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In brief

= Our factor models have worked in both periods leading up to and following the first rate cut
after a period of increases.

= Historically, in the year prior to the first cut, price momentum, value, quality and sentiment
themes have had positive returns.

‘\ = |n the year following the first cut, value and sentiment theme returns have tended to
K‘ b decrease while price momentum and quality returns have been comparable to those of

the pre-cut period.

Noah C. Rumpf
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As we move further into 2024, the consensus among market participants is that the US Federal
Reserve will likely cut the federal funds target rate this year after having been in the rising

rate environment that has existed for the past few years. While the timing and magnitude of
those cuts may be evolving, we thought it would be useful to understand factor returns in past
episodes where the Fed began cutting rates after a period of rate increases.

For our analysis we use the federal funds target rate. We define rate increases as all points when
the target rate rose at least 20 basis points. We define decreases as all points where it dropped at
least 20 basis points. There are some subtleties regarding the exact timing of the rate changes.
Forinstance, during the 1980s the Fed de-emphasized money supply and began targeting
interest rates. We used a threshold of 20 bps to screen out small changes in the target rate
occurring in the period before rate targeting began while still including all changes of 25 bps or
more in the then-current era. We then identified all initial cuts in the target rate that occurred
following a period of increasing rates. There are 20 such instances, highlighted in red on the
chartin Exhibit 1 below. We have called out the dates of the last five cuts and the rate in place
before the Fed cut.

Exhibit 1: US Federal Reserve target rate, 1971 to 2023
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FactSet. Methodology for identifying rate changes is taken from the December 2023 Hussman Funds
publication, “The Secret Life of Fed Pivots.” The Federal Open Market Committee (FOMC) meets eight
times a year to determine the federal funds target rate. This rate influences the effective federal funds
rate through open market operations or by buying and selling of government bonds.
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Using this rate framework, we look at returns of our US stock selection model and its themes
— value, quality, earnings momentum, price momentum and sentiment. In Exhibit 2 we show
average factor returns from the end of 1994 through year-end 2023. We compare the average
monthly top-quintile return versus universe returns over the year leading up to and the year
following the past five initial rate cuts noted above.

Exhibit 2: Average monthly returns before and after initial fed funds rate cut

M Overall Model ~ m Earnings Momentum M Price Momentum ~ ® Valuation ~ M Quality ~ m Sentiment

Theme returns leading up to and following the first cut

-0.1

Year leading 6-Months 3-Months 3-Months 6-Months Year Following
up to first cut leading up leading up following following first cut
to first cut to first cut first cut first cut

Source: FactSet. Data represents the performance difference between the top quintile stocks versus

the universe for the MFS US Large-Cap stock selection model. The US Large Cap universe is the 1000
largest stocks by market cap, drawn from all stocks meeting the following criteria: 1) A member of the
S&P 500 or Russell 3000. 2) Has at least two sell-side analyst earnings estimates. The universe is designed
to be representative of US Large Cap, liquid stocks. Average factor returns for the periods identified in
percent/month.

Looking at the first set of rows in the table, we see that historically, the quarter following an
initial rate cut has seen relatively high model returns, with those returns coming mostly from the
value, quality and sentiment themes. As we lengthen the look-back and look-ahead windows,
we see pre- and post-cut performance come more into line with each other. By the time we are
looking out a year after the first cut, model returns are roughly in line with those during the year
before it, with model returns in the year following it coming primarily from price momentum,
quality and sentiment.

Overall model returns in the year following the first cut are on average slightly higher than in the
year preceding it (0.41% vs. 0.37%), even though average theme returns are generally higher in
the year preceding it. While this is a little counter-intuitive, it is explained by the fact that theme
returns are also more volatile in the year leading up to the first cut, thus lowering the composite
model average returns. This shorter-term benefit is reflected in the performance of our
sentiment model. Over the long term, this factor theme has generally been a smaller contributor
to alpha generation across our Blended Research product suite.
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Alonger-term view

To look over a longer history, we used the same rate change framework, but in place of our model
returns we utilize factors constructed by Kenneth French. Our analysis covers the period from
1971 through 2023 and compares the returns of the cap-weighted top decile to the cap-weighted
market for those factors that capture price momentum, valuation and quality of earnings.

As with the previous analysis, we see that in the first few months following a cut, returns to certain
valuation factors such as book-to-market, earnings yield, and cash flow yield have been higher
than in the period preceding those rate cuts. As we extend the horizon this difference becomes
smaller, indicating that there is an initial wave of optimism regarding the prospects for cyclical or
financing dependent value stocks that typically reverts.

Unlike what we see from our stock selection models, the Ken French price momentum factor had
higher average returns in the period following an initial rate cut. An evaluation of history shows

not only that this pattern for the Ken French momentum factor is more pronounced in the period
before our model returns begin in 1994, but also that it is true of the Ken French momentum factor
through history, while it is not true of the MFS price momentum theme over the last 30-odd years.
We believe this difference is due both to the historical window used and factor construction.

