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Strategist’s Corner

September 2020 Births, Deaths and Indices
Author In brief

= For hundreds of years, markets have set the cost of capital.
= Today, markets aren’t functioning normally. “Zombie” companies are proliferating as
governments and central banks put their thumbs on the scale.

= Markets today, unlike in the past, aren’t able to wring out the excesses, putting the onus on
active managers to avoid the dead wood in many major indices.

Beginning a few hundred years ago, many societies began utilizing a capitalist model to allocate
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p ) Since then, the hurdle rate, or the financial return that motivates savers to put capital at risk, has
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In normal functioning markets, weak government balance sheets or enterprises with
uncompetitive products have a very different capital cost than those with more dynamism. In
response to the coronavirus pandemic, central banks have materially suppressed the investment
hurdle rate by opening the borrowing window to all and have prioritized balance sheet
financialization above all else.

Companies and financial markets are comprised of people making decisions (and mistakes).
Companies, like people, have life spans, some long and some short. Given a long enough

time frame, every company gets disrupted or competed away. New projects lure capital from
underperforming enterprises as investors seek better opportunities. New businesses are

born while established ones perish. That’s capitalism. But the capitalist Grim Reaper has been
usurped by monetary policy, leading to a historic period of capital raising in 2020. What are the
consequences of this?

As business cycles mature, creative destruction tends to accelerate, and it generally peaks during
recessions, when owners of capital seek better opportunities. Recessions have historically been
corrective processes, washing away redundant enterprises, resulting in their stocks being removed
from benchmark indices. That hasn’t been the case during this recession, however. The illustration
below charts the number of companies that have fallen out of the S&P 500 and MSCI EAFE indices
over the past few cycles on arolling 12-month basis. The dropout rate so far this cycle barely
registers compared with prior episodes thanks to aggressive, government-sponsored life support
measures.
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- Exhibit 1: Number of companies removed from the index
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Source: FactSet Portfolio Analysis, S&P, MSCI. S&P 500 monthly data from 30 January 1998 to 31 July 2020.

MSCI EAFE monthly data from 28 September 2001 to 31 July 2020. A constituent is considered to be removed
from the index when it drops to a 0% weight in the current month after having an index weight in the prior month.
The analysis is a rolling sum of these instances on a trailing-twelve months (TTM) basis.

The pandemic catalyzed preexisting trends. It didn’t create online shopping, but it massively increased
its adoption rate. It didn’t spark cloud computing or digital payments, but it pulled forward years of
behavioral change. Given the step-function change brought about by technology today combined with
the worst recession in nearly 100 years, | think most would have anticipated a historic number of broken
companies and bad equities and credits

The number of unprofitable, or “zombie,” companies accelerated during the post-GFC cycle as
exceptionally easy central bank policy and the explosion of passive investing thwarted creative
destruction. Like technology shifts, the expansion of financial lifelines to unprofitable or uncompetitive
businesses catalyzed this dynamic. I'm not an economist, but | understand what central banks are trying
to do — prevent a deflationary spiral. I’'m not passing judgment, but thwarting the natural selection
process of markets can’t be costless. Extending the life of companies that may otherwise have left the
playing field raises the cost of resources for others. It also lowers financial returns and disincentivizes
new competition. And it hinders price competition while creating inefficiencies. The resultis an
overabundance of unproductive resources and lower returns on capital.

Every cycle’s different, but there’s a pattern: Recessions are processes that correct the excesses of

the prior cycle. The excess of the post-GFC cycle was extending credit at low rates to uncompetitive
companies to make up for their declining operating cash flows rather than allowing the imbalances to
correct. And it's even worse now.

In such an environment, it’s up to active managers to cull unviable companies from portfolios even if
indexers leave such companies in their benchmarks. To do otherwise may be unsustainable. .4
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The S&P 500 Index measures the performance of the 500 largest US publicly traded companies in the US equity market.
The MSCI EAFE Index measures the performance of large- and mid-cap securities across 21 developed market countries, excluding the United States and Canada.

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.

“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 from the Advisor. 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.

U.K. - MFS International (U.K.) Limited (“MIL UK”), a private limited company registered in England and Wales with the company number 03062718, and authorized and regulated in the
conduct of investment business by the U.K. Financial Conduct Authority. MIL UK, One Carter Lane, London, EC4V 5ER UK provides products and investment services to institutional investors.
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 regulated 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.

MFSE-STRATEGIST-NL-9/20
42150.25



