve or lower in credit quality than they would normally—in 
order to achieve their income targets. 

Janet Rilling, CFA
Senior Portfolio Manager,  
Head of Multi-Sector Fixed 
Income - Plus and High Yield, 
WFAM Global Fixed Income

Figure 1: Investors got paid less for bearing risk throughout 2019

Credit spreads narrowed and rates fell throughout 2019
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Past performance is no guarantee of future results.
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Our approach then, as it has always been, was to cast a wide net to find attractive 
opportunities. In our experience, we have found that taking a more diversified 
approach can help us uncover opportunities and more effectively manage risks that 
often build prior to bouts of volatility. Specifically, we had been reducing our exposure 
to lower-rated credit sectors throughout 2019 as spreads continued to narrow, with 
the view that investors were not being adequately compensated for the risks. With the 
proceeds, we opted to look more broadly for alternatives that presented a better risk/
return balance.  

In our judgment, such opportunities existed in investment-grade credit, across a wide 
swath of securitized sectors, and in global sovereign bonds. These exposures, while not 
the highest yielding at the time, provided us with liquidity during the volatile sell-off 
in March, affording us the opportunity to make conviction trades into higher-yielding 
sectors after spreads had widened.

As we begin 2021, we note that we have experienced nearly a full business cycle over 
the past four quarters. The economy and markets entered 2020 on strong footing 
only to sell off tremendously with the onset of the pandemic and its resultant impact 
on the economy, which produced some of the worst economic readings we’ve seen 
in our lifetimes. The market recovery throughout the second and third quarters 
was profound. Risk assets rallied hard, bringing prices higher and sending yields 
plummeting. Despite all the risks we find in the marketplace today, we are strangely 
back in a low-yielding global environment.  

To put this rally into proper perspective, consider that the supply of bonds with 
attractive yields in global fixed-income markets is lower now than it has ever been. 
At the same time, demand for fixed-income yield is high and, in our view, going higher. 
These dynamics create real challenges for income-starved investors, and the problem 
isn’t likely going away anytime soon. As Figure 2 shows, nearly two out of every three 
dollars of investment-grade debt around the world traded with a yield less than 1% 
by the end of September. Shockingly, there was more debt trading at a negative yield 
than trading with a yield of more than 2%.  

Figure 2: It has been harder for fixed-income investors to find attractive yields

Bloomberg Barclays Global Aggregate Bond Index—market value % by yield 
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Diversification does not ensure or guarantee better performance and cannot eliminate the risk of investment losses.
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The extremes of the global search for yield 
have certainly been felt in U.S. bond markets 
as well. Late in 2020, the Bloomberg Barclays 
U.S. Aggregate Bond Index reached its all-time 
low for yield and its all-time high for modified 
duration.1 As Figure 3 shows, U.S. investors 
found themselves getting paid the lowest yield in 
history for taking on the most interest rate risk.   

Figure 3: U.S. Aggregate investors get paid 
less for bearing risk

Bloomberg Barclays U.S. Aggregate Bond 
Index yield to worst and modified duration
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Past performance is no guarantee of future results.

While the calendar has flipped to 2021, we can’t 
help but feel déjà vu all over again—we find 
ourselves in a low-yield environment globally in 
which credit spreads have narrowed dramatically 
from their widest levels (see Figure 4). The front 
end of the yield curve2 is anchored near zero 
with the Fed suggesting it could keep rates low 
for years to come. This is clearly an environment 
where the “reach-for-yield” mindset will be back 
in full force. For us, this means a continued focus 
on our playbook: Cast a wide net, stay more 
broadly diversified, and take risk exposures where 
we feel we can be attractively compensated. We 
think our multi-sector style continues to be an 
effective way to source yield above what can be 
achieved from investing in the rate-sensitive U.S. 
Aggregate benchmark (see Figure 5). 

Figure 4: Look familiar?

Spreads and rates are well off their March peaks
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Past performance is no guarantee of future results. 

1.  Captures the change in the price of a security for a given change in interest rates.  
2. A graphical representation of fixed-income security yields (usually U.S. Treasuries) at their respective maturities, starting with 
the shortest time to maturity and sequentially plotting in a line chart to the longest maturity. The yield curve is based on historical 
performance and does not represent future results. 
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Figure 5: A more diversified approach to sourcing income
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Wells Fargo Core Plus Bond Fund total returns (%) as of 9/30/2020

Total returns (%) YTD* 1 year 3 year 5 year 10 year

Wells Fargo Core Plus Bond Fund – 
Inst (WIPIX) 8.65 9.27 6.12 5.78 4.78

Bloomberg Barclays 
U.S. Aggregate Bond Index 6.79 6.98 5.24 4.18 3.64

*Returns for periods of less than one year are not annualized.

Figures quoted represent past performance, which is no guarantee of future results, and do not reflect 
taxes that a shareholder may pay on an investment in a fund. Investment return, principal value, and yields 
of an investment will fluctuate so that an investor's shares, when redeemed, may be worth more or less than 
their original cost. Current performance may be lower or higher than the performance data quoted and 
assumes the reinvestment of dividends and capital gains. Current month-end performance is available at the 
funds’ website, wfam.com.

Institutional shares are sold without a front-end sales charge or contingent deferred sales charge.

The manager has contractually committed to certain fee waivers and/or expense reimbursements. Without these 
reductions, the fund’s returns would have been lower. These reductions may be discontinued.

Source: WFAM, as of 9/30/2020

http://wfam.com
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We seek to cast a wide net, 
stay more broadly diversified, and take 
risk exposures where we feel we can be 

attractively compensated.

As we look forward, we would be remiss not to mention the many favorable elements 
we see on the horizon. With each passing day we move closer to the administration of a 
vaccine and more effective therapeutics. As life gradually returns to normal, economic 
recovery is expected to follow—a typically good time for risk assets and credit repair. 
Further, the strong appetite for yield in a low-yield world is not likely to abate. And while 
the supply of new debt may meet some of this demand, the record levels of investment-
grade corporate issuance witnessed in 2020 are not likely to be repeated.  

This means the “reach-for-yield” mindset should be expected to continue and, perhaps, 
be self-reinforcing. But, as in prior “calm-before-the-storm” periods, remaining mindful 
of valuations and casting a wide net may again prove to be a rewarding approach. 

Bond values fluctuate in response to the financial condition of individual issuers, general market and 
economic conditions, and changes in interest rates. Changes in market conditions and government 
policies may lead to periods of heightened volatility in the bond market and reduced liquidity for certain 
bonds held by the fund. In general, when interest rates rise, bond values fall and investors may lose 
principal value. Interest rate changes and their impact on the fund and its share price can be sudden and 
unpredictable. Loans are subject to risks similar to those associated with other below-investment-grade 
bond investments, such as risk of greater volatility in value, credit risk (for example, risk of issuer default), 
and risk that the loan may become illiquid or difficult to price. The use of derivatives may reduce returns 
and/or increase volatility. Certain investment strategies tend to increase the total risk of an investment 
(relative to the broader market). This fund is exposed to foreign investment risk, high-yield securities risk, 
and mortgage- and asset-backed securities risk. High-yield securities have a greater risk of default and 
tend to be more volatile than higher-rated debt securities. Consult the fund’s prospectus for additional 
information on these and other risks.
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Fiscal prudence: 
How to navigate municipals

It goes without saying that 2020 is a year that won’t soon be forgotten. Society has 
grappled with balancing the growing need to “stay safe” against the enduring need to 
remain economically competitive across our local communities. This dynamic has, no 
doubt, presented challenges for all market participants. Yet we know from experience 
that challenging investment environments also offer significant opportunities for 
those that are savvy researchers, and the current environment is no exception. We 
continue to find value in the unlikeliest of places across municipal markets—not 
only in terms of finding total return opportunities for investors but also in finding 
opportunities to make a positive and sustainable societal impact. One such example is 
the New York Metropolitan Transportation Authority (MTA).

