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It may be dangerous to be America's enemy, but to be America's friend is fatal

- Henry Kissinger

Financial markets are pricing in goldilocks. The world is moving towards fat tails. We believe the point
of most fragility are credit markets.

Entering 2026, we have been shocked by the narrow goldilocks consensus on the economy, pairing
improving growth with declining inflation and additional fiscal and monetary stimulus. Indeed — the
global economy is growing, and the US is accelerating, too, as extra fiscal measures kick in. But the
cost of adding fiscal and monetary stimulus at a time when real-time growth measures are already
rising to mid-single digits is likely to be currency depreciation and/or inflation.

On the one hand, the Trump administration’s policy could succeed in its attempt to regain hard
resources, move strategic production back to the US and engineer a deflationary growth boom, while
at the same time revamping the US Dollar's monetary dominance in the financial system. On the
other hand, many see the recent geopolitical actions in Venezuela, as well as the negotiations and
tensions over Greenland, Alberta and Cuba as disorderly and too-late attempts to regain control of
natural resources — unlikely to alter the course of US debt sustainability.

The irony is — financial markets are currently pricing in both outcomes at the same time.
The recent rally in precious metals, driven by both global central bank purchases as well as
institutional investors in Asia, signals increasing fears over the US ability to service its debt without
pushing interest rates further below inflation. The markets’ focus on debasement risk has seen a
pause after Kevin Warsh’s nomination as the future Fed Chair — but we believe the administration will
continue to exert its pressure on monetary policy.

At the same time, credit and rates markets remain calm, pricing in stable term premia and record-low
credit spreads. This seems to suggest that despite increasing deficits in the public sector, as well as
record high capex in public and private credit, debt sustainability is not an issue. But, as we know,
both rates and credit markets have been kept stable by monetary liquidity — and the first cracks have
already opened up last year.

There lies the opportunity for investors. As global powers compete for control of technology, strategic
geographies and raw materials, record fiscal and monetary stimulus have compressed risk premia to
record lows: no country can afford a recession while in an existential fight. As history shows, the
ultimate loser is often the currency: investors have been buying riskier assets for capital preservation
and to escape debasement risk.

But while hard assets can provide a safe haven, credit markets are near the point of offering only
downside risk.
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Geopolitical Points of No Return

Western Capitalism has fallen behind: debt-based democracies used quick fixes for too long.

First, the reliance on monetary stimulus and /et them eat credit policies started since the Nixon shock,
followed by the Greenspan era. The collateral effects are rising inequality and a K-shaped economy.
The rich enjoy rising asset values, while the poor struggle to keep pace with inflation. In turn, low
rates combined with a lack of regulation encourage corporate consolidation: monopolies reduce
competition and innovation.

The result has been great for businesses with large moats and their shareholders — less so for
productivity. While outsourcing production provided a quick fix, the US and Europe now find
themselves vulnerable to China’s control of global production.

There are four potential solutions to the growth and debt problem in the West.

The best and most difficult option is to boost growth, potentially with new technologies — like artificial
intelligence — in today’s case. Growing out of excess debt requires time, however, and currently the
potential benefits from innovation are being more than offset by persistent deficits.

The second option is austerity. This alone is typically a self-defying measure — as Europe’s experience
showed during the last crisis. In addition, austerity isn’t a political option in the current environment of
polarised wealth inequality and social unrest.

Next, if you are in a position of strength, there’s the option to make making other countries pay, or
take their resources. Tariff revenue helps, but at $250bn a year, it is unlikely to be a game changer.

If nothing else works and you are borrowing in someone else’s currency, it's a debt restructuring — or
if you are borrowing in your own reserve currency — then you can keep interest rates below inflation,
also known as financial repression. After nearly five years with inflation above its target, we can safely
say the Federal Reserve has already de facto altered its mandate.

Will the West manage to grow its way out? Over the past few months, the US has exerted pressure
to increase control of natural resources. Venezuela, Alberta, Greenland, Cuba and Iran are new
strategic targets. These attempts leverage a position of military strength. However, the US would
have to gain substantial use of strategic resources, and quickly, to turn the balance around.
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Right tails: Air Miles Monetary Policy

Absent an improvement in productivity or a substantial increase in strategic resources, the West will
likely struggle to sustain its debt. For now, inflation is contained, and the Federal Reserve will likely
cut further as a result.

As fiscal stimulus persists, however, and commodity prices soar with investors reaching for hard
assets, our models show that inflation is likely to rebound in the second half of the year. At some
point, the Fed will have to decide between reducing its economic stimulus and letting unemployment
drift higher, or letting inflation run hot, with potential consequences on wider long-end yields and/or
an even weaker Dollar.

Ultimately, history shows the solution might be a more permanent devaluation.

The Roman Empire serves is the archetypal example of what lies ahead. By the late second century,
Rome faced rising military costs to defend its vast borders, while the tax base stagnated. Rather than
cutting spending, Emperors began shaving coins or diluting the purity of the denarius. Under
Augustus, the coin was nearly pure silver. By the reign of Diocletian, it was little more than a copper
slug with a thin silver wash. As the silver content dropped from 95% to less than 5% over two
centuries, prices skyrocketed. This debasement allowed the state to pay its soldiers and maintain an
illusion of power, but it ultimately destroyed the middle class and forced a reset into a feudal, barter-
based economy where the state could only survive by demanding taxes in physical grain rather than
coins.

