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IN BRIEF

¢ Income investors may be taking more risk — interest rate, credit and liquidity risk —
to meet their cash flow needs as they stretch for yield in a low-rate environment.

* As bond price sensitivity to interest rates (duration risk) has increased, the
incremental yield available to investors who take on this added risk has decreased.

¢ A balanced focus on total return within a fixed income portfolio could offer
the potential for income, lower volatility and, where appropriate, some capital
appreciation.

With bond yields near record lows, investors who rely on portfolio income to help fund their
living expenses are struggling to generate income without excessive risk to their principal.
And yet, in their stretch for yield, these investors may be doing just what they hope to avoid
— taking on more risk.

While fixed income assets are usually intended to be the lower-risk component of a portfolio,
they do have certain risks — interest rate, credit and liquidity risk — that could catch
investors off guard. For investors who want to generate returns to support their cash flow
needs while remaining mindful of these risks, a total-return-focused fixed income approach
Interest rate risk — The that pursues yield and the potential for capital appreciation might be worth considering.

risk that interest rates will
rise, making today’s bonds

Key risks in fixed
income

In addition to income, a total return approach might invest in a broader array of fixed income
asset classes to seek capital appreciation where appropriate. For investors, such an approach

less valuable might offer additional sources of return and the possibility of managing some of the risks
Credit risk — The risk encountered in the quest for yield alone.

that a bond could be

downgraded or that Income remains elusive

principal will not be repaid Bond yields are certainly a key determinant of total return; however, we believe the returns

we have seen in the past won't be replicated in the future, so generating alpha becomes
more critical. Yields have been on the decline since the 1980s, as shown in Exhibit 1. Even
after the US Federal Reserve raised short-term rates in late 2015, for the first time since
2006, the 10-year Treasury yield continued to hover around 2%. Meanwhile, yields on
high-quality corporate bonds and municipal debt have been similarly meager.

Liquidity risk — The risk
that there will be too few
interested buyers when you
want to sell the bond
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Exhibit 1: Bond yields remain near multi-decade lows
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Source: Bloomberg: 10-year Treasury yield as of 31 May 2017 (quarterly). Grey shaded areas represent periods of recession.

With high-quality bonds paying so little in the way of yield, investors have often responded
by taking more risk (e.g., buying lower-quality bonds for their potentially higher yields) in
order to achieve a return that meets their income needs. But it really hasn’t been worth their
while because the incremental yield received when taking more risk has actually decreased.
Duration risk measures the sensitivity of a bond’s price to a change in interest rates. (As
most investors realize, when interest rates go up, bond prices go down.) The higher a bond’s
duration, the greater its sensitivity to rising interest rates. As Exhibit 2 shows, as interest rate
risk has risen, yields have fallen.

Exhibit 2: Yields have dropped as interest rate risk has risen
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Source: Barclays POINT, as of May 2017. Duration is a measure of how much a bond’s price is likely to fluctuate with general
changes in interest rates, e.g., if rates rise 1.00%, a bond with a 5-year duration is likely to lose about 5.00% of its value.
Bloomberg Barclays Indices, POINT ©2017 Barclays Capital Inc. Used with permission. Barclays and POINT are registered
trademarks of Barclays Capital Inc. or its affiliates.
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In an environment where the ability to earn income has changed but the expenses that
require income have not, investors may want to consider a total return approach to fixed
income rather than only seeking yield. In fixed income, a total return focus means recognizing
all components of return that might be available to investors. That means understanding and
accounting for the important role principal plays in the equation.

A total return approach to fixed income

When investors engage in income- or yield-seeking behavior, they don’t always consider
the related impact on their principal. Often, as we discussed, they end up adding too much
risk to their portfolio. Investment managers taking a total return approach to fixed income
consider the impact on principal as well as the ability to generate income. As market cycles,
credit cycles and business cycles change, we think it is critical to try to manage downside
risks in order to deliver strong risk-adjusted performance streams. At other points in these
cycles, investment managers might also look for capital appreciation opportunities, where
they believe they might add value. Certainly yield is an important part of total return;
however, we believe investment decisions made with respect to yield should try to avoid
subjecting investors to unnecessary risk while seeking to enhance total return.

Put diversification in the mix

A key to managing the risks in fixed income investing, and potentially enhancing a total
return approach, is diversification. Investors intuitively understand that putting all their eggs
in one basket is too risky, while more broadly diversifying a fixed income portfolio could help
reduce its risk profile.

Today, there are more opportunities to diversify in fixed income than there were a few
decades ago. In the 1970s, bonds were mostly issued in the United States and in the US
dollar. Since then, bond markets have grown significantly around the globe — across regions,
in currency denominations and in credit quality. In fact, the market capitalization for debt
markets reached over $100 trillion globally at year-end 2016 — an expansion of 3.5 times in
just two decades.’

A bond portfolio that includes a range of fixed income exposures can reduce volatility and
create more growth opportunities, thus potentially improving total return. In Exhibit 3, a
diversified strategy (see dark gray boxes) provided less up-and-down movement than any of
the single market segments during the 10-year period ended 31 December 2016. However, it
is important to note that diversification per se does not guarantee a profit or protect against
a loss.

" Bank of International Settlements data, as of 31 December 2016.
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Exhibit 3: Annual asset class and diversified fixed income strategy returns (2007 - 2016)
The diversified strategy provided a more consistent path for pursuing long-term goals than any of the
individual bond market segments.
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WORST € ANNUALRETURNS ——————» BEST

Bond Market Segment & annualized standard deviations 10 years ended 12/31/16

Cash? 0.41 B TIPS 6.28
B Government/Mortgage’ 3.13 ¥ Global Bonds® 6.65
B Aggregate Bonds* 3.31 M Emerging Markets® 8.94
M Municipal Bonds® 4.54 M High Yield™ 10.75
M Diversified Strategy® 4.67

The historical performance of each index is provided to illustrate market trends; it is not intended to represent

the performance of any MFS investment product. The index performance cited does not take into account fund

fees and expenses. It is not possible to invest directly in an index.

