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In brief:

= Soaring policy rates have made cash a competitive asset again, prompting an overdue
de-rating of risk assets.

= But just because yields are higher, that doesn’t mean risk is lower.

= The recent shift from yield-scarcity to abundancy is exciting, but one that needs to be
approached carefully as higher rates make the operating environment more difficult
and economic and financial stress comes with the territory.

Years of weak economic growth and quantitative easing caused interest rates to compress,
creating a scarcity of yield throughout the 2010s. However, all that was reversed last year as
central banks belatedly took action to contain stunningly high levels of global inflation.
Exhibit 1: There’s lots more yield to be had
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Source: Bloomberg, Weekly data from 01/04/13 to 12/30/22. Yield to Worst: For fixed income securities,
yield is the discount rate that equilibrates the net present value of all future cash flows to the current market
value. Average Yield is the equivalent exposure weighted average yield to worst which is typically the lowest
of the yields to each potential call or put or the yield to maturity, whichever is worst.

Soaring policy rates resulted in cash becoming a competitive asset again, which in turn

prompted an overdue de-rating of risk assets. At the same time, higher sovereign bond yields
combined with wider credit spreads creating an abundance of yield.
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Capex as % of OCF

A coming shift in focus

Whether inflationary pressures decelerate more slowly or quicker than expected, central banks are
moving closer to peak overnight rates. And from our perspective, the combination of relatively high
yields and normalized credit spreads has made fixed income quite attractive. So much so that the
multi-sector income portfolios that | manage are overweight fixed income and underweight equities.

However, as 2023 progresses, we expect the market’s focus to shift from inflation, interest rates
and duration fears to concerns over the slowing global economy, earnings, profits, bond defaults,
bankruptcies and the like.

And just because yields are higher, it doesn’t mean risk is lower. The business environment has
changed in many ways over the past few years. For example, from a cash flow generation standpoint,
the most acute and obvious challenges are higher interest expense and labor, both of which
dramatically lower the profit calculus.

Less acute, but no less important, is what we believe will be rising capital intensity that will add to the
list of business challenges.

Taking a step back, the economic stagnation of the 2010s was a function of corporate savings
exceeding investment. Given the low-growth environment, companies diverted capital away from
productive projects to financialize returns through higher dividend payouts, stock repurchases
and mergers and acquisitions. At the same time, globalization allowed companies to outsource
production to lower-cost countries, further driving up profitability. All this resulted in a global fall in
capital intensity throughout the decade, as illustrated in Exhibit 2.

Exhibit 2: Over the past decade, less capex and more financialization
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Source: FactSet Portfolio Analysis. Quarterly data from 30 March 2013 to 30 September 2022 (latest
available). Capex = Capital expenditures, OCF = Operating cash flow. Capex and OCF are last-twelve-months.
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- But the world has changed. Customers, employees and investors are demanding different behavior
from companies in many areas. Among them are greater respect for the environment and supply
chains that respect human rights. Simple steps to reduce greenhouse gases require capital, not to
mention the considerable costs associated with updating 100+ year-old electricity grids and large,
costly green projects. And moves toward deglobalization and onshoring will require capital. In
our view, years of underspending will turn into years of increasing spending. And all of this alters

tomorrow’s profit margin trajectory relative to the one of the 2010s and | don’t think investors have
taken that into account.

What you see isn’t necessarily what you’ll get

The average yield on a US high yield bond is close to 10%. How many of those leveraged borrowers
have projects that will generate a return above 10% in an environment of weakening demand,
materially higher-operating costs and increasing capex? Under those circumstances, companies
that are able to acclimate themselves to a higher interest rate environment while outearning their
elevated capital costs will tender for their cheaply priced bonds, while those that are unable to

do so will likely default. As a result, those 10% yields may prove ephemeral. In other words, they’re
“fake yields”.

The shift from yield-scarcity to abundancy is exciting, but one that needs to be approached carefully.
The intent of higher policy rates is to reduce inflation and aggregate demand. Put simply, higher
rates make the operating environment more difficult for companies and economic and financial
stress comes with the territory.

While corporate leverage ratios and interest coverage look “normal” today, thatisin large part a
function of elevated trailing profits. And | don’t believe that’s the right way to think about it. Debt
and financial leverage matter most when the balance sheet is stressed. As profits and margins reset
lower, the timing and magnitude of which I’'m uncertain, we think there will be financial stress and
credit events. As a result, weaker enterprises who took on more debt than they can handle may fail to
deliver their promised bond yields. 4
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The Bloomberg Global Aggregate Bond Index measures the performance of the global investment grade, fixed-rate bond markets.
The S&P 500 Stock Index measures the broad U.S. stock market

The MSCI EAFE Index is designed to represent the performance of large and mid-cap securities across 21 developed markets, including countries in
Europe, Australasia and the Far East, excluding the U.S. and Canada.

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 nor 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.“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 MES. 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.

Index data source: MSCIL. 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.

Distributed by: MFS International Australia Pty Ltd (“MFS Australia”) (ABN 68 607 579 537). MFS Australia holds an Australian financial services
license number 485343 and is regulated by the Australian Securities and Investments Commission. The author’s comments, opinions and analysis are for
general informational. purposes only and should not be considered investment advice or a recommendation to invest in any security or to adopt any
investment strategy. This material has been prepared without taking into account any personal objectives, financial situation or needs of any specific
person. Comments, opinions and analysis are rendered as of the date given and may change without notice due to market conditions and other factors.
This material is not intended as a complete analysis of every material fact regarding any market, industry, investment or strategy. No forecasts can be
guaranteed.

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

MFSE_FLY_1625192_2_23
53844



