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1. What is private credit: who lends, who borrows and why has it grown so fast?

Why is private credit suddenly everywhere?

How is private credit connected to the banking system?

What are the key risks inside private credit?

Where could spillovers end up?

How serious are risks today? What would change that view?
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What are regulators doing to address these issues?

Private credit has come under scrutiny in recent months. A series of high-profile bankruptcies and loan-write downs,
concerns around exposures to sectors such as software, and rising redemption pressure in retail-facing vehicles
have raised questions about the resilience of the asset class. Previously steady inflows and stable valuations are
now giving way to signs of strain, including steep sell-offs in publicly listed funds and elevated redemptions in non-
traded funds.

These developments matter because private credit is no longer ~ Chart1: Banks Tightened Lending Terms on
Business Loans Post-Pandemic
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Q1. What is private credit: who lends, who
borrows and why has it grown so fast?

Private credit is corporate lending that happens out-
side public bond markets and traditional bank lending.
It is primarily originated by non-bank lenders, includ-
ing private equity firms’ credit arms and asset manag-
ers that structure loans directly with borrowers.

Historically, private credit largely served middle-mar-
ket firms, borrowers that are too large or risky for bank
loans, but too small for public bond markets.? Their
profiles are broadly comparable to non-investment
grade borrowers, with higher debt levels and more
variable earnings. However, over the past decade,
private credit has been increasingly financing larger
borrowers and participating in transactions that would
have previously been syndicated by banks or funded
in public markets, particularly among faster-growing
firms in the technology sector.®

For borrowers, the attraction of private credit is speed
and flexibility. Companies can secure financing faster
with structures tailored to their circumstances. The
trade-off is price: interest rates on private credit tend
to be higher than on comparable loans.*

Private credit’s initial rise followed the Global Financial
Crisis. As investors searched for higher returns amid
low interest rates and banks retreated from riskier cor-
porate lending due to stricter regulations, private credit
emerged as an attractive alternative, drawing capital
and establishing itself as a new source of financing.

Growth accelerated after the pandemic. With rising in-
terest rates and tighter lending standards, borrowing
became more expensive and refinancing harder for
leveraged firms (Chart 1). Many borrowers turned to
private credit, where capital remained available and
terms were more flexible.®

Investor demand provided another boost. Amid the
market turbulence of 2022 and 2023, institutional
and retail investors were attracted by private credit’s
higher yields and lower reported volatility compared
to public bonds and equities. The trade-off: reduced
liquidity and transparency—investors can’t easily with-
draw funds and must rely on fund managers for infor-
mation about asset quality.

Institutional investor - including pension funds, insur-
ance companies, and sovereign wealth funds - make
up the bulk of private credit investors and have steadi-
ly increased their exposure to this asset class.

Banks have also contributed indirectly, providing loans
and credit lines—often backed by investor commit-
ments or loan portfolios—that offer funds extra liquid-
ity and leverage. Even as banks reduced direct corpo-
rate lending, many continued to finance private credit
funds, including credit facilities to business develop-
ment companies (BDCs).? This has created an indirect
link between banks and private credit.” Based on data
through the fourth quarter of 2025, banks were still
lending to private credit funds and BDCs, with loan
commitments and outstanding amounts increasing
over the previous quarter.

Retail access is growing but remains limited, usually
through pooled vehicles like BDCs and interval funds.
These vehicles restrict redemptions to protect inves-
tors during periods of stress. The number of active
BDCs has nearly doubled between 2021 and 2026,
and their assets under management have more than
tripled, from roughly $125 billion at the start of 2021 to
around $450 billion by the end of 2025 (Chart 2).

Q2. Why is private credit suddenly every-
where?

Private credit isn’t new, but it has grown rapidly, be-
come more interconnected with the regulated financial
system, and expanded into retail markets. Together,
these shifts have brought a historically opaque, illiquid
market into public view.

Chart 2: U.S. Business Development Companies
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That scrutiny has intensified as signs of credit deterio-
ration have become more visible. Higher interest rates
have put pressure on more leveraged borrowers , while
a handful of high-profile restructurings and loan write
downs have highlighted how losses can crystallize
quickly when borrower stress forces a rapid reassess-
ment of values that had previously appeared stable.?
The sector has a significant concentration of loans to
software and technology firms, with roughly 30% of
the direct lending deals over the past six years made
to software and technology companies (Chart 3). The
risk that these companies may be disrupted by Al also
intensified investors’ concerns. The result has been a
growing unease among both policymakers and inves-
tors about how risk is measured and recognized.

