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Introduction 

• Evaluation of ESG risks and targeted engagement with debt issuers is a critical element of any effective credit process. RLAM’s credit research 

approach has always focused on the sustainability of issuers’ balance sheets and cash flows, requiring a broad-based understanding of credit 

risk, whatever the source. Our experienced credit and ESG specialists and an integrated investment process enhance our ability to identify, 

mitigate and price risk, ensuring RLAM’s clients benefit from the established cornerstones of our differentiated credit proposition. 

Housing Associations – Increasing challenges 

• As we have previously discussed, there are currently significant and competing claims for housing association capital. This pressure is leading 

to several clear consequences for lenders to the sector to consider. 

Negative publicity: 

• Following the tragic death of Awaab Ishak in 2020, and the publication of the coroner’s report last year, there has been an acceleration in 

negative headlines nationally regarding the condition of social housing, with a number of specific cases outlined. Sadly, we feel the issues 

raised, whilst relatively isolated, are indicative of a sector that has seen its funding squeezed over a long period and is having to cope with 

rising costs and increased onus on fire safety and decarbonisation. RLAM’s just transition Social Housing report, which is due to be published 

in April, was initiated as a direct consequence of these observed trade-offs.  

• In addition, in Q4 2022 we contacted all of our Housing Association (HA) borrowers to better understand how providers manage and mitigate 

the risk of damp and mould for residents. We accepted responses from HAs up to the end of March, and are now assessing what best practice 

looks like, identifying areas where we need to engage for more information on this critical topic. The Regulator of Social Housing has also 

enhanced its scrutiny of HAs’ stock condition beyond the current Decent Homes standard. 

Increased Idiosyncratic risk: 

• The recent journey of Swan Housing, a 10,000-unit registered provider (RP) based in East London and Essex, which culminated in its 

acquisition in Q1 by the much larger national HA, Sanctuary Housing, is a direct reminder of the pressures currently facing the sector. With a 

long-term ambition to deliver significant additional housing in a high value area, material development delays and cost over-runs negatively 

impacted Swan’s ability to deliver on its development commitments. As a consequence, in December 2021 the regulator downgraded Swan’s 

viability rating to a non-compliant grade and Swan simultaneously announced merger discussions with Orbit Group, a higher rated West 

Midlands RP, in order to shore up its finances.  

• In Sept 2022, Orbit ended its interest in Swan, with Sanctuary announced as a new preferred merger partner. Despite this, S&P downgraded 

Swan’s bonds to sub investment grade, citing the merger delay and a further deterioration in Swan’s finances. This caused significant bond 

price volatility as certain investors became forced sellers into unreceptive markets. Our central case through this period was that a solution 

would be found that would sustain the creditworthiness of Swan’s bonds, underpinned by our secured position, the relatively small size of 

Swan and the regulator’s explicit mandate to maintain funder confidence in the sector. We remained in contact with the regulator through the 

process and helped to support Sanctuary’s ultimate acquisition of Swan as a subsidiary in February 2023. As a result, Swan’s bonds were 

immediately upgraded to BBB+, with an anticipated further upgrade to A- once Swan is fully consolidated into Sanctuary over the next 12 

months.  

• As active managers we were able to preserve and enhance value for clients through this volatile period, whilst helping to ensure a favourable 

outcome for Swan’s tenants, creditors and other stakeholders. 

Opportunities for active management and differentiation: 

• More broadly, our long-term experience of funding the sector, enhanced through our engagement and analysis on some of the pressing near-

term challenges, allows us to actively manage our social housing exposures without compromising sector yield and credit enhancements. As 

well as continuing to buy older style HA bonds that benefit from the strongest possible levels of security and liquidity cover available, in recent 

months our focus has been on increasing investments to issuers that are best placed to absorb the rising costs of property maintenance and 

enhancement – whether through excess balance sheet capacity or strong current performance on environmental transition and tenant 

satisfaction. We have also been reducing exposure to names that are most sensitive to the additional expenditure that their current asset 

condition implies, within the context of relative yields, bond protections and ensuring appropriate sector diversification. We will discuss this 

further in the next activity report following the publication of RLAM’s just transition paper.  
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Moving forward 

• Although we cannot rule out further negative headlines for the sector over the coming months, given the significant number of properties 

owned and managed by HAs and historic underinvestment, we firmly believe that the sector’s credentials are overarchingly positive. As well 

as being ‘not for profit’, allowing generated reserves to be fully reinvested in the provision and management of affordable housing and 

community regeneration, we believe the sector, in partnership with funders, is a key enabler of positive environmental and social progression  

AA Ltd 

• In our previous update we discussed our analysis of the AA’s governance changes following the buyout by two private equity firms completed 

in 2021. Embedding this research of the AA’s ESG practices proved timely, as the issuer came to market with a new issue in January and we 

took the opportunity to engage and seek additional information on its ESG practices. Overall, the company provided good responses to our 

questions, including reassurance on its plan for limited use of offsetting to achieve its emission reduction goals. This is a key consideration 

within our net zero indicators analysis. 

