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A Credit Market Check-In:

Limited Risks or Systemic Issues?
By Michael O’Keeffe, Chief Investment Officer
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A few weeks ago, a couple of defaults in the private credit market briefly spooked investors and
raised questions about potential broader credit risks. While the situation appears contained, the
event reminds us how 1) higher rates and tighter financial conditions can stress even strong credit
segments and 2) the monitoring of credit markets is even more important when we see the economy
slow. In this Sight|Lines, we take a “credit check-in,” reviewing conditions across private, consumer,
and corporate credit markets — and what to watch for as we anticipate a slowing economy over the
next couple of quarters.

THE TAKEAWAY: POCKETS OF WEAKNESS IN CREDIT MARKETS, BUT SYSTEMIC
RISKS REMAIN CONTAINED

Some weakness in the credit market is limited so far, but investors who are vigilant in monitoring
credit risks going forward will be well served. In summary:

e Arecent private credit stress event highlighted potential vulnerabilities in a fast-growing
asset class that may well increase during a slowdown.

e Investors continue to invest more in the expanding private credit arena, but liquidity
mismatches and sector concentration are areas to monitor.

e Consumer credit quality appears to be weakening modestly, with delinquencies rising from
historic lows.

e Defaults on below-investment grade (“high-yield”) bonds have edged higher, while higher
rates continue to lift refinancing costs.

e We expect a mild economic cooling this quarter and next, not a recession.

e FEven so, investors should be ready for a market correction, and increasing credit market
stresses are possible.
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IN-DEPTH: WE SEE POCKETS OF WEAKNESS IN CREDIT MARKETS, BUT SYSTEMIC RISKS
APPEAR CONTAINED, AT LEAST FOR NOW
Some weakness in the credit market appears limited for now, but investors will be well served to be vigilant in
monitoring credit risks going forward. Going deeper:

e Bankruptcies of auto parts supplier First Brands and lender Tricolor revealed potential vulnerabilities in a fast-
growing private credit market:

o These events exposed the potential for alleged fraud and insufficient due diligence.

o Regional bank stocks sold off, with investors worried about a "credit cockroach" problem: Where there
is one issue, there are likely more.

e Investments in private credit continue, but sector concentration and liquidity are in focus:

o Private credit investments have surged to nearly $1.7 trillion, supported by investor demand for yield
and borrowers’ desire for flexible financing outside of traditional banks.

o Over 90% of assets are illiquid middle-market loans maturing in more than five years, while some
capital is in semiliquid offering quarterly withdrawals — creating a potential redemption-liquidity
mismatch.

e Consumer credit quality appears to be weakening modestly, with delinquencies rising from historic lows:
o The New York Federal Reserve (Fed) reported credit card delinquencies 90+ days past due reached
12.3%, the highest since 2011.
o Auto loan delinquencies are at 5%, while student loan delinquencies surged to 10.2% in Q2.
e Defaults on below-investment grade bonds are up modestly, even as refinancing costs are rising:

o The high-yield default rate has climbed to roughly 3.5%, up from about 2% a year ago.

o ~$3.6trillion in rated corporate debt matures through 2028, most refinanced at higher rates.
e We expect modest slowing in this quarter and next quarter, not a recession.

o Annualized U.S. GDP consensus growth estimates stand at 1.1% for Q4 2025 and 1.5% for Q1 2026.

o The median estimate in Bloomberg’s survey of economists places the probability of a U.S. recession in
the next 12 months at 30%, roughly in line with the long-term average.

e Even so, a market correction and increasing credit market stresses are possible.
o Markets today are more susceptible to a pullback, given elevated valuations.
o We’'ll be monitoring liquidity conditions, delinquency trends, and credit spreads for early signs of

stress.
CONCLUSION

Recently, a couple of defaults in the private credit market briefly shook investor confidence, raising questions about the
potential for a systemic problem across broader credit markets. Our review indicates that the situation appears
contained for now, but we’re reminded that the higher rates and tighter financial conditions orchestrated by the Fed in
recent years can stress even strong credit segments. The continued monitoring of private, consumer, and corporate
credit markets will be important for investors going forward.
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The information contained herein has been prepared from sources believed to be reliable but is not guaranteed by us and is not a complete summary or
statement of all available data, nor is it considered an offer to buy or sell any securities referred to herein. Opinions expressed are subject to change without
notice and do not take into account the particular investment objectives, financial situation, or needs of individual investors. There is no guarantee that the
figures or opinions forecasted in this report will be realized or achieved. Employees of Stifel, Nicolaus & Company, Incorporated or its affiliates may, at times,
release written or oral commentary, technical analysis, or trading strategies that differ from the opinions expressed within.

Asset allocation and diversification do not ensure a profit and may not protect against loss. There are special considerations associated with international
investing, including the risk of currency fluctuations and political and economic events. Investing in emerging markets may involve greater risk and volatility
than investing in more developed countries. Due to their narrow focus, sector-based investments typically exhibit greater volatility. Small company stocks
are typically more volatile and carry additional risks, since smaller companies generally are not as well established as larger companies. Property values can
fall due to environmental, economic, or other reasons, and changes in interest rates can negatively impact the performance of real estate companies. When
investing in bonds, it is important to note that as interest rates rise, bond prices will fall. Investing involves risks, including the possible loss of principal
invested. Past performance is no guarantee of future results. The Standard & Poor’s 500 index is a capitalization-weighted index that is generally considered
representative of the U.S. large capitalization market. The Dow Jones Industrial Average (DJIA) is a price-weighted average of 30 significant stocks traded on
the New York Stock Exchange (NYSE) and the NASDAQ. The DJIA was invented by Charles Dow back in 1896. The MSCI EAFE index (Europe, Australasia, and
the Far East) is a free float-adjusted market capitalization index that is designed to measure the equity market performance of developed markets, excluding
the U.S. and Canada. VIXis a trademarked ticker symbol for the Chicago Board Options Exchange Market Volatility Index, a popular measure of the implied
volatility of S&P 500 index options. Index returns include the reinvestment of dividends but do not include adjustments for brokerage, custodian, and
advisory fees. The small business optimism index is compiled from a survey that is conducted each month by the National Federation of Independent
Business (NFIB) of its members. The index is a composite of ten seasonally adjusted components based on questions on the following: plans to increase
employment, plans to make capital outlays, plans to increase inventories, expect economy to improve, expect real sales higher, current inventory, current job
openings, expected credit conditions, now a good time to expand, and earnings trend. Indices are unmanaged and are not available for direct investment.
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