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1.0
Summary 

1.1 
This report summarises Hexagon’s treasury management activities over the last quarter, and gives updated figures for September 2015.
1.2  
The £17m AHF bond loan was completed at an interest rate of 2.89%, which was well within the 3.5% assumed in the financial business plan. 
1.3  
Cash balances are much higher than usual, as the AHF bond loan has been completed, but the HBoS loan has not yet been repaid.. 
1.4 
 AHF are close to finalising legal documentation for the 2015 EIB-backed loan.  Draft heads of terms for this loan are included in this report.
1.5  
HBoS have agreed to improve the gearing covenant on their loan, provided that we repay two thirds of the loan early. 
1.5 
Mark to market values of Hexagon’s existing swaps have decreased during the quarter, and are no longer close to effective thresholds, so no cash has been placed on deposit as security during the quarter.  
1.6 
Loan covenants are being complied with.
________________________________________________________________

2.0
Recommendation

· That the Board note the Q2 15/16 Treasury Management Report.
· That the Board approve the proposal to repay £8.25m of the HBoS loan, in exchange for the gearing covenant being increased to 70%.
· Note the main terms of the EIB loan and the proposal for Urgency Sub- Committee to agree detailed terms using the delegation already agree in May 2015.
________________________________________________________________

3.0  
Changes since June 2015 

3.1  
The main changes in Hexagon’s treasury status since the end of June  are as follows:

· The £17m AHF bond loan has been completed at a fixed interest rate of 2.89%. 

· Security for the bond loan was completed on 15th September, so the funds (net of £492k liquidity reserve) are now available. These funds have been kept on deposit with AHF until needed. During October, AHF placed the funds with different banks in accordance with the Treasury Policy agreed by the Board in September.
3.2 Other treasury tasks undertaken were:

· Implemented the revised Treasury Policy for investment of surplus funds

· Progressed property security for the new AHF EIB loan
4.0
Risk assessment and actions being taken
4.1  
The main treasury risks are as follows:
	Liquidity and cash management risks

	Running out of funds in next 18 months
	Low

	Breaking loan covenants in next 18 months
	Low

	Funding and refinancing risks

	Being unable to agree a new loan by November 2016
	Low

	Interest rate management 

	EBITDA-MRI falling below board target of 110% sometime in the next 10 years as a result of interest rate rises
	Medium

	Counterparty and security risks

	Having to place cash on deposit with swap counterparties
	Low

	Not being able to charge enough properties by August 2016 to secure new loan
	Low

	Paying unnecessary interest costs by borrowing ahead of need
	High


4.2 
The risk of running out of funds in the next 18 months has been assessed as low because Hexagon has sufficient funds to deliver all of the committed development schemes, and operates a treasury policy of only committing schemes where we have the funds to complete them. However, the Board decided at the September meeting to continues with the 15/18 development programme. The current cashflow forecast indicates that a new loan will be required by November 2016 if Hexagon makes a partial repayment of the HBoS loan in the meantime.
4.3  
The Board has agreed in principle that £17m of loans should be sought from AHF, backed by European Investment Bank (EIB) funding.  It was hoped to bring the legal documentation to this Board for approval, but AHF do not expect the documentation to be ready until late November.   The main terms and risks of this loan are set out in section 7 below. It is important that this loan be signed in by the end of December, as it can only be used to fund schemes that are not yet on site – once 15/18 schemes start on site from January onwards, the amount we can borrow under the loan begins to reduce. The Board has already delegated authority to Urgency Sub Committee to approve this loan, and it is recommended that this be used to finalise this loan as soon as possible. 
4.5 
The risk of having to place more cash on deposit as security for swaps is low. The mark to market value of the Barclays and Lloyds swaps is no longer close to the effective thresholds, although market movements can change this within weeks.  The position continues to be monitored weekly.
4.6   
The risk of not being able to charge enough properties by November 2016 has been assessed as low, because security charging is progressing as planned and should therefore complete during December 2015. 
4.7 
The risk of paying unnecessary interest costs by borrowing ahead of need has been assessed as high. This is because we are now paying interest on the AHF bond loan, whilst keeping cash on deposit. However, we cannot use these funds to repay the HBoS loan until the EIB loan is secured, as to do so would break the Treasury Policy requirement to have loans in place at least 18 months ahead of need.   
Further information on Hexagon’s treasury status is given in the sections below. 

