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Michae| Robarge, CF&

we created ThinkNow magazine 1o keep imsestment
professionals and investors informed about market
events and to share with you some of the great thinking
that is happening at MF5.

Our 11 contributors average more tham 22 vears of industry

WELCOME
FROM MFS’
PRESIDENT
AND CHIEF
INVESTMENT
OFFICER

pxperience. The group includes portfolio managers, our chief
investrnent strateaist, chief investment risk officer, and a senior marketing director

From emerging markets and investor attitudes to risk management and a market outlock, the articles inside
represent a fraction of the investment insights and market and economic commentary pieces that we regularty

share with clients.

We encourage you 1o visit mfs.com/think to check out our videos and white papers featuring a wide rangs

of original thought
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MFS' chief investment strategist highlights
four opportunities for early 2012

lames Swsanson, OFA
FAFS Tt bvesErmenl]
Srane

26 years with MFS

37 years i inokstry

Credit markets

In a marketplace where a lot of dstortion
ard pain has already been priced in, | see four
opportunities. The first is the credit markets,
after going through a massive dislocation last
August, they have come back a bit recently.
We are at the point where these markets
have priced in a 25% default rate owver the
next three years. This outcome did not even
accur during the recession of 20082009,
We're not witnessing record high spreads,
but we are seeing relative spreads that are
indicative of pricing in a recession that will very
likiehy net acour, or were already priced in

High-guality stocks

At MF5, high quality means consistent return,
consistent cash flow as a percent of market cap,
ability tr generate margins aver time, multiple
product lines, and strong balance sheets.
Quality has tended 1o outperform over long
periods. It did not autperform in the peried
from the market low of March 9, 2009 to
December of 20010, But it began to cutperform
i 20771, Ower long business cycles, | beliewe
the market will reward best-of-breed compa-
nies that can generate cash flow and profits,

Technology: "a new defensive?"

Technology stocks

The ald defensive stocks of the Standarnd &
Poors 500 Stock Index used to be those in sec-
tors whose earnings and stock movemenits
wene considered less walatibe. These sectars —
utilities, health care, comsumer staples, and
telecommunications — do not ook particu-
larty defensive anyrmore, Technolodgy is what |
call the “new defensive.” The oyclical nature
of technology stocks has been lessened by
the increased percentage of technology sales
going to the emerging market consurmer,

Sa technology's growth is more secular than
cyclical, The sector has also developed ather
riew defensive characteristics — bow debt,
high cash flows, and conservative balance
shests with high mangins,

Dividend-paying stocks

The fourth opportunity is in daidend-paying
stocks. Why? Because there is a shortage

of yield, The LS. Federal Reserve Board has
effectively created this shorage by promis-
ing that short-term policy rates will remain
af 25 basis points ar lower through 2013,
Dnvidend-paying stocks have tended to do
weell in the mid to late business cycle.

Wormation Techno oy SeCior Index finarncal characterstics (as of 9200

20% Technology companies were in a stronger position 17.77%
in 2011 than thay were 10 years aarlier. :
) 16%
Fesd Swanson's blog at .
Septamber 2001 ]
mis.comiswansonblog . . .
12%
8994 B17%
B T30%
A11%
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4%
| 197 % 1.94%
' %
Tiading Frimd Casl o Lo Faise canh e yichl Faow: Cash Hows muaegm
BNy yidid enleprng value
Samrce Bloaanksing [ata as ol 30 Sepiemla 2001




Thomas Meléndez takes a look at emerging markets equity

Thomas Melendez
M5 Inshiutaonal
Portfake: flsnager

10 yeary wath MFS
30 yoars i industry

‘isit mis.comithink
1o haar mare fram
Thomas Meenger.

The case for optimism

One of the man reasons to be optemistic
about investing in emerging markets equity
i5 &% true today as it was 20 years ago when |
started in this busivess

A low base

I think the emenging market story has legs.
Consider that 85% of the world’s populaton
bves in EM countries and a high percentage
of residents are under 30 years old. We must
dlso ook at EM consumplion being at a very
iowe Danse cormpaned with developed econonmies.
For examnple, the average penetration rate for
microaves in U5, households is 120%, but
in Brazil it% just 20%. Might we see EM rates
double or even triple? Absolutely

The cause for concern

Despite the potential for significant growsr,
in cansumgtion and other reasons 16 be
optimistic about emerging markets, ather
data seem to suggest the feed for caution

Growthireturns gap

Most imvestons would expect EM equity
returns 1o follow economic growth, but 2
London Business School study of 19 EM
countries from 1900 to 2009 found 2 nega-
tive cormelation (-0.23) between econamic
growth and equity returns”. Why the dispes.
ity? Higher sk levels in these couniries,

! Corrsan, Marsh, and Staunton, 2000, ~Boorame
Gnorih. " Credit Suise (lobal imedtment Sefums
Yearbook 2010, pp. 13-19.

