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1.0
Summary
The HCA expects Boards to have an “iron grip” on risks. Hexagon has considered, and has management strategies in place for, most of the risks identified in the latest HCA report on sector-wide risks. 
___________________________________________________________________

2.0 
Recommendation
That the Committee note this report and the actions to be taken as a result.
___________________________________________________________________

3.0 
Introduction
3.1     The Group’s regulator, the Homes & Communities Agency (HCA) has published their view of the key risks facing the sector. The intention is to promote debate and challenge at board level and to highlight particular areas of risk focus. The full report is attached as Appendix A.
3.2     A summary of the key risks, and how Hexagon is managing these, is set out in tabular form in Appendix B.   Items in bold suggest emerging risks that have not yet been fully considered. These are discussed below
4.0 Emerging risks
4.1      Although it has been known for some time that Universal Credit is likely to increase Hexagon’s costs to manage arrears, this has not been possible to quantify and has not therefore been included in the long term financial forecast.  The Welfare Reform Working Party will be asked to develop an estimate of extra staff/software/transaction costs for inclusion in the next revision of the forecast. 
4.2   The current financial forecast assumes that salary growth (which is under the Board’s control) can be limited to 2.4% to 3% over the next four years. Average earnings growth is projected to pick up towards long term averages, exceeding 4% pa by 2019.  However, it is likely that wage growth in the housing sector will be constrained by the need to deal with rent reductions. Nevertheless, Hexagon may not be able to recruit or retain staff with skills that can be transferred to other sectors. This will be a factor in the Remuneration Committee’s consideration of cost of living increases every year. In the meantime, the financial forecast has been stress tested for inflation in salary and maintenance costs. 
4.3  The Regulator considers that reporting two sets of results (one under FRS102,  and a set of covenant calculations under frozen GAAP) may become infeasible after 3 years. This is possible, but there are only a small number of material adjustments for Hexagon, and these are to be tracked via a special analysis code on the ledger. Officers consider this approach to be less risky than renegotiating covenants without any experience of the new accounting method.
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Appendix B

Key sector risks, as identified by the HCA, and how Hexagon is managing these

	HCA report ref
	Risk
	Hexagon’s risk management

	3.4
	Cumulative financial impact of the 1% reduction in social rents for four years
	Modelled in the financial forecast, together with potential changes to salary increases and programming of cyclical painting.

	3.7
	Impact of rent reductions on valuations for security charging purposes. 
	 Latest information is that the impact will be minimal, because the reductions are not required by a mortgagee in possession.
Security charged to AHF for both 2014 loans will therefore be sufficient.

We may need to charge further security to the 2015 loans – further units for this will be identified by December 2015.
Other loans are secured on a different valuation  basis which is unaffected. 

	3.7
	Impact of rent reductions on valuations for accounts purposes.
	Hexagon accounts at cost rather than valuation. The impairment review process will be discussed with BDO as part of the planning for the 15/16 audit.

	3.10
	Impact of pay to stay on Hexagon’s rental income.
	No increase in rent has been assumed in the financial forecast, as the increased cost of administration may well absorb any extra rent.

	3.13
	Welfare Reform – reduction in benefit cap to £23k; withdrawal of housing benefit from under-21s; freezing of working-age benefits for four years; changes to tax credits. 
	Welfare reform action plan is in place. Impact of reduction in benefit cap and withdrawal of HB from under-21s is believed to affect very few Hexagon tenants.

	3.14
	Impact of Universal Credit on rent collection
	Welfare reform action plan is in place. DGs has agreed implementation of new software to strengthen rent collection processes.
Financial forecast allows for arrears to double and bad debt costs to triple.

	3.17
	Impact of Universal Credit on management costs
	No increases have been assumed in the financial forecast – this may have to change.

	3.22
	Impact of reduction in local authority supporting people funds.
	Hexagon now has only £198k of supporting people income.

	3.23
	Impact of new living wage on staff costs.
	The HR manager has confirmed that there is no impact on Hexagon.

	3.26
	Average earnings growth rising to above 4% by 2019. 
	The financial forecast assumes that salary inflation can be contained to 2.4% to 3%. This decision is in the hands of the Board, but it may become difficult to recruit or retain staff with skills that can be transferred to other sectors.

	3.27
	Differential inflation rates
	The financial forecast is stress tested for differential inflation rates, and a mitigating action plan is to be in place by the end of November.

