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T he UK residential rental 
property market has experi-
enced a significant rise in 

interest from institutional investors 
over the past 10 years. Our research 
into social and affordable housing 
suggests the sub-sector’s attributes 
particularly justify its inclusion in a 
diversified portfolio that seeks to 
achieve strong and stable risk-
adjusted returns. 

The social and affordable-rented 
sectors account for about 20% of total 
housing stock in the UK, with 
private-rented housing accounting 
for a further 15% and owner-occupied 
housing 65%. Given that the social 
and affordable housing sector is a 
regulated activity, operators are 
required statutorily to be registered 
providers (RPs) and satisfy criteria 
set by the Regulator of Social 
Housing. To allocate to the sector, 
therefore, an investor needs to 
provide capital to an existing RP and/
or operate via a new for-profit RP to 
help fund the new supply of homes.

RPs account for about 20% of 
annual completions – across all social 
and private tenures. Today, about 
70% of capital is sourced from private 
financing, up from 30-40% in the 
2000s. Privately-financed social/
affordable housing clearly has a 
critical role to play in solving the 
under-supply of housing in the UK 
– and as detailed below, its cash-flow 
and other characteristics make it a 
compelling asset class for investors.

Whether investing via equity or 
debt, understanding the risks of 
underlying cash flows is fundamental 
to pricing the required return for an 
investment. Within the social/
affordable housing sector, there are a 
range of tenures with different bases 
for calculating rent, reviewing rent 
and funding it (table 1).

Because regulated social and 
affordable rents are subject to 
government rent-setting regimes 
rather than being driven by market 
forces, they tend to demonstrate 
lower correlation to short-term 
economic conditions than rents in 
other segments of the market. 
However, given the reference to 
inflation in the rent-setting regime, 
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rents should be positively correlated 
with long-term inflation trends.

For example, figure 1 shows the 
average year-on-year growth for 
general-needs social rent (let by RPs) 
between 1997 and 2019 versus 
inflation (CPI) and economic growth 
(GDP). The relationship of rental 
values for this segment to the 
business cycle is negligible, with a 
beta to changes in GDP of 0.03, as 
shown in table 2. This compares to a 
beta of 2.4 for UK office rents (for 
every 1% change in GDP, office rents 
would be expected to rise/fall by 
2.4%), 1.6 for retail and 0.7 for 
industrial rents. 

This indicates that the cash flows 
(rents) generated by social housing 
can provide investors with effective 
risk diversification, especially 
compared with other rental sectors 
whose cash flows are more intrinsi-
cally linked to the wider economy.

Attractive occupation profiles
Another key metric for assessing 
income quality is the average length 
of occupation. This is not the same as 
the average lease length – which 
refers to the length of a contract 
– but the amount of time a tenant 
remains in occupation of the same 
unit. Compared with private-rented 
housing, tenants in the social-rented 
sector typically have much longer 
residencies. According to the DWP 
Family Resources Survey, 80% of 
social-rented tenants stay for at least 
three years in the same unit, while 
44% of tenants remain in the same 
unit for over 10 years compared with 
just 10% of tenants in the private-
rented sector. 

The social-rented sector also has 
low and stable vacancy levels, with 
less than 1.5% of stock vacant over 
the past five years. This is not 
surprising, given the sector’s 
supply-and-demand imbalance: 
waiting lists of households for social 
housing in England have consistently 
been above 1m since 1997. 

The implications of these two 
factors for quality of rental income 
from social-rented assets are: 
• The sector has greater stability in 
rent levels, which are also not 

pro-cyclical;
• Gross-to-net leakage from costs 
associated with tenant turnover is 
lower. 

These characteristics support the 
view that the sector has relatively 
robust, higher-quality cash-flow 
fundamentals that should be 
attractive to both equity and debt 
investors. Looking at published 
annual accounts for RPs, we can see 
how this translates into operating 
profit for social housing lettings. As 
figure 3 shows, operating profits have 
been remarkably stable and healthy 
for the sector as a whole, averaging 
30% (27% excluding government 
grants) since 2010.

The sector has fared significantly 
better than commercial real estate in 
rent collection during the pandemic, 
with the sector reporting collection 
rates of about 98% for both Q2 and 
Q3 2020, compared with just over 
40% for retail, and 70-80% for office 
and industrial. 

Private capital has been active in 
the social-rented sector for a number 
of years, primarily by providing debt 
financing via bonds. These have 
typically been issued by larger RPs 
with the scale and resources to access 
capital markets directly. Smaller RPs 
typically access capital markets via 
aggregators that issue bonds secured 
against a number of different RP 
assets. The credit rating for these 
bonds is typically single-A. The 
average maturity at issuance is high 
at 25-30 years, indicating that the 
duration risk will also be higher.