The MTA is both a major employer and a meaningful engine for positive sustainable 
impact. It moves nearly 9 million people per day through its public transportation 
network, reducing approximately 17 million metric tons of greenhouse gases that 
might otherwise have been emitted each year. Its management team has been 
thoughtful in its approach and commitment toward the pursuit of zero-emissions 
transportation. Furthermore, the MTA is an essential part of the local, state, and 
national economy. For some time, we’ve felt that this credit was sound due to its focus 
on farebox revenues generated by high ridership, its strong operational framework, 
and the nature of its services. However, our view was challenged as we progressed 
through 2020. 

Last year, we saw a variety of transportation credits, including MTA, indiscriminately 
sold off in the wake of the pandemic. Drawing on our past research in this sector, we 
compared public and privatized transportation credits, seeking to tease out relative 
value among them and determine whether some were experiencing a material decline 
in credit fundamentals that could lead to bankruptcy. We examined sources of revenue 
and evaluated the likelihood of local, state, or national subsidies while the world works 
toward a COVID-19 vaccine. We concluded that taxpayer-funded assistance was 
likely available to the larger transportation authorities, like MTA, MARTA, CTA, and 
BART, but not necessarily to privatized rail systems. During this review, our team kept 
coming back to the same conclusion we had made in prior analysis of the credit risk 
of MTA relative to alternatives in this sector. We were reminded of its essentiality with 
respect to its size, its key role in the economy, and its long history. When compared 
with private rail/for-profit transit, we viewed the MTA as having a much deeper set of 
backstops—city, state, and federal—making it a more attractive credit in the sector. 

Terry Goode
Senior Portfolio Manager, 
Municipal Fixed Income,  
WFAM Global Fixed Income

We continue 
to find value in 
the unlik
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eliest 

of places across 
municipal 
markets.
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Figure 1: Year-over-year taxable issuance exploded in 2019 and again in 2020

Taxable issuance

Source: Bloomberg, includes taxable municipals and municipal issuers using the corporate tag, as of 10/31/2020

There are valuable takeaways in this story, and primary among them is the importance 
of deep credit research. The pandemic continues to threaten fundamentals across 
a number of sectors. This will likely have continuing implications for our economy 
through 2021, and possibly beyond. For example, we’re wary of issues in senior living 
and student housing, as COVID-19 is disproportionately affecting the elderly and 
keeping students away from college campuses. In higher education, some of the 
deterioration could be permanent. However, in other areas of the municipal market—
like airports, sales tax, and toll roads—we think these threats will be temporary. 

Building upon this, there are two other elements that need to be explored in support 
of municipal investing in 2021: first is the impact of last year’s election cycle and 
second is municipal market technicals.

1 We believe a primary outcome of the presidential election is the potential 
for a modest stimulus package to arrive before the end of the first quarter 
of 2021. A blue White House and Congress will still need to find common 
ground with the red-dominated Senate—although there is a chance of a 
50/50 split, with Georgia Senate seats still undecided at the time of this 
writing—in order to get any kind of meaningful agreement on the scope of 
the stimulus. While this stimulus could help keep markets buoyed, we believe 
the contents of this package will likely be less favorable for state and local 
governments. Additionally, we expect the new presidential administration 
to be aggressive with policies to combat COVID-19, which could lead to 
near-term economic stress and volatility as we navigate state shutdowns 
around the U.S. Nonetheless, we expect tax rates will remain high and the 
tax advantage of municipals will continue to drive demand. Moreover, the 
technical environment should remain supportive of municipal investing. 
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2
Regarding market technicals, supply in certain parts of the municipal market 
are at record levels. For example, taxable municipals made up nearly 28% of 
the entire market issuance in 2020, which is more than four times the levels 
experienced in a normal year. As shown in Figure 1, this area of the market 
has been building since 2017 and appears poised to continue its upward 
trajectory in 2021.

Living through such unprecedented challenges means that we’ll likely continue to face 
additional uncertainty this year. A host of risks, such as credit deterioration and the 
potential for rebounds in COVID-19, will need to be continuously monitored. However, 
we’re encouraged by the constructive backdrop that many municipals currently have 
in their corner. Among these are a strong technical environment and the prospect of 
stimulus.   

As we highlighted in our story about MTA, credit research is our life’s blood in municipal 
investing. It helps us spot relative value, determine sustainable impact levels, and 
properly manage a variety of risk factors that are determinative of investment 
outcomes. After a year of unparalleled change for the globe, we believe municipal 
markets are poised to offer up one of their best bounties yet to selective investors.
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An anchor in the storm: 
Core fixed income 

Bond markets have changed a lot in recent years. With yields so low around the 
world—and even negative in some markets—how can investors boost income (or 
yield) without taking on too much risk? And then there’s the bigger question about 
asset allocation1: 

Can fixed-income portfolios still provide sufficient ballast against 
volatility seen in other parts of a portfolio, like equities? 

While markets have been transformed, we think active core bond strategies remain a 
cornerstone allocation for most investors. They can still deliver on the traditional goals 
of delivering attractive risk-adjusted yields while providing the expected portfolio 
diversification and liquidity required in difficult environments. This article discusses 
how we seek to deliver on the twin objectives of return and safety.  

Interest rates are low, but don’t let that fool you
First, let’s take a closer look at the current market environment. Interest rates are at 
low levels, limited by accommodative central bank policies around the world. In the 
U.S., the target federal funds rate is expected to remain between 0.00% and 0.25% 
for the foreseeable future. Yet with the 10-year U.S. Treasury bond offering a yield 
consistently below 1.00%, it may not seem like investing in longer-dated bonds would 
offer much opportunity to meaningfully enhance returns over money markets or 
shorter-term notes. But that would be a misguided notion in our view. Active core 
bond strategies can offer both the opportunity to enhance total returns in ways that 
short-term bonds cannot match while providing much needed portfolio diversification 
during volatile periods. 

Bond markets are complex and often inefficient. We believe active security selection 
and rotation to best ideas within stringent risk parameters can significantly 
improve risk-adjusted returns. Different fundamental views, price-insensitive 
market participants, and ongoing daily issuance may all contribute to security-level 
mispricings that a nimble investor can exploit to add returns on top of quoted yields. 
Furthermore, this type of investing can work in any kind of market and may lead to 
consistent and replicable performance over time.

