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________________________________________________________________

1.0
Summary 

This report sets out the rationale for increasing the new loan requested from Affordable Housing Finance PLC (AHF) from £22m to £34m and assesses the related risks.  
________________________________________________________________

2.0
Recommendation

That the Board:

· approve in principle two new loans from AHF for a total of £34m
· approve in principle the repayment of the HBOS loan in full once both loans have been secured
· delegate the approval of the detail of both loans to Urgency Committee, recording that approval in the format set out in Appendix B.
________________________________________________________________

3.0 Introduction
3.1 In July 2014, the Board approved a Treasury Management Strategy which agreed to seek a £22m funding facility from AHF. £12m is to fund the 15/18 development programme and a small outright sales programme, and £10m to fund future growth.  
3.2 The current business plan (elsewhere on this agenda), which assumes peak funding of £10m for an outright sales programme, has a peak funding requirement of £18m. In practice, this may rise or fall depending on timing of development schemes. 
3.3 The Board also agreed, when considering scope for further development, that Hexagon should approach HBoS about increasing the maximum gearing covenant allowed under their £12.4m loan from 60% to 70%, to align with other loans. The 60% gearing covenant is a constraint on the size of development programme that Hexagon can pursue.  Aligning the gearing covenant would enable Hexagon to borrow an extra £32m at any one time.
4.0 
Amending the HBoS gearing covenant
4.1
The response from HBoS to the request to amend the gearing covenant was that the price for this change would be an increase in margin on the Lloyds loan as well as the HBoS loan. The net present value of the margin increase (ie the cost in today’s money) would be £1.1m.  Capita, Hexagon’s treasury advisors, compared the cost of accepting this increase with the alternative of borrowing £12.4m from AHF at 3.5%. Their conclusion was that the AHF alternative was more cost-effective provided that average LIBOR between now and 2030 was more than 0.9%. Current expectation is that LIBOR will be above 0.9% from September 2016 onwards.
4.2
Using the LIBOR assumptions in the business plan, the comparative interest costs over the life of the HBoS loan are as follows: 

· Current HBoS loan – £8.0m
· HBoS loan with increased margins, plus increased margin on Lloyds loan -£9.1m
· Extra £12.4m AHF loan at a fixed rate of 4.2% - £6.6m
The last of the three calculations has been done on a like for like basis, ie assuming that the AHF loan amortises at the same rate as the HBoS loan. In practice, it amortises more slowly, thus delaying the need for further refinancing. If the actual amortisation rate is taken into account, the AHF loan costs £7.4m in interest. Either way, the AHF loan is cheaper than the HBoS one over the period to 2031.
4.3    
It is therefore recommended that Hexagon seek £34m of funding from AHF. Because AHF loans are tied to the supply of new homes, £34m is the maximum that they will lend, based on the cost of schemes in our 15/18 development programme. The extra £12m must be used to fund the development programme, but this frees up £12m of the existing Santander facility which can be used to repay the HBoS loan. There is no penalty for repaying the HBoS loan at any time. Repayment of the loan would not cause any problems with interest rate management – the variable rate loans (excluding HBoS) are still more than the total of the swaps over the next 30 years. 

4.4
AHF are in the process of assessing a request for £34m via credit committee. It is understood that this has been approved by the internal AHF committee, and now has to be passed by the Department for Communities and Local Government, who are providing the guarantee.

5.0 
Structuring the AHF loans
5.1
As we did for the new AHF loans in 2014, we can ask for AHF funds to be split between a bond-backed loan, which has to be drawn immediately, and an EIB-backed facility which we can draw in the next 18 months. EIB will only fund half of the costs of the related schemes, ie up to £17m of the £34m.

5.2
Hexagon’s treasury policy requires us to have facilities agreed 18 months ahead of need, which means we need to agree the loans now in order to have them ready for when the cash flow indicates that they are required in October 2016. AHF’s timescale for issuing their bond is late June. But we have £9m in the bank/on deposit at present, plus £20m available to draw on the Santander facility.  
5.3 
To minimise the cost of holding funds before they are needed, the following structure is proposed: 

a) Obtain £17m of bond-backed funding in June 15. This will be kept on deposit with AHF until security charging is complete (first tranche is due in July, and a second in September).
b)  Arrange a £17m EIB-backed facility as soon as possible after this (say August). 
c) As soon the EIB-backed facility is signed, re-pay the HBoS loan. The EIB-backed facility will fulfil the treasury policy requirement to have loans arranged 18 months ahead of need, but without having to draw the funds immediately.
This structure has been modelled in the business plan presented elsewhere on the agenda, and assumes that the interest rate on the bond is fixed at 3.5% and that a fixed rate of 4.2% is obtained on the EIB-backed loan when it is drawn. 