So far, the strain has been most visible in BDCs, the pri-
mary gateway for retail investors. Publicly traded BDCs
have seen share prices decline. Many now trade at dis-
counts of 5% to 45% of their reported net asset value
(NAV) - the fund’s estimate of the value of its assets af-
ter accounting for debts and expenses. This suggests
investors are discounting reported values in anticipa-
tion of further write downs (Chart 4).°

Non-traded BDCs have also been in the spotlight. These
funds are deliberately illiquid and cap redemptions,
typically at around 5% of net asset value per quarter.
Recently, redemption requests have surged well be-
yond those limits. In the first quarter of 2026, nearly
$14 billion was requested, but only about half was paid
out. Without a sustained improvement in investor confi-
dence, redemption pressure is likely to persist, carrying
forward into each new redemption window.

Chart 3: Tech and Software Loans Constitute A
Significant Share of Direct Lending Flows
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Chart 4: Redemption Pressures Sharply
Widened BDCs' NAV Discount in 2026Q1
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Q3. How is private credit connected to the
banking system?

Private credit is connected to banks through fund-lev-
el financing. While most private credit capital comes
from long-term investors such as pension funds and
insurers, banks support credit funds with revolving
credit facilities and NAV-based loans that provide day-
to-day liquidity.

The link is meaningful but small relative to the overall
banking system. The Office of Financial Research esti-
mates that banks and nonbanks provide roughly $410-
$540 billion of debt financing to private credit funds.”®
For the largest U.S. banks, which are subject to Federal
Reserve stress-testing, exposures is around $120 billion
in committed facilities, of which $30 billion is to BDCs.
This is a small exposure relative to $1.6 trillion of Tier
1 capital held by these banks. Of the amount commit-
ted, $74 billion was utilized, representing less than 5%
of total C&l loans outstanding across these large com-
mercial banks.

At the same time, leverage inside much of the private
credit sector is limited. For example, business develop-
ment companies (BDCs) are subject to asset coverage
requirements that effectively cap debt at roughly one
to two times equity, depending on the elected regula-
tory threshold.

Still, these linkages can amplify in a downturn. If the
value of underlying loan portfolios begins to fall, bor-
rowing capacity tied to those portfolios can decline,
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while banks may simultaneously tighten credit terms
or reduce available borrowing capacity. Funds may re-
spond by drawing more heavily on existing credit lines,
raising capital, or scaling back new lending. This can
increase banks’ drawn exposure in the near term, even
as asset values are under pressure. Even in that sce-
nario, however, losses are absorbed first by the fund
and its investors. Banks are affected only if those equi-
ty and valuation buffers are exhausted, meaning asset
values can decline substantially before banks begin to
incur losses.

Finally, private credit both complements the banking
system, but also competes with it for borrowers. If pri-
vate credit retreats, banks can step in to absorb part
of the shortfall. In fact, this rotation appears to already
be underway. Private credit firms saw their lending
shrink in the first quarter of this year, while banks re-
corded a 10% year-over-year increase in commercial
and industrial loans in April—a sharp reacceleration
following a period of little-to-no growth through 2024
and 2025.

Q4. What are the key risks inside private
credit?

The core features of private credit: that loans are pri-
vately negotiated and typically held to maturity are
the source of the main risks. Private credit is opaque
and lacks timely indicators on underlying asset qual-
ity. This allows lenders to look beyond short-term mar-
ket volatility and work with borrowers facing liquidity
challenges. However, it also results in opaque loan val-
uations and delayed recognition of deteriorating loan
quality. Without real-time market prices, it becomes
harder to assess the true value of these loans.

Losses may also be recognized with a lag - as several
recent cases involving private credit have shown - and
then be sharply adjusted once valuations are reas-
sessed.® In public markets, corporate stress is quickly
reflected in prices, ratings, or loan defaults. In con-
trast, private credit lenders can amend terms, extend
maturities, or restructure loans without triggering a
formal default. This flexibility can support viable bor-
rowers and reduce the need for fire sales, but it can
also mask deteriorating financial performance. As a

Chart 5: Payment-in-Kind Income Has Been
Rising Toward End of Last Year
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*Based on the universe of 32 BDCs. Source: Bloomberg, TD Economics.

result, reported default rates may remain low even as
underlying fundamentals worsen.