Two ways to access opportunities in emerging markets

Diract investmeant
Companies domiciled in emengng
markets

Pros = Uip 10 100% exposure in
EM economies

+ Potential to spot early-stage
busimiesees

= Currency dwersdfication

Coms  » Full exposure 10 the meks
+ Often illiguid or low free floal,
trading cosis hegh
= Valuations may reflect hype

Sousge: MFS

Indirect investrment
Businesses domicled in developed markets
yel earning revenue irom emerging markats

Pros  « Agcess to established global
brands

* Expenenced management
feams

* Large, liquid stocks

Cons  « Majority of sales in suggish DM

» May fail 1 adapt 1o local
BUSINESS NaFTiS

» Some sectons undermepresented

There are pros and cons to both direct and indirect investing in emerging markets

THINENDY
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Matthew Ryan discusses emerging markets debt — past and present

Looking back

At the height of the recession, emernging
markets were a bystander to most of the
turmail that wes going on in the developed
markets. That was different than during the
1985 Mexican peso cnsis, the 1998 Asian
cummency criws, and Argentina's default in
2001, Owver the past decade, emerging
markets have seen their cradit matrics and
fundarnentals smprove, certainly on a relative
bass but also on an abealute basis

Loaking ahead

Lookirg forward, | feel very good about the asset
class. Emenging markets delt will continue to
be buffeted by external shocks, including any
emanating from Europea’s sovereign deit crisis
Still, we expect EMD to be an cutperfonmer
im an erviranment of heightened volatility,
mainly because of far superior fundamentals

Dabt to GDP

Debt to GOP 5 about 34%. In deasdoped markets
it is 94%_ EM countries not anly went into
the financial crisis with betier fundamentals,
they emerged much stronger, certainly on &
relatwe basis, and even an an absalute bass.

‘What are the risks?

Thene are spadfic EM countries n which adverse
events ane either likely, potentially kooming out
there, or already occumng. For example, there
& a concern about a hard landing in China.
It not a big compenent of the emerging
market debt indices, but it is a bigger
companent of the EM equity mdices. China
accounts for about 40% of incremental glob-
a4l demand and is the number one censumer
of several key commadities, The Chinese
have a huge impact on the global economy
and mary EM economies because many of
these economies are commodity exporters

Iimproving fundamentals of emerging markets debt
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MFS Rantfodha Manager

15 years with MFS
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INVESTOR SURVEY

SURVEY
METHODOLOGY

MF5*® sponsoned an

anline survey by Research
Collaborative, an independent
reseanch firm, from Seplembier
7B 1o October 13, 2011,

of 929 individual imsestors
with § 100,000 or mare in
household investable assets
and B4 licensed imestment
professipnals who have been
Beensed for a1 least three
years with $500,000 ar mare
in annual mutual fund sales.
All investor respondents make
or share in making financial
derians Tor their househalds
MFS was nol identified as the
cponsor of the surey,

A

Investors are still favoring cash...

MFS® in Cctober 2011 conducted a third round of its Investing Sentiment
Survey. Previous surveys found investors increasingly turning to cash, aned
this latest round reveals an even greater cash allocation

Investors' stated investment professionals’
cash allecation estimates of their
clients’ allocations

Investment professionals significantly underestimate
how much their clients are holding in cash.

B Cash W U5 bondwBord funds [l Global mwestments B Other U S, stocksSenck funds

OTHER KEY SURVEY FINDINGS:

* Fear and the desire for protection and security are the primary motivators. foo
InvESTans InCreasingly Wurming to cash

+ The shaft ta cash seems to be a more permanent shift in mindset and not a
Lhorl-term response 1o marké] conditions

THINKROW



..how do we get them back to a portfolio that

matches their long-term goals?

MF5" Senior Managing Director of Retail Marketing William Finnegan
offers three questions investment professionals may want to consicer
1o address this attitude shift and determine how to effectively help

investors” overcome market fears and inertia

s this a permanent ar temporany
shift in investor mindset?

