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Key Takeaways

= |nvestor allocation to the international value asset class are at historically low levels,
driven largely by an under allocation to non-US equities and intensified by ongoing
concentration risk in US benchmarks.

= While US equities, most notably technology and growth stocks, have been in favor for the last
decade, history has shown that market leadership between US and non-US stocks, as well as
growth and value, tends to rotate over time.

= Today’s macro landscape (higher inflation, higher interest rates, peak US dollar?) and
the relative valuation spread between US and international value stocks, coupled with the
concentration risk in US indices, is reminiscent of the last period of sustained outperformance
by the international value asset class.

Steven R. Gorham, CFA

Portfolio Manager

= |mportantly, investors looking to capture the benefits of diversification would be well served
by an allocation to international large cap value given its sector composition and the low
correlation of the asset class to US equity markets.

For much of the past decade, a backdrop of declining interest rates and inflation expectations
led investors to favor long-duration growth equities above all, dismissing the long-term benefits
of diversification. With its technology-heavy orientation, the US market, using the S&P 500
Index as a proxy, generated an annualized return of 11.9% over the past 10 years through
Nicholas J. Paul, CFA September 2023. The S&P 500 technology sector, which makes up 30% of the S&P 500 Index
Institutional Portfolio Manager today, generated an annualized 20.4%. On the other hand, the MSCI EAFE Value Index, with

its meaningful weights to out-of-favor areas of the market such as banks, metals and mining
companies and major oil companies, returned a paltry 3%. Not surprisingly, over this period
we witnessed a surge in allocations to the growth-centric US market, leaving international asset
classes, and in particular the international large cap value asset class, in the dust by comparison
(Exhibit 1).

Exhibit 1: Investors Extremely Overallocated to US Equity Markets
Relative to International
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Source: Morningstar, Inc. Data as of 30 September 2023.
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Relative forward P/E

Given the euphoria surrounding US equities, and technology stocks in particular, investors
appear to have lost sight of the fact that there have been several extended periods of time during
which international value stocks were in favor. At the outset of one of these time periods, the US
dollar had appreciated by 24%, the S&P 500 had outperformed the EAFE Value Index by 7.2%
annualized over the ten years prior, and the US equity market had become heavily concentrated
in high-flying technology stocks. This was also a period where the 10-year treasury rate stood

at 5.25% and world inflation at 3.8%. From a valuation standpoint, US equities were trading at a
60% premium to international equities on a cyclically adjusted basis following a period of massive
multiple expansion in the US market driven by a belief that a technology born 20 years earlier had
finally evolved into something nearly invaluable. Sounds familiar, right? No, we’re not referring to
today, but rather to January of 2001. We all know what happened next, as this was the backdrop in
the lead up to the dot-com bubble in the United States.

As we sit here today, the US dollar has appreciated by 32% and the S&P 500 has outperformed
EAFE Value by 8.9% annualized over the past 10 years. The ten-year treasury sits at 4.6%, as of
September 30, 2023, global inflation is at 4% and the US market trades ata 130% premium to
the international market. Further, it has been 20 years since the end of the last “Al winter,” and
investors have now hung their hats on Large Language Models, a form of Al, as a technology that
has evolved into something nearly invaluable.

Importantly, what happened after the dot-com bubble is where we want to focus today, as it will
be the backdrop over the next ten years, not the last ten, that will drive investor returns.

Over the 2000’s business cycle, from March of 2001 through December 2007, the MSCI EAFE
Value Index generated an annualized return of 10.9%. This was nearly three times the return of
the S&P 500, which generated a return of 4.1%, with its technology sector generating a return

0f 0.35% over that same period. While the 30% drop of the S&P 500’s CAPE (cyclically-adjusted
price-earnings ratio) over this period was a large driver of poor US market returns, this is not what
drove the international value market’s nearly 11% annualized return. Before we delve into the
drivers of return, it’s important to set the stage by comparing the market structure of the S&P 500
and the MSCI EAFE Value Index, as the two could not be more different. Perhaps the most notable
difference — besides valuations now trading over two standard deviations “cheap” relative to the
S&P 500 — is that the S&P 500’s large technology weight is made up in the EAFE Value universe
through cyclical and shorter-duration sectors such as financials, materials, industrials and energy
(Exhibits 2aand 2b).

Exhibit 2a: Valuation International Value Increasing Compelling Since 2014
W MSCI EAFE Value/S&P 500 M Average M +/-1stddev M +/-2std dev

Relative forward P/E
(MSCI EAFE Value/S&P 500)
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Source: FactSet Market Aggregates. Monthly data as of 31 July 2003 to 30 September 2023. Forward price-to-
earnings (P/E) are next-twelve-months using mean broken estimates provided by FactSet.
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Exhibit 2b: While S&P 500 is Dominated by IT, the EAFE Value is Diversified
across Cyclical and Shorter-Duration Sectors
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Source: Factset. Data as of 30 September 2023.

Below we explore various factors that led to the solid returns from the international value market in
the wake of the dot-com bubble and considering the structural differences mentioned above.

