Hexagon Housing Association

Board (Urgency Committee)
Lead Board Member: Debbie Bankole-Williams
Report from the Finance & IT Director

23rd March (24th February) 2015
1.0
Summary 

This report sets out a proposal to take advantage of low long terms interest rates to undertake an interest swap with Santander. 
2.0
Recommendation

· That the Urgency Committee approves a £10m interest rate swap with Santander for 10 years starting in January 2016, at a rate of no more than 1.97 % (2.35%).
______________________________________________________________

3.0
Introduction - why consider a swap at this point, and why can’t this wait for the next Board meeting?
3.1 Hexagon’s current interest rate strategy, as stated in the Treasury Management Policy Statement is as follows:
“..Hexagon seeks to put in place fixes which allow the business plan to withstand both a 1% increase in real interest rates and a 1% drop in inflation without the key ratio of EBITDA MRI falling below 110%.”
3.2 The Policy Statement also states that whether standalone derivatives will be used will be decided after consideration of price, security requirements, relative complexity, implications for the future refinancing of loans, counter party risk criteria, potential impact on reported accounting results. 

3.3 As reported to the January Board, there is no need to undertake any further fixing of interest rates, as the 30yr financial plan can withstand an increase of more than 1% in interest rates. In fact, some initial work on stress testing the business plan indicates that the variable interest rate (LIBOR) can rise to 13% (all other things being held equal) before loan covenants are threatened. 

3.4 Although we don’t need to undertake any further fixes, the current low long term interest rates (which are causing us to have to provide further security to two swap counter-parties) give an opportunity to fix a proportion of Hexagon’s future interest cost at rates which, as of two weeks ago, have never been lower. Advisors to the housing sector on treasury matters have commented that “ … the cost of swaps has fallen even further. For those with capacity of their legacy loans, fixes of 1.6% at ten years and 1.85% at 30 years must be difficult to resist “ (Canaccord 21/01/15).
3.5 Another advisor has written that “As it will never be clear to anybody where rates are headed or whether the market has reached a turning point, we find it more informative to assess currently available borrowing and hedging rates on an absolute basis in the context of the business plan by asking the simple question “would we be happy to lock in this borrowing cost for the next X years?”
3.6 53% of Hexagon’s loan book is on fixed interest rates (either directly or via swaps), although this falls to 43% once the swaps which the bank can cancel at short notice are taken into account, and to 30% once a £5m swap with Lloyds ends in January 2016. A further 9% is fixed with respect to RPI inflation. At the time of writing, swap rates are around 1.60 %(1.98%) for an 10-year swap starting in Jan 16 and 1.84% (2.15%) for a 20 year swap starting now. (Capita advise that swap counterparties may add between 5bp to 10bp to market rates).This situation gives Hexagon the opportunity to fix a further proportion of the loan book at a rate which is considerably less than the 5.8% assumed for long term rates in the 30-yr financial plan. 

3.7 Swap rates have reduced considerably in the last six months. They may have further to go, but equally they may start to rise again. Movement over the last two weeks has been downwards (upwards).  Urgency Committee has delegated authority to make an immediate decision. 
3.8 The arguments in favour of undertaking a further swap are that:

· rates are currently low, and look like good value. 
· a swap at the rates currently available would improve the Association’s business plan, potentially giving more headroom for a future development programme

3.9 The arguments against are that:

· We would pay more in the early years, which may not be recouped by paying less in later years if interest rates stay lower than the market is currently predicting  (this has certainly been the case so far for medium term swaps taken out at rates of 4-5% before the financial crisis)

· There is a risk of further cash calls (although see below for an assessment of this risk)

· Any movement in market to market values will have to be shown in our accounts under FRS102, albeit below the ‘surplus for the year line’ 