• The AA is another clear illustration of the blurred lines between ESG analysis and more ‘traditional’ bond analysis. For instance, AA’s relatively 

high leverage on the senior secured bonds is a double-edged sword. On the one hand, with covenants restricting dividend payments, it is our 

view that the new shareholders’ interests are aligned with bondholders as cashflow generated must be spent within the business improving 

operations – acting as a mitigant to potential governance risks. On the other, deterioration in cashflow generation could weigh on the company’s 

ability to achieve ESG-related goals, with cash flow used for shorter-term needs, such as rising interest payments, potentially diverting funds 

away from its decarbonisation strategy and longer-term asset sustainability. We will continue to closely monitor the company’s practices 

through an integrated ESG and credit lens as it continues its turnaround strategy. 

Parkmore RMBS 

• Parkmore is a residential mortgage-backed securitisation (RMBS) that came to market in February 2023. As has been previously noted, third-

party ESG analysis of ABS is currently extremely limited, placing a greater emphasis on our internally derived analytical insights.  

• The transaction is secured on a pool of approximately 3,500 UK mortgages originated prior to the financial crisis and exhibiting an atypically 

high proportion of borrowers in arrears. From a bond perspective, it is crucial that we feel these payment risks are effectively mitigated, through 

conducting our established structural analysis and stress testing. Furthermore, given the specific characteristics of this deal, it was important 

that we understood the borrower’s practices around arrears management to gain assurance that customers are being treated fair ly.  

• Therefore, as part of our due diligence on the deal, we held a meeting with the mortgage servicer, Pepper (UK) Limited, to understand their 

handling of arrears and steps taken to help customers. We were pleased to learn that Pepper’s primary focus is on making customers aware 

of their options and educating them on arrears, as Pepper noted several customers were unaware of their impact. Pepper also highlighted 

that repossession is the last resort as it is required to act in the borrower’s interest and consider all forbearance options ahead of initiating a 

repossession. Our conversation with Pepper gave us confidence in its practices, further adding to the comfort provided by the regulatory 

requirements governing the sector. 

Water Utilities 

• In previous reports we have discussed our longstanding engagement programme with the water sector, which we have been undertaking in 

collaboration with our Responsible Investment team. During the quarter, we met Yorkshire Water as part of the first phase of our latest 

engagement with water companies, with a specific focus on gathering information on climate adaptation, biodiversity, and affordability. We 

find Yorkshire Water to be behind peers on addressing potential future water supply shortages but were nonetheless pleased to learn about 

some of their initiatives to address leakages in their network. 

• Based on our own proprietary scoring system for water companies (Watsit), which evaluates water companies against a broader set of 

measures in comparison to the Environmental Performance Assessment (EPA) conducted by the Environment Agency, we rank Yorkshire 

Water as having average performance against sector peers. The insights of our Watsit score were particularly useful when the company came 

to market with a new issue in February, enabling us to quickly consider the relative performance versus peers on areas such as biodiversity 

and physical climate risks. 

• Two additional water companies came to market in the quarter, Wessex Water and Severn Trent. Wessex Water has received an EPA score 

of only two stars, although our own Watsit score suggests relatively good performance in the areas of leakage and pollution, which we don’t 
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consider to be adequately captured by the EPA rating. In contrast, Severn is a leader in the sector, with strong performance across the different 

areas of our assessment. We participated in both new issues, with our in-house research providing valuable insights and reinforcing our 

favourable view of the sector given the highly regulated and visible nature of returns, allowing us to look beyond the headlines of the relatively 

blunt EPA ratings. 

• We are now looking to start the next phase of our engagement with 11 water companies, with a focus on encouraging best practice. Additional 

information will be provided in our Phase 1 report should be released in the third quarter of this year. 

Banks 

• Although often hidden within portfolio carbon data given the market’s emphasis on scope 1 and 2 emissions, Banks remain one of the largest 

contributors to funds’ financed emissions when scope 3 impacts are considered. We have therefore made engagement with banks and analysis 

of their transition plans a central tenet of our fixed income and ESG integration. This also reflects some of the difficult societal challenges 

encapsulated within the banking journey to net zero. 