Currency

In the aftermath of the dot-com bubble, investors sought opportunity outside the United

States, and the US Dollar (USD) depreciated by 40% from market peak through 2007. From a

US investor perspective, this depreciation added to non-US local stock returns as those returns
were translated back to USD. Today, while the USD remains strong versus history, the currency
has depreciated by 5% for the 12 months ended September 30, 2023, and perhaps downside
pressures could persist as the end of tightening efforts by the US Federal Reserve is believed to be
insight.

The Currency/Commodities/Industrials Link

During the 2000’s business cycle, international materials, energy and industrial companies were
akin to the US tech companies of the 2010’s. The MSCI EAFE metals & mining and MSCl energy
indices advanced a combined 26.3% annualized over the six years through 2007. The USD is the
benchmark mechanism for pricing most commodities globally, including lead, silver, soybeans
and oil. Over long periods of time, there has been an inverse relationship between commodity
prices and the USD. That is, as the USD weakens, the demand for commodities tends to rise as
foreign buyers of commaodities use US dollars to purchase more than they can with their local
currency, and in turn purchase commodities at a discount. As a knock-on effect for the industrials
sector, the production and extraction of commodities can’t be achieved without equipment,
including tractors, pumps, trucks, excavators, etc. That said, there have been instances of the
relationship not holding up, but there has certainly been a historical relationship that can’t be
ignored.

FORINSTITUTIONAL AND INVESTMENT PROFESSIONAL USE ONLY page 3 of 6



Equity Insights
December 2023

The Inflation/Banking Link

As we have seen over the past year and a half, when inflation is rising or remains elevated against
a backdrop of a healthy economy, central banks will step in and increase interest rates to keep
prices under control. While the narrative today is that inflation will decline in an orderly fashion
down to central bank target, resulting in dovish pivots and lower rates moving forward, there

is an outsized possibility that the inflation story is not complete. In fact, the news as of late
highlights that we may be in the early innings of wage/price inflation. For example, various auto
manufacturers and airlines have increases through union negotiations. In addition, oil prices have
recently rebounded after OPEC+ supply cuts, renewed conflict in the middle east, and readings
of forward inflation expectation such as the US 5yr and the University of Michigan 5-10yr are on
the rise again. Should elevated inflation hang around longer than expected, banks could become
beneficiaries of higher rates if the economy doesn’t dip into a protracted recession. This may be
particularly true for international banks, since this unloved area of the market, which has dealt
with stringent regulations and measly net interest income since the sovereign banking crisis, is
now dramatically de-risked and de-levered, consolidated, and trading at attractive valuations —
below book in many cases.

Diversification

While the connections we’ve made above between the lead up to the 2000’s cycle and today are
important, we shouldn’t lose sight of the big picture. Going all the way back to 1980, the MSCI
EAFE Value Index has outperformed the S&P 500 Index nearly 40% of the time over rolling 5-year
periods (Exhibit 3). The most recent stretch of rolling 5-yr US outperformance versus EAFE Value
is the longest in the past 40 years; however, we witnessed a similar stretch of US leadership in

the 1990’s. The point being that this trading of performance is to be expected. Perhaps more
importantly, it makes the case that for long-term investors an international value allocation

can be a great diversifier to US exposure in an equity portfolio. While the historical benefits of
diversification are well known among the investing community, not only does the international
value asset class offer more diversification today for US investors, compared with both the
international core and international growth asset classes, that level of diversification, when looked
at through the lens of correlations, is at or near the widest levels we’ve witnessed historically
(Exhibits 4a and 4b).

Exhibit 3: MSCI EAFE Value Performance Relative to S&P 500
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Source: FactSet. Rolling-five-year performance based on annual data as of 1 January 1976 to 31 December 2022.
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Exhibit 4a: International Value offers meaningfully more diversification
to US equities relative to both International Core and
International Growth
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Source: Morningstar Direct, as of 30 September 2023.

Exhibit 4b: The diversification benefits of International Large Cap
Value are near historic highs relative to the past 25 years

W MSCI EAFE Value NRUSD ~ m MSCI EAFENR USD i MSCI EAFE Growth NR USD
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Source: FactSet. Three-year correlation based on monthly data as of December 1997 to September 2023.

Conclusion

While no two periods are perfectly alike, one could draw several similarities between the roughly
eight-year period starting in the early 2000s through much of that decade, where international
value stocks strongly outperformed their US counterparts, to today’s environment. Whether
looking at inflation or interest rates, the value of the US dollar, valuation differential or simply

the heightened concentration risk in US indices, the similarities are striking. Perhaps more

importantly, coming out of a world of zero inflation and zero interest rates where diversification
proved a headwind to performance, the outsized diversification benefits of an allocation to the
international value asset class, in our opinion, could prove quite valuable to investors over the

years to come. 4
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Important Risk Considerations:

Investments in certain markets can involve greater risk and volatility because of adverse market, currency, economic, industry, political, regulatory, geopolitical, or other conditions. Stock
markets and investments in individual stocks are volatile and can decline significantly in response to, or investor perception of, issuer, market, economic, industry, political, regulatory,
geopolitical and other conditions.

“Standard & Poor’s”“ and S&P “S&P" “ are regjistered 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.

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.

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. No forecasts can be guaranteed. Past performance is no guarantee of future results.

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 .. (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.
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