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Fixed Income Insights Taxable Municipal Bonds May Hold the Key
March 2024 to Better LDI Portfolios

In brief

= \With pension derisking activity on the rise, bonds with long duration, high quality and low default
rate characteristics are in demand for liability driven investing (LDI) portfolios.

= \With deeper representation across the long duration spectrum, lower historical default rates
and higher yields relative to comparable quality corporate bonds, taxable municipal bonds can
complement and potentially enhance LDI portfolios.

= Given their characteristics, they also are a worthy candidate for incorporation into buy-
and-maintain strategies that are typically implemented in a broader liability-matching
investment process.

Michael Adams, CFA
Institutional Portfolio Manager = \We believe an active approach that considers the broad universe beyond standard indices

can potentially enhance returns while still retaining the attractive default and diversification
characteristics of the asset class.

Pension Derisking Activity Continues to Rise

“""? Defined benefit (DB) plans have seen a marked change in their fortunes since the end of 2021, as rising
= rates reduced plan liabilities and improved funded status. As a result, many plans are now at or above 100%
t funded status after more than a decade of funded status hovering in the 80% to 90% range.
Jonathan Barry, FSA, CFA Exhibit 1: Aggregate Funded Status of 100 Largest US Corporate Pension Plans
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Source: Milliman 2023 Corporate Pension Funded Study, April 2023, and Pension Funding Index, January 2024.
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Dollars

With improved funded ratios, many sponsors are accelerating derisking activity, whether it be increasing fixed
income allocations or engaging in pension risk transfer (PRT) with a third-party insurer. PRT volume hit a record
high in 2022, and the marketplace has seen nearly $200 billion of activity over the past five years as shown in
Exhibit 2 below.

Exhibit 2: Pension Risk Transfer Activity, 2018-2023
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Source: LIMRA Third Quarter 2023 US Group Annuity Risk Transfer Study.

As DB plans mature and participant populations age, liability duration naturally decreases. Higher interest
rates have also reduced durations on typical plan liabilities from where they stood at the end of 2021 by two to
three years. Better funded status and lower liability duration profiles can potentially allow for more liability to
be covered with physical bonds. While most LDI portfolios are constructed with treasuries and US investment-
grade credit, we believe other asset classes, such as taxable municipal bonds, could also play an important role
in LDl strategies.

The Potential Benefits of Taxable Munis in an LDI or Buy-and-Maintain Strategy

Traditional LDl approaches use a combination of treasuries and US investment-grade credit to create portfolios
with duration and credit profiles comparable to the plan’s liability. In many cases, derivatives are employed to
extend duration beyond what is attainable with physical bonds and to fill gaps in the duration profile that cannot
be covered easily with physical bonds.

Treasury bonds have broad representation across long durations; however, their yields are typically lower than
pension discount rates, often resulting in a need for higher yielding assets. Investment-grade corporate bonds
are attractive due to the size of the IG corporate market, reasonably broad duration representation and generally
higher yields compared to treasuries. They also correlate with pension discount rates which are derived from
high quality corporate bond yields. However, corporate bonds can introduce default risk and typically lack deep
representation in the 10- to 20-year segments of the yield curve. These drawbacks can contribute to possible a
mismatch between assets and liabilities.
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Taxable municipals can help address some of the shortcomings of corporate bonds. Compared to corporates,
taxable municipals

= are higher quality with almost 75% AAA/AA rated

= have lower historical default rates, with the default rate for A-rated taxable municipals lower than AAA-
and AA-rated corporates

= have historically exhibited a yield premium versus similar quality corporates

= have deeper representation in 10- to 20-year maturities

Exhibit 3 illustrates that taxable municipals compare favorably to corporate bonds across several dimensions.
Perhaps most compelling, the historically lower default rates of taxable municipals allow plans to allocate
increased capital to lower quality credits, thus further enhancing yields without raising default risk.