5.0 
Cash management and liquidity risk
	Measure at 30/09/15
	Actual
	Target/ covenant level
	Source of target

	Cash balance 
	£2.3m
	£0.5m -£1m
	Treasury policy

	Funds on deposit 
	£18.5m
	0
	Treasury policy

	Loan facilities secured and ready to draw
	£20m
	
	

	Cash balances plus secured loan facilities ready to draw
	£40.8m
	>£2m
	Treasury policy

	Income cover ratio 
	436%
	>110%
	Loan covenant

	Gearing ratio
	53%
	<60% 
	Loan covenant


5.1 Cash balances plus funds on deposit are still much higher than the treasury target range of £0.5m -£1m because:

· The AHF bond loan completed in August, but we have not yet been able to make the planned repayment of the HBoS loan
· Progress on the 15/18 development programme has been slower than forecast

5.2  
Funds on deposit at 30/09/15 were as follows:

	Institution
	Amount m
	Duration
	Maximum duration advised by Capita

	Barclays – via AHF
	16.5
	Overnight
	6 months

	Santander
	2.0
	04/01/16
	6 months

	Total
	18.5
	
	


Following Board approval of the revised Treasury Policy on 29th September, AHF were instructed to deposit the £16.5m with 6 different banks so that no one institution was holding more than £5m of Hexagon’s funds. 
5.3 
The latest cash flow forecast (see Appendix A) indicates that cash balances should be back to normal by April 2016. 
6 Funding and refinancing
	Measure at 30/09/15
	Actual
	Target/ covenant level
	Source of target

	Cash flow forecast shows ability to fund committed development schemes 
	100%, plus  £6.6m headroom
	100%
	Treasury policy

	Months before new facility is required to fund uncommitted development schemes 
	14
	18 or more
	Treasury policy


6.1
A version of the three year cash flow forecast which excludes both the new £17m AHF- EIB loan and the voluntary repayment of HBOS indicates that Hexagon should have sufficient funds to meet day to day operational cash requirements, projected development programme requirements and repayment instalments on existing loans.  
6.2    However, the Board wishes to have extra funding available to be able to respond to new opportunities. Such new opportunities include:

· The ability to purchase up to £8.5m of land for a future development programme (see proposal on elsewhere in this agenda)

· The ability to lend a further £7m to Horniman for outright sales schemes (£3.5m is already in the cashflow forecast)

· The ability to repay up to £10m of loans to SLDHA should the potential merger go ahead ( progress report elsewhere on this agenda)

The EIB loan goes some way to meet this need for extra funding
7 Main terms and risks of the £17m AHF EIB loan

7.1 
The main terms of the AHF EIB loan are as follows:

	Amount
	Up to £17m

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

	Term
	Up to 30 years from drawdown

	Interest rate
	LIBOR + EIB spread or fixed rate

	Repayments
	In equal instalments every six months from year 11 to year 30

	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 charged security must be at least 100% of the annual interest payable.

	Financial covenants
	None

	Arrangement fee
	1% 

	Facility management fee
	0.10% per annum, rising with CPI

	Intragroup support
	Unlimited to RPs within the group


The main terms are the same as for the 2014 EIB 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. A copy of the draft head of terms is attached as Appendix B.
7.2  
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.

7.3 
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 agree, the Association’s total borrowing facilities will be just over £200m.
7.4  
The main risks with the EIB loan are as follows:

	Risk
	Mitigation

	We fail to find enough development sites to complete the 15/18 programme.
	All of the programme should be secured by the time the loan needs to be drawn in November 2016. If we have fewer sites by then, the remainder of the loan can be cancelled without penalty.

