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Engagement vs. Exclusion in Public Markets

Sustainability in focus
The focus on sustainability across both the investment industry and around the corporate world has
intensified significantly in recent years. One thing that may be driving this is the recognition that investment
horizons have become too short. We can measure this empirically: In the 1960s, the average holding
period for stocks listed on the NYSE was seven years; it is now around six months.1 We can also observe it
anecdotally: Again and again we see an obsession with quarterly results. However, what happens in, say,
the next six months has almost no bearing on sustainability, which concerns itself with long-term investing.
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There is also growing concern that short-term-oriented corporate behavior, driven perhaps by shortterm-focused investors, is creating — or at least exacerbating — social or environmental stresses that
threaten to undermine the very system in which they operate. This is not a purely altruistic concern.
It is also a matter of self-interest. If we don't pay attention to the health of the ecosystem, our place in it
becomes more vulnerable. We become like birds feathering our nests while ignoring the forest fire that
threatens to engulf us.
So how best, in our capacity as an investor in public markets, can we play our part in creating a more
sustainable future?

Is exclusion the answer?
Vishal Hindocha
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The implied answer to that question, based on an observation of the explosion in Environmental, Social and
Governance (ESG) themed funds in the past few years, is that you build a portfolio comprising only "good"
companies with strong ESG profiles, and exclude everything else. This isn't de facto a bad strategy. It seems
logical to us that companies addressing real social and environmental needs should, all else being equal,
have better long-term prospects than companies causing harm to either people or planet. But all else does
need to be equal. If a company is "doing good" but is unable to deliver sustained profit growth while doing so
because it has no enduring competitive advantage, then it is unlikely to prove a good investment. And even if
it does have a lasting competitive advantage, if your entry point is at a stratospheric valuation, the returns are
likely to be disappointing.
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There are many companies, industries and indeed whole sectors in the investable universe that are
increasingly considered unworthy by typical ESG focused investors. These include companies operating
in “sin” industries, poor performers on ESG metrics and companies with businesses in other controversial
industries. Sin stock industries usually include alcohol, tobacco, gambling, sex-related industries and
weapons manufacturers. There is a school of thought that suggests we should simply blacklist these
companies, but this brings the question of impact or societal value creation. Is there any value created by
excluding a company from a portfolio? Would doing that have the real-world impact that ESG-minded
investors are hoping for? We think this unlikely, especially in public markets, where selling a security
necessarily means there is another buyer in the open market. We teach our children that ignoring a problem
does not make it go away and problems don’t usually solve themselves. In the public market, exclusions or
divestments make it someone else's problem — an abdication of responsibility, not the exercise of it.

Exclusion and the cost of capital
Proponents of exclusions suggest that excluding companies increases their cost of capital. At face value, this
is a seductive argument. It makes sense that capital markets would punish unsustainable companies through
a pricing mechanism, and indeed some companies were in the past brought to justice (or just to their senses)
by investors, but is this argument compelling today? In the large, liquid public markets in which most of the
investable universe operates, we think not, for three simple reasons:
1. The “pacification” of capital is likely to undermine the ability of the capital market at large to exert a coherent
level of pressure.
2. Capital is presently cheap and easy to obtain for companies, so the impact of restricting investment capital
in one domain should be minimal.
3. Rather remarkably, there is no evidence we are aware of supporting the thesis that excluding companies
affects their cost of capital or incentivizes the type of management behavior that the exclusionary investor
is seeking.

Engagement: a force for change
What can sustainability-minded investors do? Simply this — engage as proactive stewards of capital. Use the
power of the capital markets as an Archimedean lever — to create the point of leverage on which we can move
the world.
We need to know our limits: We should not delude ourselves that we understand our companies better than
the people managing them. However, we should make it clear where our priorities lie. We expect companies
to be managed for long-term value creation, not short-term profit maximization. We expect them to pay due
care and attention to social and environmental externalities that could incur a material financial cost at some
point down the line. And if constructive engagement bears no fruit, we will exercise our voting powers to force
the issue. Engagement and proxy voting are meant to work in tandem. Proxy votes, unlike engagement alone,
can provide a measurable snapshot of investor sentiment — and force the adoption of binding resolutions on
companies not cooperating with investors.
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While many activist investors are aggressive in their engagement strategies, the rise of collective engagement
organizations has been driven by some of the largest asset managers and asset owners. Participating in
collective engagement gives both larger and smaller shareholders a powerful voice for communicating
and influencing change. We believe working together allows for a more efficient engagement process and
encourages productive discourse on the issues at hand. Overall, collective engagement can lead to more
effective, reasonable engagements that have the power to drive change in the real economy.

What about debt?
When people think about active ownership, they often think about equities. But what about fixed income,
especially for investors in long maturity bonds? In our view, while there is a healthy tension between
bondholders and shareholders on some issues, such as capital allocation, both want borrowers to effectively
manage long-term ESG issues that could negatively impact future cash flows, as well as their ability to service
debt and pay back capital. To help ensure the long-term performance of the bond and the company, we
believe fixed income owners must adopt an ownership mentality like that of equity owners in order to foster
an effective dialogue and influence the company. Negative screening eliminates that opportunity.

Conclusion
Most investors share a common goal: to generate strong, durable risk-adjusted returns. It is our obligation and
fiduciary duty as investment managers to behave as long-term owners when we invest our clients’ assets. To
us, exclusionary policies limit our effectiveness and don’t help us achieve this goal for our clients. We believe
thoughtful engagement and proxy voting practices are vital to encouraging sustainable value creation and
economic growth.
Please keep in mind that a sustainable investing approach does not guarantee positive results and all
investments, including those that integrate ESG considerations into the investment process, carry a certain
amount of risk including the possible loss of the principal amount invested.
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R euters, https://www.reuters.com/article/us-health-coronavirus-short-termism-anal/buy-sell-repeat-no-room-for-hold-in-whipsawingmarkets-idUSKBN24Z0XZ.

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.
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.à 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”) 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.

MFSE_WP_1018200_10_21
4 of 4
49553.1

