
Budget 2016/7 - assumptions and principles

1 Introduction
1.1
This paper sets out the assumptions and principles for Hexagon's 2016/7 budget setting process, subject to Board approval.  
2  Inflation and interest rates


The following inflation and interest rates are proposed:

	Item
	Rate
	Source 

	Rent decrease where rent restructuring is applied
	-1%
	Summer budget announcement, to be applied from usual rent increase dates

	General cost inflation
	1.2%
	Forecast RPI at March 2016 HM treasury independent forecasts Oct 15

	Average salary inflation
 – Hexagon office scales (85 FTE)
	1.5% 
	Average of most common private sector pay rise (2%) and 1% for public sector - any award is subject to approval by the Remuneration Committee. CPI +1% = 1.65%

	Hexagon performance uplift
(37 FTE) 
	1.5%
	Average assumed for budgetary purpose only – any award is subject to approval by the Remuneration Committee. Contractual increments also to be budgeted for those below scale point 3.

	Average salary increase
 – NJC (3.5 FTE)
	1%
	Government policy for public sector workers

	Average salary inflation 
– Nursing homes (9 FTE)
	1%
	Government policy for public sector workers

	Average salary inflation
 – new care scales ( 27 FTE)
	1.5%
	Average of most common private sector pay rise (2%) and 1% for public sector - any award is subject to approval by the Remuneration Committee

	Responsive maintenance contract
	3%
	Average of BCIS and tender indices, as cannot depend on using current experience of costs per order.

	Gas maintenance contract
	tba 
	To be based on results of mini-tender..

	Stock improvement contracts
	3%
	Average of BCIS and tender indices 

	Cleaning & gardening contracts
	0.65%
	Forecast CPI at March 2016 per Bank of England November inflation report

	Insurance costs 
	4.5% 
	Latest estimate for building cost index as per Mace. Increase in insurance tax from 6% to 9.5% also to be added.

	LIBOR* Apr-June 2016
	1.15%
	Oct 15 forecast plus 0.25%

	LIBOR July – Sept. 2016
	1.25%
	Oct 15 forecast plus 0.25%

	LIBOR Oct-Dec 2016
	1.45%
	Oct 15 forecast plus 0.25%

	LIBOR Jan- March 2017
	1.55%
	Oct 15 forecast plus 0.25%


*LIBOR = 3-month London inter-bank rate, upon which Hexagon’s interest costs are based. Forecasts are from Capital Economics - 
3  
Characteristics of a successful budget

3.1
The 2016/7 budget will aim to 

· provide resources to deliver the corporate plan objectives

· incorporate efficiency savings in line with the Value for Money strategy

· take account of residents priorities as expressed by the Residents Forum
· match or exceed the financial results forecast in the latest version of the financial plan*

*It is assumed that the Board would not want to set a budget which weakens the financial plan, unless there were clear strategic reasons to do so. 
3.2
The Association’s financial plan has been updated for latest inflation and interest rates, and handover dates for the existing development programme. The financial results for 2016/7 in the latest version of the financial plan are set out in the table below (with 2015/16 forecast for comparison). The Board has agreed that all budgets should aim to deliver an EBITDA MRI ratio of at least 100% - that is the same as saying that the operating surplus before sales or disposal income and property depreciation should be enough to pay for all interest and stock investment costs. 
	All figures £’000
	2016/17 financial plan*
	2015/16 Q2 forecast


	Operating income
	28,325
	29,963

	Operating expenditure
	-18,966
	-20,841

	Operating surplus
	9,359
	9,122

	Net interest
	-5,350
	-4,787

	Surplus on disposal of fixed assets
	1,045
	2,638

	Surplus on shared ownership sales
	322
	714

	Overall surplus
	5,375
	7,687

	Overall surplus excluding property depreciation and grant amortisation
	8,729
	11,637

	Income cover ratio
	298%
	407%

	Gearing ratio at end of year
	54.8%
	n/a

	EBITDA MRI
	167%
	211%


The financial plan has not been adjusted for increased depreciation and grant amortisation arising from FRS102, but these are included in the Q2 forecast.  The overall surplus adjusted for these gives an accurate comparison. Although this indicates a reduction of £2.9m, £2m of this is from lower asset sales.
The surplus on disposal of fixed assets is assumed to be £989k from selling 4 units, plus £56k from staircasing. The surplus on shared ownership sales for 16/17 is from the schemes at Virgo Fidelis and London Road.
3.3  
When comparing the budget to the financial business plan, the latter   will be adjusted for:

· the extra depreciation required under FRS102
· staircasing (as staircasing is not included in the budget).
3.4  
Budget holders will be asked to:

· explain the reason behind any costs increasing by more than inflation (as set out above)

· to remove from  budgets any one-off costs included for 15/16 only
· to identify cost savings which can be achieved without affecting the level of service

4
Specific issues 
4.1 Rents and service charges
Social rents - All social rents are to be reduced by 1% from the usual rent increase date.  If there are any supported housing rents which fall outside the rent restructuring rules, then these can only be increased if the Operations Director confirms that legislation allows this. Service charges on social rent units can be increased as normal.
Market related rents – All market related rents are to be reduced by 1% at the gross level (ie including service charges). Savings on service costs should be sought for these schemes so that service charges do not increase from the 15/16 level.  

Service charges – Budgets are to be set in sufficient detail to demonstrate  recovery of service costs and the staff costs to administer them in all business streams. It is particularly important to include charges for digital switchover (where these are still on the balance sheet). Charges to build up leaseholder sinking funds should be excluded from both income and expenditure budgets. But planned expenditure from leaseholder sinking funds should be included.
Conversions - no units will be converted from social to market related rents. 
Handovers - Rents from new development schemes will be assumed two months after the projected handover. New shared ownership units will have a phased sales period of six months, giving rise to initial void losses.

