Bob Huebscher:
Hi, it's Bob Huebscher, and this is the Gaining Perspective podcast where we bring you insightful conversations with some of the top thought leaders in the investment advisor profession and investment management industry. I am the founder and CEO of Advisor Perspectives.
Bob Huebscher:
No strategy has collected more assets over the last five years than investing based on environmental, social, and governance or ESG principles. Virtually every asset management firm has stepped up their commitment to ESG, along with introducing new funds to meet client demand. But not all ESG products are the same. They vary along important dimensions, such as what metrics they use for screening out or including companies and industries.
Bob Huebscher:
Here to talk with me today are two people who have been at the forefront of the ESG movement. Jake Walko is the director of ESG investing and global investment stewardship at Thornburg Investment Management, furthering the adoption of ESG considerations across Thornburg's full product suite. Lei Wang, who is also known as Rocky, is portfolio manager and managing director for Thornburg Investment Management. He joined Thornburg in 2004 as associate portfolio manager and was promoted to portfolio manager in 2006. He manages the Thornburg Better World International Fund, symbol TBWIX, which has a five-and-a half-year-old track record as an ESG strategy, and it has approximately $225 million in assets.
Bob Huebscher:
Jake and Rocky both join us today from Thornburg's headquarters in Santa Fe, New Mexico. Jake and Rocky, describe your backgrounds and your roles, and really what brought you to join Thornburg.
Lei Wang:
Hi Bob, this is Rocky and thank you for inviting me and Jake to your platform. I was born and raised in China and educated, as an undergrad in Shanghai. I worked for China’s central bank for a couple of years before I came to this great country for my MBA. My association with Thornburg goes back to my summer intern program almost 21 years ago.
Lei Wang:
I joined Thornburg 2004 and become a portfolio manager for international equity strategy here for the past 15 years. The one reason I came to Thornburg back in the early days was because it is a friendly organization with a lot of international diversity. People here are really, really global thinkers. We invest on a global basis. We do a lot of international traveling; we do a lot of fundamental, bottom-up research. At the end of the day, we prefer to let stock selection be the key drivers of our outperformance. 
Jake Walko:
Thank you, and thank you for having me. As Bob mentioned, I'm the director of ESG investing here. My mandate is quite broad in that I look at both the integration of ESG factors in the investment process, as well as bridging the gap with clients and finding alignment where strategies need to meet their preferences and their objectives. I'm a more recent joiner to Thornburg. I've been here for a year now having moved from New York, but I've spent the most recent decade of my career doing ESG, most recently at Neuberger Berman and at BlackRock on the ESG teams there.
Jake Walko:
What really brought me here is that I have a strong conviction that ESG is much more complex than people appreciate. We'll be using ESG and sustainable investing interchangeably. They obviously mean very different things to many different people, and as Bob alluded to, there's a full spectrum of these things. But I think these issues are complex. I wanted to join the firm that is really steeped in a legacy of deep research.
Jake Walko:
Because to understand these issues and their full complexity, you need to really understand what you're investing in. Many of these things are really more mature now in terms of the data that we have available, but many of them are just getting started. I feel like this is the kind of a place where people challenge one another and really ask the tough questions, Is this relevant, or why didn't you do something? And this is the kind of a place that I believe would be successful doing ESG well.
Bob Huebscher:
Jake, you moved to one of the most beautiful cities in the United States from New York. I love Santa Fe and I've also had the pleasure of interviewing several people from Thornburg in the past. I know what a great organization it is. I want to dig into the Thornburg Better World International Fund. Can you tell me what is its mandate? What are the guidelines and the risk management parameters that you use in constructing the fund?
Lei Wang:
Thank you, Bob. As you said, Thornburg had been an early adopter of international investing in this country, close to 25 years ago. In the early days, we had the one product called the Thornburg International Equity Fund. It has more than a 20-year track record. I have been one of the portfolio managers on the team for the past 15 years. About six or seven years ago, the team here started doing international traveling and bottom-up research.
Lei Wang:
We realize we're identifying some interesting phenomena through the bottom-up fundamental research we do. Sometimes we see a great company that had a decline from a premium valuation. But meanwhile, it also had a very dynamic and interesting ESG angle when we dig into the company’s fundamentals. Those companies, with a great ESG behavior or a good practice, at end of the day lead to very differentiated outcomes in business operations and financial returns.