Exhibit 3: Average monthly returns for price momentum, valuation and
quality 1971 to 2023

| Highest [ I
Factor Category Price
Momentum Quality
12-Month
Factor Price Operating

Momentum Yield Accruals | Profitability

3-Months Leading up to first cut
3-Months Following first cut
Following - Before

6-Months Leading up to first cut 0.32 0.26 . .
6-Months Following first cut 0.43 0.31 |
Following - Before 0.10 0.05 -0.22 -0.07
Year Leading up to first cut 045 |[OEA 033 0.42 0.47 0.12 0.10
Year Following first cut 0.40 0.40 0.28 0.16 0.13
Following - Before -0.16 0.02 -0.14 0.04 0.04

Source: Calculated from factor returns available at Kenneth R. French’s data library. Copyright 2024 Kenneth
R. French. Factor returns do not represent actual portfolio returns and ignore transaction costs. Past results
are not indicative of future results.

What does it all mean for investors?

Looking at these results, an investor may ask, “If we know the Fed is going to start cutting rates
in afew months, would it make sense to reduce exposure to value factors until we see the first
rate cut?”
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While itis true that on average value factors have had lower average returns in the period before
the first cut, there has been some variability in this result depending on the specific historical
period. For example, in the months leading up to the initial rate cut of January 2001, value factors
tended to do well, whereas in the period leading up to the initial rate cut of September 2007

they performed more in-line with other factors. The findings above would be most helpful for
understanding the likely factor dynamicsin play around turning points in the interest rate cycle
that could in turn help set reasonable expectations for portfolio returns over the near term, yet
they are not necessarily significant enough that they could use to time factor exposures. For those
investors with a long-term perspective, we believe that a diversified, strategic allocation to factors
will be more effective in capturing compelling returns.

Looking ahead

Ifthe coming year plays out as expected and the Fed begins cutting rates, we believe our models
will continue having positive returns. We should see the underlying factors driving those returns
before and after the cut change. We might also see an initial wave of positive returns to valuation
factors, with returns to those factors becoming more muted as time progresses after the initial
cut. Returns to price momentum factors may decrease immediately following the initial cut, with
reversion to mean levels following it. In the year following the first rate cut, history indicates we
should expect to see positive model returns driven primarily by price momentum, quality and
sentiment factors. 4

Representative sample of factors:
Momentum: Change in earnings estimates, 9-to-12-month price momentum, 1-month
price reversal

Valuation: Adjusted dividend yield, EV/EBITDA, Price/tangible book, EV/intangible assets,
Discount to DCF fair value

Quality: Free cash flow margins, Operating profitability, Accruals, Operating liability
leverage, Turnover

Sentiment: Share buybacks, Short interest, Change in leverage, Change in financial
report language
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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 asa
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 rl. (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 (“SFQ”).; 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 ; Bahrain - This document has not been approved by the Central Bank of Bahrain which takes no responsibility for its contents. No offer to the public will be made in the
Kingdom of Bahrain and this document is intended to be read by the addressee only and must not be passed to, issued to, or shown to the public generally. The Central Bank of Bahrain
assumes no responsibility for the accuracy and completeness of the statements and information contained in this document and expressly disclaims any liability whatsoever for any loss
howsoever arising from reliance upon the whole or any part of the contents of this document. The Board of Directors and the management of the issuer accepts responsibility for the
information contained in this document. To the best of the knowledge and belief of the board of directors and the management, who have all taken all reasonable care to ensure that such
is the case, the information contained in this document is in accordance with the facts and does not omit anything likely to affect the reliability of such information.; Kuwait - This
document is not for general circulation to the public in Kuwait. The information has not been licensed for offering in Kuwait by the Kuwait Capital Markets Authority or any other relevant
Kuwaiti government agency. No private or public offering of the information is being made in Kuwait, and no agreement relating to the information will be concluded in Kuwait. No
marketing or solicitation or inducement activities are being used to offer or market the information in Kuwait.; Oman - For Residents of the Sultanate of Oman: The information contained
in this document does not constitute a public offer of securities in the Sultanate of Oman as contemplated by the Commercial Companies Law of Oman (Royal Decree 4/74) or the Capital
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capable of evaluating the merits and risks on an investment.; South Africa - This document has not been approved by the Financial Services Board and neither MFS International (U.K.)
Limited nor its funds are registered for public sale in South Africa.; UAE - This document, and the information contained herein, does not constitute, and is not intended to constitute,

a public offer of securities in the United Arab Emirates and accordingly should not be construed as such. The information is only being offered to a limited number of exempt investors in
the UAE who fall under one of the following categories of non-natural Qualified Investors: (1) an investor which is able to manage its investments on its own, namely: (a) the federal
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