Exhibit 3: Comparison of Taxable Municipals to US Investment-Grade Corporate Bonds

Weight % Default Rate % Yield %
Taxable Taxable Taxable
Muni Corporate Muni Corporate Muni Corporate
AAA 15.8% 1.1% 0.0% 0.4% 4.7% 4.6%
AA 60.8% 6.8% 0.0% 0.7% 4.8% 4.7%
A 20.6% 45.2% 0.1% 1.4% 51% 5.0%
BBB 2.8% 47.0% 1.0% 3.6% 5.7% 5.3%

Source: Bloomberg, Moody'’s Investor Services. Weight and yields as of 31 January 2024. Municipal default rates from Moody’s
Public Finance Report “US Municipal Bond Defaults and Recoveries.” Annual data from 31 December 1970 through 31 December
2022. US Corporate default rates from Moody’s Default and Ratings database. Annual data from 31 December 1970 through

31 December 2022. Note: numbers may not sum due to rounding.

Taxable Munis May Hold the Key to Better Liability Matching

Asfunded status improves, plan sponsors and insurers typically seek to not only match the total duration of
assets with the liability they are trying to immunize, but also key rate durations to protect against movements

in different parts of the yield curve. However, corporate bonds historically lack deep representation in the 10- to
20-year segments of the yield curve, which often means derivatives are needed to attain desired key rate
duration profiles.

As we see in Exhibit 4, taxable municipals have notably higher key rate duration than corporates or treasuries at
the 10- and 20-year portions of the curve which could help fill key rate gaps that sponsors may encounter when
utilizing those assets. This could potentially allow for more liability to be covered with physical bonds, which
could enable sponsors to reduce derivative exposure and associated liquidity and counterparty risks while also
lessening the governance oversight that comes with derivatives.
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Exhibit 4: Key Rate Duration Comparison
M Bloomberg Taxable Municipal Index ~ ® Bloomberg Aggregate Corporate Index — ® Bloomberg US Treasury Index
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Source: Bloomberg as of February 15, 2024.

Plans May Benefit from Increased and Broadened Exposure to Taxable
Municipals

While the features noted above make a strong case for taxable municipals, the opportunity becomes even more
compelling when the vastness of the asset class is considered. The municipal bond market, whether taxable or
tax-exempt, is fragmented with significant numbers of issuance not included in indices. There are approximately
84,000 issues in the taxable municipal universe, with over 73,000 of those issues not included in an index due

to size limits imposed by the index provider. These non-index eligible issues typically receive less research
coverage and lower interest by investors, which often results in inefficiency and a yield premium driven by
somewhat heightened illiquidity risk.

Increasing exposure to A- and BBB-rated taxable municipals may also allow pension sponsors to use the lower
default rate relative to corporates to their advantage. Plans thatimpose a lower quality limit on corporates might
consider raising that limit on taxable municipals given their favorable default rate characteristics. The result may
be enhanced yields without sacrificing credit risk.

Itis also worth noting the yields represented in Exhibit 3 are based on the taxable municipal index, and we
believe it may be reasonable to expect somewhat higher yields when broadening beyond the index. This yield
premium would likely come with some incremental sacrifice to liquidity; however, long-term investors such as
pension plans and insurers may find this to be a welcome tradeoff.
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Now May Be the Time to Consider Introducing or Increasing a Taxable
Municipal Allocation

With yields at multi-year highs and a market that has grown from increased supply,” now may be a good time
for plan sponsors and insurers to consider an allocation to taxable municipals within an LDI portfolio. We
believe taxable municipals have many advantages compared to corporates, including higher quality, lower
historical default rates, higher yields and broader representation in the long portion of the yield curve.

We believe an active approach that takes advantage of the broad universe of issues will benefit investors.

An active manager has several alpha levers at their disposal, including accessing illiquidity premia, which we
believe is a risk that can be well tolerated by the long holding periods associated with pension plans
andinsurers. 4

Endnotes

' Source: FTSE Pension Discount Curve data as of 30 November 2023. Discount rate for “Intermediate” plan increased from 2.74% on
12/31/2022 t0 5.28% on 11/30/2023, while duration decreased from 16.83 years to 13.41 years over the same period. Discount rate for “Short”
plan increased from 2.63% to 5.26%, and duration decreased from 13.42 to 10.96 over the same period.

*The size of the Bloomberg Municipal Index Taxable Bonds increased from $313B as of 12/2018 to $411B as of 12/2023. The total size of the
taxable municipal market is $663B as of 12/2023.
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Investments in debt instruments may decline in value as the result of, or perception of, declines in the credit quality of the issuer, borrower, counterparty, or other entity responsible for payment,
underlying collateral, or changes in economic, political, issuer-specific, or other conditions. Certain types of debt instruments can be more sensitive to these factors and therefore more volatile. In
addition, debt instruments entail interest rate risk (as interest rates rise, prices usually fall). Therefore, the portfolio's value may decline during rising rates.

