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Basis Points

For some investors, credit spread valuation may be perceived as a major headwind

for fixed income. But we are of the view that the outlook for fixed income total returns
remains robust in the period ahead despite the current level of spreads, which looks
stretched by historical standards. This is because the major source of total returns will
likely come from somewhere else, namely the impact of rate decline, the elevated carry
and, last but not least, the potential contribution from alpha.

There is no denying that credit spreads look stretched in many segments of global

fixed income. For instance, US investment-grade credit spreads currently stand at about 80
basis points, well below their 5-year average of 118 bps (Exhibit 1). The current level at 80 bps
corresponds to a z-score of -1.16, which points to significant overvaluation.' It’s not just US IG.
Many asset classes are currently displaying spread levels that look rich. Based on the 10-year
percentile rank, the percentile is close to zero in the cases of IG, high yield, taxable munis and
emerging market corporate debt, suggesting that we are currently observing very tight spread
levels by historical standards (Exhibit 2).

Exhibit 1: US IG Credit Spreads Look Rich

B USIGSpreads M 5yrrolling average M minus 1-standard deviation M plus 1-standard deviation

400
370
340
310 L
\J
280 LY
’ |
250 Ll
220 ",
“
190 *. o, -
160 s f.‘:.'l M \
130 .
Q‘ - ol [ P ———
100 “tae o A V
70

Jul-13 Jan-15 Jul-16 Jan-18 Jul-19 Jan-21 Jul-22 Jan-24

Source: Bloomberg. US IG credit = Bloomberg US IG Corporate Index. Spreads = option-adjusted spreads.
Historical average is estimated using a 5-year average rolling window. The 1-sigma deviation from the historical
average typically designates a level that would be considered attractive on a historical valuation basis (z-score
of 1). Conversely, the minus 1-sigma tends to designate a level that would be considered expensive. Monthly
data from Aug. 2013 to Oct. 2024 (data as of 15 Oct).
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- Exhibit 2: Spread Percentile Rank (current versus last 10 years)
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Source: Bloomberg. Daily data from 15 October 2014 through 15 October 2024. US IG = Bloomberg US Aggregate
Corporate Index. US HY = Bloomberg US Corporate High Yield Index. US Mortgage = Bloomberg US MBS Index. EM
Sovereign =J.P. Morgan EMBI Global Diversified Index. EM Corporate =]J.P. Morgan CEMBI Broad Diversified Index.

Europe |G = Bloomberg Pan-Euro Aggregate Corporate Index. Europe HY = Bloomberg Pan-European High Yield

Index. Global IG = Bloomberg Global Aggregate Corporate Index. Global HY = Bloomberg Global Corporate High Yield
Index. Canada |G = Bloomberg Canada Aggregate Corporate Index. US Agg-Eligible Taxable Munis = Bloomberg US

Taxable Municipal Aggregate Eligible Index.

The good news is that stretched spread valuation is not uncommon. In itself, a stretched level of
spreads doesn’t necessarily mean that a major spread correction is on the way. In fact, throughout recent
history, we have observed many lengthy episodes of rich credit spreads. As long as there are no correction
catalysts, spreads can remain in overvalued territory for an extended period of time, especially if market
technicals, including inflows into the asset class, are robust and if the global risk appetite remains healthy

(Exhibit 3).

Exhibit 3: The Persistence of Rich US |G Credit spreads
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Sources: Bloomberg. US IG = Bloomberg US IG Credit Index. Spreads = option-adjusted spreads. Long-term
valuation score = spread z-score calculated over the period October 1991 to August 2024, using an expanding
window. A z-score is a measure of deviation from long-term average expressed in units of standard deviation.

Bars represent periods when the z-score is <0, i.e., spreads are in rich territory relative to their long-term fair value.
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Z-Score

For creditrisk, it is currently more about alpha than beta. Given where spreads are, it is unlikely that
spread compression will act as a major contributor to credit total returns. Against this backdrop, the role
ofalpha, i.e., the excess return generated by the active asset manager, takes predominance. Not only

are spreads tight, but spread dispersion is also well below its historical average (Exhibit 4). Under tight
spread dispersion, the opportunity set for security selection alpha tends to shrink, which means there

is a premium on the quality and skill of the asset manager. In other words, a tight spread dispersion
environment is an opportunity for the highly-skilled asset manager to shine. A thorough security selection
investment process and a developed global research platform are likely to be paramount to adding value
in the face of the current valuation landscape, in our view.

