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COMMERCIAL REAL ESTATE DEBT

IS THE MARKET TOO PESSIMISTIC  
ON TRANSITIONAL LENDING? 

THE OPPORTUNITY FROM COVID-19 DISLOCATIONS 
Until the COVID-19 pandemic brought the world to a halt early in 
2020, the US commercial real estate market had enjoyed several 
years of broad and steady improvement, aided by economic growth 
and historically low interest rates. Even during that stable period, 
lending access was still uneven nationwide—varying by the nature 
of the properties. With stricter regulations increasing the cost of 
capital, traditional lenders like banks and mortgage lenders have 
been restricting their activities to the highest-quality assets in 
select geographic locations. 

These trends have reduced available yields on loans secured by 
stable, core US properties. As traditional sources of debt capital 
have declined, value-added and opportunistic real estate investors 
want more capital—particularly for “transitional” properties, which 
are fundamentally sound but require value-added re-leasing, capital 
repositioning or repurposing. Transitional loans are structured to 
provide capital for potential “value creation” but are initially sized to 
assume none. 

The supply and demand gap is being magnified by more than  
US$1 trillion of commercial real estate debt that’s due to mature by 
2021 (a sizable portion of it originated before the global financial 

crisis). With much of this debt secured by transitional assets, a 
potentially robust pipeline of transitional lending opportunities 
is opening up, presenting alpha-generation opportunities for 
experienced managers as the US economy gradually works to 
reopen from COVID-19-related shutdowns.

After four months of government-mandated business closures, 
we expect occupancy trends to improve from the cyclical lows of 
pandemic-related dislocations. After a painful period of limited 
transaction volume and rapid distress for some property types 
(including hospitality, retail and/or borrowers that lack capital), 
volatility is declining and borrowers are once again looking to 
capital markets for debt financing. 

Over the next several years, we see compelling risk-adjusted 
returns on unlevered first-mortgage whole loans secured by 
transitional or pre-stabilized assets (Display, next page)—thanks 
to lower property valuations, higher loan coupons, more moderate 
loan-to-value (LTV) ratios, and a growing preference for “lender 
friendlier” loan structures and covenants. Compared with stabilized 
lending strategies, the repositioning prevalent in transitional loans 
could mitigate risk through value creation. 

Historically, the market has tended to misprice vacant or transitional properties while 
overpricing occupied real estate. COVID-19 related dislocations are causing valuations to become 
more attractive, and we expect occupancy trends to improve. That puts insurers in a unique 
position to provide liquidity to transitional real estate and capture a yield premium in a very 
capital-efficient strategy.

“A potentially robust pipeline of transitional lending opportunities is 
opening up, presenting alpha-generation opportunities.”



WHY TRANSITIONAL COMMERCIAL REAL ESTATE DEBT?
Insurers searching for attractive risk-adjusted returns in commercial real estate are looking beyond the hypercompetitive core lending market. 
They’re considering moving further into the transitional lending segment, where demand for lending capital continues to outweigh supply—and 
where the benefits are highly attractive.

 +  Enhanced Return Profile: Transitional loans are directly originated 
and highly customized to help borrowers drive value creation within 
the commercial real estate assets they own. That’s why yield spreads 
on transitional loans are often higher than those of comparable public 
credit investments. Transitional loans typically target unleveraged 
coupons of L+350-450bps, and, inclusive of other fees earned by the 
lender in connection with the loan (i.e. origination fees, exit fees, etc.) 
typically target overall gross yields of L+400-500bps.

 + Floating Rate Avoids USD Duration Risk: The risk of an inflation 
spike or sudden interest-rate increase is dramatically lower than it’s 
been in the past several years, but the floating-rate component of most 
transitional loans makes sense for non-USD insurers with liabilities in 
another currency that don’t want to take USD duration risk. 

 + Capital-Charge Friendly: The required charges for transitional loans 
are modest under NAIC1 risk-based capital (RBC) and Solvency II. An 
average rating of roughly BBB is expected. Under Solvency II, these 
loans are likely to be unrated. However, the average maturity is short 
(around three years), leading to a fairly low capital charge under the 
standard formula. Insurers may be able to claim further capital relief for 
first-lien ranking and collateralization using their internal models. NAIC 
capital charges average to CM2 charge.

 + Accounting Benefits: Barring an event that materially affects 
collateral value, investments are held at cost. The performance 
of transitional loans is driven mainly by the returns of individual 
commercial real estate assets that are undergoing change as their 
owners implement value-added business plans. Because of this, 
transitional loans are less affected than public credit investments by 
broader changes in the market environment.

 + Lower Currency-Hedging Costs: For insurers in Europe and Asia 
(Japan and Korea, for example), the cost of hedging USD assets has 
dropped dramatically since the Federal Reserve cut its interest rate to 
practically zero. As a result, even after hedging, the substantial yield 
in commercial real estate is very compelling, compared with yields of 
similar credit-quality assets in domestic public markets. 