In the modern era, the mechanism has shifted from physical clipping to the digital expansion of the
money supply, yet the incentive remains identical. In 1971, the United States already reset the
monetary system once by closing the gold window, ushering in the current era of pure fiat currency.

The question is how the United States would attempt a reset of its monetary system today — in a world
where the global reserve status of the Dollar is already under pressure.

In our last investor webcast, we discussed how the Trump administration has been already exploring
several monetary and fiscal experiments.

Some measures aim to increase inflows of foreign capital into the United States — including long-
maturity bonds, or stable coins. But while stable coins might attract capital from countries with
unstable inflation, in emerging markets, long-dated bonds so far received a lukewarm response from
investors. With further deregulation of the banking and insurance sectors, financial institutions might
be able to hold more duration. But the ultimate buyer of US debt is likely to be the Federal Reserve
itself: reducing the size of the Fed’s balance sheet might prove hard.

The ultimate solution could be advertised as a new social contract prioritising Main street over Wall
street, with a transition from a technocratic to a political-industrial monetary system, a competitive
Dollar to boost exports, and a looser inflation target, with flexibility to stay above two percent for a
prolonged period. But history shows these experiments rarely work — and in fact, they are a symptom
of over-extended empires. At the next crisis, the combination of government digital currencies, asset
fokenization and debasement could ultimately allow for more intrusive monetary experiments,
including governments issuing checks tied to certain types of consumption, or central banks
purchasing assets and/or supporting even more specific sectors of the economy.

The recently discussed caps to credit card lending rates combined with the $200bn purchase of MBS
by government agencies are a case in point. Let's call these potential developments as air miles
monetary policy. The result is likely to be low real rates, further appreciation in metals, and upside
correlations across equities and commodities.
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Left tails: Credit and Private Credit

If inflation stays above target, and the value of money gradually decreases, what happens to credit?

Over the past few years, the US and China engaged in a large-scale capex race to boost artificial
intelligence. In the US, this capex was largely funded off balance sheet, i.e. through “private credit”
funds, typically vehicles with locked capital and no clear mark to market obligations.

Over the past ten years, private credit funds grew 360% to $3tn aum. Forty one percent of their loans
are allocated to technology firms, according to IMF data. In other words, as Al firms wanted to expand,
private credit funds came to the rescue.

As we explained in our latest investor webcast, the inter-relationships between borrowers, managers
and buyers of private credit resemble a web: large buyers are often insurance firms owned by
managers.

Itis no surprise to us that an environment of loose lending standards, lack of disclosure and potential
conflicts of interest — combined with the largest capex plan over the past decade — might have
generated misallocation of capital and credit losses. We have been clear on this point for over a year
and we have taken short positions across the stack of borrowers, managers and buyers of private
debt.

The first cracks are opening, and we believe there is more downside ahead. We see US credit
markets — high yield and private credit in particular — as the most vulnerable area in fixed income.

And while the Fed and the US Treasury might be able to control the long end of the yield curve with
forward guidance and lower issuance, they will not be able to help all firms that have increased their
leverage to unsustainable levels on expectations of future capex.

At these valuations, high yield credit markets are not only vulnerable to a recession, but also to an
economy that becomes too hot — as not all firms have pricing power — or to faster developments in
technology. More efficient chips or satellite data centres, for example, could mean that Al
infrastructure on the ground might become redundant. At spreads of 200-300bp, private credit
investors will be left owning the short end of the stick.
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Conclusions: Buy Hard Assets, Short Credit

While currency and commodity markets signal regime change, fixed income and credit markets
remain at record tight valuations, compressed by central bank liquidity.

This leaves investors in traditional fixed income strategies exposed to substantial risks of negative
convexity, should term premia and/or spreads rise. As we flagged before, the overhang of private
credit in the US high yield market — now at $3tn — appears the most fragile link in the chain, with a
combination of loose lending standards and extreme concentration in the tech sector. Cracks have
already started to open.

Against this backdrop, we are positioned to gain from volatility in credit markets, while at the same
time gaining upside in real assets through convertible and non-credit optionality.
The opportunity set for convex trades has never been so exciting.
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Andromeda is a global investment management firm focusing on alpha generation in fixed income
and credit. Our objective is to deliver the best risk-adjusted returns in credit markets. For more
information, please contact ir@andromedainvestors.com or visit www.andromedainvestors.com
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Disclosure

This publication expresses the views of the author as of the date indicated and such views are subject
to change without notice. Andromeda Capital Management LLP (“ACM”) has no duty or obligation to
update the information contained herein.

This publication is being made available for professional investors only and for educational purposes
only and should not be used for any other purpose. The information contained herein does not constitute
and should not be construed as an offering of advisory services or an offer to sell or solicitation to buy
any securities or related financial instruments in any jurisdiction. Certain information contained herein
concerning economic trends and performance is based on or derived from information provided by
independent third-party sources.

ACM believes that the sources from which such information has been obtained are reliable; however, it
cannot guarantee the accuracy of such information and has not independently verified the accuracy or
completeness of such information or the assumptions on which such information is based.

This memorandum, including the information contained herein, may not be copied, reproduced,
republished, or posted in whole or in part, in any form without the prior written consent of ACM
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