As we’ve seen in 2020, volatility can come from anywhere
Global monetary policy has forced yields lower but has not eliminated market risk. 
The evolution of the pandemic, political uncertainty, and geopolitics all had the 
potential to move markets in 2020—and they did. For example, we saw the beginnings 
of a liquidity crisis followed by the largest stimulus package in history, wide dispersion 
in the performance of securities, larger-than-expected ratings downgrades, and 
forbearance programs for mortgages and student loans. While it’s important to be 

Maulik Bhansali, CFA
Senior Portfolio Manager  
and Co-Head, Montgomery  
Fixed Income

Jarad Vasquez
Senior Portfolio Manager  
and Co-Head, Montgomery  
Fixed Income

1. Asset allocation and diversification do not ensure or guarantee better performance and cannot 
eliminate the risk of investment losses.
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in a position to take advantage of any resulting 
dislocations, we believe it is equally important 
to consider how this is done. We have found 
that security selection has provided the most 
important source of excess returns to our 
portfolio over time, allowing us to exploit our 
assessments of relative value between issuers, 
reduce downside risk, and generate alpha in most 
market environments.  

Below is an illustration of the opportunities that 
volatility can create in bond markets. Figure 1 
compares the relative yields of Verizon and 
Comcast over the course of 2020. These are 
large, high-quality, liquid issuers that operate in 
the same industry.

Figure 1. Volatility caused differences in the 
relative value of seemingly similar issuers

Verizon 30-year bond yield minus Comcast 30-year bond yield
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The relationship between their yields has shifted 
depending on several factors, such as changes in 
business fundamentals, the perceived exposure 
of each company to the pandemic, when each 
company chose to issue new bonds, as well as 
general levels of market volatility. In managing 
core bond portfolios, we interpret changes in 
these relationships and then seek to adjust 
portfolio positions to take advantage of them. 
We do this across hundreds of securities in 
various sectors and asset classes. Continuing our 
example, we show in Figure 2 how we over- or 
underweighted Verizon and Comcast bonds, 
depending on how we judged their relative value 
and ability to add return to the portfolio.

Figure 2. Security selection is important 
for capturing opportunities derived from 
volatility
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Quality and liquidity play an essential role in 
any portfolio—but only if they are there when 
you need them most.

A true core fixed-income portfolio is one that 
sustains an index-like exposure to credit quality, 
which offers liquidity across different market 
environments. And, as we’ve shown, you don’t 
have to sacrifice quality or liquidity to pursue 
attractive and consistent performance. The 
core fixed-income investment universe is large, 
diverse, and complex enough to provide an 
active manager many occasions to capture 
opportunities created by volatility. By focusing 
on security selection, we seek to capture those 
opportunities without taking large sector 
positions, reaching for lower-quality securities 
in an effort to boost yield, or betting on the 
direction of interest rates—all of which can 
expose the portfolio to drawdown or liquidity 
risks. By pursuing alpha through security 
selection, we target the classic risk-return profile 
that investors expect from a core fixed-income 
allocation—simultaneously providing income 
and a diversifying ballast that seeks to preserve 
value and liquidity during turbulent times.

Bond values fluctuate in response to the financial condition of 
individual issuers, general market and economic conditions, and 
changes in interest rates. Changes in market conditions and 
government policies may lead to periods of heightened volatility 
in the bond market and reduced liquidity for certain bonds. In 
general, when interest rates rise, bond values fall and investors 
may lose principal value. Interest rate changes and their impact 
can be sudden and unpredictable.
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The stay-at-home factor:  
Understanding changes to U.S. equity and 
credit betas

Every so often in global capital markets, something unexpected happens that 
completely changes the rules of the game. In portfolio management, these rules 
amount to the long-term expectations that investors hold about risks that are priced 
into various assets. A so-called game changer is a systemic shock that is large enough 
to spark a regime change and fresh thinking about how investors should measure and 
react to risk. We think such an event unfolded in 2020. 

Similar to the initial energy shocks of the early 1970s and the internet revolution of 
the early 2000s, the COVID-19 pandemic brought dramatic changes to U.S. equity and 
credit betas. We see this clearly on an industry level within U.S. equities, as shown in 
Figure 1. Specifically, biotech and semiconductors saw sharp decreases in beta at the 
onset of the pandemic, while the other sectors shown saw equally sharp increases. 

Figure 1: The onset of the pandemic triggered massive changes in equity 
market betas

Industry beta
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Harin de Silva, Ph.D., CFA
Portfolio Manager, Analytic Investors

Manju Boraiah
Global Head of Systematic Fixed 
Income, WFAM Systematic  
Fixed Income

What is beta?
Beta is a measure of an 
asset’s sensitivity to 
a systemic risk factor. 
For example, a beta less 
than 1 indicates that an 
asset has a lower-than-
market-like sensitivity 
to a specific systemic 
factor, and a beta 
greater than 1 indicates 
greater sensitivity. This 
framework is widely used 
in the management of 
risk-adjusted portfolio 
exposures. 
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The changes in relative risks among different industries are fairly intuitive. What may 
take more investigation to fully grasp is how risk exposures have diverged among 
companies even within the same industry. An incisive way to help us understand 
divergences in betas is through the application of what we call the stay-at-home 
factor. Let’s illustrate its use by contrasting two well-known media companies.

Both Disney and Netflix are entertainment companies, but only Netflix offers a pure 
play on streaming services, which clearly benefit from the persistence of lockdowns. 
While Disney’s competing media offerings give it some respite, its theme parks and 
cruise ships will clearly be negative contributors to overall profitability if lockdowns 
persist for a long time. The question is not whether lockdowns will one day end, but 
rather when this will occur and whether, by that time, consumer tastes will have 
changed more permanently. Each company’s unique exposures to these unknowns 
across its business mix can help explain the shift of its equity beta following the onset 
of the pandemic. 

Figure 2: Disney and Netflix have transformed their pre- and post-pandemic 
risk profiles

Arrival of stay-at-home risk factor?
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Source: Barra GEM3L Analytic Investors team as of November 2020. Predicted beta is a fundamental 
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We’ve observed similar forces at work in U.S. credit markets. Figure 3 shows the 
significant increases in credit betas for investment-grade issuers that operate 
in sectors that were among the hardest hit. Credit betas have also shown some 
persistence, stabilizing at levels different from the pre-pandemic era.
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Figure 3: Investment-grade credit betas also reflect transformation in pre- and post-pandemic risk
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What does the emergence of the stay-at-home factor mean 
for investors?
Managing the various risks that are embedded in assets that make up a portfolio to 
meet desired investor outcomes is the art of portfolio management. This is something 
that WFAM's Analytic Investors team specializes in. The first steps in this process are 
risk recognition and measurement. 

In this note, we outlined how the pandemic has ushered in a structural shift in 
behaviors that can be seen in the transformed risk profiles of broad swaths of capital 
markets. We demonstrated this using data from only U.S. equity and credit markets, 
yet it’s easy to conceptualize how behavioral changes in other countries around the 
world would show the emergence of the stay-at-home factor to be a truly global 
phenomenon. We hope this discussion can help you gain better insight into the 
ways that you can balance your broader portfolio to meet your objectives in a post-
pandemic world.
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Stimulus:  
A bridge to recovery

Thus far, the U.S. government has applied a combination of monetary and fiscal 
responses in efforts to contain the pandemic-related economic/financial crisis and 
spur a recovery. These responses were designed to be proportionate to the problem. 
However, a large portion of the funds designated for programs that the U.S. Treasury 
and the Federal Reserve (Fed) were to coordinate haven’t been spent yet, and 
Congress hasn’t appropriated the unused funds for other purposes.