3.10  The arguments are finely balanced. Our treasury advisors would be comfortable with a new swap, but say that the judgement is one for the Board to make.  Directors Group has not reached a consensus, but has a 3 to 2 majority in favour of a new swap. Section 10 of this report gives an assessment of each option.
4.0
How much can we fix, and how long for, and who with? 
4.1 Under Hexagon’s rules, we can only fix interest rates for existing loans. (ie we can’t swap more interest than we are expecting to pay). Two alternative durations were considered – a medium term swap for 10 years starting in Jan 2016 and a long term swap for £20m. 10 years from Jan 2016 has been selected as the start date matches a £5m Lloyds swap which ends in that month. 20 years was selected as the loan book available for fixing drops rapidly after this.  The amount of the loan book still on variable rates means that we could fix up to £15m for 20 years, or up to £44m for 10 years and still comply with the rules.
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4.2 However, there is a £30m limit to the amount we can swap with each of our three counterparties. We are only £0.5m below this with Lloyds (although this will increase by £5 million in January 2016) and £5m below this with Barclays. The limit with Santander will accommodate £20m of new swaps.  Hexagon’s treasury policy also puts a limit on the notional exposure to any one counterparty – this is in place to limit the extent of cash calls because of negative mark to market (MTM) values. We are already over our desired limit with Barclays. In practice, therefore, Santander is currently our only operational swap counterparty.  
4.3 There is a counterparty risk that the Santander will not be able to honour any payments due to Hexagon over the life of the swap. This is a greater risk for a 20 year swap than for a 10 year swap. Hexagon’s Treasury Management Policy states that deriviatives will only be entered into with organisations with a FITCH IBCA support rating of 1.  Santander meets this requirement.
4.4 A £10m swap has been selected, as £20m feels too large as a proportion of the net variable available for swaps (graph in paragraph 4.1).
5.0
What is the risk of further cash calls if we do another swap?
5.1 If we undertake a further swap, then this increases our risk of MTM values moving against us and causing further cash calls.  We have an unsecured threshold of £4.9m with Santander, below which they would not require cash or property security. 

5.2 Capita have modelled what would happen to our existing swaps with Santander, if future interest rates dropped to zero. (Negative future interest rates are a theoretical possibility, and have happened in Japan and Germany, but would be unprecedented in the UK). In this eventuality, the MTM values would be £1.76m against Hexagon, leaving headroom on the unsecured threshold of £3.14m
5.3 MTM values can be volatile on long-dated swaps – a small movement in future interest rates can lead to a large movement in MTM values. If we undertook a £10m 20 year swap at 1.84% (2.15%) and future interest rates dropped to zero, then the MTM value of the swap would be £3.68m (£4.3m), which would mean having to place £0.58m (£1.2m) of cash on deposit. In contrast, a £10m 10 year swap from Jan 2016 at 1.60% (1.98%), would have a MTM value of £1.60m if forward interest rates dropped to zero which is within the unsecured threshold.  
5.4 Capita are advising clients generally against entering into longer term swaps with banks, on the grounds of MTM exposures, trading spreads and the impact on future refinancing. Directors Group has ruled out a 20-year swap on this basis. 
6.0 Would it be better to buy a cap, rather than undertaking a swap?
6.1 
Rather than doing a swap, might it be better to buy an interest rate cap, as an “insurance policy” against LIBOR rising above the long term rate of 5.8% assumed in the 30-yr financial plan.  The advantage is the caps are paid for up front, so are not subject to issues with mark to market values. The disadvantage is that they tend to be relatively expensive for what they do.   Capita have advised that it would cost around £213k to cap interest rates at 5% for 10 years. Given that the 30yr financial plan indicates that Hexagon can withstand variable rates rising to 13%, purchasing a cap has been ruled out as not being value for money. 

