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Credit Market Conditions

Positive Momentum in the Leveraged Loan Industry Stalls in QI 2026 Due

to Market Volatility and Uncertainty

Brent Krambeck,
Managing Director
Debt Capital Advisory Group

First Quarter Review: The US. Leveraged Loan
market entered 2026 with widespread optimism:
consensus forecasts from Bank of America
(NYSE:BAC), Barclays (LSE:BARC), JPMorgan Chase
(NYSE:JPM), and Morgan Stanley (NYSEMS)
projected a year of moderate expansion, driven by
a long-awaited rotation from refinancing and
repricing activity towards fresh merger and
acquisition (M&A) and leveraged buyout (LBO)
issuance, according to PitchBook’s 2026 U.S. Credit
Markets Outlook report! What began as a
promising continuation of strong 2025 momentum
gave way to concerns shaped by three converging
and largely unforeseeable issues: 1) the outbreak of
the U.S.-Iran military conflict in late February 2026
and its impact on the macroeconomy; 2) an
accelerating artificial intelligence  (Al)-driven
reassessment of the Software industry’'s credit
quality; and 3) a wave of business development
company (BDC) and private credit redemption
requests that exposed structural vulnerability in
the retail-oriented private credit model. The result
of these issues was material deal volume
headwinds for M&A activity and a stall of
refinancings that caused a 22.5% year-over-year
(YOY) decline in overall institutional leveraged loan
value in Q1 2026, according to PitchBook's U.S.
Credit Markets Quarterly Wrap Q1 2026 report.?

Private Equity Deal Activity and Loan Pipeline:
The private equity (PE)-sponsored  deal
environment, which drives the M&A loan pipeline,
deteriorated on a deal value basis in Q1 2026. Total
U.S. PE deal value reached $257.4 billion across
2,374 transactions in QI 2026, making it the lowest
quarter for capital deployment since Q2 2025
($251.4 billion). This compares to Q3 2025's $339.3
billion and Q4 2025's $320.4 billion in total U.S. PE
deal value. The slowdown reflects the combined
impact of the U.S.-Iran military conflict, software
credit reassessment, and redemption requests
which introduced uncertainty that caused
sponsors to delay new transactions and exits.
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Spreads: With the Federal Reserve's (Fed) April 2026 announcement and shift towards a rate pause and
evaluation of conditions that could warrant rate hikes, the three-month average secured overnight financing
rate (SOFR) spread has hovered around ~3.7% and is forecasted near that level over the next several quarters,
according to the Fed Bank of St. Louis and Chatham Financial.34 Market participants expect spreads to widen
over the next six months given the volatility and potential risk factors in the market. While 84.4% of new-issue
spreads of LBOs financed in the Direct Lending market priced below S+550, spread pricing will likely tick up
25-50 basis points (bps), particularly for deals that are lower in quality or in difficult to finance sectors,
according to a PitchBook survey in its U.S. Credit Markets Quarterly Wrap Q1 2026 report.
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Refinancing Activity: Refinancing and repricing activity, the dominant driver of leveraged loan value in 2024
and 2025, collapsed in Q1 2026. Refinancing issuance fell 40.6% YOY and repricing value dropped roughly
38.6%, according to PitchBook’s U.S. Credit Markets Quarterly Wrap Q1 2026 report. The pipeline of such
opportunistic refinancings, which had produced $191.8 billion in 2025 refinancings alone (the second highest
total since 2013 behind 2024 which saw $260.9 billion), has largely exhausted itself as borrowers who could
refinance into tighter spreads had already done so. Credit quality bifurcation has complicated the refinancing
outlook as those credits that are more challenged will likely face an environment with wider spreads, reduced
investor appetite, and sector-specific headwinds (particularly in Software).

Dividend Recapitalizations: Q1 2026 brought a meaningful shift in the dividend recapitalization (recap)
landscape. While typically not a preferred use of capital for lenders, dividend recaps were structured in 2024
and 2025 to return capital to PE funds ahead of the sale of a business. With wider spreads, heightened lender
caution, and reduced certainty around valuation outcomes, it is expected that these transactions will be more
difficult and/or expensive to execute moving into Q3 and Q4.