Lei Wang:
We said, “We'll leverage our international framework and fundamental research, but also combine it with not just pure analysis, but ESG analysis.” We launched this product called the Thornburg Better World International Fund. This fund already had five-plus years of history and in couple of months we're going to celebrate its a six-year anniversary.
Lei Wang:
That's how this product came into being. We do three-basket diversification. We call it: basic value, consistent earners and emerging franchise. We try to build a core-blend portfolio. Core blend means it has growth and value stocks. But meanwhile, we try to build some decent diversification between so-called ESG leadership versus ESG momentum. That was how this portfolio come to be, and how it generated a pretty decent return for the past five years in a compounded way.
Bob Huebscher:
Thank you. I did look at the performance record last night. I can see that it has outperformed the MSCI All-World ex-US index since its inception, which was at the end of September 2015, and has done so by about 450 basis points, which is a lot. Congratulations. How would you assess its performance relative to its peers and what do you attribute that tremendous outperformance to?
Lei Wang:
Thank you, Bob, for seeing that. Last night, I checked on a third-party platform, Morningstar, and for the past five years, the Thornburg Better World International Fund generated 15%+ annualized returns, making this fund one of the best, if not the best ESG international fund in its universe.
Lei Wang:
We have had a great track record for the past one, three and five years. We were pretty much in the top 1% percentile. That is not just among international ESG funds, but also international large-core or large-blend. Using third-party data, it also demonstrated a very good ESG score. As of last night, it was in the top 9% based on its ESG historical sustainability score. It has generated a decent return, but also delivered the ESG performance as well.
Lei Wang:
I attribute the success of this fund to our bottom-up research. We really look at the things from the ESG angle, identifying those material elements and making a judgment and generating financial return through making good calls and analysis on the ESG-related fundamentals of individual companies.
Lei Wang:
This product is very concentrated with a high-conviction-driven portfolio. We have anywhere between 50 and 70 names. At this moment it has 61 names – pretty concentrated. Each name has a great ESG story, a great fundamental angle and is driving the performance of the fund.
Bob Huebscher:
When you talk to advisors, what guidance do you offer to them about how much of their client's portfolios should be allocated to ESG?
Lei Wang:
Ah, that's a very good question. Actually, it's a very open-ended question, in my opinion. I think people's opinions could be very varied on how much to allocate. Here's my opinion for what it's worth. I think ESG is not an asset class. It should be an integrated part of everyone’s equity research process. For us, it is more in the non-US stock space.
Lei Wang:
Because evidence already shows that if a company has good fundamentals, and if you conduct thorough security and ESG analysis, trying to identify those factors which could have a meaningful, material financial impact on the outcome of its business performance, that's the target of the stocks we look for.
Lei Wang:
I don't think it's necessary for you to differentiate, "Okay. Here's international. Okay. Here's international ESG." If you allocate say 20% of your clients' funds for international investing, why not just identify a great international fund, a manager like Thornburg? That way, you also integrate and implement a very strong ESG process during the investment process. You should identify those companies in an integrated way, rather than just looking at ESG in isolated cases.
Bob Huebscher:
Jake, I want to bring you into the conversation here and I'm interested in what investors are most focused on now when it comes to ESG, and what should they be paying more attention to?
Jake Walko:
I think the number one hot topic is obviously climate change, right? It's something that affects all companies. It's something that's getting quite a bit of regulatory attention, whether it's here in the US or even more so outside of the US. And it's something that I actually think is a great case study for ESG in that it is in so many ways, both a risk and an opportunity and something that management can increasingly wrap their heads around, as well as something that the board can oversee.
Jake Walko:
So, climate change is great. It's becoming more sophisticated. The modeling is getting quite similar to what you would see in traditional financial risk analysis, similar to the story in human capital. It doesn't take a genius to understand that human capital is a huge component of a company's overall capital. So, you have to take care of your workers, but the metrics there have been historically more squishy. They've been difficult to quantify, understand, especially in the broader context of everything that's happening with companies.
Jake Walko:
So, those are the big evolving areas that I think folks are paying attention to. But what I think is important is that ESG is very broad. It's almost any issue if you relate it to things outside of the company's core operations. So, things like political contributions and involvement, I think are getting increasing scrutiny, really deep supply chain analysis, right?
Jake Walko:
So, you see jurisdictions like the UK, Australia, and Canada looking at modern slavery as a topic, which is something very important there, and very important to many companies. But it may be newer to some investors, especially here in the US. Even things that were, not so long ago, quite esoteric. I think if you went to most PMs and analysts with the topic of deforestation, not so long ago, they'd tell you, "Well, is this financially relevant?"