Monetary responses have included traditional monetary policy 
and credit support
Cutting interest rates and providing liquidity to the broad economy—traditional 
monetary policy tools—have helped prop up the economy. It seems there’s little risk 
that rates can stay too low for too long, considering their long-term record of missing 
the inflation target, but that doesn’t mean people won’t start fearing the Fed once 
again. There are three types of fear:

1 The Fed lets inflation get out of control, or even lets it run marginally 
too high. We feel confident that inflation won’t run too hot. Fed officials 
have talked a lot about allowing inflation to overshoot its long-term target, 
but let’s see if it can get inflation up to the target before we start worrying 
about it getting above target.

2 The Fed never gets off a rate of zero and has no room to maneuver 
in the next crisis. The Fed has a big toolbox. Other countries have done 
yield curve control, targeting other rates besides overnight rates. That’s one 
option. Another is the tried-and-true method of asset purchases. The U.S. 
government has created a lot of debt, so there’s little risk that the Fed will 
run out of U.S. government bonds to buy to provide liquidity to the financial 
system.

3 The Fed takes note of improving economic conditions and decides 
to change its mind (as it’s entitled to do). If the Fed changes its mind 
and decides to raise rates, transparent communication will be important. 
Fed officials would not only need to “talk the talk” of taking it slow, they 
would need to “walk the walk.” In the last rate-hiking cycle, they took it slow, 
but they may have taken it a little too far. Fed officials rarely make the same 
mistake twice. They’re likely to make brand new mistakes instead—mistakes 
that are unforecastable at the moment. 

Brian Jacobsen, Ph.D., CFA, CFP®
Senior Investment Strategist,  
Multi-Asset Solutions
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Fed programs Fed and 
U.S. Treasury

Fiscal programs Vaccine

● Asset purchases 
and low rates

● Credit support for 
various parts of the 
markets and economy

● Extended, enhanced
    unemployment benefits
● Assistance for 
    small businesses
● Checks to households
● Assistance to state/
    local governments
● Targeted aid to specific 
    industries

Economy 
pre-COVID-19

Recovery

Source: WFAM

Credit support has been implemented via 
temporary programs to keep credit flowing and 
avoid a financial crisis. The risk taken here is that 
we end up with some zombie firms: companies 
that should have gone bankrupt because they 
had bad business models but were kept alive 
thanks to cheap financing. When balancing the 
risk of saving too many “living dead” firms against 
letting long-term viable businesses go under, it’s 
understandable why the Fed erred on the side of 
propping up as many businesses as it could. Using 
active management to help identify which firms 
are viable or not is—in our view—a good way to 
avoid the risk of investing in a zombie firm. 

With already-high deficits going 
into the crisis, people thought 
government officials had no fiscal 
headroom—but they did
As it turns out, they had plenty. There was a 
glaring need to get immediate financial help to 
individuals and businesses, and the magnitude 
and speed with which aid was approved by 
Congress—$2.2 trillion in the CARES Act—may 
have been surprising to some. It helped that the 
spending was viewed as temporary. 

The danger with fiscal programs, though, is that 
there could be a ratchet effect, where temporary 
spending turns into persistent spending. When 
this happens, we run the risk of a refinancing 
problem as people get tired of rolling over ever-

larger amounts of government debt. This type 
of danger usually hits a critical point during a 
political crisis, which has been more of an issue for 
emerging or frontier markets than it has been for 
developed markets. Developed economies with 
stable political institutions seem to have a high 
capacity for debt relative to their economies. As 
an example, Japan has twice as much debt relative 
to its economy than the U.S.

Lots of debt with relatively stable political institutions 
isn’t great, but it isn’t a recipe for disaster either. 
Some key points about government debt:

 •  Borrowing is a bridge. Governments borrow 
from the future to get through the present. 
Future taxes, growth, or cuts to spending are 
the way to pay for it. The U.S. precedent isn’t 
that great: We had tax cuts without spending 
cuts. The problem this approach can create 
is that debt relative to the economy keeps 
growing. This, in turn, weakens the capacity 
to address the next crisis, especially if it 
happens before deficits decline. The end result 
is that debt keeps increasing and average 
deficits climb to higher and higher levels. The 
proverbial “savings glut” that helped keep 
rates low in the U.S. in the run-up to the global 
financial crisis is not an endless well to keep 
drawing from. But in our view, that problem is 
likely decades in the future.
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 •  There’s a danger of getting stimulus when 
it isn’t really needed instead of when it is. In 
the U.S., people need stimulus now. You can’t 
retroactively give people cash by traveling 
back in time. Instead of smoothing the cycle, 
delaying stimulus risks amplifying the cycle.

“ If something cannot  
go on forever,  
it will stop.

—Stein’s Law (Herbert Stein)

The sea of stimulus can’t go on 
forever
Based on the economic outlook—with 
improvements in the labor market and the 
trajectory of economic growth—waves of 
stimulus might not be needed beyond 2021. 
But then what? The tide of stimulus going out 
can come at a cost—for example, higher taxes, 
spending cuts, inflation, and financial repression.

When will the cost come? We think the most 
likely scenario is that the cost will be borne over 
a long period. After World War II, many countries 
relied on future growth and artificially low rates 
to help pay down debt along with a new focus 
on slowly trimming budget deficits. Something 
similar could happen this time.

The COVID-19 crisis was extraordinary and 
required extraordinary measures. We don’t believe 
this will become the ordinary way of setting 
budgets, though the path back to ordinary could 
be a slow one. The speed of recovery depends 
critically on a widely available vaccine and—
thankfully—there has been good news on that 
front. But when it comes to monetary policy, the 
extraordinary measures could become ordinary. 
Central banks have discovered the importance of 
large-scale asset purchases in fostering growth 
and maintaining or restoring financial stability.

How are we navigating this environment? We 
think it’s important to be adaptable. Strategic 
asset allocation1 is not static. There’s no reason to 
be rigid in setting an equity/bond allocation. Our 
strategies adapt to the changing economic and 
valuation environment. At the moment, we think 
government bond yields are migrating higher, so 
we’re lightening up on that risk in favor of more 
growth risk, like credit and equities.

But, that’s our strategy for now. If things change 
faster or slower, so will our allocations. By focusing 
on identifying risks and asking whether investors 
are well compensated for them, we aim to let 
portfolios transform as the world transforms in 
our effort to improve the odds that our institutional 
clients will achieve their financial goals.

1. Asset allocation and diversification do not ensure or guarantee better performance and cannot eliminate the risk of 
investment losses.
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Retirement investing today:  
Managing risks while pursuing growth

In today’s environment, the challenge of building a large 
enough retirement account may seem insurmountable,  
but it doesn’t have to be.