 7.0
Implications for the future refinancing of loans
7.1
Hexagon’s current loan facilities are predominantly long term bank loans (84%), with the remaining 16% being capital market/ EIB loans via borrowing clubs.  None of the bank loans have embedded fixes, which means that they can be refinanced if we need to do so, provided that we leave enough left at variable rates to match interest rate swaps.  It is not recommended that we fix by way of an embedded fix in one of the existing loans, as the bank would know that it is not quoting against competition, and the swap would have to be broken were that bank loan to be repaid before the swap ends.
7.2 Given current market conditions and capital adequacy rules for banks, it is likely that for the foreseeable future, Hexagon’s long term funding will be from the capital markets at fixed rates. Going forward the proportion of fixed rate debt in the portfolio is likely to increase .Banks are able to provide shorter-term funding of up to 7-10 years. If we wanted to refinance any of the bank loans in the future, they are likely to be replaced by fixed rate debt.  The most likely candidate for refinancing is the HBOS loan.  If this is repaid in the next 1-2 years, there is still sufficient variable rate debt to support a £10m swap for up to 20 years.
7.3 Modelling shows that a further £10m swap would make no difference to whether we could refinance a loan without breaking a swap. This is because our existing swaps mean that, unless Lloyds cancel the cancellable swap (which would otherwise run until June 2038) we need to keep both the Santander and Newcastle loans until then. The Lloyds loan is small enough to be able to refinance at any time without breaking a swap.  
8.0
Impact on reported results
8.1 Under the new FRS102 accounting rules, the MTM values of interest rate swaps have to be shown in the balance sheet, and MTM movements have to be included in the income and expenditure account. Because the proposed swaps are hedging interest rate risk and have no cancellable element, this movement is shown below the surplus for the year. 
9.0 Cost compared to assumptions in the 30yr financial forecast
The LIBOR assumptions in the 30yr financial forecast are based on recent forecasts until March 2019, but then rise steeply from 2.75% in 18/19 to 5.8% from April 2019 onwards. The plan is thus much more prudent than current market expectations. Nevertheless, a £10m 10-year swap would reduce Hexagon’s interest costs by £2.9m (£2.5m) compared to plan assumptions, with costs in early years and savings in later years as set our in Appendix A. 
10.0
Assessment of each option

10.1 
An assessment of each option against the Treasury Management Policy criteria is tabulated below:
	Criterion
	Do nothing
	£10m 10 year fix starting 16/01/16

	Price
	Retain LIBOR rates of around 0.56% until interest rates rise.

There may be savings in short term interest rates stay low for longer.
	Around 1.70% (2.08%) for 10 years (including 0.1% counterparty margin)

£2.9m (£2.5m) of cost reduction  compared to 30yr plan

	Security requirements
	None
	Unlikely to require more security

	Relative complexity
	Simple
	Straightfoward swap of fixed for variable rate

	Implications for future loan refinancing 
	None
	Would not need to break unless refinanced all current bank loans within 10 years.

	Counterparty risk
	None
	Small

	Potential impact on accounting results
	None
	If interest rate curve dropped to zero, would decrease reported reserves by £1.60m (£1.98m), but would not affect covenants


11.0 Advice from Capita

11.1 Capita consider that given the very low fixed rates of interest currently achievable, it would not be inappropriate for Hexagon to consider entering into some further interest rate hedging.  However, they also note that retaining variable rate debt may result in lower future borrowing costs.  The decision is ultimately one for the Board and the Executive.  A copy of their report is attached. 
P Newsam  March 2015
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	LIBOR assumption in plan
	
	1.15%
	1.65%
	2.35%
	2.75%
	5.90%
	5.80%
	5.80%
	5.80%
	5.80%
	5.80%
	5.80%

	Period: 01 April 2014 - 31 March 2044
	2015
	2016
	2017
	2018
	2019
	2020
	2021
	2022
	2023
	2024
	2025
	2026

	 
	£000's 
	£000's 
	£000's 
	£000's 
	£000's 
	£000's 
	£000's 
	£000's 
	£000's 
	£000's 
	£000's 
	£000's 

	                Swaps - 10 year forward fix
	
	-13.8
	-5
	65
	105
	420
	410
	410
	410
	410
	410
	307.5

	
	
	
	
	
	
	
	
	
	
	
	
	

	Cumulative cost saving
	
	-13.8
	-18.8
	46.2
	151.2
	571.2
	981.2
	1391.2
	1801.2
	2211.2
	2621.2
	2928.7


Revised report re new swap
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