	3.29
	Liabilities linked to RPI
	Only 8% of Hexagon’s loans/swaps are linked to RPI, and this proportion is decreasing rapidly.

	3.30-3.34
	Pension costs increase
	The Board has decided to consult staff on closing the defined benefit scheme to reduce the risk of future cost increases.

	3.36
	Impact of right to buy on assets charged as security
	All loans have at least 6% more properties charged as security than needed.  We will seek to increase this to 10% as security is revalued. 

	3.37
	Impact of right to buy on rental income and cost of replacing. 
	Initial modelling shows that we should be able to re-provide on a one for one basis, and fund the rent loss, provided that the grant from each RTB can be carried into the replacement unit. This has yet to be confirmed.

	3.38-3.40
	Cash flows becoming more volatile, especially around development and conversions.
	Board agreed that re-let and sales conversions should be front-loaded to reduce risk. Development cash flow forecasts are updated monthly. 

	3.41
	Land and build cost inflation
	Two independent valuations are sought before land is purchased.

Development contracts are let on a fixed price basis.

	3.41
	Consider how appetite for development is reflected in any cushion on the tightest covenant. 
	Board has set its risk appetite against the tightest gearing covenant.

	3.42
	Not understanding the market for different tenures
	Hexagon’s development team have a great deal of experience of building for rent and for shared ownership. They have taken advice on developing for market sale, as evidenced in the board report on Biggin Hill.

	3.43
	Risks of individual development schemes and the cumulative impact of the whole development programme.
	Capital at risk indicator reported as part of quarterly PIs measures risk of all developments for sale (outright and shared ownership) against the Board’s stated risk appetite. 

	3.44-3.49
	Diversification
	The Group’s programme of development for outright sale has to be within Hexagon’s investment policy, which only allows the level of investment that Hexagon can afford if it goes wrong.

	3.50-3.58
	Housing market sales exposure
	Hexagon limits this risk to within the Board’s risk appetite by using limits for capital at risk. The financial forecast stress test shows that the organisation can withstand house price decreases of up to 60%.

	3.59-3.60
	Insufficient funds to maintain existing stock.
	Providing that the figures in Lifespan are reasonably accurate, the financial forecast shows that Hexagon can replace failing components at the end of their useful life, whilst funding the budgeted level of responsive repairs.  We have challenges in controlling responsive repairs expenditure to within budget.

	3.62
	Credit rating downgrades and Basel II banking regulations cause lending margins to rise.
	Increases in margins on existing loans subject to Basel III are factored into the financial forecast.  Hexagon is taking advantage of the government guaranteed lending from AHF to limit the impact of credit rating downgrades.

	3.64
	Counter party risks
	Counterparty risks are considered for each new:

Development contract

Maintenance contract (where material)
Insurance renewal

Loan

Interest rate swap

Placing of cash on deposit



	3.67
	Failure to understand complex funding products.
	Hexagon does not use off balance sheet finance, and has treasury policies in place to manage liquidity to within the Board’s risk appetite. 

	3.69
	Unchallenged investment decisions
	The Board’s investment policy has been developed with independent legal and treasury advice, and any new schemes for outright sale have to be approved by the Boards of Hexagon and Horniman.

	3.70
	Existing bank lenders seek to increase margins as a result of covenant breach
	Covenants modelled in financial forecast, annual budgets and actuals reported quarterly.

	3.72
	Need to refinance bullet repayment loans and LOBOs
	£7m of bullet repayments by Jan 2019 are included in the financial and cash flow forecasts. Hexagon has no LOBOs.

	3.73
	The Regulator expects RPs to have sufficient funds in place to meet planned obligations over at least the next 18 months.
	Hexagon’s treasury policy requires us to have sufficient funds in place to meet planned obligations over at least the next 18 months.  This is monitored via monthly cash flow forecasts reported to RAP.

	3.75
	RPs using complex financing structures must understand the obligations.
	Hexagon is not using complex structures to raise new finance.

	3.77
	New index linked funding structures cannot be put in place without consent from the Regulator. 
	Hexagon is not seeking new index linked funding.

	3.80
	Risk of cash calls on swaps market to market values.
	Monitored weekly, and reported to the Board quarterly.

	3.81
	FRS102 transition – reliance on frozen GAAP and reporting two sets of results may no longer be feasible after 3 years.
	Officers consider that reliance on frozen GAAP in the short term is less risky than renegotiating covenants without any experience of the new accounting method. All FRS102 adjustments will be easily identifiable, as they will be posted to the ledger with a unique analysis code.
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