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Dieselgate: Reputation and recovery

In2015, Volkswagen was
branded with a scandal
involving emissions that
led to along period of

oversight by US authorities.

In this case study, we
describe how, through
fundamental analysis and
engagement, we were
able to look past the ESG
rating to find attractive
fundamentals and an
improving sustainability
outlook.

The events of the scandal
initially resulted in our
team taking a negative
view of the company in
addition to it being given
the lowest ESG rating by
a third-party agency.

This case study highlights
the power of active
management, and

how a forward-looking,
bottom-up, ESG-rating
agnostic approach can
unveil untapped investment
opportunities for investors.

In 2015, Volkswagen was branded with a Clean Air Act violation after emissions violations and poor

governance practices were unearthed.

The scandal initially progressed as follows:

= /W was the focus of widespread investor and consumer concern, along with impaired valuations

compared to its original equipment manufacturer (OEM) peers.

third-party rating criteria.

The company was given the lowest ESG rating by MSCI (CCC),' determining it uninvestable under

VW chose to leave the United Nations Global Compact (UNGC) — a UN pact to encourage

businesses to adopt sustainable and socially responsible policies and practices — following

“Dieselgate,” subjecting it to further exclusion.

= Our team took a negative view of the company, which is one reason we downgraded our rating.
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Is it best to divest? The case against ex ante exclusion

While the Volkswagen case raised concerns for us, we also recognized that wider spreads caused by
the scandal presented an opportunity to enhance returns for investors.

VW makes up a significant part of the automation sector and Euro Corporate Bond Index, and
excluding it could constrain our ability to outperform the benchmark for our clients. We believe

a combination of traditional credit analysis alongside sustainability considerations and thorough
engagement reveals relative value opportunities. Critical to this analysis is a sound understanding of
the company’s strategic path forward. When seeking to drive returns and effectively manage risk,
understanding whether VW would be able to remain relevant and generate cash flows over the long
term was critical.

The road to recovery

After tracing the company’s recovery efforts over the past few years, we have begun to take a more
positive view.

Environmental leadership
= The company committed to a low-carbon transition and was early to set some of highest
electrification targets in the industry.

= VW issued €3 billion in green bonds in 2021 to “refinance” existing projects related to its production
of battery-electric vehicles.

= The company has planned for an ambitious 30% reduction in CO2 by 2025, and carbon neutrality
by 2050.

= Following the VW’s departure from the UNGC, the compact’s founder was hired by the company to
lead its reformed ESG strategy.

= |n February 2021, VW announced its reinstatement in the UNGC.

Over time, these observations have positively reinforced our investment thesis, and our view has now
changed. Our fundamental analysis revealed that VW'’s environmental strategy is the most comprehensive
within its sector. We believe its renewed commitment to sustainability potentially enhances its reputation
and may increase its resilience in the marketplace over the long term.

Rethinking corporate governance

Some of VW'’s greatest conflicts have been internal and governance-related due to family and state
ownership, lack of independence and the long-term nature of board membership. Our research

has revealed that company leadership is aware of its governance issues and has recently introduced
management changes across all divisions in 2020 as board members sought to shake off a reputation
tarnished by Dieselgate. We expect to see governance concerns gradually easing as strategic reform
based on sound principles gains traction.

What about consumers?

Dieselgate appears to have impacted investors more than consumers, with VW's reputational risk having
less impact on unit sales and free cash flow. In our view, free cash flow is one of the strongest indicators of
the health of a company. Exhibit 1 shows how despite the scandal, VW’s sales remained steady and its free
cash flow generation reverted to strong positive flows after the company paid billions in fines.
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Exhibit 1: Reputational risk

‘Greenwashing’ to Green Bonds
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Source: Company data.

Despite a serious breach from an ESG perspective, ongoing engagement with VW unveiled insights on
multiple fronts, helping to both inform our clients and support our investment thesis.

Looking through the rearview mirror? The role of third-party ratings

Despite VW'’s downgrade to a CCC ESG rating by a third-party following Dieselgate, the case highlights
key limitations of overrelying on third-party ratings in investment decision making. We believe that ratings
can be backward-looking and may not be refreshed often enough to reflect recent progress a company has
achieved to improve its ESG profile:

= \We felt that the third-party ratings provider focused too much on the emissions scandal and did not
account for the environmental strides the company has made.

= The company is currently positioned as Europe’s largest electric vehicle producer.

= VW has also demonstrated a clear strategy to meet progressively stringent regulation and political-
driven climate targets through efforts such as increasing production of battery- manufacturing plants.

In our view, these decarbonization plans and sector initiatives render the company undervalued. This

was reinforced following discussions between MFS analysts and the rating agency. After discussing the
company’s sound sustainability strategies and the massive changes made over the years to recover from
Dieselgate, VW's MSCI ESG rating was upgraded to B from uninvestable CCC, as of November 2022. This
highlights how, in our opinion, third-party ESG ratings are often inadequate when it comes capturing the
complexities of sustainability analysis, which is why they are just one component of our broader materiality
analysis across companies and sectors.
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Company third-party ESG rating
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Source: MSCI ESG ratings as of November 2022.

Where do we go from here?