Source FTSE International Limited (“FTSE”) © FTSE 2024. “FTSE™”is a trade mark of the London Stock Exchange Group companies and is used by FTSE International Limited under licence.
“FT-SE™, “FOOTSIE™ and “FTSEAGOOD™” are trade marks of the London Stock Exchange Group companies. “Nareit™ is a trade mark of the National Association of Real Estate Investment Trusts
(“Nareit”) and “EPRA" is a trade mark of the European Public Real Estate Association (“EPRA”) and all are used by FTSE International Limited (“FTSE”) under licence. The FTSE EPRA Nareit Index

is calculated by FTSE. Neither FTSE, Euronext NV, Nareit nor EPRA sponsor, endorse or promote this product and are not in any way connected to it and do not accept any liability. All intellectual
property rights in the index values and constituent list vests in FTSE, Euronext NV, Nareit and EPRA. Neither FTSE nor its licensors accept any liability for any errors or omissions in the FTSE indices
andy/or FTSE ratings or underlying data. No further distribution of FTSE Data is permitted without FTSE's express written consent.

Source: Bloomberg Index Services Limited. BLOOMBERG" is a trademark and service mark of Bloomberg Finance L.P. and its affiliates (collectively “Bloomberg”). Bloomberg or Bloomberg's
licensors own all proprietary rights in the Bloomberg Indices. Bloomberg neither approves or endorses this material or guarantees the accuracy or completeness of any information herein, or
makes any warranty, express or implied, as to the results to be obtained therefrom and, to the maximum extent allowed by law, neither shall have any liability or responsibility for injury or damages
arising in connection therewith.

The views expressed herein are those of the MFS Investment Solutions Group within the MFS distribution unit and may differ from those of MFS portfolio managers and research analysts. These
views are subject to change at any time and should not be construed as the Advisor’s investment advice, as securities recommendations, or as an indication of trading intent on behalf of MFS.

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 r.l. (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 ; 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
Market Law of Oman (Royal Decree 80/98). This information is being circulated on a limited basis only to corporate entities that fall within the description of sophisticated investors (Article
139 of the Executive Regulations of the Capital Market Law). The recipient acknowledges that they are a sophisticated investor who has experience in business and financial matters and is
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
government, local governments, government entities and authorities or companies wholly-owned by any such entities; (b) international entities and organisations; or (c) a person licensed
to carry out a commercial activity in the UAE, provided that investment is one of the objects of such person; or (2) an investor who is represented by an investment manager licensed by the
SCA, (each a “non-natural Qualified Investor”). The information and data have not been approved by or licensed or registered with the UAE Central Bank, the Securities and Commodities
Authority, the Dubai Financial Services Authority, the Financial Services Regulatory Authority or any other relevant licensing authorities or governmental agencies in the UAE (the
“Authorities”). The Authorities assume no liability for any investment that the named addressee makes as a non-natural Qualified Investor diligence on the accuracy of the information
relating to the securities. If you do not understand the contents of this document you should consult an authorised financial adviser.; Saudi Arabia - This document may not be distributed
in the Kingdom except to such persons as are permitted under the Investment Funds Regulations issued by the Capital Market Authority. The Capital Market Authority does not make any
representation as to the accuracy or completeness of this document, and expressly disclaims any liability whatsoever for any loss arising from, or incurred in reliance upon, any part of this
document. Prospective purchasers of the securities offered hereby should conduct their own due diligence on the accuracy of the information relating to the securities. If you do not
understand the contents of this document, you should consult an authorised financial adviser.; Qatar - This material/fund is only being offered to a limited number of investors who are
willing and able to conduct an independent investigation of the risks involved in an investment in such material/fund. The material does not constitute an offer to the public and is for the
use only of the named addressee and should not be given or shown to any other person (other than employees, agents or consultants in connection with the addressee’s consideration
thereof). The fund has not been and will not be registered with the Qatar Central Bank or under any laws of the State of Qatar. No transaction will be concluded in your jurisdiction and any
inquiries regarding the material/fund should be made to your contact outside Qatar.
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