• Over the quarter, we met with Barclays’s Global Head of Sustainability and Global Head of Sustainable Finance. The meeting was an 

opportunity to hear about some of the improvements Barclays has made over the past year with respect to its climate practices. We think their 

newly introduced Climate Transition Framework looks like a good platform from which to engage with corporate clients, although it appears 

somewhat unincorporated in their decision-making process, with potential impacts on client relationships remaining unclear. The approach to 

oil and gas financing is still behind peers, as Barclays continues to lack a policy on new oil and gas expansion, although we acknowledge the 

improvements having been made in the policies for coal and unconventional oil and gas. In terms of other changes, we welcomed the 

clarification of their alignment to 1.5°C in all sector targets and that offsets are not accounted for in the delivery of financed emissions 

reductions. We also appreciate the disclosures introduced on just transition. 

• We also reviewed Mizuho Financial Group Inc. (MFG), which came to market with a debut sterling issue in March. We closely reviewed the 

company’s governance given the weaknesses highlighted by the IT failures that occurred in 2021 and the features of Japanese governance, 

which tend to fall short of best practice. In this area, we welcomed the recent appointment of an independent board chair, which is uncommon 

in Japanese companies, and the establishment of a board-level “System Failure Response Evaluation”, providing evidence of the company’s 

commitment to address the system failures that occurred. Although falling short of best practice, MFG also displayed good level of disclosures 

and practices in terms of its climate approach. We participated in the new issue, with MFG adding to the geographical diversification of our 

financials exposure. 

Electricite de France SA (EDF) 

• As a co-lead in the Climate Action 100+, our Responsible Investment team reached out to EDF during the quarter to engage on the topic of 

corporate lobbying. We identified a potential disconnect between the response of EDF’s Italian subsidiary, Edison, and EDF’s Group own 

response to a couple of EU consultations, and were concerned that Edison’s position would undermine delivery of the Paris Agreement goals. 

EDF clarified Edison’s position, stating that instead of being opposed to proposals in the Hydrogen and Decarbonized Gas Package and on 

the Energy Performance of Buildings Directive, Edison invited the EU policymakers to consider additional policy options in its response to the 

consultations and take into account country-specific needs that, as in the case of Italy, will see gas play a relevant role in the transition to net 

zero.  

• EDF also noted that it coordinates advocacy efforts with Edison, although market-specific considerations may sometimes result in slightly 

different approaches being taken. During the quarter we also met EDF as part of a bondholder update, and in light of the planned 

nationalisation, and EDF’s material contribution to our financed emissions and key role in the transition, we will continue to engage on climate 

and broader ESG issues. 

East Japan Railway Company  

• Follow a review of East Japan Railway Co’s ESG practices, we found a concerning history of employee fatalities which was slightly worse 

relative to sector peers. As a result of the poor performance, combined with a lack of disclosure on employee health and safety, we decided 

to reach out to the issuer for engagement on the following: (i) a comprehensive plan to reduce employee fatalities to zero; (ii) an explanation 

of the cause of the employee fatalities; and, (iii) information on specific actions taken in response to each fatality in FY 2021. 
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• The company provided us with useful information in response to our questions. First, they stated that there was an improvement in FY 2021/22 

with no fatalities occurring. The company also provided us with new disclosures on a comprehensive employee safety plan. In addition, our 

other requests for information were fully met by the company, which provided an explanation of the fatalities occurred as well as specific 

actions taken in response to each. 

• Based on the above, we deemed the engagement to be successful and we are happy to continue holding East Japan across appropriate 

funds, benefitting from the geographical diversification provided by the issuer. 

Shaftesbury plc 

• In our Q2 2022 activity report we highlighted the announced merger between Shaftesbury plc, where funds have significant exposure to the 

companies’ bonds, and its fellow commercial property landlord, Capital & Counties plc. M&A activity can often create volatility for unsecured 

bondholders, with a potential threat of additional leverage and subordination. However, lending with effective protections can smooth these 

risks by enhancing our pre-emptive creditor control. Although the Shaftesbury bonds were unrated, they benefited from security, strong asset 

and income cover covenants, and effective ‘change of control’ provisions. 

• After a long period of due diligence and regulatory scrutiny, the merger completed in Q1 2023 with the incorporation of Shaftesbury Capital 

plc. Because of our bond terms, we were able to require the company to repurchase our bonds at a price significantly in excess of market 

levels (equivalent to bond yields below the prevailing government bond yield). Despite market convention which often overemphasises more 

superficial bond characteristics, this outcome underpins the importance of effective bond protections, further validating our long-term credit 

research focus. Proceeds are due in early Q2 2023. 
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For professional clients only, not suitable for retail investors.  
 
This is a financial promotion and is not investment advice. 

Telephone calls may be recorded. For further information please see the Privacy Policy at www.rlam.com 

Issued in April 2023 by Royal London Asset Management Limited, 55 Gracechurch Street, London, EC3V 0RL. Authorised and 

regulated by the Financial Conduct Authority, firm reference number 141665. A subsidiary of The Royal London Mutual Insurance 

Society Limited FQR RLAM PD 0057. 
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