Downturns are scary. When people see their nest egg shrink by more than 20% within 
just a few weeks (less than a month if you look at March 2020), it’s difficult to keep 
a “stay the course” mindset. This is especially true when other financial difficulties 
coincide with market drawdowns, as has been the case during 2020. Due to the 
pandemic, millions have lost their jobs and many have needed to tap their savings—
including retirement accounts—to make ends meet. In this environment, plenty of 
investors would rather exit the equity market and hold cash just so they can sleep well 
at night while the market fluctuates.

But even if investors manage to liquidate their investments before further declines 
occur, it’s very difficult to get back into the market at the “right” time. For many, trying 
to stave off further declines in their nest egg could lead to missing part or all of an 
eventual recovery. 

The COVID-19 pandemic and economic downturn have 
added financial hardships for many workers and retirees.

52%  of Generation Z
39%  of Millennials
38%  of Generation X
31%  of Retirees

Agree with the following:

“I now don’t know if I’ll 
be able to save enough 
money to retire because 
of the impact of the 
COVID-19 pandemic.”

17% of workers have needed to use retirement savings  
to pay expenses.

Investors’ retirement account withdrawals have negatively 
affected their accounts in two ways: The balances have been 
reduced, and the opportunity has been lost to benefit from 
potential growth on the withdrawn amounts as the market  
has recovered.

Source: Wells Fargo 2020 Annual Retirement Survey

Christian Chan, CFA
Head of U.S. Portfolio Management, 
Multi-Asset Solutions 

Kandarp Acharya, CFA, FRM
Senior Portfolio Manager,  
Multi-Asset Solutions

About the survey
On behalf of Wells Fargo, The Harris Poll 
conducted 3,918 online interviews of 
2,708 working Americans age 18–75 
and 1,004 retired Americans, surveying 
attitudes and behaviors around planning, 
saving, and investing for retirement. 
The survey was conducted June 21– 
July 17, 2019. Working Americans are 
age 18–75 and working full time (or at 
least 20 hours if they are working part 
time) or are self-employed. Retired 
Americans self-identified as retired 
regardless of age. Both working and 
retired Americans are the primary or 
joint financial decision-maker for their 
household. High-net-worth workers 
have at least $1 million in household 
investable assets. Data were weighted 
as needed to represent the population 
of those meeting the qualification 
criteria. Figures for education, age, 
gender, race, ethnicity, region, household 
income, investable assets, marital status, 
employment, number of adults in the 
household, and propensity to be online 
were weighted where necessary to bring 
them in line with their actual proportions 
in the population.
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It’s true that certain market realities have made reaching their retirement goals a 
more difficult task for investors today. Interest rates, for example, have remained near 
rock-bottom levels, so upping fixed-income allocations to manage market risk is likely 
to deliver returns below the growth rate needed to build adequate retirement savings. 
This has forced investors to increase their equity allocations to potentially achieve their 
retirement savings goal.

In the market recovery following the onset of the pandemic, however, equities have 
returned to historically high valuations. As a result, positioning a retirement portfolio 
for adequate growth today generally comes at a cost of taking on higher exposure to 
potential losses.

But despite their risk, equities remain an essential ingredient within retirement 
portfolios. The fact is, the timing of market drawdowns is uncertain—and even with 
such volatility, equity returns historically have been hard to beat over longer periods. 
Without sufficiently high exposure to equities, investors would need to set aside a 
much greater percentage of their earnings in order to meet their retirement needs.

We’ve highlighted above some of the risks retirement investors are facing. For 
many today, an additional concern is how to get their retirement savings back on 
track—without taking on excessive risk—following losses due to market volatility or 
withdrawals/loans. Target date funds have gone a long way toward providing investors 
with a way to retain a diverse allocation and appropriate balance of risks for a specific 
retirement horizon. However, we think there’s always room to raise the bar higher. 
Below, we discuss an innovation we’ve made that’s designed to make target date funds 
more responsive to changing risks and allow for a more aggressive allocation over time 
without taking on undue risk.  

Dynamic risk hedging (DRH): How it works: An effective hedge 
program is OFF when it isn’t needed but ON when it’s needed the most

• In market environments with significant declines, tail risk management is 
designed to systematically hedge the portfolio to mitigate the impact of 
further drawdowns.

• Our research shows historically a strong link between smaller drawdowns  
and achieving desired investment outcomes.

Establish hedge when 
market conditions 
warrant

When a portfolio drops 
10% in value from its 
previous high, establish 
a protective hedge 
by selling a basket of 
exchange-listed futures 
that match underlying 
portfolio exposures.

If the markets subsequently rise
●  Reduce size of hedge as underlying portfolio 

increases in value

●  Eliminate hedge if portfolio value continues 
to appreciate, allowing for unhedged upside 
participation

If the markets continue to decline
●  Increase the size of the hedge

●  Take profits when our models indicate the 
market may be oversold and establish a  
smaller hedge

●  Size of hedge position will vary with level of 
market volatility

An effective hedge program is OFF when it isn’t needed and ON when it’s needed the most.
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Our Dynamic Target Date Funds potentially capture tailwinds of 
growth with less volatility than high equity allocations may bring
In order to generate enough growth for retirement investors, we’ve developed a 
relatively aggressive glide path that has higher equity allocations than many target 
date funds. We’ve combined this growth-oriented glide path with a DRH overlay that’s 
designed to dampen the risks normally associated with growth-oriented investments.

DRH is a rules-driven strategy with the goal of systematically reducing market 
exposure in response to large drawdowns and increasing market exposure when 
markets rise. When warranted, the market exposure is reduced by hedging a portion of 
the portfolio without directly affecting the underlying investments.

The systematic rules allow us to monitor the hedge level and adjust it daily in response 
to market moves—increasing the hedge if markets decline or decreasing it as markets 
recover. If markets have fallen far enough, DRH seeks to lock in hedging profits by 
reducing the hedge level in expectation of a recovery.

DRH focuses on reducing the negative effects of large drawdowns while allowing 
the portfolio to participate in the market’s upside with minimal drag. Its systematic 
approach, which reduces a portfolio’s expected market exposure and then brings it 
back up, can help reduce investors’ concerns about timing the market. Perhaps more 
importantly, DRH also allows for higher equity allocations during attractive market 
conditions.

Looking toward the future
As the distribution of COVID-19 vaccines broadens globally in coming months, 
we’re hopeful that countries worldwide can progress in recovering and individuals 
can experience increasing confidence in what their futures hold. From a financial 
perspective, we encourage investors saving for retirement to take time to review  
their accounts with their retirement goal in mind. Those with access to the Wells Fargo 
Dynamic Target Date Funds may want to explore how this option—with its more 
aggressive allocation—may assist with getting back on track by allowing them to  
focus on staying the course, knowing that downside risk is managed through DRH.

The target date represents the year in which investors may likely begin withdrawing assets. The funds 
gradually seek to reduce market risk as the target date approaches and after it arrives by decreasing 
equity exposure and increasing fixed-income exposure. The principal value is not guaranteed at any time, 
including at the target date. 

