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A railroad is like a lie — you have to keep building to it to make it stand.

- Mark Twain, 1867

In 605 AD, Emperor Yang of Sui drove his empire into the ground building the Grand Canal. The
massive waterway became the backbone of the Chinese economy for a thousand years. The Tang
inherited the canal and got the golden age.

Between 1866 and 1873, Americans laid 35,000 miles of new railway track. The rails transformed the
continent. Banks financing the expansion with debt like Jay Cooke & Co went bankrupt, triggering the
Panic of 1873 and a multi-year depression.

Egypt finished building the Suez Canal in 1869. The passage cut travel times between Europe and
Asia, revolutionising global shipping. Yet a debt crisis in 1875 forced the Egyptian government to
cede its financial control of the canal to the British.

History is not short of examples where worthy projects ended up not being worthy investments. These
projects benefited the wider population later on but ended up bringing insufficient financial rewards to
their initial capital providers, especially when capital was in the form of credit.

At nearly three percent of GDP, the current Al capex cycle is the second largest in the history of the
United States, second only to the annexation of Louisiana in 1803. There are no clear winners and
losers yet — and we believe credit investors are exposed to downside from losers, with limited upside
from the winners.

We are not sceptical of Al as a technology — we are users ourselves.

However, we are sceptical of the returns to credit providers. Credit investors in Al-linked firms enjoy
a capped return on capital, are lending at record low spreads, are exposed to uncertain ROI per dollar
and do not share the convex upside of equity investors.

A large part of Al credit comes from private markets — over the past decade private credit as an asset
class nearly quadrupled in size, with over 40% of exposure concentrated in tech.

Private credit has been an ingenious way to keep borrowing off balance sheet — benefiting both
borrowers as well as investors, who enjoyed returns without mark-to-market. But the tide is turning.
A more mature Al cycle will likely differentiate the next Yahoo or Netscape. Credit conditions have
never been better: yet, inflation remains persistent, and central banks are less willing to ease. Finally,
government spending is finally starting to make bond markets uncomfortable: rising long-end yields
might constrain future leverage. Private credit investors have little to gain, and a lot to lose.
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Top of the Market

Today is arguably the worst entry point into long-only credit in years. Investors are locking in
historically tight spreads whilst surrendering the optionality to monetise volatility, at a time of record
uncertainty around inflation, geopolitics and new technologies. The payoff profile is strikingly
negatively convex: weak credits, record-tight spreads and an inflationary cycle leave almost no upside
and plenty of downside - one is effectively selling a put at the top of the market.

Worst Entry Point into Long-only Credit
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If You Build It, They Will Come

At the start of 2026, we saw a rise in concerns on private credit liquidity and Software-as-a-Service
(SaaS) exposure. Both private and public BDCs experienced redemptions requests, with public ones
exceeding the maximum 5% redemption gate. Redemption requests in Q2 even exceeded Q1. As
the macro backdrop tightens, investors are finally realising that the illiquidity premium in private credit
is double-edged: it can provide some extra return and artificially low volatility in good times — but has
large opportunity costs in volatile markets.

With the ceasefire in Q2 bringing relief to risk assets and market focus shifting to an Al-driven equity
rally, the topic of private credit risk has fallen out of the radar. That said, losses are building up. The
distress ratio of software loans has jumped to over a quarter, while nearly ten percent of all private
credit loans are now Pay-in-Kind (PIK) - suggesting firms lack the cash-flow to be able to honour debt
obligations. Yet credit investors have grown complacent again, even in public markets. Credit spreads
have tightened to a thirty-year low, and debt issuance by Al players accelerated, now making up
around ten percent of the US investment grade market. That said, macro conditions remain
suboptimal. Renewed hostilities between the US and Iran support high oil prices, while inflation
volatility is keeping the Fed on a hawkish watch.

And while Al investors had full confidence in double-digit revenue growth at record-high margins a
few months ago, these assumptions are starting to wobble. What happens if they realise they invested
too much, too early? Or if more efficient models need less compute?
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The Intersection of Private Credit and Al

Private credit is highly linked to the Al capex trade. Around 40% of private credit exposure is to the
technology sector, according to IMF data, while around one-quarter of direct lending is to SaaS,
particularly in the 2020-2021 vintage. In the Al infrastructure capex trade, a significant portion of
datacentre capex is funded through a continuum of debt, spanning private credit, asset/GPU-backed
loans, infrastructure project finance, privately placed debt and investment grade corporate bonds. In
our view, both the Al and private credit universes face significant volatility.