Jake Walko:
And at first glance, it never is. But then when you dig in and you understand that it is a supply chain issue, it is a cost risk, a political-license-to-operate issue. It becomes more tangible, and it becomes more investment-decision useful. So, any topic is, I think, fair game. It's all about understanding it, becoming more educated in what it means for investment, and really trying to make yourself an expert in as many things as are relevant to the investment analysis and portfolio construction.
Bob Huebscher:
Rocky, you want to add to that?
Lei Wang:
I think my colleague Jake covered a lot of fronts. I think under ESG, under those the three letters, there are many moving parts. I don't think it’s reasonable to hit them on all fronts – as a portfolio manager, investor or shareholder. Our focus on the material elements, which can lead to some material, financial operating improvement for the companies in which we invest, and also to do the right thing for the world. 
Bob Huebscher:
We've done our own research on ESG and it's echoed a lot of what you've said. We found that climate change is the number one factor when we've polled advisors about their opinions about ESG. But also we get similar feedback about human capital, political contributions, supply chains, and issues like deforestation.
Bob Huebscher:
I want to ask one follow-up question on the issue of climate change. This is an area where I found that funds take very different positions, and that concerns nuclear energy. There are some funds that say nuclear energy does not meet their ESG criteria. There are others that say nuclear energy scientifically offers the best promise for clean energy production in the future. Where do you stand on the nuclear energy issue?
Jake Walko:
Yeah. So, tough, tough question, right? But I think it is a fascinating topic. You would think when we first tackle a topic like this, that it's a question of the science. It's a question of, is it efficient? Does it make sense? What is the sort of the best scientific path for spent fuel recycling and so on. But when you actually really dig into it and you talk to different companies and different clients, it actually increasingly becomes a values consideration.
Jake Walko:
So, obviously significant differences in perspective on this issue, even within a region that maybe from a global perspective, we would deem to be fairly local, meaning France and Germany, two countries that are not that far from one another. Obviously the topic takes on a different light in Japan where the Fukushima disaster was highly at the forefront of everyone's mind and continues to be on a very regular basis.
Jake Walko:
So, the way that we're really looking at this is, we are trying to understand, what are the consequences of effective and ineffective management of nuclear issues? Recognizing the fact that when you think about utility companies, there is a need from those companies, when you really listen to the management, for them to include nuclear in some form, in their power generation mix.
Jake Walko:
There are challenges with every kind of a source of energy, that are unique to that class. And I don't think the nuclear question is all that much different from coal versus natural gas, or even wind or solar, it comes with its own positives and negatives. So, long way of saying, "I don't have a great answer for you." I think it's still evolving. Obviously, I think as deep research nerds, we're always waiting for the next technological breakthrough to change the landscape and are looking for investment opportunities there, but we don't have an answer yet. I wish we did, but not quite.
Bob Huebscher:
I think that's a good response. Thank you. Talk about how you are integrating your ESG considerations across your other investment strategies.
Jake Walko:
Sure. So, this is actually one of my favorite questions, because what you often observe in the industry is that investors ask about our allocation to ESG, right? And there's this historical perspective that it's almost treated as a theme. And as Rocky mentioned, we are really looking at these things from a fundamental perspective. If these factors are valuable, then they should reside alongside other valuable factors that are going to impact our decision to invest or not invest, or have a great sell discipline or have a stewardship plan for it.
Jake Walko:
When we think about the integration journey for any asset manager, it is very important that everyone is on that journey, on the investment team. Meaning that we've decided that eventually everything within in the firm is going to have to go through some form of integration. Obviously, that's going to look a little different for equities and fixed income, or even within fixed income. There's important differences, but we need a culture where every PM and every analyst is able to challenge one another and contribute to each other's deliberations.
Jake Walko:
When we approached this, we didn't want to have a situation where we're asking the central research pool to originate or pitch a stock. We didn't want them to say, "This is a stock for an ESG fund," or "This is a stock that is not for an ESG fund." We wanted them to pitch a stock that is great. And then the PMs on the respective strategies can avail themselves of that idea or not.
Jake Walko:
Similarly, I think one thing that it's important for our industry to not miss out on is that fixed income investors make incredible contributions. And there are things that are relevant to each asset class that may not be at the forefront of the minds of investors in the other asset classes, but they would still benefit from thinking about it, hearing about it, being challenged about it.
