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2022 was a year of inflation. Most central banks were behind the curve and had to tighten
aggressively to catch up. In 2023, | think focus has been more centered around the economic
cycle. Inflation is slowly coming down. The question now becomes will we have a recession?
Softlanding or hard? In a year, the narrative will be around the extent of the slowdown in
economic growth and what the next economic cycle might look like.

What the yield curve may be signaling

Fed funds are now at about 5.0 to 5.25%, and the market is pricing in a terminal rate maybe
another quarter-point higher.' The US Federal Reserve controls the short end of the curve. While
three-month rates are a little higher, the market controls the ten-year rates, which are around
3.7%." The curve is significantly inverted. Historically, when the yield curve inverts like this, the
economy slows significantly or goes into recession. Yet, the markets are anticipating that the Fed
will ease in the second half of the year. While inflation is set to come down in 2023, | think it will
likely stay higher in the first half than central banks are comfortable with, and as a result, policy
rates will likely stay higher for longer.

The case for active

Many recessionary signals are flashing, yet risk assets don’t seem to agree. Looking at Wall
Street consensus earnings, expectations, while down 2% to 5%, are not consistent with a typical
recession, which would be down 10% to 30% plus.” In a traditional cycle, equity markets don’t
usually bottom until earnings bottom. Companies are suggesting that they can protect margins
even though the economy will likely slow.

Yet, | don’t think companies know what growth will look like, and looking forward, | don’t believe
that earnings have bottomed. This cycle will be different from the last, leading to an environment
where active management matters. Decades of declining interest rates have acted as a tailwind
for earnings and profits. Labor as a share of gross domestic product (GDP) came down and
capital expenditures fell dramatically. These factors contributed to higher margins, which are
still near all-time highs.

The backdrop of the last 10 to 12 years has reversed. As mentioned above, inflation will be
higher, and central banks will not be able to bring rates down as expected. In response to
lessons learned during COVID, companies are onshoring supply chains which will create
additional costs. Following the global financial crisis, capital expenditure (capex) went to
dividends, share buybacks and non-tangible assets.’ Today, capital intensity has already
gone up for many businesses as they invest in plants and equipment. Reducing carbon
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intensity also means more capital being put to work. (The great thing about capex is that it
potentially produces growth over time, and you can get a return on that.) Labor costs are rising
as companies retain and hire employees. Investments in labor diversity and equality should
lead to better growth and make the world a better place, yet that may come at the expense

of margins. For those reasons, | think the cost environment for companies is going to be very
different, and peak multiples and margins are in the rearview mirror, not ahead of us. Again,
thisis an environment where active management matters — identifying companies with strong
competitive positions, pricing power and cash flows that can provide some protection for
earnings.

Volatility and dispersion: Opportunity for active managers

We have come from an environment where central banks took rates to zero and suppressed
volatility. Every time something bad happened, the Fed stepped in and provided liquidity. We're
no longer in that environment; we’re in one where volatility will be higher, which creates massive
opportunity for dispersion and active managers. The era of cheap beta in passive management, |
think, is behind us.” Differentiation matters and having an edge from a time horizon perspective
makes a difference. Today, we are overloaded with information, but we're starved of knowledge.
The ability to tune out the short-term noise and identify the things that drive long-term value is
an advantage in the marketplace today.

The market is shifting once more toward valuing a business based on its cash flows. Looking
back, a significant number of small-cap companies — zombie companies — didn’t produce
enough operating cash flow to pay their debt off. That capacity should have been removed from
the system, allowing healthier companies to have pricing power. Those are the companies that
should win. That’s what active managers can do; try to identify and invest in them to seek risk-
adjusted returns for clients.

Asset allocation: 60/40 is back

Over the past few years, people have wondered if the 60% equity/40% bond portfolio was
dead? Looking forward, | think 60/40 is back. From an investment perspective, this environment
is far better than the past decade. Cash has a return. Fixed income markets have an attractive
return, even after adjusting for inflation. You can assess risk premiums on those rates now and
build an asset allocation that makes sense over time. That wasn’t the case when rates were
near zero and volatility was low. Today, | think investment-grade corporate bonds make sense.
You’re getting an attractive yield with a reasonable spread for the credit risk, possibly providing
areasonable through cycle return. While equities and some of the riskier fixed income markets
may have some challenges, a solid risk-free rate (Treasury rate) added to a 3% to 4% equity risk
premium is a good through cycle return. We're not smart enough to call the bottom; if equities
underperform for part of this year as earnings come down, | think rebalancing back to a 60/40
allocation or other proper allocation makes sense for investors. Opportunities are there for
investors today, which was not the case a couple of years ago. 4
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" Bloomberg and US Federal Reserve as of June 2, 2023.

? FactSet Research based on constituents of the S&P 500.

* Capital expenditure or capex is the money an organization or corporate entity spends to buy, maintain or improve its
fixed assets, such as buildings, equipment or land.

“ Beta is a measure of the volatility of a portfolio relative to the overall market. A beta less than 1.0 indicates lower risk
than the market; a beta greater than 1.0 indicates higher risk than the market. It is most reliable as a risk measure
when the return fluctuations of the portfolio are highly correlated with the return fluctuations of the index chosen to
represent the market.

“Standard & Poor’s™ and S&P “S&P™” are registered trademarks of Standard & Poor’s Financial Services LLC (“S&P”) and Dow Jones is a registered trademark of Dow Jones Trademark Holdings LLC
(“Dow Jones”) and have been licensed for use by S&P Dow Jones Indices LLC and sublicensed for certain purposes by MFS. The S&P 500" is a product of S&P Dow Jones Indices LLC, and has been
licensed for use by MFS. MFS's Products are not sponsored, endorsed, sold or promoted by S&P Dow Jones Indices LLC, Dow Jones, S&P, or their respective affiliates, and neither S&P Dow Jones
Indices LLC, Dow Jones, S&P their respective affiliates make any representation regarding the advisability of investing in such products.

The views expressed are those of the author(s) and 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 forecasts can be guaranteed.

Unless otherwise indicated, logos and product and service names are trademarks of MFS® and its affiliates and may be registered in certain countries.

Distributed by: U.S. - MFS Investment Management; Latin America - MFS International Ltd.; Canada - MFS Investment Management Canada Limited. No securities commission or similar
regulatory authority in Canada has reviewed this communication.

Please note that in Europe and Asia Pacific, this document is intended for distribution to investment professionals and institutional clients only.

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.a r.l. (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”) 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 (“SFO”).; 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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