Private Credit Exposure to Al Vulnerable Sectors
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On the one hand, Al is disrupting the SaaS business model. The asset light, high-leveraged lending
against SaaS revenues once thought to be highly recurring and resilient, is now facing the prospect
of rising defaults and lower recovery values.

Hyperscalers Are Funding Datacentre Capex with Free Cashflow and Debt

Declining US Hyperscaler Free Cash Flow (USD bn) Datacentre Bonds by Type (USD bn)
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On the other hand, the debt financing the Al infrastructure build-out may also prove more vulnerable
than markets assume. Hyperscalers and Neoclouds are investing unprecedented sums in
datacentres and frontier model training. Whether these investments ultimately generate returns
sufficient to justify their capital costs remains uncertain.

At the same time, competition across the Al infrastructure ecosystem is intensifying, with new entrants
such as Meta and SpaceX'’s xAl investing heavily in new datacentre capacity, while incumbents such
as CoreWeave are already struggling to de-lever and achieve sustained profitability. Industry
estimates suggest cumulative Al infrastructure capex for the rest of the decade could reach $11.1
trillion, while hyperscalers and neoclouds alone have already raised more than $300 billion through
public debt and private credit to finance datacentre expansion. Who will fund this capex? And when
will the first winners and losers in the sector emerge? Al-linked bonds now account for over ten
percent of the US investment grade market. We believe investors are not compensated for the risk of
rising dispersion as well as overall volatility in the sector.

Is It Systemic?

The past ten years saw private credit ballooning into a $3.5 trillion market, surpassing the $1.3 trillion
US subprime mortgage market at its 2008 peak. This +360% growth in private credit has dwarfed the
+5% growth in the US, Europe and Asia high yield markets combined. Over the same period,
leveraged loans and US domestic bank lending to private lenders have more than tripled.

Is the market large enough to cause systemic risks? Private credit managers do not think so. One
argument is private credit still represents only a small share of the $60 trillion credit market. Yet, this
large denominator figure includes municipal bonds and mortgage-backed securities. The market for
risky, high yield debt and leveraged loans is much smaller at just over $10tn. Others claim that
structural features like infrequent marks-to-market and redemption gates are also designed to reduce
contagions risk.

But after such a large cycle of credit growth — and one concentrated mostly in one sector — it will be
hard to escape the consequences of capital misallocation. Who will end up taking the losses?

Rising Redemptions and Distress
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Where the Losses End Up: Life Insurers

We believe greater systemic risk lies with leverage provided by banks to private credit funds and the
life insurers that own these illiquid assets. Banks provide floating-rate funding for leveraged buyouts
and portfolio structures. Life insurers, meanwhile, have become deeply intertwined with the private
equity and private credit sponsor ecosystem. In total, life insurers hold roughly $35tn of assets, out of
which $1tn is owned by private equity owned insurers. These private equity owned insurers allocate
significant capital to direct lending funds managed by their private equity owners. Those funds, in
turn, finance leveraged buyouts sponsored by the same private equity firms, creating circular
exposure.

Credit Quality of BDCs Deteriorating

PIK Interest as a % of Total Interest Income PIK Interest Across Private Credit Funds*

8.9%

CION Investment Corp

8.2% goo 5%
i Rand Capital Corp

FS KKR Capital Corp

Quarterly detail

s Bain Capital Specialty Finance
begins in 2025

Blue Owl Technology Finance
4.2% Prospect Capital Corporation

3.9% HPS Corporate Capital Solutions
New Mountain Finance Corp

BlackRock TCP Capital Corp

Ares Capital Gorp

@ 2018 2019 2020 2021 2022 2023 2024 1Q25 2025 3Q25 4Q25 1Q26

=]

5]

=3
o
n
o

25

Source: Andromeda Capital Management, Bloomberg, Lincoln International, FT, Moody’s. *Data dates range from FY 2025 to Q2 2026.

As many private credit funds are held together at the portfolio level by life insurers with razor-thin
equity buffers, there is contagion risk if a liquidity event forces the sale of more liquid assets across
their portfolios.

Life Insurers: Leveraged and Exposed to Private Credit
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Take the example of Apollo-owned Athene, which we discussed with guest speakers in our March
webcast: it reported total statutory assets of $350bn against a capital surplus of $4.6bn, yielding a
surplus-to-liability ratio of 1.3%. This compares to a national average above 7% for insurers. In other
words, a 1% loss on assets could wipe out the entire surplus. On top of that, Athene holds over $50bn
in affiliated investments, i.e. its own paper, and nearly half of the portfolio is in private assets. Under
its large allocations to “other loan-backed and structured” bonds category generally lies weak credit
like student loans, stressed credit card debt and limited partnerships or JVs linked to commercial real
estate. Given the risks in the portfolio, clearly the surplus is too thin.