*Al this point it appears to be a
miore permanient shift. Imestars
have been severely shaken by the
volatility of the stock markets. It wall
take a prolonged period of konwer
wolatility and positive returns 1o
change their mindset. The old
notion of missing the best days
in the market prababhy will not
work. & mane sensible approach
i5 o guide investors back mare
slowhy. Look to mone conserva-
tive equity preducts or balanced
products that have had histoni-
cally lower wolatiity. As investars
attitudes about the markets
irngrone, they may be willing to
consider taking on maone risk.”

WHAT ELSE YOU CAN DO?

Is gur intellectual
response appropriata?

"The depth and length of the
employment recession makes
even the most “job secure” per-
SO0 nenvous. 50, it is important
to discuss why so mwch cash and
don't settle for the first answer.
Some imvestons just need the

eamfart of cash 1o slesp at nightt.
But others, when they under-
many manths of

3 couer with

n, and the meal
retur el cash, may be will-
ing to disguss some consendative
alternatnes.”

Should we provide simple
or complex solutions?

“The answer appears obvious, but
judging by products coming o
market, it may not be all that ob-
vious. Mew products designed 1o
dampen volatility while providing
acceptable levels of returns may
incorporate some pretty technical
sirateqees. Investors want mare
information about what they are
buying and how it warks, i they
can't understand it, it probably

is nat. for them. Using more
traditsonal balanced or allocation
products, that are mone easily
understood, might be a good
way to help dients know what
they own and hiow it might react
in ¥arying market emanonments.”

+ Talk 1o your clients regularly and communecate sampdy, transparently, and authentically
« Ask probing questions to determine why investors ane feeling the need for larger

safety nats and listen for the emotions that may be driving their investing decisions.
= Reach out frequently and proactively to inform, reassure, and provide perspective.
= Don't forget about younger investars — their need for advice is pressing and they

present a significant business-building opportunity,

L1

Visit mis.comithink
for move imvestment




] ...how do we get them back to a portfolio that
matches their long-term goals?

ks this a permanent or temporany
shift in investor mindset?

“ At this point it appears 10 be a
mione permaneant shift. Investors
hiave bieen Severaly shaken by the
volatility of the siock markets. | will
take a prolonged period of lower
volatility and positive returns to
change their mindset. The old
notion of missng the best days
in the market probabby will net
work. & maore sensible approach
is to guide investors back more
showly. Look to more conserva-
tive equity products or balanced
products that have had histon-
::.allg,r |emieer -,l|:||dl_l|ll_:|l' AL invesiars
attitudes about the markets
miprove, they may be walling to
consider taking on mare risk, ”

WHAT ELSE ¥YOU CAN DO?

Is aur intellectual
response appropriate?

“The depth and kength of the
ermployment recession makes
even The most " job secure”™ per-
5041 Nervous. %o, it s important
to discuss why so much cash and
daon't setthe for the first answer,
Some investors just reed the
comfort of cash to sleep at night
But others, when they under-
stand just howe many months of
expenses they can cover with
theeir cash cushion, and the real
feturr an thesr cash, may be will-
ing 1o discuss some consenatine
alternatives.”

MFS" Senior Managing Director of Retail Marketing William Finnegan
offers three questions investment professionals may want to consider
to address this attitude shift and determine how to effectively help

investors' overcome market fears and inertia

Should we provide simple
or complex solutions?

"Thie answer appears obavious, but
judging by products coming to
market, it may not be all that ob-
wious. Mew products designed to
dampen walatility while providing
acceptable levels of returns may
incarporate some pretty technica
strategies. Investors want more
information about what they are
buying and how it works, I they
can’t wunderstand it, it probakhy
is ot for them. Using more
traditional balanced or allocation
products, that are more easily
understood, might be a good
‘way to help clients know what
thety ovwn and how it might react
IN ARy Ireg market eranenimsents, ™

= Talk 1o your clients regularly and communicate simply, transparently, and authentically.
* A5k probing questicns to determine why investors are feeling the need for larger

satety nets and listen for the emaotions that may be driving their investing decigions
* Reach out freguently and proaciively to inform, reassure, and provide perspectve

* Don't farget about younger investors — their need for advice is pressing and they

present a significant business-building opportunity

pilifiglH]

viait mlfs.comthink
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Investing in value with a quality bias:
Does history confirm its merits?