2 Citigroup 3-month T-bill Index is derived from secondary market Treasury bill rates published by the Federal Reserve Bank.

’ Bloomberg Barclays U.S. Government/Mortgage Bond Index measures government and mortgage securities markets.

* Bloomberg Barclays U.S. Aggregate Bond Index measures the U.S. bond market.

° Bloomberg Barclays Municipal Bond Index measures the municipal bond market.

¢ Equal allocations of all market segments disclosed herein. Note that the diversified strategy portfolio’s assets were rebalanced
at the end of every quarter to maintain the equal allocations throughout the period and did not take into consideration
trading costs or expenses.

” Bloomberg Barclays U.S. Treasury Inflation-Protected Securities (TIPS) Index consists of inflation protection securities
issued by the U.S. Treasury.

¢ JPMorgan Global Government Bond Index (Unhedged) measures government bond markets around the world.

° JPMorgan Emerging Markets Bond Index Global (EMBI Global) tracks debt instruments in the emerging markets
(includes a broader array of countries than the EMBI Plus).

' Bloomberg Barclays U.S. High-Yield Corporate Bond Index measures the high-yield bond market.

Managing risks

A total return approach to fixed income investing demands a comprehensive understanding of
the risks and opportunities across bond market sectors. We believe active risk management, as
it relates to fixed income, is not about the alleviation of risk, but rather the alignment of risk
around a manager’s core competencies. It's a matter of doing the research to try to take the
types of risks that the manager believes will be adequately rewarded.

Broad market and individual-issuer risk changes over the course of a market cycle. While
bond investors hope to receive all their principal at maturity, the return of principal is never
guaranteed, and defaults sometimes occur. In addition, inflation can erode the purchasing
power of principal over time. All in all, principal is at risk in varying degrees in any investment,
including fixed income.
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The degree to which key fixed income risks have an impact depends, in part, on the fixed
income asset class, as shown in Exhibit 4.

Exhibit 4: Relative fixed income risks: Impacts on bond market sectors

Interest rate risk Credit risk Liquidity risk

Municipal Higher, particularly for longer- Minimal to low, given high credit Generally lower, but can be a
maturity bonds quality of municipal governments;  consideration given infrequent
are often backed by infrastructure  trading and lack of pricing
revenue or income tax. Higher transparency

for lower-quality, higher-yielding
municipal bonds.

Emergin Lower, given less correlation with Higher, as EMs are susceptible to Higher, as emerging markets are
market debt interest rates (US, in particular) more unexpected risk (political, generally less liquid as a whole
and more dependent on socioeconomic, etc.) and can be
individual country conditions as at risk of default

well as global economic growth

In a total return approach, we believe the key to managing risk is to exploit the entire fixed
income toolkit. That demands a multidisciplinary approach that addresses multiple investor
challenges by seeking to balance credit risk and interest risk through intensive research and
active risk management, with a goal of enhancing total return.

Reconsidering investment objectives

A decade ago, fixed income investors had the double benefit of low inflation and attractive
bond yields — the 10-year US Treasury yield was almost triple the levels of today. But times
change, and thoughtful investors change with them. Investors who seek income from their
portfolios but don’t want the added risk that comes with stretching for yield, or who want
the potential for some capital appreciation, may benefit from reframing their investment
objective to pursue total return. Total return investing permits a wider investment view. It
allows the diversification of a fixed income portfolio to potentially generate alpha in addition
to bond income and aims to improve the overall risk-adjusted return. B
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Bonds, if held to maturity, provide a fixed rate of return and a fixed principal value. Bond funds will fluctuate and, when redeemed, may be worth more or less
than their original cost.

©2017 Citigroup Index LLC. All rights reserved.

Information has been obtained from sources believed to be reliable but J.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 J.P. Morgan's prior written approval. Copyright 2014, J.P. Morgan Chase & Co.
All rights reserved.

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.

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

Issued in the United States by MFS Institutional Advisors, Inc. (“MFSI”) and MFS Investment Management. Issued in Canada by MFS Investment Management
Canada Limited. No securities commission or similar regulatory authority in Canada has reviewed this communication. Issued in the United Kingdom by 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, an indirect subsidiary of MFS, has its registered office at
One Carter Lane, London, EC4V 5ER UK and provides products and investment services to institutional investors globally. 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. Issued in Hong Kong by 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 a wholly-owned, indirect
subsidiary of Massachusetts Financial Services Company, a U.S.-based investment advisor and fund sponsor registered with the U.S. Securities and Exchange
Commission. MIL HK is approved to engage in dealing in securities and asset management-requlated activities and may provide certain investment services
to “professional investors” as defined in the Securities and Futures Ordinance ("SFO"). Issued in Singapore by MFS International Singapore Pte. Ltd., a private
limited company registered in Singapore with the company number 201228809M, and further licensed and regulated by the Monetary Authority of Singapore.
Issued in Latin America by MFS International Ltd. For investors in Australia: MFSI and MIL UK are exempt from the requirement to hold an Australian financial
services licence under the Corporations Act 2001 in respect of the financial services they provide to Australian wholesale investors. MFS International
Australia Pty Ltd (“MFS Australia”) holds an Australian financial services licence number 485343. In Australia and New Zealand: MFSI is requlated by the

SEC under US laws and MIL UK is regulated by the UK Financial Conduct Authority under UK laws, which differ from Australian and New Zealand laws.

MFS Australia is regulated by the Australian Securities and Investments Commission.
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