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Hexagon’s Treasury Management Policy statement defines treasury management activities as follows;

“The management of the organisation’s cash flows, its banking, money market and capital market transactions; the effective control of the risks associated with those activities; and the pursuit of optimum performance consistent with those risks”.
Unlike many RPs Hexagon has put in place a treasury policy that reflects both legs of this definition. The policy in the first instance aims to control risks associated with the cash flows of the business. It does this primarily by creating certainty by fixing the interest rates on its borrowings. The policy also requires Hexagon to manage risks at the same time as seeking optimum performance consistent with those risks.
This is the essence of the conundrum facing Hexagon. Hexagon could eliminate all interest rate risk by hedging 100% of its debt. However as fixed rate debt is almost always more expensive than variable rate debt this course of action would not lead to optimum performance.
Hexagon has therefore adopted a strategy of determining the amount of exposure to interest rate risk it is prepared to accept by reference to its business plan and specifically the interest cover covenants set by its lenders. The logic being that if these covenants are breached the lenders will increase the credit spread on loans which would clearly not be consistent with pursuing optimum performance. If the business plan demonstrates that the level of hedging in place is sufficient to prevent such breaches occurring, further hedging which increases borrowing costs can be avoided and performance optimised.
Hexagon has demonstrated through its stress testing that the business plan can sustain Libor increasing to 13% before interest cover covenants are threatened. On the face of it this suggests that there is no need for Hexagon to undertake any further hedging.
However, Treasury Policy is set by boards to guide the decision making processes of an organisation, not as commandments that shall never be broken in any circumstances. It is best practice for organisations to review policies on a regular basis and for the recommendations and strategies to be subject to a “sense check” taking into account the prevailing environment.
Hexagon, in common with all RPs is facing an interest rate market which, as a result of a number of extraneous and endogenous developments has produced unusually low fixe interest rates across the yield curve. 

The chart below shows the swap yield curve today compared with one month and a year ago.
   
As can be seen the difference between short term interest rates and long term interest rates has fallen dramatically. A year ago 3 month Libor stood at around 0.5% compared with 30 year swap rates at just under 3.5%. A difference of just under 3 % compared with a current difference of about 1.5%. At the shorter end (5 year maturity) the differential has also fallen to just under 1 % compared with about 1.5% a year ago. In other words the loss of “performance” resulting from reducing interest rate risk by fixing has fallen significantly. 
Capita is therefore comfortable in advising Hexagon to consider entering into further fixes. 
Based on the above it could be argued that the greatest certainty would be obtained by entering into longer term swaps. However there are a number of reasons why we continue to advise clients generally against entering into longer term stand-alone hedges with banks. These are;
· Mark to market exposures on long term swaps are more volatile 
· Trading spreads taken by banks on tend to be higher 
· There is a greater risk that long term bank debt will be refinanced
· Future borrowing is more likely to be in the form of long term fixed rate bond debt  

In conclusion we consider that given the current very low fixed rates of interest currently achievable, it would not be inappropriate for Hexagon to consider entering into some further interest rates hedging. Specifically Hexagon has a £5 million hedge with Lloyds that matures in 2016. A new forward fix could be arranged to extend and or increase this contract. A ten year term on this fix would provide further protection out to 2026. 

The amount of further protection is a matter for consideration by the Board and the Executive. The business plan rightly includes some very conservative assumptions on future interest rates. Many forecasters, now including the governor of the Bank of England are forecasting that interest rates will remain much lower that in the past as and when they start to increase. Retaining variable rate debt may result in lower future borrowing costs, and therefore better performance, than the fixed rates currently achievable as opposed to the fixed rates assumed in the business plan.  


This report is intended for the use and assistance of customers of Capita Asset Services. It should not be regarded as a substitute for the exercise by the recipient of its own judgment. Capita Asset Services exists to provide its clients with advice primarily on borrowing and investment.  We are not legal experts and we have not obtained legal advice in giving our opinions and interpretations in this paper.  Clients are advised to seek expert legal advice before taking action as a result of any advice given in this paper. Whilst Capita Asset Services makes every effort to ensure that all information provided by it is accurate and complete, it does not guarantee the correctness or the due receipt of such information and will not be held responsible for any errors therein or omissions arising there from. Furthermore, Capita Asset Services shall not be held liable in contract, tort or otherwise for any loss or damage (whether direct, or indirect or consequential) resulting from negligence, delay or failure on the part of Capita Asset Services or its officers, employees or agents in procuring, presenting, communicating or otherwise providing information or advice whether sustained by Capita Asset Services customer or any third party directly or indirectly making use of such information or advice, including but not limited to any loss or damage resulting as a consequence of inaccuracy or errors in such information or advice. All information supplied by Capita Asset Services should only be used as a factor to assist in the making of a business decision and should not be used as a sole basis for any decision.
Author: H.Webb				Checked by: Name			Date: 12/02/15Capita Asset Services is the trading name of Capita Treasury Solutions Limited, which is authorised and regulated by the Financial Conduct Authority only for conducting advisory and arranging activities in the UK as part of its Treasury Management Service. Registered office: 71 Victoria Street, Westminster, London, SW1H 0XA. Registered in England No 2652033. 
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