In fact, the surplus is likely even thinner than the reported number given its significant reinsurance
portfolio. This is another increasingly common source of contagion risk for the industry. Unlike
traditional reinsurance, which transfers risk to an independent counterparty, many insurers have
shifted risk to affiliated reinsurers in recent years, sometimes even to their own subsidiaries.

The use of structured vehicles on insurer balance sheets to own private credit is also rising and we
think the contagion risks here are underestimated. Funding agreement-backed notes (FABNs), NAV
loans and Collateralised Fund Obligations (CFOs) allow insurers to borrow against their private asset
portfolios to meet policy holder liquidity needs. Significant Risk Transfers (SRT), originally a bank tool
to offload the first-loss risk on a loan book to free up regulatory capital, increasingly rely on insurers
to wrap SRT tranches. In such a deal, insurers lend their own credit rating so the tranche can be
stamped investment grade and sold on or pledged as collateral for further borrowing. Between these
structures, insurers are becoming both borrowers against, and guarantors of the same private credit
exposure. These transactions are stepping up in complexity and starting to resemble the bundling
and tranching involved in mortgage credit products leading up to the Great Financial Crisis. We have
not reached “synthetic CDOs” and “CDO-squared” yet, but the investment grade re-rating incentives
and securitisation mechanics bear some resemblance.

Private Equity Managers

With defaults and redemptions on the rise, Al disruption headwinds and declining investor confidence,
we have held the view that the valuations for private equity managers such as Blackstone, KKR and
Apollo were extremely expensive vs the risks. Reduced capital inflow and potential losses could
undermine their once stable Fee-Related Earnings (FRE), putting pressure on both earnings and
valuation multiples. The circular arrangements between private equity sponsors, private credit funds
and affiliated life insurers also face greater scrutiny. Private equity owned life insurer portfolios are
especially vulnerable to losses, as they already have Surplus/Liabilities that are lower than the
industry average. These private equity managers risk losing the stable, circular AUM inflows from
their life insurers that have been a source of their growth and high valuations.

Although the market has already started to reprice some of these risks, valuations still remain high:
market cap as a percentage of AUM across the sector has declined from around 15-20% in 2023 and
2024, to around 10% at H1 2026 — but this is still much higher than the 5-7% level pre-COVID. The
April ceasefire has brought a relief rally and renewed complacency, with some of these private equity
managers even being pitched as undervalued “quality compounders”. We believe this underestimates
the risks, and that the equities of private asset managers will remain challenged.
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ION Group: Perfect Storm of Private Credit and Al Disruption

The ION Group is symbolic of a host of the issues and headwinds discussed above. ION Platform
mostly provides trading, analytics, treasury and risk management technology for the financial services
sector, while other businesses that are part of the wider ION Group (Cedacri, Prelios and Cerved)
provide banking software, credit servicing and credit data analysis. Across the Group, the total
disclosed gross debt is around $15bn, making it one of the largest high-yield capital structures across
both Europe and the US. Nearly all of the group’s debt has been issued since 2023, prior to Al fears
sweeping the market, and with very loose documentation.

The later point is particularly relevant, as the buildout of the group’s assets has been partly funded
with private credit borrowing at the HoldCo level, where there is approximately $3bn of private capital
liabilities, of which there is limited disclosure and servicing of such debt comes from earnings at the
operating company level.

Given the average cash price of the publicly traded bonds across the opcos is in mid-to-high 80s, we
question if there is any value in these structurally subordinated liabilities.

While it is difficult to estimate the exact impact Al will have on such businesses, it clearly brings into
question the previously assumed very high equity values of such companies. This can be seen by
the move in IGV, a closely tracked tech and software ETF, which is down almost 20% from the LTM
highs. The selloff in ION bonds across the structure has closely followed this move.

ION Group Credits Trading Down with $IGV
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CoreWeave: The Tenants Building Their Own House

The Al capex race has created a new intermediary. Hyperscalers, unable to build capacity fast enough
themselves, have been renting compute from neoclouds such as CoreWeave, outsourcing not only
capacity but the capex required to build it. CoreWeave exists because demand is immediate: Meta,
Google and Microsoft alone are spending $450 to $550bn of capex this year on infrastructure, but
until that capacity comes online they need someone to train models and serve users. CoreWeave fills
that gap, carrying the balance sheet burden while customers complete their own buildouts.

The model depends on the unit economics management claims: 75% EBITDA margins per contract,
with around 16% of cash flow residual to the parent company after debt service. On their telling,
demand remains extraordinary and the model is self funding. Secured facilities finance chips and
infrastructure, which are then repaid from contract cash flows.