Bottom-up fundamental analysis and thoughtful issuer engagement are at the heart of our long-term
ownership philosophy, and VW presented a strong case. That said, wide spreads, poor ESG ratings and
Europe’s move toward electrification showed the need for robust analysis and engagement. Engaging in
it allowed for clearer insights into the company’s strategic direction and a reevaluation of its third-party
ratings. Volkswagen'’s recovery will be a long-term pursuit, and we believe active management will be key.
Going forward, fundamental analysis and engagement with the company will remain a vital part of our
investment thesis. 4
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Endnotes

"As of August 2017. MSCI ESG Ratings aim to measure a company's resilience to long-term ESG risks. Companies are scored on an industry-
relative AAA-CCC scale across the most relevant Key Issues based on a company's business model.

MFS may incorporate environmental, social, or governance (ESG) factors into its fundamental investment analysis and engagement activities when communicating with
issuers. The examples provided above illustrate certain ways that MFS has historically incorporated ESG factors when analyzing or engaging with certain issuers but they are
not intended to imply that favorable investment or engagement outcomes are guaranteed in all situations or in any individual situation. Engagements typically consist of a
series of communications that are ongoing and often protracted, and may not necessarily result in changes to any issuer’s ESG-related practices. Issuer outcomes are based

on many factors and favorable investment or engagement outcomes, including those described above, may be unrelated to MFS analysis or activities. The degree to which
MFS incorporates ESG factors into investment analysis and engagement activities will vary by strategy, product, and asset class, and may also vary over time. Consequently, the
examples above may not be representative of ESG factors used in the management of any investor’s portfolio. The information included above, as well as individual companies
and/or securities mentioned, should not be construed as investment advice, a recommendation to buy or sell or an indication of trading intent on behalf of any MFS product.

Please keep in mind that a sustainable investing approach does not guarantee positive results and all investments, including those that integrate ESG considerations into the
investment process, carry a certain amount of risk including the possible loss of the principal amount invested.

The views expressed are subject to change at any time. These views are for informational purposes only and should not be relied upon as a recommendation to purchase any
security or as a solicitation or investment advice. No forecast can be guaranteed.

This material is directed at investment professionals for general information use only with no consideration given to the specific investment objective, financial situation and
particular needs of any specific person. Any securities and/or sectors mentioned herein are for illustration purposes and should not be construed as a recommendation for
investment. Investment involves risk. Past performance is not indicative of future performance. The information contained herein may not be copied, reproduced or redistributed
without the express consent of MFS Investment Management (“MFS”). While the information is believed to be accurate, it may be subject to change without notice. MFS does
not warrant or represent that it is free from errors or omissions or that the information is suitable for any particular person’s intended use. Except in so far as any liability under
any law cannot be excluded, MFS does not accept liability for any inaccuracy or for the investment decisions or any other actions taken by any person on the basis of the material
included. MFS does not authorise distribution to retail investors.

Distributed by: U.S. - MFS Institutional Advisors, Inc. (“MFSI”), MFS Investment Management and MFS Fund Distributors, Inc.; Latin America - MFS International Ltd.;

Canada - MFS Investment Management Canada Limited. No securities commission or similar regulatory authority in Canada has reviewed this communication; Note to UK

and Switzerland readers: Issued in the UK and Switzerland by MFS International (U.K.) Limited (“MIL UK”), a private limited company registered in England and Wales with

the company number 03062718, and authorised and regulated in the conduct of investment business by the UK Financial Conduct Authority. MIL UK, an indirect subsidiary of
MFS®, has its registered office at One Carter Lane, London, EC4V 5ER. Note to Europe (ex UK and Switzerland) readers: Issued in Europe by MFS Investment Management
(Lux) S.arl. (MFS Lux) - authorized under Luxembourg law as a management company for Funds domiciled in Luxembourg and which both provide products and investment
services to institutional investors and is registered office is at S.a r.l. 4 Rue Albert Borschette, Luxembourg L-1246. Tel: 352 2826 12800. This material shall not be circulated or
distributed to any person other than to professional investors (as permitted by local regulations) and should not be relied upon or distributed to persons where such reliance

or distribution would be contrary to local regulation; Singapore - MFS International Singapore Pte. Ltd. (CRN 201228809M); Australia/New Zealand - MFS International
Australia Pty Ltd (“MFS Australia”) (ABN 68 607 579 537) holds an Australian financial services licence number 485343. MFS Australia is regulated by the Australian Securities
and Investments Commission.; Hong Kong - MFS International (Hong Kong) Limited (“MIL HK”), a private limited company licensed and regulated by the Hong Kong Securities
and Futures Commission (the “SFC”). MIL HK is approved to engage in dealing in securities and asset management regulated activities and may provide certain investment
services to “professional investors” as defined in the Securities and Futures Ordinance (“SFQ”).; For Professional Investors in China - MFS Financial Management Consulting
(Shanghai) Co., Ltd. 2801-12, 28th Floor, 100 Century Avenue, Shanghai World Financial Center, Shanghai Pilot Free Trade Zone, 200120, China, a Chinese limited liability
company registered to provide financial management consulting services.; Japan - MFS Investment Management K K., is registered as a Financial Instruments Business Operator,
Kanto Local Finance Bureau (FIBO) No.312, a member of the Investment Trust Association, Japan and the Japan Investment Advisers Association. As fees to be borne by investors
vary depending upon circumstances such as products, services, investment period and market conditions, the total amount nor the calculation methods cannot be disclosed in
advance. All investments involve risks, including market fluctuation and investors may lose the principal amount invested. Investors should obtain and read the prospectus and/
or document set forth in Article 37-3 of Financial Instruments and Exchange Act carefully before making the investments.
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