 + Risk Reduction: Transitional loans are intended to provide capital for 
potential value creation, but they’re structured conservatively in case 
value creation is slow. As long as COVID-19 exists without a vaccine, 
property values in more urban markets will likely be depressed, which 
calls for more conservative lending standards with more moderate 
LTVs and stronger covenants in lenders’ favor. 

1 National Association of Insurance Commissioners

TRANSITIONAL LENDING: POTENTIAL IN VALUE CREATION
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As of June 30, 2020 
For illustrative purposes. Historical analysis is not necessarily indicative of future results. There can be no assurances that comparable conditions will exist or that 
any investment objectives will be achieved. 
Source: AB
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SOURCING: Well-established relationships with direct 
borrowers and brokerage firms, coupled with the firm’s 
broad network, generate strong proprietary deal flow.

DEAL EXECUTION: The team has the flexibility to 
structure loans tailored to the risk/return profiles of 
transitional properties.

RISK MANAGEMENT: Concentration and deal-specific 
risks are managed by analyzing correlations based on 
traditional measures and underlying asset characteristics. 
An unleveraged lending model helps reduce volatility. 

SCREENING AND DUE DILIGENCE: With a four-pronged due-
diligence approach—spanning property, market, sponsor and 
legal considerations—roughly one in every 10 opportunities 
satisfies initial screening and results in a closing.

PORTFOLIO CONSTRUCTION: The team seeks to create 
a portfolio that is well diversified across counterparties, 
property types and geographies, and focused on major 
US cities. It seeks an average loan-to-value ratio of 70% 
across the portfolio, with loans held exclusively on an 
unlevered basis.

ASSET MANAGEMENT: A proactive approach to managing 
assets, including regular monitoring of loan and collateral 
activity and ongoing dialogue with servicers, allows the 
team to anticipate and seek to efficiently resolve issues.

ABOUT THE PORTFOLIO TEAM 
In 2012, AB created the Commercial Real Estate Debt (CRED) team. Led by Chief Investment Officer Peter Gordon, the 12-person team 
is responsible for commingled commercial mortgage funds and separate accounts totaling US$5.8 billion (as of June 30, 2020) for 
global institutions—mainly insurance companies. Its expertise spans deal sourcing/execution, portfolio management and operations, 
and the senior leaders average 23 years of real estate experience through various market cycles.

The CRED team draws on AB’s robust global infrastructure and the firm’s established public and private credit franchises throughout 
its operational and investment processes. The team also benefits from the knowledge and oversight of its investment committee, which 
includes individuals from across AB. This approach creates a forum through which AB’s global perspectives can inform the team’s 
investment efforts..

AB’S INVESTMENT STRATEGY
AllianceBernstein’s (AB) Commercial Real Estate Debt team seeks to 
capitalize on the opportunity to generate attractive risk-adjusted returns 
in US real estate debt markets by originating unlevered, floating-rate, 
first-mortgage loans secured by high-quality, pre-stabilized real estate 
assets not ready for long-term, fixed-rate financing. 

Pre-stabilized, or transitional, loans are extended primarily to 
institutional owners and secured by assets to be upgraded, 
repositioned or simply leased up. We expect this segment of the 
market to be underserved by the lending community as long as 
significant disruptions from COVID-19 remain.

The team structures loans with significant reserves, attractive 
prepayment terms and interest-rate protection. Borrowers 
also get the flexibility they need to execute their business 

plans—something traditional lenders are increasingly unable or 
unwilling to do. The team is opportunistic in identifying off-market 
and competitively advantageous deals.

UNLEVERED STRUCTURE: A KEY COMPETITIVE ADVANTAGE 
AB’s unlevered structure is particularly advantageous in times of 
market volatility and distress. Fully 100% of our loans are held 
exclusively on an unlevered basis, in contrast to nearly all of our 
main competitors in transitional lending. 

This enables us to navigate the current market climate more 
efficiently, with complete control over loan negotiations and workouts. 
Because we don’t rely on leverage, we can also build stronger 
relationships directly with sponsors and borrowers, an advantage 
versus involving a third party that may have its own financial interests. 

DISCIPLINED, MULTI-STEP INVESTMENT PROCESS
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INDEPENDENT TEAMS
 + Boutique-like focus and specialization 

with an independent credit process

 + Access to economic and industry 
research through AB’s broad  
fixed- income platform

AB’S CREDIT DNA
 + US$272 billion global fixed-income 

platform as of March 31, 2020

 + Global public credit franchise and 
network of industry partners 

INSTITUTIONAL INFRASTRUCTURE
 + Business and Product Development

 + Operations

 + Legal and Compliance

 + Investor Relations

SUMMARY
With interest rates at historical lows and central banks buying corporate bonds in public markets, insurers are being 
forced to rethink the structure of their credit portfolios. Many have expanded into private credit, but they haven’t 
yet explored the full range of options. Given this environment, it makes sense to look at less crowded segments for 
opportunities to provide market liquidity, such as transitional commercial real estate loans. These investments have 
attractive economic, risk and accounting features, which makes them a good complement to a traditional bond or whole 
loan allocation. Transitional loans’ yield premiums are much higher than public investment-grade opportunities, and 
they’re more capital-efficient than high-yield allocations. 
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