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At GMO, we believe that valuation matters. The price you pay for a security usually has a
material impact on the return delivered by that particular investment.

Within credit, valuation is almost always framed as an investment's spread premium over the
risk-free rate.! Currently, spreads in most credit markets are at or close to historically tight
levels, meaning that investors are locking in significantly lower levels of compensation than
they have, on average, over the past several decades.

How should credit investors navigate such an

environment from a valuation perspective?

We think they should focus on not only nominal spread (which reflects the spread the investor
earns to maturity), but on mark-to-market risk over some shorter holding period (a year is a
reasonable and common framework).

Mark-to-market (MTM) risk, specifically, is the risk that the credit instrument’s spread widens
enough over the holding period for the investment to underperform a comparable-duration
Treasury bond or risk-free security.

When spreads are at historically tight levels, the mark-to-market risk for certain sectors with
longer maturities can be very one-sided and negative. There are three reasons this is the case:

1. When spreads are very tight, they have a greater chance of widening in the future than
tightening. And even if the odds of widening aren’t higher, the magnitude of potential
widening is much higher than a corresponding tightening would be because spreads have
a lower bound.

2. Tight spreads are easier to overwhelm on a mark-to-market basis. Simply put, a bond
with an annual spread of 100 basis points (bps) starts underperforming Treasuries if the
market price drops by a point, while the same bond purchased with a spread of 250 bps
requires a much larger 2.5-point drop prior to generating a negative excess return.

3. Longer maturity sectors have longer spread durations, which sets up a profile that more
easily underperforms in a spread-widening scenario. As an example, consider two bonds
with respective spread durations of 2 and 5 years. Both start the period with market
spreads of 100 bps and, after a widening, end the year with market spreads of 150 bps.
The 2-year bond finishes the year flat with Treasuries because its mark-to-market loss (2
years X 50 bps) exactly offsets the 100-bp spread earned at purchase. The 5-year bond,
however, underperforms Treasuries by 150 bps: its mark-to-market loss (5 years x 50 bps)
significantly overwhelms the 100-bp spread earned at purchase.


https://www.gmo.com/americas/product-index-page/fixed-income/high-yield-strategy/
https://www.gmo.com/americas/product-index-page/fixed-income/opportunistic-income-strategy/
https://www.gmo.com/americas/product-index-page/fixed-income/multi-asset-credit-strategy/
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EXAMPLE: LONGER MATURITY SECTORS HAVE LONGER
SPREAD DURATIONS

Metric Bond A Bond B

Spread (bps) 100 100

Spread Duration (yrs) 2 5

Initial Spread (bps) 100 100

Spread Widening 50 50
 MTM Loss Due to Widening (bps) 0o 250
Excess Return (bps) 0 -150
Source: GMO

We believe the investment-grade corporate sector currently has a significantly negative
exposure to these dynamics. By some measures, investment-grade corporate spreads haven't
been at levels this tight since before the Global Financial Crisis. Further, the sector has a very
long spread duration of close to 7 years.

At GMO, our research has shown that investment-grade corporate bonds rarely outperform
similar-duration Treasuries over the next year when spreads are this tight. So to buy into
investment-grade credit today (vs. buying Treasuries), you really must believe that “this time
is different.”

We think a far superior option in the current environment is to invest in the safer parts of the
structured credit market. In these areas, spreads are not as tight relative to historical norms
and may be achieved with what we believe to be considerably lower spread duration, and
therefore reduced mark-to-market risk, compared to longer-duration sectors like investment-
grade credit.

In the table below, we compare U.S. investment-grade corporates to GMO'’s Opportunistic
Income Strategy, which as of this writing, is generating higher spread compensation with
similar (to even modestly better) credit quality and a fraction of the spread duration. This
enables the strategy to continue to outperform a risk-free investment over a one-year
holding period, even if spreads widen by 80+ bps, compared to investment-grade corporates,
which start to underperform after just 11 bps of widening.
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GMO OPPORTUNISTIC INCOME VS.
U.S. INVESTMENT-GRADE BONDS

Higher Spread Compensation, Similar Credit Quality, a Fraction of the Duration

GMO Opportunistic U.S. Investment
Metric Income Strategy Grade Bonds*
Spread (bps) 104 76
Spread Duration (yrs) 1.2 6.7
% Rated A or Higher 75% 54%
Breakevenw|den|ng(bps)87 ....................................................... 11
Y|e|d(%) .................................................................. 546507 ...........................

As of 7/31/2025 | Source: GMO, Bloomberg
*Proxied by Bloomberg U.S. Corporate Index

All else being equal, we believe that when spreads are very tight, a shorter spread duration
offers investors a margin of safety compared to longer spread duration bonds. The
investor’s “breakeven” is more favorable. Over the nearly 15 years we have been managing
the Opportunistic Income Strategy at GMO, we have managed to return 3.2% (net) over the
risk-free rate annually (measured by Bloomberg U.S. Treasury 1-3 Years Index) and 1.4%
over investment-grade bonds.? There have been few other moments during that period when

shifting from investment-grade bonds into structured products has made more sense.
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AVERAGE ANNUAL TOTAL RETURN (NET) IN USD

As of 6/30/2025

Since
Inception 1-Year 3-Year 5-Year 10-Year Inception

Opportunistic

. 10/31/2011 6.72 5.49 3.98 3.95 4.58
Income Composite

Bloomberg U.S.

. 6.58 2.44 -0.48 1.23 1.03
Securitized+

Performance data quoted represents past performance and is not predictive of
future performance.

Net returns are presented after the deduction of a model advisory fee and incentive fee if applicable. These
returns include transaction costs, commissions, and withholding taxes on foreign income and capital gains
and include the reinvestment of dividends and other income, as applicable. Fees paid by accounts within
the composite may be higher or lower than the model fees used. GMO LLC claims compliance with the
Global Investment Performance Standards (GIPS®). A Global Investment Performance Standards (GIPS®)
Composite Report is available on GMO.com by clicking the GIPS® Composite Report link in the documents
section of the strategy page. GIPS® is a registered trademark owned by CFA Institute. CFA Institute does not
endorse or promote this organization, nor does it warrant the accuracy or quality of the content contained
herein. Actual fees are disclosed in Part 2 of GMO's Form ADV and are also available in each strategy’s
Composite Report. The portfolio is actively managed, is not managed relative to a benchmark, and uses an
index for performance comparison purposes only and, where applicable, to compute a performance fee.

Disclaimer:

The views expressed are the views of Joe Auth, Ben Nabet, and Mina Tomovska through the period
ending August 2025 and are subject to change at any time based on market and other conditions.
This is not an offer or solicitation for the purchase or sale of any security and should not be construed
as such. References to specific securities and issuers are for illustrative purposes only and are not
intended to be, and should not be interpreted as, recommendations to purchase or sell such securities.
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