Stock values fluctuate in response to the activities of individual companies and general market and 
economic conditions. Bond values fluctuate in response to the financial condition of individual issuers, 
general market and economic conditions, and changes in interest rates. Changes in market conditions and 
government policies may lead to periods of heightened volatility in the bond market and reduced liquidity 
for certain bonds held by the fund. In general, when interest rates rise, bond values fall and investors 
may lose principal value. Interest rate changes and their impact on the fund and its share price can be 
sudden and unpredictable. High-yield securities have a greater risk of default and tend to be more volatile 
than higher-rated debt securities. The use of derivatives may reduce returns and/or increase volatility. 
Securities issued by U.S. government agencies or government-sponsored entities may not be guaranteed 
by the U.S. Treasury. The fund will indirectly be exposed to all of the risks of an investment in the 
underlying funds and will indirectly bear expenses of the underlying funds. Certain investment strategies 
tend to increase the total risk of an investment (relative to the broader market). This fund is exposed to 
foreign investment risk, mortgage- and asset-backed securities risk, regulatory risk, and smaller-company 
investment risk. Consult the fund’s prospectus for additional information on these and other risks. 
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Managing cash balances 
in a sea of liquidity
Since the onset of the COVID-19 pandemic, we have seen the cash balances of many 
of our institutional clients surge. Both companies and individuals have built significant 
rainy day funds to buffer against the risks of potentially damaging economic fallout. 
But how should investors go about managing this swelling “sea of liquidity” to meet 
their unique return and risk requirements most efficiently? We’d like to share a real-life 
example of how we helped one of our large corporate clients go about answering  
this question.

The client was sitting on the proceeds of a large bond issue, raised specifically to increase 
balance sheet liquidity as a type of insurance policy against uncertainties created by 
changing demand dynamics in the pandemic’s wake. Potential answers may seem 
simple and straightforward at first blush, but a proper solution invariably requires an 
intimate understanding of client needs and the development of a sophisticated approach 
to help balance the competing challenges of maximizing investment returns while 
ensuring adequate safety and liquidity. Let’s begin by considering the available levers for 
diversification1 of income.

 •  Extend duration. There is typically a term premium that investors can 
pursue by holding longer-maturity instruments. Specifically, in the current 
market environment, the yield curve begins to steepen meaningfully after 
the two-year mark, allowing investors to pick up additional yield in bonds 
near these maturities. They also can benefit from “rolling down the yield 
curve,” which refers to the natural decline in yields as maturity approaches, 
providing price appreciation that adds to total return.

 •  Go down in credit and/or into additional sectors. Other sources of income 
include diversifying a cash portfolio into lower-rated credits or investing in a 
broader set of fixed-income sectors. For example, allocations to high-quality 
investment-grade corporate bonds, asset-backed securities, or agency 
mortgage-backed securities can add yield with relatively modest increases in 
risk. Investments in other high-quality sectors, like U.S. agency debentures, 
sovereigns, supranationals, or foreign agency bonds, may also be used to 
increase diversification of a portfolio and its sources of income.

Jeffrey Weaver, CFA
Senior Portfolio Manager,  
Head of Municipal and Short 
Duration Fixed Income,  
WFAM Global Fixed Income

1. Asset allocation and diversification do not ensure or guarantee better performance and cannot 
eliminate the risk of investment losses.
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 •  Opt for a combination. If the goal is to capture diversified sources of income 
to drive reliable long-term risk-adjusted returns over time, it may often 
make sense to do both of the above. That is, to extend duration and invest 
in additional credit-quality categories and sectors. The key objective is to 
determine the most client-appropriate mix of duration and diversification to 
increase income, which is the primary driver of total return over time.

Peek inside our client meeting
When we met with our institutional client, they wanted to know the options they should 
consider to increase returns on their significant cash balances. While their government 
money market fund was meeting their needs for capital preservation and liquidity, it 
was earning a mere 1-basis-point (bp; 100 bps = 1.00%) yield. We first sought to gain a 
better understanding of their cash flow needs and tolerance for risk. To aid discussion 
and flesh out their requirements, we presented two sample portfolios.

First, a little background on what we already knew: We had been given the client’s 
drawdown schedule, which we used to match their assets to their expected cash 
flows. As a result, both sample portfolios were the same in terms of duration and time 
horizon. In our assumptions, illustrated in Figure 1 on the following page, we limited the 
maximum allowable maturity to five years, and both portfolios had a duration of target 
of two years.

 •  Portfolio 1 was a portfolio that contained no credit risk. This illustrated 
one of the levers short-term investors can pull to increase returns, which 
is to extend maturities out on the yield curve. With the Fed on hold for the 
foreseeable future, we expect short-term rates on maturities up to two years 
to remain anchored. Beyond two years, the yield curve begins to steepen 
more meaningfully. Investments at this maturity would allow them to pick up 
additional yield while at the same time allowing them to benefit from rolling 
down the curve and capturing price appreciation. This portfolio would be 
expected to yield 0.16%, which is an attractive pickup in expected return of 
15 bps over the client’s existing allocation.

 •  Portfolio 2 added allocations to high-quality investment-grade corporate 
bonds, modest exposure to high-yield corporate bonds, and high-quality 
investment-grade asset-backed securities. This represents the second lever 
cash investors can pull to increase returns. It introduces other high-quality 
sectors beyond Treasuries because of their yield advantage and expected 
diversification benefits. As you can see, this option increased the expected 
yield by 122 bps over that of Portfolio 1, to 1.38%.

“... our client appreciated the bookend approach—
the illustration of two different sample portfolios—
because we were able to discuss what pulling the above 
levers could actually mean ...”



Preserving assets | 42

MAKING SENSE OF A MARKET TRANSFORMED

Figure 1. Sample portfolios showed scope of choices for adding income and return potential

Portfolio 1:  
Treasury bonds

Portfolio 2:  
Diversified investment grade

Objectives Preservation of principal
Maintain high liquidity

Preservation of principal
Maintain high liquidity

Guidelines Maximum maturity 5 years 5 years

Minimum short-term rating2 Treasury only A-2/P-2

Minimum long-term rating Treasury only Ba2/BB

Portfolio characteristics Yield to maturity 0.16% 1.38%

Duration3 2.1 years 2.1 years

Average credit quality AAA A-

Sector

Treasuries
100%

Corporate bonds 75%

Taxable municipal 
bonds 1% 

Mortgage-backed 
securities 2.5% 

Asset-backed
securities 22%

Source: WFAM. The information provided is for illustrative purposes only.

We also emphasized that, while income is important, prudent bottom-up security selection would be 
paramount to achieving the goal of capital preservation and liquidity, particularly in the current market 
environment. To mitigate credit risk in any portfolio we manage, we leverage the expertise of our Global Credit 
Research team to help ensure we select stable-to-improving credits and avoid those we expect to deteriorate. 

Generalizing from the above, there are a number of ways to incorporate a high-quality one- to three-year 
duration strategy as part of an overall cash solution. It can be designed to pull both levers for diversifying 
income. That is, it can simultaneously extend to a steeper part of the yield curve and invest in high-quality 
yield-advantaged sectors, as client circumstances allow. The inherent flexibility of our approach may help bring 
appropriate, and potentially optimal, cash management solutions to many investors.

