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1. Social Housing 
 

Introduction 

In the 2010 Asset Class Spring Collection we introduced the idea of Social Housing as a άFlight Plan 

Consistent Assetέ. A Flight Plan Consistent Asset (άFPCAέ) is an asset that can provide attractive risk-

adjusted returns while also helping to reduce the asset/liability volatility for pension funds as they 

progress along their Flight Plan to full funding. We outlined how the inflation-linked cashflows 

associated with social housing rents, and the potential illiquidity premium on offer, make social 

housing a key example of a Flight Plan Consistent Asset. 

In the past, bank loans and government grants have been the traditional sources of finance for 

Housing Associations. However, post financial crisis, these sources of finance have dried up.  We 

believe that there is a natural alignment of interest between pension funds and Housing 

Associations that makes pension funds ideally placed to step into this funding gap. Rental income 

from social housing assets increase at RPI +0.5% and these inflation-linked rental cash flows are an 

ideal match for the long term index-linked portion of a typical UK pension fundΩs defined benefit 

liabilities. To read more about the key features, benefits and risks of investing in social housing, 

please see the 2010 Asset Class Spring Collection and also our October 2010 RedViews. 

Before accessing this asset class, a pension fund must decide what type of finance they will provide 

and what level of project risk they are comfortable with. These are the issues which we will focus on 

in this instalment that accompanies the 2011 Spring/Summer Collection. 

 

 

1.a. ¢ƘŜ Ψ¢ǊŀŘƛǘƛƻƴŀƭΩ aƻŘŜƭ 

tǊƛƻǊ ǘƻ ǘƘŜ ŦƛƴŀƴŎƛŀƭ ŎǊƛǎƛǎ ǘƘŜ ΨǘǊŀŘƛǘƛƻƴŀƭΩ ŦƛƴŀƴŎŜ ƳƻŘŜƭ ŦƻǊ IƻǳǎƛƴƎ !ǎǎƻŎƛŀǘƛƻƴǎ ǿŀǎ ŀ ƳƛȄǘǳǊŜ ƻŦ 

government grants and bank debt. However, since 2008, the financial landscape for social housing 

funding has changed dramatically with neither of the two traditional sources of finance continuing 

to provide the same levels of support to Housing Associations that they once did. 

Government grants are allocated to Housing Associations through the Homes and Communities 

Agency (HCA). The grant is used by Housing Associations to meet development costs for new 

projects and refurbishment and maintenance costs of existing houses.  Following the Comprehensive 

Spending Review in October 2010, aimed at addressing the budget deficit, the government decided 

that social housing was an area where savings could be made. Investment in social housing will be 

significantly cut over the next four years.  

The other part of the traditional financing model was long-term loans from banks. These are no 

longer readily available. Banks are no longer able to lend cheaply or for long periods (eg for 20 years 

http://redington.co.uk/getattachment/7a41cb90-c24e-4949-b313-2a0174f7507b/Redington-Spring-Collection-2010.aspx
http://redington.co.uk/getattachment/7a41cb90-c24e-4949-b313-2a0174f7507b/Redington-Spring-Collection-2010.aspx
http://redington.co.uk/getattachment/3fef46d8-170f-451c-9b3b-3f4cb464f193/RedViews---Social-Housing-Update_1.aspx
http://www.hm-treasury.gov.uk/spend_index.htm
http://www.hm-treasury.gov.uk/spend_index.htm
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or more) since the new Basel III regime will force them to hold extra capital for long-term debts and 

will also seem them incur a capital charge for illiquid assets. In addition to capital costs, banks have 

seen significant increases in the cost of their own balance sheet financing. 

Because of this, Housing Associations have started to explore new sources of finance. We believe 

that pension funds could be the ideal capital provider for Housing Associations and that there is a 

natural alignment of interest inherent in the relationship. 

 

 

The New Models  

There are a number of different models that Housing Associations are now exploring and which 

represent opportunities for UK pension funds. Each of these presents a different opportunity to a 

pension fund with different risk profiles and pay-off structures.  Whilst these are new approaches, 

two asset managers are already pioneering funds that use the first two approaches.  In this paper we 

therefore focus more on a third and evolving approach. 

 

1.b. Long-Dated Index-Linked Debt 

One approach for Housing Associations is to issue long-dated inflation-linked debt which pension 

funds can invest in. This debt can be secured against the Housing Associations property portfolio. 

Housing Associations receive rents that are linked to RPI. Since they are in receipt of inflation-linked 

cash flows they can reduce inflation risk by linking the debt coupon repayments to inflation.  It is 

ŀƭǎƻ ǇƻǎǎƛōƭŜ ǘƘŀǘ ǎǳŎƘ ƛƴŦƭŀǘƛƻƴ Ŏŀƴ ōŜ ŎŀǇǇŜŘ όŜΦƎΦ ŀǘ р҈ύ ǘƻ ōŜǘǘŜǊ ƳŀǘŎƘ ŀ ǇŜƴǎƛƻƴ ŦǳƴŘΩǎ 

liabilities. 