Sponsored Dividend Recap Value Falls Amid Wider Spreads, Lender Caution, and Valuation Uncertainty
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The Iran War: The coordinated military operation against Iran introduced decision-making paralysis across
multiple sectors that meaningfully stalled activity in March 2026. The macroeconomic issues around potential
energy cost increases for industrial and manufacturing businesses as well as the overall impact on consumers
caused a pause pending clarity on the overall economic impact and outlook. Lenders responded by tightening
underwriting standards for energy-intensive industries and businesses whose leverage was predicated on
stable energy costs. The market will continue to watch oil prices and factor any movements into deals with
heavy exposure over the next several quarters.

Al Risk: The most consequential new variable in leveraged credit markets in QI 2026 was not
macroeconomics, it was technology. An Al strategy and an evaluation of Al's potential risk on a business have
emerged as a critical analytical component both in underwriting a new transaction as well as evaluating
private credit portfolios. The accelerating capability of large language models (LLMs) and their rapid
enterprise adoption has compressed the disruption timeline for traditional Software-as-a-Service (SaaS)
business models from multi-year horizon to merely quarters. Within private credit portfolios, this timeline
matters as it narrows the refinance timeline and calls into question basic underwriting fundamentals—sticky
recurring revenue, high margins, predictable cash flows, and high switching costs that made Software the
largest single-sector exposure in both the Broadly Syndicated Loan (BSL) market and private credit portfolios
over the prior decade, according to LPL Financial.®> The question of whether Al poses a risk or is an opportunity
is now a standard question with all processes and the market requires a more thorough analysis on a
company'’s overall information technology strategy. Many potential borrowers are seeking ways to enhance Al
within their own environments to drive efficiencies and margins which may require new costs and investment.

Private Credit/BDC Redemptions and Capstone Viewpoints: The Private Credit market is navigating its
most closely scrutinized period since the 2008 financial crisis. Rising retail investor redemption requests in
non-traded BDCs and semi-liquid fund vehicles have generated significant negative press. The Securities and
Exchange Commission (SEC) has opened several inquiries into large private credit managers with the Treasury
Department also looking into their business models. While there are no fundamental alarm bells, there is
certainly heightened attention around the industry.

The headlines that persisted in Q1 2026 were largely centered around retail redemption requests for BDCs.
The current redemption request wave began in Q4 2025, driven by high-profile defaults in the Automotive
sector, concerns over large exposure to software companies that could be affected by Al, increasing use of
payment-in-kind (PIK) interest, and rising skepticism about portfolio valuations, according to Bloomberg.®
While the traditional institutional investor base has a long term invest-and-hold strategy and is accustomed
to periodic fluctuations, the Retail market investor wanted some of its money back. The quantum of investor
redemptions is capped in a quarter (typically at 5% of NAV [Net Asset Value]) to protect the fund and its

Direct Lending Deal Count and Estimated Value
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investors. The volume of redemption requests exceeded fund-level caps for many asset managers during Q4
2025 and Q1 2026, marking the first meaningful test of these semiliquid retail fund structures. Negative press
articles surrounding the Private Credit market, Al-related risks, and valuation transparency issues accelerated
through year-end 2025 and into Q1 2026, elevating retail investor anxiety. However, only exit demand surged,
not actual redemptions. The industry’s response to this sentiment was orderly, and most firms have held to
their 5% redemption caps.

Leading managers, independent analysts, and institutional voices have consistently drawn a distinction
between the liquidity issues brought to light in the news headlines during Q1 and the underlying health of
private credit as an asset class which continues to perform in line with or above historical expectations.
“There's been a lot of attention on private credit, but the headlines do not reflect what clients are telling us,
what our portfolio data shows, or where we see the market going. Demand is structural. Private credit serves
an important role in the financing ecosystems..Actually, institutional demand is accelerating,” said Larry Fink,
Founder and CEO of BlackRock (NYSE:BLK), during the firm’'s Q1 2026 earnings call.’

While there will be more scrutiny for the Private Credit market, Capstone believes that the industry will
continue to thrive and provide a much-needed funding source for middle market companies that require
financing that goes beyond the bank environment.