Exhibit 4: US |G Spread Dispersion Below Long-Term Average
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Sources: Bloomberg. US IG Credit = Bloomberg US IG Corporate index. US IG Spread Dispersion = spread z-score
using monthly data from Dec. 2004 to September 2024 on a 6-month rolling basis, using an expanding window.
A z-score is a measure of deviation from long-term average in terms of units of standard deviation.

Despite the spread valuation backdrop, credit total return expectations continue to be robust.

The impact of rate cuts, the attractive carry, combined with the potential contribution from alpha are likely
to play out as the key drivers of the asset class’s performance over the next year. The initial conditions
appear favorable to us, given where total yields currently are. For instance, the yield on US IG credit
currently stands at 5.12%.? This means that the potential income return is likely to be elevated by historical
standards. To that income return, one must add the contribution from both the spread and rate moves, as
summarized in Exhibit 5. Under a scenario characterized by lower rates — following the impact of rate cuts
— and stable credit spreads, expected returns over a one-year horizon could potentially hover around the
high single-digit territory.
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Exhibit 5: One-Year Hypothetical Return Projections for US IG Credit
Under Various Rate and Spread Move Scenarios (%)
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Bloomberg: US IG = Bloomberg US IG Corporate Index. Starting yield and duration as of 29 Oct. 2024.
Hypothetical returns represent a range of outcomes and are for illustrative purposes only and should not be
considered an indication of future performance The bold number in the middle is the yield-to-worst for the
Bloomberg US Corporate Index. The table illustrates a range of return using the yield to worst and applying
incremental changes in interest rates and/or credit spreads. This analysis assumes that if interest rates and
credit spreads are unchanged, the index’s published yield-to-worst becomes the dominant factor for determining
realized return over the next year, which allows for the full capture/earning of the starting yield-to-worst. This
analysis assumes that no bonds default, come in or out of the index, and that all bonds are held until maturity.
Changes in interest rates represent a parallel shift in the yield curve occurring at the end of the period and
measures for duration and spread duration are option-adjusted.

Away from beta, excess returns have historically been significant, thereby reinforcing the case for active
management in fixed income. Looking at the history of the community of asset managers that use the
Bloomberg US Credit Index as their benchmark, the alpha generated over the past 20 years has reached
75 bps per year on average, which is substantial. The alpha levers at the disposal of the asset manager are
diverse, ranging from security selection to sector allocation, relative value or curve positioning. Given that
the 20-year beta return for US IG Credit currently stands at 4.03%, a 75 bp alpha represents a major uptick.

Exhibit 6: Average Rolling 3-Year Excess Returns — Average US Corporate
Strategy versus Bloomberg US IG Credit
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Source: eVestment Alliance, LLC. The eVestment All Global Fixed Income universe was screened for active
managers using an unhedged approach and benchmarked to the Bloomberg US Credit Index. The returns are
gross of fee and in USD. Quarterly data from April 2004 to March 2024. Past performance is no guarantee of
future results.
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- Overall, the outlook for total returns in fixed income remains robust, mainly reflecting the
contribution from expected rate declines and the elevated carry. Spreads, however, are unlikely
to play out as a major contribution to performance. Ultimately we believe, in credit, thisis an
environment that is a lot more supportive of alpha as a source of return than beta. 4

End Notes

" A z-score is a measure of deviation from long-term average in units of standard deviation. A z-score of 1 (1-sigma deviation from
the historical average) typically designates a level that would be considered attractive on a historical valuation basis. Conversely,
a z-score of minus 1 tends to designate a level that would be considered expensive.

* Source: Bloomberg. US 1G = Bloomberg US IG Corporate Index. Data as of 29 Oct. 2024.
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Source: Bloomberg Index Services Limited. BLOOMBERG® is a trademark and service mark of Bloomberg Finance L.P and its affiliates (collectively “Bloomberg”). Bloomberg or Bloomberg’s
licensors own all proprietary rights in the Bloomberg Indices. Bloomberg neither approves or endorses this material or guarantees the accuracy or completeness of any information herein, or
makes any warranty, express or implied, as to the results to be obtained therefrom and, to the maximum extent allowed by law, neither shall have any liability or responsibility for injury or damages
arising in connection therewith.

Information has been obtained from sources believed to be reliable, but].P Morgan does not warrant its completeness or accuracy. The Index is used with permission. The Index may not be
copied, used, or distributed without )P Morgan’s prior written approval. Copyright 2023, J.P Morgan Chase & Co. All rights reserved.

The views expressed herein are those of the MFS Strategy and Insights Group within the MFS distribution unit and may differ from those of MFS portfolio managers and research analysts. These
views are subject to change at any time and should not be construed as the Advisor’s investment advice, as securities recommendations, or as an indication of trading intent on behalf of MFS.
Diversification does not guarantee a profit or protect against a loss. Past performance is no guarantee of future results.