2. The ratings indicated are from Standard & Poor’s, Moody’s Investors Service, and/or Fitch Ratings 
Ltd. Credit-quality ratings: Credit-quality ratings apply to underlying holdings of the fund and not the 
fund itself. Standard & Poor’s rates the creditworthiness of bonds from AAA (highest) to D (lowest). 
Ratings from A to CCC may be modified by the addition of a plus (+) or minus (-) sign to show relative 
standing within the rating categories. Moody’s rates the creditworthiness of bonds from Aaa (highest) 
to C (lowest). Ratings Aa to B may be modified by the addition of a number 1 (highest) to 3 (lowest) to 
show relative standing within the ratings categories. Fitch rates the creditworthiness of bonds from AAA 
(highest) to D (lowest). 

3. Duration is a measurement of the sensitivity of a bond’s price to changes in Treasury yields. A fund’s 
duration is the weighted average of duration of the bonds in the portfolio. Duration should be interpreted 
as the approximate change in a bond’s price for a 100-basis-point change in Treasury yields. Duration is 
based on historical performance and does not represent future results.
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Virtual roundtable:
Climate transition credit

Hannah Skeates
Co-Head of Sustainable Investing

Tom Lyons
Head of Climate  
Investment Research &  
Senior Investment Analyst, 
Global Credit Research

Henrietta Pacquement, CFA
Head of Investment Grade 
Europe and Senior Portfolio 
Manager, Credit Europe

When discussing climate change agendas, 2050 is often the 
most quoted milestone year. That said, 2021 is set to be a huge 
milestone in its own right. With the U.S. likely to rejoin the Paris 
Agreement as well as the long-awaited UN COP261 Climate 
Change Conference, this year will be full of climate-related 
developments and activity. Against this backdrop, Hannah 
Skeates, Henrietta Pacquement, and Tom Lyons discussed 
tailwinds that are propelling climate transition in the fixed-
income investing space.

HS: There’s a huge amount of climate momentum happening at both the 
industry and governmental level, which often dominates headlines. 
How have you felt that momentum?

HP: 2020 was a strange year to say the least! Despite lockdowns and 
virtual meetings, there has been a huge amount of activity around 
our capability in investment-grade credit regarding the transition 
to net-zero carbon emissions by 2050. From a research perspective, 
our WFAM Climate Change Working Group has produced a series 
of publications that look at how climate change thinking can be 
embedded into investment research methodologies and into 
company valuations by sector. From a client perspective, we’ve seen 
a dramatic increase in investors seeking to define new potential 
climate-related objectives for their portfolios, and developments 
in the U.K. pension scheme landscape have contributed to some 
of these conversations. As portfolio managers, we’ve navigated 
our strategies through volatile markets in 2020. We’ve also been 
enhancing our investment process to integrate more forward-looking 
data into credit research. 

TL: Yes, that’s been a primary focus. Our WFAM Climate Change Working 
Group, together with our global team of analysts, has put into place 
a system to assess how well firms are positioned to compete in a 
decarbonizing market. Unlike many other climate-focused strategies, 
we only use very targeted exclusions for activities like production 
of thermal coal. Instead, we rely on analytical frameworks grounded 
in traditional credit and equity analysis to determine companies’ 
readiness and business resilience. One element of this looks at current 
emissions data, but it goes way beyond that.  

1. COP26 refers to the UN Climate Change Conference of the Parties in which Glasgow in the United Kingdom will host the 26th meeting. 
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We’re excited 
to see increased 

momentum

“
 

coming from 
the U.S. This is a 
global issue and 
we’re all tackling 

this together. 

HP: To bring that to life, consider the case of a European oil company. This 
company looks like an interesting investment for a climate transition 
strategy. On the surface, focusing on an oil company as part of a 
solution to the climate change problem may seem counterintuitive, 
but the Transition Framework that we’ve designed digs into the 
details of how aggressively companies across a variety of business 
sectors are evolving their business models. In this particular case, the 
trend and scale of this company’s capital expenditure investment 
shows a clear intention to transition to a decarbonized world. 

HS: Tom, so we have this new Transition Framework for assessing 
companies’ readiness for a net-zero carbon future. Could you give 
us some insight on how it can be used within fixed-income portfolio 
construction? 

TL: Broadly speaking, we’re looking at two objectives: security selection 
and portfolio decarbonization. The Transition Framework drives 
security selection. At the most basic level, it’s grounded in business 
and financial risks. With regard to business risks, we pay explicit 
attention to strategy and governance, asset position, operational 
expertise, and stakeholder relations. Among financial risks, we 
consider climate liabilities, balance sheet preparedness, macro-level 
climate risks, and the ability to be profitable in a net-zero world. This 
analysis informs and drives security selection and supports portfolio 
risk analysis. At the same time, and in line with an increasing number 
of clients’ objectives, we employ decarbonization features where 
the portfolio will pursue the goal of achieving at least 30% below 
benchmark intensity and decarbonize to net zero by 2050. 

HP: We believe our Transition Framework and process can deliver 
a net-zero emissions portfolio by 2050, within a wider global 
transformation of the real economy. It’s worth noting that company 
engagement is also crucial. Through open dialogue with companies, 
we are able to encourage them to set more ambitious climate targets 
and improve the transparency of their disclosures. This has multiple 
benefits—it gives us useful insights into a company’s potential market 
positioning in a decarbonized world and this also helps shape the 
wider industry’s progress. Ultimately, we expect our clients to benefit 
from improved outcomes and overall resilience. 
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Climate 
Transition Credit 

approach
Key features:

1
Apply WFAM  

Transition Framework
Actively manage security 
selection via proprietary 

framework

2
Use targeted exclusions 

to maximize climate 
benefit

Optimize opportunity set 
and climate performance2

3
Preserve ongoing  

CO2 advantage  
vs. benchmark

Cap weighted average 
carbon intensity at least 
30% below benchmark

4
Decarbonize portfolio 

over time
Achieve net-zero portfolio 

emissions by 2050

5
Engage

Collaborate with issuers  
to improve ESG,  
climate strategy

HS: So how does this Climate Transition Credit strategy design differ 
from a typical global investment-grade credit portfolio?

HP: Our Climate Transition Credit strategy is designed to be a core credit 
holding. The portfolio uses a standard global investment-grade credit 
benchmark. The additional in-depth climate-related analysis also 
helps us assess the risk that a holding adds to the overall portfolio. 
Downside protection becomes embedded into the process, given how 
we’ve gotten a better sense of value and the risk premia. Our sector 
positioning will be broadly in line with the benchmark, although we 
would expect energy (oil and gas company exposures) to morph into 
utilities (electric power generation) over time.  

TL: We have an actively managed, fundamentally grounded, bottom-up 
approach to security selection. The key point here is that our Transition 
Framework really overlays our established credit research process with 
the additional perspective of assessing the financial implications of 
climate change. As a result, we feel that our strategy can play a core 
role in institutional investor portfolios.   

HS: Speaking of clients, tell me about U.S. investors. We often talk about 
sustainable investing in a European context. How do you see this 
evolving through 2021? 

HP: We’re excited to see increased momentum coming from the U.S. 
This is a global issue and we’re all tackling this together. We expect 
to see increased commitments by U.S. investors to decarbonize their 
portfolios and align with future opportunities. 

TL: I would add that more robust stewardship across industries should 
also be expected. Our stewardship efforts at WFAM are aligned with 
our clients’ objectives in that we all want to see companies set out 
ambitious climate-related commitments and road maps.