	Market conditions mean that the interest rate on the loan is more than the 4.2% modelled in the 30 year financial business plan.
	Any decision on whether to fix the interest rate can be taken nearer the drawdown date – it may be better at that point to have a mix of fixed and variable interest rates for the loan. 

	Funds cannot be released to Hexagon because of difficulties with security charging.
	Security charging is progressing well, and should be complete by mid December 2015, provided that the loan is agreed by then. 

	We have to charge more properties if the EUVSH value drops below 105% as a result of rent reductions.
	EUVSH value of properties in current charging exercise is 107.5%. Further properties to be identified for charging by end of December, in case needed.



	We have to charge more properties as security if the net annual income drops below 100% of the interest charge as a result of rent reductions. 
	Net annual income of properties in current charging exercises is 122% at an interest rate of 4.2%. Ratio will be monitored via annual compliance reports.  


8.0   Partial repayment of HBoS
8.1  
As part of the Treasury Management Strategy approved in July 2015, the Board has agree to repay some or all of the long term loan from HBoS. This loan (originally for £15m) is being repaid in instalments, and the current balance is £12.375m. The final repayment is due in February 2031.  Although this loan is at an attractive interest rate (LIBOR plus margin of 0.3%) which is no longer available from the bank market, it also includes a gearing covenant of 60% which places a restriction on Hexagon’s development plans.
8.2  
HBoS has agreed to increase the gearing covenant to 70%, provided that Hexagon repay two thirds of the loan early. The Board is recommended to approve this early repayment (£8.25m), after which the remainder of the loan will continue to be repaid in instalments. 
9.0   Interest rate management
	Measure at 30/9/15
	Actual
	Target level
	Source of target

	% of loans book at fixed rates
	67%
	n/a
	(EBITDA test used)

	Lowest EBITDA MRI* per business plan
	124% (2020/21)
	>110%
	Treasury policy


9.1
The 30 year financial business plan  been updated for:

· the latest forecasts of inflation and interest rates
· the assumptions to be used for the 16/17 budget (elsewhere on this agenda)
· updated scheme cashflows and rents for the 15/18 development programme

· no further need to relet to market related rents, or to sell voids to subsidise the current development programmes.

The plan has then been stress tested for an further 1% increase in interest rate or decrease in inflation. As the lowest EBITDMRI is more than 110% in both scenarios, no further interest rate fixes are recommended until the next quarterly treasury report.  
*EBITDA MRI is the figure for earnings before interest, tax, depreciation and amortisation less capitalised stock improvement costs. The EBITDA MRI ratio is this figure divided by all interest payable. It is a measure of whether Hexagon can afford to pay its interest bill from operational surpluses in any one year.

9.2
Appendix C gives details of current loans, swaps and interest on each. 
10.0
Counterparties/cash calls and security
	Measure at 30/9/15
	Actual 
	Effective threshold/ Target
	Source of target

	Mark to market value of Barclays swaps
	£11,779k
	< £14,626k
	Swap agreements - If actual reaches the effective threshold, cash has to be placed on deposit as security

	Mark to market value of Lloyds swaps
	£9,076k
	<£10,378k
	

	Mark to market value of ANTS swaps
	£1,129k
	<£4,900k
	

	Total swaps exposure to Barclays
	£21.8m
	<£20m
	Treasury policy

	Total swaps exposure to Lloyds
	£16.5m
	<£20m
	Treasury policy

	Total swaps exposure to ANTS
	£1.5m
	<£20m
	Treasury policy


10.1 At 30th September  market to market values in favour of the counterparties had decreased by 9% since 31st March 2015 and have decreased further since the quarter end. They are no longer close to the effective thresholds for Barclays and Lloyds.  
10.2 Total swaps exposure to Barclays is above the target level in the Treasury Policy, so no further swaps will be entered into with Barclays. Exposure is reducing gradually over time. 
10.3 At September 2015, Hexagon had uncharged properties worth around £154.7m (£117.5m unsecured + £37.2m already valued).  Appendix D sets out the detail.
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