Unfortunately, some Housing Associations potentially have limited scope to issue new debt. Their 

grant income, due to be significantly cut, was a key source of income for them to meet coupon 

repayments. Any Housing Associations that have reached their maximum balance sheet gearing level 

will not be able to go down this route and may need to look for an off balance sheet solution. 

M&G have launched and are in the process of attracting capital to a new social housing fund that 

will be looking to provide institutional investors with access to inflation-linked debt issued by 

Housing Associations.  

 

1.c. Sale and Leaseback 

In a sale and leaseback arrangement, an investor (e.g. a pension fund) agrees to purchase a group of 

existing homes from a Housing Association and then leases them back to the Housing Association 
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over a long period, typically 30 - 50 years.  At the end of the lease, the ownership of the buildings 

may revert to the Housing Association with the pension fund receiving an amortization of the capital 

value over the term of the lease. Lease arrangements can be set up to increase in line with inflation 

to provide pension funds with cash flows that match the behaviour of their liabilities.  

However, one of the problems with this model is that sale and leaseback agreements count as a 

financial liability ƻƴ ŀ IƻǳǎƛƴƎ !ǎǎƻŎƛŀǘƛƻƴΩǎ ōŀƭŀƴŎŜ ǎƘŜŜǘΦ  This model is therefore potentially not 

suitable for Housing Associations that have limited capacity to add further borrowing to their 

balance sheet. 

There is also a regulatory risk facing Housing Associations which agree to lock into a lease indexed to 

RPI. Social Housing rental increases are currently subject to statutory increases of RPI +0.5%. 

However, there is no guarantee that this policy will continue in the future.  If, in the future, the 

indexation of rental income was changed to increase at CPI or some other measure, Housing 

Associations which had locked into RPI could face large basis mismatches between their lease costs 

and rental income. 

Aviva Investors have set up a new social housing fund as part of their REaLM Funds (Return 

Enhancing and Liability Matching).  The fund will make unleveraged investments in Social Housing 

through sale and leaseback agreements with Housing Associations. 

 

 

1.d. Development Partnership 

Some Housing Associations have reached their maximum level of balance sheet leverage and, as a 

result, are looking for investors who can make equity investments in new development projects. 

Social housing development projects can have many of the same characteristics as infrastructure 

developments and could be an attractive way for pension funds to access real returns with a 

significant yield pick-up. Getting involved in the development stages of a building project brings with 

it a lot of extra risks not found in debt or sale and leaseback arrangements.  However, it also brings 

the potentially higher returns associated with development.  This could happen in two ways: 

1. Full Development Partnership ς Pension fund provides development capital from the outset of 

the project. 

2. Forward Sale ς Pension fund enters an agreement with Housing Association to provide equity 

investment once the development has completed. 

Typically, a Special Purpose Vehicle (SPV) would be set up to allow the pension fund and Housing 

Association to work together in a structure that ring-fences the project and limits liability to both 

parties.  The level of equity involvement from both sides can vary.  The pension fund can become the 

sole equity investor, providing 100% of the capital or there can be a joint equity investment by both 
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sides. This will depend on the ability of the Housing Association to provide equity capital.  In many 

cases, due to the reduction of HCA grants, they are restricted in how much they can contribute. 

Figure 1: An example structure 

 

Source: Redington 

 

The goal of many Housing Associations is to increase the availability and affordability of rented 

property in their area and not necessarily to build up large holdings of property on their balance 

sheets ς in many cases they therefore do not need to own the assets. The Housing Associations are 

usually experienced at building and managing the projects; whilst pension funds typically do not 

have the experience or appropriate infrastructure needed to manage property assets on a day-to-

day basis. Because of this we think that such a SPV structure would suit both pension funds and 

Housing Associations. Under this SPV arrangement the Housing Association would fully manage all 

ŀǎǇŜŎǘǎ ƻŦ ǘƘŜ ǇǊƻǇŜǊǘƛŜǎ ǿƘƛƭŜ ǘƘŜ ǇŜƴǎƛƻƴ ŦǳƴŘ ǿƻǳƭŘ ƛƴ ŜŦŦŜŎǘ ōŜ ŀ ΨǎƛƭŜƴǘ ƛƴǾŜǎǘƻǊΩΣ ǇǊƻǾƛŘƛƴƎ 

capital and participating in the risk and returns. 

New developments will usually be built to cater for different housing needs. Figure 2 below details 

the three most common types of housing provided: 
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Figure 2: Different Housing Types 

 
Structure Returns 

Immediate 

Sale 
Properties are sold on private residential 

market at market values. 

Capital Gains Driven 

Linked to HPI 

5 ς 7% Real Return 

Shared 

Ownership 

Tenants purchase a share in the property 

Housing Association retains ownership of 

proportion of the property and receives 

rent from tenant for this portion. 