GLOBAL DISCLOSURE
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 Institutional Advisors, Inc. (“MFSI”), MFS Investment Management and MFS Fund Distributors, Inc., Member SIPC; Latin America - MFS International Ltd ;
Canada - MFS Investment Management Canada Limited. 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”) (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 (“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 ; Bahrain - This document has not been approved by the Central Bank of Bahrain which takes no responsibility for its contents. No offer to the public will be made in the
Kingdom of Bahrain and this document is intended to be read by the addressee only and must not be passed to, issued to, or shown to the public generally. The Central Bank of Bahrain
assumes no responsibility for the accuracy and completeness of the statements and information contained in this document and expressly disclaims any liability whatsoever for any loss
howsoever arising from reliance upon the whole or any part of the contents of this document. The Board of Directors and the management of the issuer accepts responsibility for the
information contained in this document. To the best of the knowledge and belief of the board of directors and the management, who have all taken all reasonable care to ensure that such
is the case, the information contained in this document is in accordance with the facts and does not omit anything likely to affect the reliability of such information.; Kuwait - This
document is not for general circulation to the public in Kuwait. The information has not been licensed for offering in Kuwait by the Kuwait Capital Markets Authority or any other relevant
Kuwaiti government agency. No private or public offering of the information is being made in Kuwait, and no agreement relating to the information will be concluded in Kuwait. No
marketing or solicitation or inducement activities are being used to offer or market the information in Kuwait.; Oman - For Residents of the Sultanate of Oman: The information contained
in this document does not constitute a public offer of securities in the Sultanate of Oman as contemplated by the Commercial Companies Law of Oman (Royal Decree 4/74) or the Capital
Market Law of Oman (Royal Decree 80/98). This information is being circulated on a limited basis only to corporate entities that fall within the description of sophisticated investors (Article
139 of the Executive Regulations of the Capital Market Law). The recipient acknowledges that they are a sophisticated investor who has experience in business and financial matters and is
capable of evaluating the merits and risks on an investment.; South Africa - This document, and the information contained is not intended and does not constitute, a public offer of
securities in South Africa and accordingly should not be construed as such. This document is not for general circulation to the public in South Africa. This document has not been approved
by the Financial Sector Conduct Authority and neither MFS International (U.K.) Limited nor its funds are registered for public sale in South Africa.; UAE - This document, and the
information contained herein, does not constitute, and is not intended to constitute, a public offer of securities in the United Arab Emirates and accordingly should not be construed as
such. The information is only being offered to a limited number of exempt investors in the UAE who fall under one of the following categories of non-natural Qualified Investors: (1) an
investor which is able to manage its investments on its own, namely: (a) the federal government, local governments, government entities and authorities or companies wholly-owned by
any such entities; (b) international entities and organisations; or (c) a person licensed to carry out a commercial activity in the UAE, provided that investment is one of the objects of such
person; or (2) an investor who is represented by an investment manager licensed by the SCA, (each a “non-natural Qualified Investor”). The information and data have not been approved
by or licensed or registered with the UAE Central Bank, the Securities and Commodities Authority, the Dubai Financial Services Authority, the Financial Services Regulatory Authority or any
other relevant licensing authorities or governmental agencies in the UAE (the “Authorities”). The Authorities assume no liability for any investment that the named addressee makes as a
non-natural Qualified Investor diligence on the accuracy of the information relating to the securities. If you do not understand the contents of this document you should consult an
authorised financial adviser; Saudi Arabia - This document may not be distributed in the Kingdom except to such persons as are permitted under the Investment Funds Regulations issued
by the Capital Market Authority. The Capital Market Authority does not make any representation as to the accuracy or completeness of this document, and expressly disclaims any liability
whatsoever for any loss arising from, or incurred in reliance upon, any part of this document. Prospective purchasers of the securities offered hereby should conduct their own due
diligence on the accuracy of the information relating to the securities. If you do not understand the contents of this document, you should consult an authorised financial adviser.; Qatar -
This material/fund is only being offered to a limited number of investors who are willing and able to conduct an independent investigation of the risks involved in an investment in such
material/fund. The material does not constitute an offer to the public and is for the use only of the named addressee and should not be given or shown to any other person (other than
employees, agents or consultants in connection with the addressee’s consideration thereof). The fund has not been and will not be registered with the Qatar Central Bank or under any
laws of the State of Qatar. No transaction will be concluded in your jurisdiction and any inquiries regarding the material/fund should be made to your contact outside Qatar.
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