5.4 
AHF have recommended that Hexagon allow a little flexibility in the split between the two loans, in case detailed assessment of the schemes results in EIB funding less than £17m. Board approval is therefore being sought for loans of up to £34m in total, of which the EIB loan is up to £17m, and the bond loan is up to £19m. 

5.5 
Legal documentation for the two loans should be straightforward, as they should be very similar to the loans agreed in 2014. The Board will not meet again before the late June bond issue. It is therefore proposed that, on the strength of this report and the draft heads of terms for the bond loan (attached as Appendix A), the Board delegate approval of both loans to Urgency Committee comprising the Chair, both Vice-Chairs, the Chair of Audit & Risk and the Chief Executive, documenting this delegation in the form of the minute provided by AHF and attached as Appendix B. 
5.5 
It is intended to bring approval of the EIB-backed loan to the July Board meeting, but the minute will allow final details of documentation to be approved by Urgency Committee if needed after the July meeting. 
6.0 
Main terms of the AHF bond facility loan

6.1
The main terms of this loan are as follows:
	Amount
	Up to £19m

	Purpose
	To develop approved investment schemes (which in Hexagon’s case are the 15/18 programme).

	Term
	28 years

	Interest rate
	 Fixed rate (depends on rates at the time of issue)

	Repayment
	Bullet

	Security 
	Property security at existing use value – social housing to be at least 105% of the loan.  This must rise to 115% before security can be withdrawn.

Net annual income from charge security must be at least 100% of the annual interest payable.

	Interest payments
	Every six months, but an amount of one years’ interest to be placed in a liquidity reserve.

	Arrangement fee
	0.35%

	Facility management fee
	0.1% per annum, indexed for inflation


6.2 The main terms are the same as for the 2014 bond loan, with the exception of the security requirements. These have been eased from 115% to 105%, which goes some way to address the issue of security requirements which are more onerous than those of other lenders. 

6.3 Hexagon’s treasury advisors (Capita) will be asked to provide a report for the Urgency Committee on the interest provisions, security provisions and financial covenants. Hexagon’s legal advisors (Devonshires) will also be asked to provide a report on the terms of the loan. 
6.4 Under its rules, Hexagon is fully empowered to enter into all of the Finance Documents related to the loan. The rules include a borrowing limit of £5 billion. Once this loan is agreed, the Association’s total borrowing facilities will be less than £200m.  
7.0
Risk assessment and actions being taken
7.1
One of the higher net risks on the corporate risk map is that we fail to find enough development sites to complete the 15/18 programme. If this happens, we won’t need all of the EIB-backed loan, and can cancel this without drawing it. This is far less costly than having to repay bond-backed funding. There is a residual risk that we fail to spend £17m (net of sales and grant) on the 15/18 programme, and thus have to repay some of the bond-backed loan, but this risk is low. 

7.2
The Board’s strategy is to borrow more than is needed to fund the 15/18 programme, so as to position Hexagon for further growth once this programme has completed. The financial forecast indicates that, although £18m is required at the peak of the programme, this turns into a position of having repaid the £20m Santander facility in full by April 2018. In the event that the Board decides not to enter into development post 15/18, or to invest in some other opportunity, then we would have borrowed using a 28-year loan when only a 3 year loan was required. In this event, we would cancel the Santander facility rather than re-drawing it. 
7.3
The main risks with the bond loan facility are as follows:

	Risk
	Mitigation

	Loan documentation takes to long to agree and we miss the deadline for the June 15 bond issue. 
	Documentation is substantially the same as for the 2014 loan, and Devonshires will be aware of the timetable 


	Market conditions mean that AHF cannot launch the bond in June. 
	There is no reason to think that markets will be difficult, particularly now that the election is out of the way.  We have a further 15 months after June before we need to draw the funds.


	Market conditions mean that the interest rate on the loan is more than the 3.5% modelled. 
	At the time of writing, the projected rate is just below 3%. AHF will be monitoring markets ahead of agreeing the issue date.

	Funds cannot be released to Hexagon because of difficulties with security charging.
	Security charging is already in progress on more units than are needed to secure £17m. This means that some units can be deferred if legal issues cannot be resolved.


	We fail to find enough development sites to complete the 15/18 programme. 
	Provided that at least half of the programme is delivered, all of these units can be allocated to the bond loan. 


8.0 Conclusion

The proposal outlined in this report meet the Board’s treasury strategy objectives of:

· Removing the tightest gearing covenant, and thus reducing this risk of breaching this in future

· Having funding arranged 18 months ahead of need

· Borrowing long term to help fund growth beyond 2018

· Maximising Hexagon’s use of the AHF funding (the Government guarantee means that they can provide long term loans at a lower interest rate than other capital market options available to Hexagon)

· Minimising the cost of borrowing ahead of need by repaying the HBoS loan as soon as the EIB loan is signed

· Fixing interest rates without having to undertake further swaps
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