Capital Gains and 

Income Drive 

Linked to RPI and HPI 

3 ς 5% Real Return 

Affordable 

Rent 

Properties are rented to low income 

households in return for up to 80% of the 

market value of the rent for the property. 

Rents increase at RPI + 0.5%. 

Income Driven 

Linked to RPI 

Under 3% Real Return 

Source: Redington 

 

The different type of housing built will have a large bearing on the risk involved in the project. 

However, typically there will be a mix of each type of housing in developments and if there is low 

demand in one type then more homes can be filled using another type. 

Part of the return from this investment will be income, driven by the rents received from the 

properties less management and maintenance costs; part will be based on capital gains from 

property sales.  We believe pension funds should be targeting a real return of between 3% to 5% per 

annum.  This can be achieved by structuring a blended investment which includes elements of each 

type of housing.  

There are many risks associated with an investment of this type.  Principally they revolve around the 

ability of the Housing Association to plan, build and deliver a large amount of finished homes within 

a limited budget and timescale.  Following this, the Housing Association needs to be able to fill the 

properties and then manage them ensuring that rental voids and maintenance costs are kept at an 

acceptable level.  Before partnering with a Housing Association for an investment like this, a pension 

fund will need to perform a thorough due diligence of the Housing AssociatiƻƴΩǎ ŘŜǾŜƭƻǇƳŜƴǘ ŀƴŘ 

management track record and convince themselves that the Housing Association will continue to be 

able to deliver this into the future. 

Increasing 
Investment 

Risk 
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It is also important to note that the income stream from this approach will not explicitly be linked to 

inflation, although given the inflation-ƭƛƴƪŜŘ ƴŀǘǳǊŜ ƻŦ ǘƘŜ IƻǳǎƛƴƎ !ǎǎƻŎƛŀǘƛƻƴΩǎ ƛƴŎƻƳŜ όǾƛŀ ǊŜƴǘύΣ 

investors might expect there to be a high level of correlation over then long-term.  For the debt and 

sale & leaseback structures, income streams can be explicitly (and contractually) be linked to 

inflation. 

Figure 3: Development Partnership Summary 

 

Summary 

The risk/ return profile of a pension fund investment in social housing depends on the details of the 

type of financial structure. By definition, debt investments are less risky as they exist higher up in the 

capital structure.  Equity investments have the potential to deliver higher returns but with more risk.  

The level of risk depends on many different factors including: the type of properties being built; the 

amount of development risk being taken on; the size of the project; and, as always with property, 

the location of the development.  

 

Figure 4: Summary of Social Housing 

 
Yield 

Enhancement 

Risk 

Mitigation 

Additional 

Risks 
Complexity Accessibility 

Index Linked Debt VV VVV U U V 

Sale & Lease Back VV VV UU UU V 

Development Partnership VVV V UUU UUU VV 

 

Source: Redington 

  

Source: Redington 

 Development Partnership 

Equity/ Debt? Equity 

How? Pension fund and Housing Association partner to develop new 

homes which can be sold as affordable homes, part sold or rented 

under management by the Housing Association 

Why? Pension fund to potentially benefit from increased returns due to 

capital gains and also access long-dated inflation linked cash flows 

Payoff Structure Depends on the type of homes built and whether they are sold, part 

sold or rented  

Risk The riskiest option for a pension fund but also with the highest 

potential payoff. Expected returns will be dependent on the capital 

gains of homes sold 
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2. Contacts ς Investment Consulting 
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Disclaimer 
This document is for information purposes only and should not be regarded as an offer to sell or as a 
solicitation of an offer to buy the products mentioned in it.  No representation is made that any returns will be 
achieved.  Whilst reasonable care has been taken to gauge the reliability of data, this report carries no 
guarantee of accuracy or completeness and Redington cannot be held accountable for the misrepresentation 
of data by third parties involved.  
This report is provided to the Recipients solely for their use, for the purpose indicated. This report is based on 
data/information available to Redington at the date of the report and takes no account of subsequent 
developments after that date. It may not be disclosed, modified or provided by the Recipients to any other 
ǇŀǊǘȅ ǿƛǘƘƻǳǘ wŜŘƛƴƎǘƻƴΩǎ ǇǊƛƻǊ ǿǊƛǘǘŜƴ ǇŜǊƳƛǎǎƛƻƴΦ Lƴ ǘƘŜ ŀōǎŜƴŎŜ ƻŦ ƻǳǊ ŜȄǇǊŜǎǎ ǿǊƛǘǘŜƴ ŀƎǊŜŜƳŜƴǘ ǘƻ ǘƘŜ 
contrary, Redington accepts no responsibility for any consequences arising from any third party relying on this 
report or the opinions we have expressed. This report is not intended by Redington to form a basis of any 
decision by a third party to do or omit to do anything. 
Redington Limited is authorized and regulated by the Financial Services Authority 

©Redington Limited 2011. All rights reserved 