The growing use of payment-in-kind (PIK) provisions
toward the end of last year has highlighted these dy-
namics (Chart 5). PIK allows borrowers to defer cash
interest payments, easing near-term pressure on cash
flows. However, this adds to the debt burden, increas-
es leverage, and postpones the recognition of underly-
ing financial stress.

These risks are more subdued when funding primar-
ily comes from long-term institutional investors, such
as pension funds and insurance companies. However,
they become more pronounced in vehicles that offer
investors greater liquidity and periodic, typically quar-
terly, access to capital. Semi-liquid structures, such as
non-traded BDCs and interval funds, pair illiquid loans
with scheduled redemption windows. When concerns
rise, investors are incentivized to redeem early. If re-
quests increase or persist, managers may limit with-
drawals (typically 5% of NAV), sell assets to meet re-
demptions, or reassess valuations—turning a gradual
credit problem into an immediate liquidity event."

As a result, the timing of stress and volatility can differ
depending on the type of investment vehicle. In more
locked-up structures, losses can build gradually and
emerge later - sometimes all at once. In semi-liquid
vehicles, stress may surface earlier through redemp-
tions, discounts, or limits on withdrawals. These events
can serve as early indicators of credit deterioration
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and reflect differences in risk and liquidity preferences
between retail and institutional investors. In both cas-
es, adjustments can be sharper if funding conditions
tighten at the same time credit quality weakens.

Q5. Where could spillovers end up?

The primary spillover risk from private credit at this
stage is a tightening of credit conditions. Should pri-
vate credit deteriorate, the effects will first become
evident in the most liquid and timely segments of the
market—Business Development Companies —through
continuous redemption requests in non-traded BDCs
and further declines in stock prices in publicly traded
BDCs. Investor inflows have already shifted to outflows
within BDCs as confidence has waned. Existing re-
demption caps in BDCs help to mitigate the risk of runs
and widespread fire sales of assets; however, persis-
tent outflows could make it difficult to raise new capi-
tal, prompting managers to hold more liquidity, slow
new lending, or selectively sell assets.

Private credit is a significant source of financing for
leveraged firms, and a reduced supply may leave some
firms struggling to refinance their debt. This could re-
sult in higher corporate default rates, which would
likely cause further tightening in business credit condi-
tions across the financial system.

Banks may also tighten financing to private credit
funds at the same time as these funds are facing in-
creased redemption requests or rising defaults. This
would further restrict the availability of private credit,
reinforcing tighter lending conditions for middle-mar-
ket and leveraged companies and likely prompt further
asset sales.

At the heart of the issue is confidence. Private credit re-
lies heavily on trust in manager-set valuations and un-
derwriting standards, which are not continuously test-
ed by the market. When that trust diminishes, stress
spreads less through realized losses and more through
increased caution. Risk tolerance declines, financing
becomes more difficult to obtain, and activity slows—
even for borrowers who remain fundamentally sound.

Chart 6: Loan Defaults Remain Moderate
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Source: Proskauer Rose LLP, TD Economics.

Q6. How serious are risks today? What would
change that view?

Currently, developments in private credit markets re-
main contained because the market remains relative-
ly small and its liabilities are less susceptive to rapid
withdrawal. The risk of mass withdrawals is mitigated
by the fact that retail-facing funds can cap quarterly
redemptions, and institutional investors — who domi-
nate the market — typically have capital locked up for
several years. This structure argues for some orderly
liquidation of assets should redemption or funding
pressures persist.

Some added comfort stems from the private credit
market still being relatively small, accounting for just
14% of nonfinancial corporate debt. Household expo-
sure is also minimal: BDC holdings account for less
than 0.5% of total household financial assets. While
U.S. pension funds and insurance companies have
significantly increased their allocations to private
credit, they remain low as a share of their total fi-
nancial assets. For U.S. pension funds, approximately
1.4% of their total financial assets were allocated to
private credit at the end of 2024, while in the case
of insurers, the asset class constituted around 1.5% of
their total cash and invested assets.

