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This report is a confidential document between the Regulator of Social Housing (the Regulator) and the above named Registered Provider. The information contained within this report has been compiled purely to assist the Regulator in its statutory duty of regulation of Registered Providers. The Regulator accepts no liability whatsoever for the accuracy or completeness of any information or assessment contained herein. No third party may rely on its contents, but must make its own investigations or enquiries. For the avoidance of doubt, the Regulator does not accept any liability for error or omission and takes no responsibility for how the information contained in this report is used, how it is interpreted or what reliance is placed upon it.
PURPOSE AND INTRODUCTION

This report is an assessment of the financial viability of Hexagon Housing Group, and of its compliance with the financial viability element of the Governance and Financial Viability Standard.

This report is based on our assessment of the group's latest Business Plan and supporting Financial Forecast Return approved by the board in May 2014, responses to quarterly surveys (the latest being December 2014), annual accounts and audit management letter for the year ended 31 March 2014 and other enquiries we have made in coming to our assessment.

Overview

Hexagon Housing Group Limited (Hexagon) is a charitable registered provider which works with a range of local authorities to provide housing and care across South East London. It manages just over 4,000 properties, including 3,050 general needs rental homes, nearly 220 low cost home ownership units (LCHO) and 240 supported units.

The group comprises Hexagon Housing Association (Charitable) and Horniman Housing Association (Non Charitable RP). Horniman’s activity has been restricted to managing a small number shared ownership/leasehold units but there are plans to carry out a small outright sales programme commencing in 2015/16. Two potential schemes are being evaluated and an intercompany loan agreement for up to £10.5m is expected to put into place shortly. Hexagon will onlend to Horniman and Horniman will subsequently gift aid surpluses back to Hexagon. The board have agreed a minimum rate of return for investment purposes in this business.
The group has a development programme of 288 Affordable Rent and 161 Affordable Home Ownership units under the 2015-18 AHP and predecessor programmes. It is an investment partner with the Homes and Communities Agency.
The group reported turnover of £26.2m in 2013/14 (2012/13: £24.6m) and a surplus of £7.0m (2012/13: £5.5m). The increase was principally due to increased income from social housing lettings and LCHO first tranche sales as well as reduced financing costs.

Hexagon had total loan facilities of £164.7mat the end of December 2014 of which £20m was undrawn. The majority of the loan facilities (£146.4m) are bank facilities and the remaining £18.3m is bond funding. The agreed facilities cover a period of 22 months from December 2014. Hexagon has a mix of fixed and floating interest rate finance with £75.9m of total debt at fixed rates as at 31 March 2014. This is provided as a mix of embedded and free standing swaps. The derivative value is £64.5m and the exposure is covered by property and cash lodged. Recent cash calls have been met for existing cash resources and the provider is currently in the process of providing an additional £2m of property security which should be in place by the end of March 2015. 
The Group comfortably complies with lender covenants for the next five years with interest cover showing a low point of 270% in 2019 against a limit of 110% and gearing reaching a maximum of 52% in 2017 against a limit of 60%.
JUDGEMENT
The provider meets the requirements on viability set out in the Governance and Financial Viability standard and has the capacity to mitigate its exposures effectively.

This judgement is unchanged from the previous Viability Report published in September 2013.

The provider has:

· Sufficient funds for a period of 22 months at December 2014

· Met and forecasts to meet loan covenants comfortably 

· Provided audited accounts to 31 March 2014 and an audit management letter, neither of which highlight any significant concerns

· Prepared a business plan based on reasonable assumptions and sensitivity testing has demonstrated that the plan is robust 

· Demonstrated that it is not reliant on surpluses from property sales to generate a net surplus 

· Complied with rent influencing expectations 

· Met the expectations of the Decent Homes Standard

:

The operating environment in which housing associations are working is increasingly difficult.  The housing and financial markets continue to present significant exposures.  In addition reductions in government expenditure, including the funding of Supporting People contracts, and welfare reform will impact on associations. In respect of welfare reform increases in bad debt rates have been built into the business plan projections resulting in a doubling of bad debts from 2014/15 to 2015/16 and a doubling of arrears from 2015 to 2018. The higher levels of bad debts are assumed to remain at the higher level throughout. The risk relating to reduced supporting people income has been taken into account and is not material to the plan with income projected to fall from £500k in 2013/14 to £50k p.a. from 2014/15. The Business Plan states that the Board is receiving regular reports on the impact of welfare reforms, and the actions being taken to protect Hexagon’s rental income. 
There is some exposure to movements in interest rates with the five year average of 48.5% of fixed borrowings slightly below the lower quartile for registered providers. The business plan does not project any fixes beyond the existing fixes in place. However this is kept under regular review in accordance with the Treasury policy which is to maintain a sufficient proportion of borrowing at fixed rates to enable the business plan to withstand interest rate rises within defined parameters. Sensitivity testing has been completed to assess the impact of interest rate changes on its derivatives and provide assurance that additional cash calls can be met.
Business Plan
The Group has a strong and stable business plan based on prudent assumptions. In recent years the group has run a successful programme of shared ownership sales and is forecast to continue doing so going forward.  The December quarterly survey confirms that there are no shared ownership homes unsold for more than six months. The EBITDA MRI interest cover excluding sales is well above 100% for all 30 years, with the lowest at 161% in 2017. This demonstrates that the provider is not reliant on sales to meet interest payments. EBITDA MRI interest cover social housing is also well above 100% throughout with a minimum of 165% in 2017.