Capstone Outlook: Capstone continues to hear from lenders that sourcing good deals has been a challenge
and there is concern that without a meaningful pickup in deal volume many firms will fall short of deployment
budgets and goals for the year. The combination of issues that created the slowdown in QI have also created
an environment where execution quality and credit selectivity will be critical to outcomes. Despite the
challenges, the record level of dry powder for both PE and private credit funds continues and there is
optimism in the marketplace that M&A activity is positioned to heat up once the geopolitical and Al
uncertainties clarify.

Debt Capital Advisory Team Leaders

Kent Brown Brent Krambeck Brad Stewart
Head of Debt Advisory Managing Director Managing Director
kbrown@capstonepartners.com bkrambeck@capstonepartners.com bstewart@capstonepartners.com
303-951-7127 312-399-7977 617-619-3334

Brad Harrop Adam Morris Pierce Gascoigne James Keefe
Senior Director Senior Director Vice President Vice President

bharrop@capstonepartners.com amorris@capstonepartners.com pgascoigne@capstonepartners.com jkeefe@capstonepartners.com
303-531-5007 248-961-4557 303-531-4615 513-515-4651



mailto:kbrown@capstonepartners.com
mailto:bstewart@capstonepartners.com
mailto:bkrambeck@capstonepartners.com
mailto:amorris@capstonepartners.com
mailto:bharrop@capstonepartners.com
mailto:pgascoigne@capstonepartners.com
mailto:jkeefe@capstonepartners.com

Middle Market Leveraged Finance Report // Q12026 @ PARTNERS

Endnotes
1. PitchBook, “U.S. Credit Market Outlook,” https://pitchbook.com/news/reports/2026-us-credit-market-outlook, accessed May T,
2026.

2. PitchBook, “U.S. Credit Markets Quarterly Wrap,” https://pitchbook.com/news/reports/ql-2026-us-credit-markets-quarterly-
wrap, accessed May 11, 2026.

3. Federal Reserve Bank of St. Louis, “Secured Overnight Financing Rate (SOFR),” https://fred.stlouisfed.org/series/SOFR, accessed
May 11, 2026.

4.  Chatham Financial, “Term SOFR and Treasury Forward Curves,” https://www.chathamfinancial.com/technology/us-forward-curves,
accessed May 11, 2026.

5. LPL Financial, “Rate and Credit View," https://www.lpl.com/content/dam/edam/research/publications/rate-and-credit-view/rate-
and-credit-view-february-2026.pdf, accessed May 11, 2026.

6. Bloomberg, “Private Credit BDC ‘Reckoning’ to Last Years, Sixth Street Says,” https://www.bloomberg.com/news/articles/2026-03-
17/sixth-street-sees-private-credit-bdc-reckoning-lasting-years, accessed May 11 2026.

7. BlackRock, “Q1FY2026 Earnings Call Transcript,” https://finance.yahoo.com/quote/BLK/earnings/BLK-Q1-2026-earnings _call-
541756.html, accessed May 11, 2026.

Disclosure

This report is a periodic compilation of certain economic and corporate information, as well as completed and announced merger and acquisition activity.
Information contained in this report should not be construed as a recommendation to sell or buy any security. Any reference to or omission of any
reference to any company in this report should not be construed as a recommendation to buy, sell or take any other action with respect to any security of
any such company. We are not soliciting any action with respect to any security or company based on this report. The report is published solely for the
general information of clients and friends of Capstone Partners. It does not take into account the particular investment objectives, financial situation or
needs of individual recipients. Certain transactions, including those involving early-stage companies, give rise to substantial risk and are not suitable for

all investors. This report is based upon information that we consider reliable, but we do not represent that it is accurate or complete, and it should not be
relied upon as such. Prediction of future events is inherently subject to both known and unknown risks and other factors that may cause actual results to
vary materially. We are under no obligation to update the information contained in this report. Opinions expressed are our present opinions only and are
subject to change without notice. Additional information is available upon request. The companies mentioned in this report may be clients of Capstone
Partners. The decisions to include any company in this report is unrelated in all respects to any service that Capstone Partners may provide to such
company. This report may not be copied or reproduced in any form or redistributed without the prior written consent of Capstone Partners. The information
contained herein should not be construed as legal advice.
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