Katrina Mead, CFa
NAFS Mstifutions!
Farrfoko Manager
T4 piars wath MFS
17 years in industry

lonathan Sage, CFA
MFE Portfolo Manaper

12 years with MFS
186 years in industry

MF5 has lang believed that focusing on
imvesting in highes-quality companies at
compelling valuations can accrue meaningful
benefits for owr clients over time,

Katrina Mead and Jonathan Sage, MFS portfolio
managers, set out to test this thesis. They looked
at the performance of the largest 1,000
companies in the United States from 1975

to 2010 and a similar universe of large-cap
non-U5S stocks from 1989 to 2010, Results
confirmed the “high quality at compelling
waluation” investent approach that MFS Tollows,

& few highlights:

* Quality characteristics of companies tend ta
be persistent over time.

* Irivesting im quaality without regard for
valuation is not a compelling way to drive

alptha over time, valuation i an even mors
significant driver of longer-term investrment
performance,

+ Dwvning companies that are both high qual-

ity and inexpensively valued is shown to be
the most effective way to generate sustain-
able, long-term performance,

= There i a modest benefit, abowut 35 hasis

points per year of outperfosmance, to
owning stocks of high-quality companies
regardless of valuation over the entire 35

Years,

= When quality and value were combined,

outperfaormance was even mare significant
610 basis points per year.

Visit mfs.com/think to listen to mone
investmient insights from MFS,

Quality and value have been powerful drivers of long-term

equity performance over the past 35 years

m— Highi quakby and krs: PYE
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Stocks in the quantile with the kneest PE ratics outperfosmed the broader 1,000 stock
universe by 490 basis points per yedr over the 35-year period examined. Whan quality and
value were combined, outperformance was even more significant: 510 basis points per year

B0 Currailatier exncess miums of low BT and Righ-gualey and
oo PYE COMpanies wh. 1he ufmvenis {1975 - 20000

LI T el e o I .0y T P [

Sources: Compuslal and M5, Role: Thes analyss does not incude transagton costs. Based on a buy and Rold
stralegy 1hal wan iehalanced quarteily, Thiy are nol inbended 1o repeesent any actively managed portiolio
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Deep roots, investment in our business,
and global integration

Discuss MF5" unigue relationship with
your parent company, Sun Life Financial,
Michael Roberge: We have had the good
tortune of being owmned by Sun Life Financial
since 1982, That has provided us stability
throughouwt the organization. They have
definitely understood that we are a separate
business. If you look at asset managers that
have been owned by insurance companies
and banks, histarically they have not been
very good assel managers ower time. This

i5 usually the case because the banks and
the insurance companies pravide an overlay
on top of those firms. Sun Life has been
extremely good about letting us rum our
own business

Can you tell us about some of the firm's
growth plans?

Roberge: From a strategic perspectve,

we need to continue investing back in the
busimess 20 we can keep offering produwcts
with the potential to provide solid long-term
results for our chents. We plan 1o open a new
irvestrnent office in Hong Kong, We recently
added two people to cover Brazil, In late
20101, Sum Life transferred Mclean Budden,
& Canadian imestment manager, to MFS
Overall, we continue to hire people, and we
continue to seek alpha opportunities for our
clients across our entire platform of products.

:.l-=“==.“.. -: - ‘:-. ::l-l
L] e . |
[vonoce 8 “.‘&m
BosTON | MADRIGH" TaliLks

Can you talk about the firm's lomg-term
investment in research?

Roberge: It ook the company 20 years 1o
build cur global research platform. it has been
extremely complicated to bring together and
coardinate efforts around the werld, but
wie'we seen this investment pay off. Today,
we have people an the ground in over 80
countries, A question | often get is “Do you
really need to be in 50 many countries?”

In my opinion, the art of investing reguires
sitting across the table from a firm's manage-
ment team and reading their body language.
We need to assess whether that team's
strategy makes semse and whether they can
expCute on that strategy.

Having a strong local presence in these
countries gives us a distinct advantage over
the competition. We have 200 pecple on
the investment side and organize our staff
araund sector teams. We start with one big
tearn, but work in dynamic, nimble teams
that can respond quickly 1o amy mMovements
in the market

3
{ - l:a.'\!fu"t\
1
;' & MFS inwEstment, ssles & servics alfaes . -
. # Sales & wrvide ofes "
Soven worldwide research offices — tracking investments in more than B0 <ountr ies



Our global research platform at work

Ted Malaney
MFS Dwrator of Resoanch

T years wilh MFS
171 years i industey

Stuwart McPherson
MFS Retsarch Anafst

I years with MFPS
2% yeais in inchistry

Wisit s cond th ik
far more an MFS' glabal
research platharm

el

The Case: Valuing mining stocks

The fufure price of commodities such as iron ore is an imporfant item for MFS™ global
capital goods team, for the three MFS analysts wiho cover mining stocks, and for the
rest of the team members who need fo think about the price as a function of inpur
costs that can or cannot be priced through to customers, MFPS” global team of analysts
shares valuable pricing and market data that impacts how we value companies and

wheare we gecide to inwest.

