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IMPORTANT CONCEPTS TO UNDERSTAND 
BEFORE INVESTING IN CREDIT, 
ALTERNATIVE INCOME FUNDS
The potential for increased yields can seem attractive to many of today’s 
investors. However, a certain amount of ‘buyer beware’ exists, which 
makes it incumbent upon the prospective investor to do their homework.
By Jan B. Brzeski

With expected returns from 
bonds looking skinny and 
all types of equity invest-

ments perceived as pricey, lending 
investment strategies — also known 
as alternative income strategies — 
are gaining wider attention. Today’s 
alternative income funds typically 
originate or purchase loans, which 
may be secured by real estate or may 
be unsecured loans to businesses or 
consumers. The interest payments 
from borrowers are mostly passed on 
to investors hungry for yield. A popu-
lar twist is to use internet loan market-
places to originate the loans, offer in-
vestors interests in loan pools or both.

Higher yields get investors more in-
terested, and fund managers may em-
ploy various techniques to enhance 
returns. As an investor, you must be 
aware of how fund managers can use 
the techniques listed below as each 
approach adds incremental risk to the 
overall equation. 

The Levers Used by 
Credit Fund Managers 
to Increase Yield
● Increasing the loan-to-value. Credit 
and alternative income funds all have 
one thing in common: they invest in 
loans secured by an underlying asset 
or an underlying credit. Let’s use real 
estate loans as an example. The loan-
to-value is the amount of the loan di-
vided by the value of the underlying 
collateral. Today, some lenders are 
offering loans for 90 percent of the 
cost of multifamily renovation proj-
ects. That’s a very high percentage of 
the cost, and it means the margin of 
safety in case something goes wrong 
is minimal. The only reason to offer 
such high leverage is if an investor 
is desperate to invest a lot of money. 
Undisciplined lending like this usu-
ally signals the later stage of a market 
upswing and is often followed by a 
correction in property values during 
which the most aggressive lenders get 
into trouble. This clears out the com-
petition and leads to more conserva-
tive lending standards later.

● Lending to sketchy borrowers. 
From the lender’s perspective, the 
quality of a borrower depends on a 
number of factors. Creditworthiness 
is one, but character can be just as 
important. For secured loans, such as 
loans on homes being renovated for 
resale, the borrower’s experience level 
impacts risk as well. Some lenders are 

more focused on origination targets 
than on their track record. Compro-
mising on borrower quality is also a 
way to create the illusion of higher 
returns and more volume in the short 
term but, of course, it backfires when 
some loans go into default.

● Lending on more volatile assets. 
Let’s stick with real estate loans to il-
lustrate this next point. Home values 
in San Bernardino, Calif., dropped 61 
percent over 28 months during the 
Great Recession, while home values 
in the Westwood neighborhood of Los 
Angeles only dropped 21 percent in 
the same period. When lenders make 
loans on volatile assets — like homes 
in San Bernardino — they might look 
good during the bull market but their 
investors will pay the price when the 
correction takes place. 

● Using lines of credit. Another way 
to enhance returns in a lending fund 
is to use a bank line of credit as part 
of the lending vehicle. Suppose that a 
fund raises $20 million from investors 
and borrows another $10 million from 
a bank at a rate of 5 percent. Now the 
fund lends out the total capital avail-
able ($30 million) at an 8 percent rate. 
Interest income is $30 million x 8 per-
cent = $2.4 million per year. Interest 
expense is $10 million x 5 percent = 
$500,000 per year. In this simplified 
example, ignoring fees, the investors 
get $2.4 million - $500,000 = $1,900,000 
of income on their investment of $20 
million, or a 9.5 percent return. Note 
that this situation could be described 
as the fund using a “half turn” of le-
verage. In other words, the fund bor-
rows half a dollar for every one dollar 
that it has raised from investors.

If the underlying loans are safe and 
everything goes relatively smoothly, 

there is nothing wrong with using 
this technique to enhance returns. 
However, the extra returns in this case 
come with some extra risk. The bank 
must be paid back $10 million even if 
some of the underlying loans turn out 
badly. In our example, if the loans in 
the portfolio all lost 10 percent of their 
value, instead of $30 million, the port-
folio would now be worth $27 million. 
After paying the bank back its $10 
million, the investors would have $17 
million left, or a loss of 15 percent of 
their original investment. Just as the 
bank leverage boosts returns when 
things go well, it magnifies any loss. 
The problem for credit funds arises 
if they lose money on the underlying 
loans, and if the amount of leverage is 
high (for example, two turns of lever-
age vs. one half turn of leverage in our 
example), the losses get steeper.

● Selling “A-Notes.” This strategy is 
similar to using a bank line of credit, 
but rather than pledging a number of 
loans as collateral for a bank facility, 
the senior portion of a single loan is 
sold to a bank. The seller of the se-
nior tranche, which is known as the 
“A note,” then retains the junior por-
tion of the loan, also known as the “B 
note.” This strategy is more common 
on larger loans because the work in-
volved in bifurcating a single loan 
doesn’t make sense for very small 
loans.

● Making junior loans. A junior loan 
is riskier than a senior loan. The junior 
lender must be prepared to pay off the 
senior loan in case of a default, or else 
risk losing his or her entire investment 
if the senior lender forecloses. For this 
reason, rates on junior loans are high-
er. Also known as second liens or sub-
ordinated debt, junior loans are simi-

lar to B notes except that, in the case of 
B notes, there is a single debt instru-
ment bifurcated into two parts, while 
a junior loan is a separate note that is 
recorded behind the senior loan.

● Selling off loans. Many credit funds 
are eager to build up portfolios of 
loans in today’s market, and most of 
them do not have the ability to origi-
nate loans themselves. Instead of hir-
ing people who work directly with 
borrowers, they buy loans from other 
companies that originate the loans. 
For funds that do originate their own 
loans, this has created another way 
to enhance returns. These funds can 
originate a loan, then sell the loan to 
another fund with a slightly lower 
yield. The difference between the rate 
of interest on the underlying note and 
the rate that the note buyer receives 
is called the spread. If this spread is 
paid out to investors in the first fund, 
then the return to those investors will 
be higher than would otherwise have 
been the case. 

Like leverage, selling loans in mod-
eration is a valid technique to enhance 
returns from a lending strategy. The 
risk involved stems from the fact that 
the lender who originated the loan 
must typically make “representations 
and warranties” to the investor buy-
ing the loan. For example, the buyer 
will want to know that the loan be-
ing sold doesn’t have hidden defects 
known to the seller that were not dis-
closed to the buyer. These representa-
tions and warranties create some lia-
bility for the selling entity that collects 
the spread in a loan sale transaction. 
Funds that sell loans must be certain 
to disclose all material information 
about the loans they are selling to the 
buyer, if they are agreeing to mean-
ingful reps and warranties.

Few investors had interest in invest-
ing in loans or lending funds in the 
past. With low returns everywhere 
else, more and more investors are dis-
covering the benefits of alternative 
income funds. To avoid unpleasant 
surprises, investors should conduct 
thorough due diligence before invest-
ing, and should ask questions based 
on the seven techniques described in 
this article, all of which enhance in-
come but also increase the risk of los-
ing principal.
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