The first weakness is the supposed moat. CoreWeave’s advantage is privileged access to NVIDIA
chips, but that advantage is temporary. Meta, following Google and Amazon, is developing its own
silicon, while alternative accelerators continue to expand. At the same time, cheaper models are
weakening the demand assumption behind the Al capex boom. China is pursuing the same race with
around $57bn of Al capex versus $443bn in the US in 2025, while producing increasingly efficient
models. If frontier models require a fraction of today’s compute, the need for outsourced capacity
falls. Customers appear to recognise this: recent contracts are being signed for under two years,
suggesting they expect alternatives by renewal. A moat that customers believe they can walk around
within twenty-four months is not a moat.

CoreWeave’s Leverage Rises as Investors Lose Confidence
Debt Estimated to Outpace Revenues (USD bn) CoreWeave CDS widening while stock price falls
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The second weakness is that the business is effectively a leveraged SPV. Debt is raised against a
contract, chips are purchased, rent is collected, and the facility is repaid. Secured facilities increased
from $9.6bn to $11.8bn between Q4 2025 and Q1 2026, with a further ¢.$13bn of subordinated capital
deployed to expand capacity for contracts that may never materialise. The model only works if funding
costs remain low relative to contract yields, and that condition is already fraying. Late July,
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CoreWeave priced a new delayed draw term loan (DDTL) on markedly worse terms than it set out
with: what began marketing at SOFR +425 with an issue price of 99 cleared at SOFR +550 and an
original issue discount (OID) of 97. Creditors, in other words, are demanding more to lend and treating
the story as less credible than they did only quarters ago. Which sharpens the obvious question why
hyperscalers wouldn’t do this themselves on cheaper balance sheets? They are. That is exactly what
hundreds of billions of dollars of hyperscaler capex represents. When current contracts expire,
customers have little reason to return because they will already own the infrastructure. Meta is already
signalling this direction by considering selling capacity from its own newly built data centres.

The circularity extends further: NVIDIA, the supplier of the collateral, is also a roughly 10%
shareholder of the borrower. The argument that OpenAl and Anthropic can replace hyperscaler
demand faces the same problem. The hyperscalers own stakes in those companies and have their
own excess capacity to fill.

The final weakness is that the economics remain unproven. By our math, the business requires
roughly 70% EBITDA margins simply to service its debt, leaving little room for error against
management’s 75% margin claim. With free cash flow still negative for the foreseeable future, there
is no reported number against which to test these assumptions. What we can observe is the balance
sheet: debt has more than tripled over the past year and is expected to double again next year, while
2026 capex is guided at around three times annualised revenue. The debt burden is compounding
faster than the revenue base meant to repay it, and it will be years before reported cash flows validate
or disprove the story.
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Conclusions: Rebalancing the Odds

We see all the signs of complacency in credit markets. Record low valuations, reliance on central
bank liquidity, financial engineering, and this-time-is-different investor behaviour. What makes this
credit cycle different is the emergence of private markets. These have transformed credit risks into a
mirror image of what we had seen before in the GFC. Before, investors were leveraging high quality
investment grade collateral multiple times, and banks were funding the leverage. The GFC wasn’t
triggered by defaults, but by margin calls. Today, private credit vehicles incorporate already levered
firms with limited tangible assets. Margin call risk is limited thanks to long-term financing structures.
The risk ends up in insurers’ balance sheets, rather than banks. It is no surprise that, for now,
regulators have so far closed one eye to the problem.

According to data from Apollo, private credit funds have returned high single digit annual returns over
the past few years. That's with a multiple capital lock, a long-only exposure, and that's in an
environment of loose central bank liquidity and declining spreads. At best, it's been an OK trade, but
investors are no longer compensated for the risks. Using all available data for high yield markets
shows investors only break-even fifty percent of the time, over a five-year period, when investing at
current spread levels.

We see value in selective parts of credit markets, linked to hard/tangible assets and/or sectors that
can perform in a high inflation environment: energy, banks, Ukraine, convertible debt.

We are short markets and instruments that expose investors to negatively convex returns, as well as
firms with high leverage, governance red flags and intangible balance sheets. These include data
centres, private credit managers and PE-owned insurers.

Al infrastructure is the railroad of tomorrow. Credit investors are providing the leverage. Equity
investors will capture the upside. Our job is to rebalance the odds.

Alberto Gallo Aditya Aney Tao Pan William Koor

Chief Investment Officer Portfolio Manager Head of Research Credit Analyst

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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