Investors in the sector have 
benefited from declining interest 
rates, with market values rising 
significantly as bond yields have 
fallen from 5.5% in 2010 to 1.8% by 
the end of November 2020. The 
credit spread also appears to be fairly 
constant post-2010, maintaining a 
weighted-average spread over UK 
governments bonds of typically 
100-120bps (figure 3). 

Although private-sector debt has 
increased as a source of capital to the 
sector, overall credit fundamentals 
have remained strong: interest 
coverage ratios (ICRs) have stayed at 
about 1.6-1.8x and net gearing ratios 

(NGRs) at 35-40% over the past five 
years. COVID-19 has had some 
impact on ICRs with the rate falling 
to 1.4x in June 2020 before recover-
ing to 1.8x in September. 

Public and private equity
Public equity opportunities in the 
social-housing sector include 
specialist real estate investment 
trusts (REITs) such as Civitas Social 
Housing REIT and Triple Point 
Social Housing REIT, which have 
market caps of £650m (€736m) and 
£440m, respectively.

Historic performance of public 
equity is limited. But the perfor-
mance of these two REITs during the 
COVID-19 pandemic versus REITs 
operating in other sectors suggests 
investors have recognised the 
particular stability of their underly-
ing cash flows. Share prices for both 
Civitas and Triple Point have 
outperformed traditional commercial 
sector REITs and the wider FTSE 
All-Share Index since February 2020 
(figure 4).

Private equity investment in social 
and affordable housing is growing 
gradually. A number of unlisted funds 
have been launched by asset manag-
ers, including CBRE Global Investors, 
BMO REP, Cheyne Capital, Man 
Group and Schroders. While a range 
of operating models between the 
funds and RPs exist, a typical model 
is to lease the homes to an RP on a 
full repairing and insurance basis for 
20 years or more. We expect further 
innovation and differentiation in 
preferred operating models as the 
sector matures.  A few asset manag-
ers such as Legal & General and Sage 
(owned by Blackstone) have opted to 
set up RPs themselves, giving them 
full ownership and operation of the 
underlying housing assets.

Investment in social housing 
assets is still in its infancy. But it 
might become increasingly significant 
for investors seeking stable and 
diversified cash flows underpinned by 
good credit fundamentals and with 
low correlation to other sectors. 

Nick Colley is director at Property 
Funds Research
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INVESTMENT CHARACTERISTICS

Tenure Basis for calculating rent at initial letting Rent review Additional cash flow How rent is funded

Social rent homes Formula-based. Reference to house values in  
1999 and uprated by inflation to date of letting

Annual – in line with 
government rent 
regime. Typically 
linked to inflation 
with CPI+1% the 
current settlement 
until 2025

n/a Rent paid by tenant  
employment and/or  
housing benefit funded  
by central government

Affordable rent homes Affordable rented: Set up to 80% of market rent.
Intermediate rented: Can be set above 80% of 
market rent but may not qualify for grant  
funding and may not be classed as a regulated 
tenure. Intended to meet needs of  
middle-income households (eg, key workers)

Regulated tenures: 
Annual – in line 
with government 
rent regime

n/a Rent paid by tenant  
employment and/or  
housing benefit funded  
by central government

Shared ownership Rent paid on share of unit not purchased  
agreed between parties

Depends on  
contractual  
agreement

Staircasing when 
tenant acquires  
additional share of 
unit at prevailing  
market prices

Rent and staircasing 
funded by tenant employ-
ment income; staircasing 
event unpredictable in 
both frequency and value

Table 1. High-level summary of key mainstream tenures in social and affordable homes

Source: PFR

Table 2.  …especially compared with other  
commercial property sectors  
Regression analysis versus GDP and CPI, 1998-2019

 Office Retail Industrial Social rent
GDP 2.35** 1.60** 0.73* 0.03
CPI -0.39 -0.69 -1.17* 0.12
Source: PFR, DCLG, MSCI, ONS, Macrobond
*denotes 95% confidence; **denotes 99% confidence

Fig 1. Social housing rents exhibit low correlation 
with inflation and the economy (% y-o-y)… 
Registered provider general needs (social rent) versus gross  
domestic product (GDP) and inflation (CPI)
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Fig 2. Social housing has maintained healthy  
operating profits (%) 
Operating margins for social housing lettings by registered providers

Source: PFR, DCLG, ONS

Source: Regulator for social housing. Note: sample only includes RPs with more than  
1,000 units
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Fig 3. Credit spreads for social housing bonds  
remain steady (%) 
Average registered provider (RP) bond yields and the spread  
over the risk-free rate (maturity adjusted)

Source: M&G, Bloomberg
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Fig 4. Social housing REITs outperform during 
the lockdown in 2020 
Listed social housing REITs vs equities, commercial REIT indices*

Source: Macrobond *Index rebased to 18/02/2020 = 100
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