HS: Looking further into 2021, what other opportunities and 
developments are you most excited about? 

HP: The growth of green, social, and sustainability bonds is a really positive 
development. Issuance in this space is becoming almost commonplace. 
Of course, we’re interested in the detail of the use of proceeds of the 
debt and the overall trajectory and ESG behavior of the issuer. As the 
market matures with greater availability and choice, this should help 
drive transformation in the types of vehicles available to investors 
and the ability for them to really target their investments in new and 
exciting ways. 

2. Especially over longer periods of time, portfolio decarbonization may restrict opportunity set and/or alter risk/reward profile 
versus a typical investment-grade credit strategy. For illustrative purposes only. Subject to change.
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Index definitions:

MSCI World Index
The Morgan Stanley Capital International (MSCI) World Index is a free-float-adjusted 
market-capitalization-weighted index that is designed to measure developed-market equity 
performance throughout the world. You cannot invest directly in an index. 

MSCI Emerging Markets Index 
The Morgan Stanley Capital International (MSCI) Emerging Markets (EM) Index is a free-float-
adjusted market-capitalization-weighted index that is designed to measure equity market 
performance of emerging markets. You cannot invest directly in an index.

MSCI China Index
The Morgan Stanley Capital International (MSCI) China Index is a free-float-adjusted market-
capitalization-weighted index that is designed to measure equity market performance in 
China. You cannot invest directly in an index.

Russell 3000® Growth Index 
The Russell 3000 Growth Index measures the performance of those Russell 3000 Index 
companies with higher price/book ratios and higher forecasted growth values. You cannot 
invest directly in an index. 

Bloomberg Barclays U.S. Aggregate Bond Index
The Bloomberg Barclays U.S. Aggregate Bond Index is a broad-based benchmark that 
measures the investment-grade, U.S. dollar-denominated, fixed-rate taxable bond market, 
including Treasuries, government-related and corporate securities, mortgage-backed 
securities (agency fixed-rate and hybrid adjustable-rate mortgage pass-throughs), asset-
backed securities, and commercial mortgage-backed securities. You cannot invest directly in 
an index.

Bloomberg Barclays Global Aggregate Bond Index 
The Bloomberg Barclays Global Aggregate Bond Index is a measure of global investment-grade 
debt performance. This multicurrency benchmark includes Treasury, government-related, 
corporate, and securitized fixed-rate bonds from both developed and emerging market issuers. 
You cannot invest directly in an index.



We want to help clients build for successful outcomes, defend portfolios against 
uncertainty, and create long-term financial well-being. To learn more, investment 
professionals can contact us:

●  To reach our U.S.-based investment professionals, contact your existing client relations director,  
or contact us at WFAMInstitutional@wellsfargo.com.

●  To reach our U.S.-based intermediary sales professionals, contact your dedicated regional director,  
or call us at 1-888-877-9275.

●  To reach our U.S.-based retirement professionals, contact Nathaniel Miles, head of Retirement at  
Wells Fargo Asset Management, at nathaniel.s.miles@wellsfargo.com.

●   To discuss sustainable investing solutions, contact Hannah Skeates or Christopher McKnett, co-heads  
of Sustainable Investing at Wells Fargo Asset Management, at hannah.skeates@wellsfargo.com or  
christopher.mcknett@wellsfargo.com.

CFA® and Chartered Financial Analyst® are trademarks owned by CFA Institute.  
 
The views expressed and any forward-looking statements are as of December 17, 2020, and are those of the authors and/or Wells Fargo Asset 
Management. Discussions of individual securities, or the markets generally, or any Wells Fargo Fund are not intended as individual recommendations. 
Future events or results may vary significantly from those expressed in any forward-looking statements; the views expressed are subject to change 
at any time in response to changing circumstances in the market. Wells Fargo Asset Management disclaims any obligation to publicly update or 
revise any views expressed or forward-looking statements. 
 
MSCI makes no express or implied warranties or representations and shall have no liability whatsoever with respect to any MSCI data contained 
herein. The MSCI data may not be further redistributed or used as a basis for other indices or any securities or financial products. This report is not 
approved, reviewed, or produced by MSCI. 
 

All investing involves risks, including the possible loss of principal. There can be no assurance that any investment 
strategy will be successful. Investments fluctuate with changes in market and economic conditions and in different 
environments due to numerous factors, some of which may be unpredictable. Each asset class has its own risk and 
return characteristics. Investing in environmental, social, and governance (ESG) carries the risk that, under certain 
market conditions, the investments may underperform products that invest in a broader array of investments. In 
addition, some ESG investments may be dependent on government tax incentives and subsidies and on political 
support for certain environmental technologies and companies. The ESG sector also may have challenges such as 
a limited number of issuers and liquidity in the market, including a robust secondary market. Investing primarily in 
responsible investments carries the risk that, under certain market conditions, an investment may underperform funds 
that do not use a responsible investment strategy.  
 

The target date represents the year in which investors may likely begin withdrawing assets. The funds gradually seek 
to reduce market risk as the target date approaches and after it arrives by decreasing equity exposure and increasing 
fixed-income exposure. The principal value is not guaranteed at any time, including at the target date.  

mailto:WFAMInstitutional@wellsfargo.com
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Stock values fluctuate in response to the activities of individual companies and general market and economic conditions. 
Bond values fluctuate in response to the financial condition of individual issuers, general market and economic 
conditions, and changes in interest rates. Changes in market conditions and government policies may lead to periods 
of heightened volatility in the bond market and reduced liquidity for certain bonds held by the fund. In general, when 
interest rates rise, bond values fall and investors may lose principal value. Interest rate changes and their impact on the 
fund and its share price can be sudden and unpredictable. High-yield securities have a greater risk of default and tend to 
be more volatile than higher-rated debt securities. The use of derivatives may reduce returns and/or increase volatility. 
Securities issued by U.S. government agencies or government-sponsored entities may not be guaranteed by the U.S. 
Treasury. The fund will indirectly be exposed to all of the risks of an investment in the underlying funds and will indirectly 
bear expenses of the underlying funds. Certain investment strategies tend to increase the total risk of an investment 
(relative to the broader market). This fund is exposed to foreign investment risk, mortgage- and asset-backed securities 
risk, regulatory risk, and smaller-company investment risk. Consult the fund’s prospectus for additional information on 
these and other risks.  
 

Carefully consider a fund's investment objectives, risks, charges, and expenses before investing. For a current prospectus and, if 
available, a summary prospectus, containing this and other information, visit wfam.com. Read it carefully before investing. 
 
Wells Fargo Asset Management (WFAM) is the trade name for certain investment advisory/management firms owned by Wells Fargo & Company. 
These firms include but are not limited to Wells Capital Management Incorporated and Wells Fargo Funds Management, LLC. Certain products 
managed by WFAM entities are distributed by Wells Fargo Funds Distributor, LLC (a broker-dealer and Member FINRA).

INVESTMENT PRODUCTS: NOT FDIC INSURED ■ NO BANK GUARANTEE ■ MAY LOSE VALUE

© 2021 Wells Fargo & Company. All rights reserved.                                             PAR-1220-00584

http://www.wfam.com
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