Jake Walko:
Similarly, I think that the last point that I would concisely make on this is, when you think about stewardship, right? Stewardship is traditionally something that's been in the purview of equity investors. Increasingly we see regulators and clients interested in fixed income, investors being involved in that. So, we can learn a lot from one another in different strategies, in different asset classes, but only if we're all bought into the same idea, in the same direction.
Bob Huebscher:
Well, certainly stewardship is not something that should be confined to the domain of equity management. It should apply equally across whatever investment disciplines and asset classes you firms are managing. Do you favor a standardization for ESG factors? And if so, is there an approach that you see as most promising?
Jake Walko:
The answer I think is yes and no. We very much favor standardization disclosure from companies. So, when we think about our analysis of material factors, we're heavily leaning on the Sustainability Accounting Standards Board, SASB, because they are an asset manager and asset owner led standard-setting organization that really sought to identify the fewer but more relevant issues for investors to focus on.
Jake Walko:
To the extent that companies are disclosing information, it's great if they use the same methodology. If they disclose it in a way that is easy for us to identify, find, compare apples to apples and all that, but... and this is the no of this answer: I don't want asset managers to take the same approach because there needs to be room for us to be innovative in different ways. There needs to be room for us to bring different ideas to the table and for clients to evaluate which of those ideas are authentic, compelling, worthwhile, et cetera.
Jake Walko:
Our approach is to think about these issues, big picture, but bring them back to the relevance to margins and EBITDA and enterprise value, time horizons. Like I said, sizing of the investment, the discipline that we would apply to... what kinds of factors would prompt us to sell it. Essentially the things that we have real core competencies in.
Jake Walko:
ESG is new and great, and we're very excited about it, but let's not pretend like we became a new company when ESG came to the market, we're still fundamental active investors that have been doing this for a while and have been good at it. And it's important for us how to learn new perspectives, but not reinvent the things that we've been doing well. So yes, it will be fantastic if every company reported similarly, but I think we have an edge with our research, so I don't want to other asset managers to do things the same way as us.
Bob Huebscher:
I understand you do a very bottom-up approach in individual stock analysis. Do you rely on any third-party services that report ESG scores for companies? And if so, do you worry about the fact that many of those services have very different opinions about the ESG merits of individual companies?
Jake Walko:
Yes and yes. The way that our process works is, we look at what those material factors are, and then we do our own research and diligence on those factors. Third-party data comes into that process mostly because we think it's necessary for us to check our own work for us to manage our biases. So, most of the time, I think we trust that our research is going to be higher quality because we spend significant amounts of time really researching the fundamental businesses.
Jake Walko:
But if we encounter a situation where we think the company is great ESG and a third-party service says it's really poor ESG, that's a reason to do more research or think about it or discuss. So, I think they, they serve an important function, but at the same time, I think what's important for managers not to do is try to build portfolios that score well from the third-party perspective.
Jake Walko:
We have conviction... Well, it's not even just conviction, it's just the fiduciary responsibility to our clients to deliver great performance while being aligned with their objectives. And nowhere in that fiduciary responsibility is getting a great score from a third party. We do believe that our approach will bear out fruit in the sense that it will be recognized in that third party. But we're not trying to build a fund that scores well in some screener, we're just trying to build great portfolios that deliver for clients.
Bob Huebscher:
I want to ask you about one aspect of ESG investing, something that has been covered in a number of articles that we've published. And that is the fact that over the last say, at least five years, perhaps even longer, there's been a huge surge in demand for ESG products. You've obviously seen it. We see it from our own research. And the argument has been made that that demand has translated to higher prices and good performance for ESG funds and portfolios. And that we're now in a position where ESG stocks may be overvalued and therefore clients – investors in ESG funds – should expect lower returns going forward. How do you respond to that line of reasoning?
Lei Wang:
Bob, let me take that question. I disagree. ESG has been popular. You're absolutely right. For the past couple of years, the demand for ESG strategies has been booming, and has driven a lot of inflows into this mandate and strategy. But you have to recognize that part of that was due to passive investment. That favored certain strategies based on third-party scores, but we do things quite different from that.