A range of sensitivities have been carried out including average LIBOR, bad debts, salary costs, house prices and disposals and multivariate sensitivities. Lender covenants were met under all scenarios without reducing the development programme demonstrating the underlying strength of the group’s business. Additionally the business plan states that development is not undertaken unless all financing is in place. Stress testing demonstrates the ability to absorb adverse scenarios without the requirement to stop current uncommitted development.
The group has an ongoing programme of disposals of uneconomic properties (10 units per year from 2015 to 2018 and then reducing to four units per year from 2019).These form part of their value for money strategy and generate cash receipts that reduce its borrowing requirement. Failure to achieve the disposals programme would be mitigated by reducing aspirational development.
Future Financial Regulatory Engagement

We will continue to receive the standard regulatory returns, quarterly surveys and visit to meet with the management team and board as appropriate.

Appendix 1 – Financial Profile (30 years)
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  2011 2012 2013 2014 2015 2016 2017 2018 2019 2024 2034 2044

Financial Highlights

Income and Expenditure (£000)

Turnover 22,884  25,691  24,548  26,190  32,785  30,251  30,270  34,481  34,462  37,381  48,759  64,894 

Operating Surplus 5,926  6,452  7,735  8,909  10,730  10,284  10,457  11,704  12,161  12,728  16,841  12,409 

Interest Payable (3,085) (3,799) (3,744) (3,614) (4,709) (5,589) (6,544) (6,930) (7,221) (7,030) (3,498) (78)

Surplus for the Year 2,995  3,569  5,444  7,008  7,637  7,060  6,470  7,505  6,553  8,645  20,471  27,938 

Sales (£000)

Surplus on Fixed Asset Disposals 38  851  1,446  1,707  1,605  2,360  2,544  2,718  1,575  2,605  4,468  6,984 

First Tranche Sales Income 2,178  4,786  1,467  1,659  6,697  2,245  1,023  3,672  1,889  0  0  0 

First Tranche Sales Surplus 194  571  (111) 200  1,143  294  114  842  467  0  0  0 

Market Sales Income 0  0  0  0  0  0  0  0  0  0  0  0 

Market Sales Surplus 0  0  0  0  0  0  0  0  0  0 

Balance Sheet (£000)

Housing Properties 367,039 383,803 408,364  433,573  464,809  489,919  509,525  518,111  520,993  536,683  586,725  652,058 

Grant 222,016 232,923 236,289  241,430  245,605  249,726  252,418  256,202  255,806  253,237  248,928  245,518 

Debt 112,821 109,809 121,685  137,420  152,245  162,521  170,694  162,323  150,708  125,397  70,898  910 

Reserves 27,847  31,416  36,860  43,733  51,369  58,430  64,901  72,407  78,962  113,915  258,601  533,696 

Financial Ratios

Balance Sheet Capacity

EBITDA MRI interest  cover excl. FA 

sales 131%  147%  192%  212%  200%  182%  161%  170%  181%  192%  522%  37001% 

EBITDA MRI int. cover from social hsg 

lettings 127%  132%  197%  226%  183%  180%  165%  166%  184%  195%  467%  27567% 

EBITDA MRI margin  23%  25%  33%  33%  32%  37%  38%  37%  38%  36%  37%  44% 

Effective Interest Rate 3.49%  3.94%  3.51%  3.01%  3.49%  3.74%  4.16%  4.63%  4.79%  5.61%  4.93%  8.57% 

Gearing 45%  41%  44%  48%  51%  52%  53%  49%  45%  34%  14%  0% 

Net Debt to EBITDA MRI 21.6  17.0  14.7  15.3  14.1  14.4  14.7  12.4  11.5  8.0  (2.4) (11.2)

Net Debt to Turnover 4.9  4.2  4.9  5.1  4.6  5.3  5.5  4.6  4.4  2.9  (0.9) (5.0)

Cost Structure and Efficiency

Management Cost per Unit (£) 819  761  757  808  795  820  851  863  831  1,041  1,393  1,890 

Routine/Planned Maintenance Cost per  1,236  1,204  1,112  1,007  1,066  1,100  1,135  1,146  1,192  1,447  2,085  2,905 

Major Repairs Cost per Unit (£) 1,144  1,002  846  873  1,028  1,012  1,032  1,036  1,186  1,615  2,406  3,683 

Arrears 4.49% 4.59% 4.63% 4.30% 4.06% 5.06% 6.07% 6.95% 6.67% 6.23% 5.43% 4.54%

Voids 1.86% 2.55% 2.04% 1.41% 1.64% 1.71% 1.69% 1.67% 1.63% 1.62% 1.61% 0.22%

Bad debts 0.01% 0.70% 0.77% 1.11% 1.34% 2.47% 2.50% 2.52% 2.50% 2.52% 2.56% 0.29%

Financial covenants

2014 2015 2016 2017 2018 2019

Tightest I&E/cashflow covenant - limit 110% 110% 110% 110% 110% 110%

Tightest I&E/cashflow covenant - result 387% 344% 311% 276% 286% 270%

Tightest Balance sheet covenant - limit 60% 60% 60% 60% 60% 60%

Tightest Balance sheet covenant - result

47% 50% 51% 52% 48% 45%
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