Signs of pressure are visible but remain limited. De-
faults have edged up but are still low by historical stan-
dards (Chart 6). The overall PIK share of BDC income
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has been trending higher throughout 2025, but is gen-
erally in line with the post-pandemic average. Howev-
er, there’s significant variability across BDCs - and for
some BDCs the PIK share at the end of last year was
nearly double its post-pandemic average.

Non-traded BDCs faced a notable increase in redemp-
tion requests above the redemption caps, and traded
BDCs are trading at discounts. A few funds sold some
assets to repay investors, but those were not wide-
spread and there were no broad-based write-downs
across loan portfolios. Assets that have been liqui-
dated so far have been sold close to their par value.?
This resilience reflects who holds the risk. The bulk of
private credit exposure sits mainly with pensions, in-
surers, and other long-term investors whose long time
horizons allow them to be patient.

Should it intensify, stress in private credit is unlikely to
destabilize the financial system solely through credit
losses. In a severe default scenario with rates rising to
10%, this would translate to about $140 - $200 billion in
defaults. Assuming a conservative 40% recovery rate,
losses would be approximately $84 - 120 billion, likely
leading to only a modest drag on GDP and lending. By
comparison, during the Great Financial Crisis house-
hold credit that was more than 120 days past due had
reached $521 billion at its peak in Q12010 - eight times
its pre-crisis level.

The main risk stems from indirect transmission chan-
nels linked to liquidity and financial conditions, partic-
ularly through counterparty exposure. There is roughly
$300 billion in uncalled capital commitments®™ from
private credit investors such as pension funds and in-
surers. Should redemption and liquidity pressure on
private credit funds increase, the funds can tap into
these uncalled capital commitments which pension
funds and insurers have contractual obligation to pro-
vide. While usually manageable, capital calls can be-
come liquidity stressors in prolonged downturns, po-
tentially forcing pension funds and insurers to liquidate
some assets to meet their contractual obligations.
Meanwhile, losses on private credit investments could
put pressure on funding/coverage ratios of insurers
and pension funds or regulatory capital (insurers). This
could trigger capital-based adjustment (for example,

portfolio rebalancing and selling of riskier assets) and
potential regulatory intervention for insurers, whereas
pension funds could respond through higher required
contributions.

The current risk assessment would change if several
signals began to move together. Broad-based asset
valuation cuts, rather than isolated markdowns, would
suggest losses are no longer being deferred. A sus-
tained rise in non-performing loans alongside heavier
reliance on interest deferrals would point to borrower
stress that can no longer be managed quietly. Rising
frequency of the sale of assets or fund stakes at a dis-
count, would raise the risk of feedback loops. And a
simultaneous tightening of bank financing would put
strain on the main link between private credit and the
regulated system.

Absent that convergence, the more plausible outcome
is a market adjustment, particularly in its retail facing
segment, not financial rupture. Even severe stress—
much like what commercial real estate has already en-
dured—can weigh on growth and confidence for years
without triggering a systemic crisis. Private credit may
yet prove painful for some investors and borrowers, but
its structure makes a sudden collapse unlikely.

Q7. What are regulators doing to address
these issues?

Recent strains in private credit have not gone unno-
ticed by regulators. The central concern is migration of
lending activity into parts of the financial system that
are less transparent and harder to monitor in real time.

At the global level, regulators have coordinated ef-
forts to improve oversight of non-bank finance, with
a particular focus on closing data gaps through in-
creased reporting requirements. The emphasis has
been on strengthening disclosure, governance, and
due diligence expectations so supervisors can better
understand where leverage sits and how exposures are
linked across institutions and borders.

In Canada, the response has centered on gaining a
clearer picture of credit exposures across the regu-
lated financial system. Supervisors now require more
detailed, loan level reporting for wholesale credit, cov-
ering corporate and commercial lending.
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In the United States, attention has focused on valu-
ation practices, fund governance, and products that
bring private assets closer to retail investors. Inves-
tor protection bodies have also emphasized stronger
guardrails for retail facing funds, while the Treasury
Department has stepped up coordination with insur-
ance regulators to better assess systemic and finan-
cial stability risks associated with the sector’s growth.

In short, the regulatory response reflects caution rath-
er than alarm. Authorities are seeking to improve vis-
ibility and market discipline in areas where opacity is
greatest, while preserving the benefits private credit
has brought to business financing. That measured ap-
proach is consistent with a market that warrants close
monitoring, but one regulators do not yet view as an
immediate threat to financial stability.
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