Ted Maloney: Because of the interconnect-
edress of our global research, we are ahways
helping each other to make sure we get to
the right answer.

It is important 1o me — not just as someons
wiho is partly responsible for the ghabal
capital goods team, but someone who's

alio responsible for a handful of industrial
stocks — to have a real understanding of
and real imput inta what the Wearm is coming
up with for its framewaork for the price of
iran ore, We actively encourage this kind of
collaboraticn across geographies and asset
classes. But, the magic is that it doesnt

take a ot of encouragement becauss our
investors realize very quickly that they will

be better investors in their own stocks if they
actually understand what's going on globally,

Stuart McPherson: The analysts whio cover
mining stecks globally sat around the table
to hammer out an agreed framework of
narmalized (long-term) target prices for key
cammadities, including copper and iran ors.
We agreed that while marginal cost = a
gead starfing point, it is not a great basis
far mnormalizing the prices of commadities

W reached agreement on the premium

we should apply to each commodity, given
supply and dermand fundamentals and long-
term historical expenience. This enabled us 1o
come up with a common commodity price
framewark, a key input when forecasting
earnings at mining companies and ultimatety
wvaluing their shares. Clearty, if we get things
wrang during this process, we are lable to
get the stocks wrong and suffier from bad
performance, We have chosen to do it this
wdy, Le., through cooperation and consis-
tency, but there is a selfish aspect as well
because we think we'll deliver better
forecasts, better valuations, and better
performance numbers by cooperating.

Collaboration is key between equity and fixed-income analysts

During a capital goods meeting years ago, one of s equity analysts
said, "1 spoke with this company's CFD late yesterday, balance sheets fine,
bt ran me through the debt maturities and there seems to be no problem
from a cash flow perspective.* Our fixed-income analyst, meanwhile, re-
sponded, *Its not that the CFO s lying 1o you. It's just that there's nothang
happening in our markets nght now. There's noe paper ralling, Cur markets

at arg effectively closed. Sa nobody is refinancng their short-term loans.

Kewin Beatty
Lweclor af Equaty
MOETh Arenta

10 ymars walh BAFS
Bl years i indusiry

You can smagine this additional information made all of us acros the
equity department take notice 1o work even mone clasely with our
tiwed-income cownterparts 1o make sure we could help each other

THIMKMNOW
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Let's consider some of the broad palicies
and practices that existed at some of the
firms that failed, fram a risk management
perspective, during e financal crisis. |
like to refer to these policies as the five
principles of risk mismanagement

1. Rely solely on quantitative models and
methods that, while precse, are unable
to handle same of the vulnerabities and

complexities of a new finandial landscape.

2. Focus on what is most likely 1o happen
based on history. Consider only what's
happened in the past and facus only on
the center of the distnbution because
that is the mast hkely outcome,

3. Take comfiort in a single standard risk
mietnc, ke value at risk, withoul having
oone your cwn due disgence, without
understanding the underlying assump-
tions and limitations, and assuming that
because it's an industry standard, sorme-
body else must have cone that

4, Incentivize risk-seeking behaviar
through shom-1em, asyrmmetnc Compens
sation schemes.

5, Take your risk management team, and in
yOLr quest 1o oreate independence, iso-
late them from the investment process
and put them in a position where they
don't understand what's going an wath
the inwestment side and have no abality
tox influence postoning and behayio

At MFS, we are careful to avoid these pit-
falls, When it comes to risk management,
we believe three things differentiate us
from other firms: our philosophy,

our structure, and our approach

Philosophy: Integrating risk manage-
ment into the investment process

Our phikasophy s to balance nsk and
reward potential and budget risk to the
areas where we think we have the greatest
skill and the greatest likelihood of delver-
ing performance.

Structure: Ensuring checks and
balances

Qur structure & a balance betwesn be ng
integrated into the process and being
independent from an aversight and
monitoring standpaint.

Approach: Driving performance
through security selection

Our approach is & holistic blend of quanti-
tative amalysis and qualitatve assessment
It is impartant to make sure that we
actually align our risks with our global
research advantage. It is not about
eliminating risk. it's about identifying

it, quantifying it, understanding and
managing that risk, providing portfolio
managers with flexbility to take advantage
of opportunities in the marketplace, '
buat at the same time sourg ng value from
the area where we think we have the
greatest skill
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