Lei Wang:
We do bottom-up research. We do ESG analysis based on our perspective, rather than just taking third-party scores and building up portfolios. We do not do that. At the end of the day, I disagree. I think ESG still has a long way to go. The demand from the market is tremendous. For us, we want to build portfolios not in one way, as I said earlier. We build portfolios in two parts with two components: one is called ESG leadership. That's a great ESG company. Very likely you find those companies in Europe. Europe is way ahead of other countries and regions in terms of ESG implementation. We have around 60% of our portfolio in those blue-chip, great, premium ESG companies... not just ESG, but also fundamentally based.
Lei Wang:
But the other part of our portfolio is called ESG momentum or using layman’s terms, ESG improvement. It is those companies that have a long way to improve their ESG, environmental, social justice, and corporate governance. Using our fundamental research on a global basis, we'll find there's more opportunity. It is coming not just from developed countries like Japan on the G side, but in emerging markets, for example, China.
Lei Wang:
China is the second largest economy after the U.S., but is the largest pollution emitter in the world. China is already making a commitment to reduce its carbon emissions over several years, and it will decline over those years. But that's just a political top-line agenda. At the end of the day, you need Chinese corporations to support the agenda, to do the things on the ground.
Lei Wang:
We identified a lot of interest in Chinese companies that help the government and their country to hit that target. Those companies along the way will create very interesting business opportunities when they deliver their goal.
Lei Wang:
Another interesting story. A couple of weeks ago, I did a conference call with the one of the best non-SOE banks, which means the bank is not government sponsored; it is a private bank, and the largest private bank in China. It has had probably the best return to equity on a global basis with very solid quality management. But you know what, if you were looking at third-party scoring, as Jake mentioned, it was horrible..
Lei Wang:
I dug in and found some discrepancies, and challenged the CFO on the call and said, "Why that, why that?" At the end of the day, we both concluded there was miscommunication. I think they need to improve, certainly in relation to corporate-governance disclosure. But a lot is related to the language barrier, accounting standards, or just a communication gap.
Lei Wang:
For those companies, there is a disconnection in the valuation it deserves versus reality. Over time, they can improve. Those companies, from a stock-price perspective, will improve when they improve their ESG disclosures. You will have some uncorrelated returns from that phenomena and you will identify opportunities like that, particularly in emerging markets like China, India, Taiwan, and Korea.
Lei Wang:
That's something that gets me and Jake more excited. That's why I'm saying ESG is not big. ESG still has a long way to go. With the focus with the integration process that we explained, we are finding more opportunity rather than just in carbon emissions. There are many things need to be fixed and addressed, and as stock pickers, we can have uncorrelated or less correlated returns from those interesting opportunities.
Bob Huebscher:
Good. It sounds like the fact that these third-party services often have such different results in scores for individual companies is what creates opportunities for investors like you, who are willing and able to do the diligence at the individual company level. I want to ask my last question and it's this. What is the key takeaway that you want to leave with our listeners when it comes to ESG-based investing and, in particular, Thornburg's approach to ESG?
Lei Wang:
Very simple. I want our audience and investing community to know that ESG is not asset class. ESG is not some marketing tool or some PR promotional thing. It should be and will become an integrated part of the investment process and philosophy. That's what I want our clients to take away. 
Jake Walko:
I would say that it's important to appreciate that this topic is complex, and that you want to be able to engage in a conversation and really explore the topics and values that you want to bring to this. What are your objectives? What kinds of outcomes are you looking for? The economy, even the global economy, is very interconnected. All businesses have exposures to all kinds of topics. And because it's not clear cut, you really want to put this task of doing ESG effectively in the hands of people who know what to do with it and have experience with understanding these businesses in the complex fashion that is needed.
Bob Huebscher:
Well, thank you. And we'll include a link to Thornburg's website in the notes that accompany this podcast. You'll be able to find out more about the solutions it offers, including its ESG funds. And we'll include a link specifically to the Thornburg Better World International Fund. Jake and Rocky, is there anything else you'd like to add?
Lei Wang:
Bob, thank you very much for having me on your platform to talk to your audience. As you can sense, I'm very passionate and excited about ESG investing. Over time, the Thornburg Better World International Fund will continue to deliver its consistent track record to our shareholders and to the investment community.
Bob Huebscher:
All right. Well, listen, thank you for listening to the Gaining Perspective podcast with Bob Huebscher today, featuring Jake Walko and Rocky Wang of Thornburg Investment Management. To support our podcast, please share, subscribe, or leave a review. To help make our podcast more find-able for your friends and colleagues, you can subscribe to Gaining Perspective on iTunes, Spotify, and Stitcher.