Bad debt provision – the bad debt cost will be based on projected write offs plus the new FRS102 post dated cash provisioning method.
4.2 People costs 
Salaries - Salary budgets will be based on the approved staff establishment. Any bids for additional posts will have to be fully justified by way of a written business case endorsed by the relevant Director and may need to be met by savings elsewhere in the overall salary budget.
Pension costs - For people moving from the SHPS final salary pension scheme to the SHPS DC scheme, the employer contribution rate will be 10%. There will also be a monthly payment of £63,834 to fund the deficit – the additional contribution will be recharged to departments in proportion to pensionable salary of their employees at September 2014.  Pension contributions for employees currently in the SHPS defined contribution scheme will be at the current rates. Pension contributions for all employees who have been auto-enrolled in the SHPS direct contribution scheme will be at the rates currently being paid, as the minimum employer contribution does not rise from 1% to 2% until October 2017. Vacant posts will be assumed to require an employer contribution of 2.45%, which is the current average for the SHPS DC scheme. 
Employer national insurance rates will be at contracted in rates for all staff – this is a change from previous years, due to changes in legislation.
Other than for CSC and care homes bank staff, the cost of temporary staff covering vacant posts will be contained within departmental salary budgets. The use of agency staff will be subject to VAT on the whole cost. This means that managers should not expect to be able to cover vacancies for the whole time that the post is vacant, and should plan to defer or re-distribute work as far as possible.
Training - Any bid for departmental training must be made to Human Resources. Bids for team building days will only be agreed if there are clear objectives set at the outset and an evaluation of the output from the training against those objectives. 

4.3  
Responsive maintenance – the budget will be based upon :

· Data on the number of responsive repair requests from January 2015- December 2015, plus an uplift for the number of homes in management. This period has been chosen to avoid the first three months of catch up following the failure of the Richardsons contract.
· The calculation of average cost per general needs responsive repair will be provided by Rands, and based on the outcome of the current tender. 
· Voids of over £20k – assume 2 at £35k each (other expensive voids to be sold)

· Other void costs – cost per void in the 12 months to December 2015, excluding those over £20k 
· The number of voids to include those generated from tenant transfers into new development handovers

· The number of gas service checks and the anticipated cost per check

· Average number and costs for gas repair work outside the main contract

4.4 Stock improvement – the “no frills” budget will be based on an identified programme of essential component replacement, cyclical repairs and health and safety programmes (including tree management).  The focus of any further improvements will be on greening the stock and on estate improvements. 
4.5 
Cyclical repairs and painting will be based on a seven year cycle, as assumed in the financial forecast.
4.6 
Supporting People Contracts - The budget will include three contracts, (Newstead and Landcroft Road and Kirkwood) for the whole year. Income for Kirkwood has already been agreed at 607k. Contract income at Newstead and Landcroft Rd will be assumed at the same level as for 15/16. No change is also assumed in Newstead’s health grant income.
For the existing peer monitoring project, the budget will include the confirmed grant of £55k plus any underspend from 15/16, plus mentoring income to be calculated using a prudent estimate of the support hours to be provided.  Expenditure will be planned to ensure we at least break even. 

4.6 
Nursing home - this budget will assume a no change in income for  Woodcote. Expenditure will be planned to ensure we at least break even. 
4.7 Overheads – budgets for central departments (directorate, customer services, finance, IT, HR and administration) will take into account the current staffing structure. 

The IT “no frills” budget will be one that maintains the current systems, plus essential improvements to reduce the risk of failure or loss of data. Improvements will be focussed on delivering the IT strategy. 

Gas costs will be based on the current contract, which runs until 31 December 2016.  Electricity costs will be based on the current contract rate plus a reduction to reflect new contract rates from July 2016 (tender results were awaited at the time of writing). 
4.8  
Social housing grant taken to revenue  - Development and new business will be asked to produce a forecast of expenditure during the year, taking account of contractors forecasts. This will be used to forecast both cash flow and social housing grant taken as revenue income. The latter will then be reduced by 50%, as this income line has tended to be over-budgeted in the past.

4.9 
Capitalised interest  - The cash flow forecast will be used to calculate capitalised interest, but this will then be reduced by 25% to avoid development delays causing overspends on the revenue interest budget. The interest cost of the land investment policy will not be capitalised.

4.10 Surpluses on fixed asset disposals. The budget will assume the disposal of four void units which are uneconomic to repair. The procedure for assessing properties for disposal on the basis of net present value will be modified by a consideration of the property’s social value. 
4.11 Depreciation and accelerated depreciation components.  Depreciation of property assets by business stream will be extrapolated from the 2015/16 figures provided by the fixed asset register, using the new database adjusted for FRS102, but with grant amortisation netted off. The accelerated depreciation of replaced components will be taken from the audited 2014/15 figure, then adjusted for the relative size of the stock improvement programme. 

 4.12 Interest allocation. Capital employed in each business stream can now be determined from the fixed asset register. Revenue interest will be allocated in this proportion. 
4.13 Contingency.  £100k contingency will be included in the ‘other expenditure’ line to deal with unforeseen issues.

4.14 Bids for capital expenditure.  Managers have been asked to make bids for capital expenditure required to deliver 16/17 work plans. Each bid should include a brief rationale and a summary of the capital and related revenue costs. 
Any bid for office capital expenditure must be submitted to Human Resources/Facilities.

