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1.0
Summary 

This report explains the only strategic issue arising from the annual review of the Finance department, and provides an update on the three issues highlighted in last year’s report.
________________________________________________________________

2.0
Recommendation

· That the Board note the continued intention to report covenants to lenders on the basis of current UK accounting practice, deferring any re-negotiation to an FRS102 basis for at least three years. 
______________________________________________________________

3.0
Introduction and scope
3.1 This report covers the strategic matters arising from the work of the Finance Team, including the challenges and risks. Treasury Management issues are excluded, as these are reported in the Annual Treasury Strategy and the quarterly treasury reports to the Board.  The report also excludes consideration of the financial position of the Association and the impact of Welfare Reform, as these are covered by other reports (including annual budget, management accounts and business plan reports).
3.2 The vision and purpose of the Finance team is set out in Appendix A. 
4.0 Changes in accounting requirements 
4.1 The Board will be aware that Hexagon’s financial results will be reported under FRS102 for the first time in 15/16.   
4.2 Changes for Hexagon include:

· Treatment of social housing grant.  This will no longer be netted off against housing property costs, which will have to be depreciated without deduction of grant. Grant will be treated as deferred income and amortised over useful life of the related asset. This means that property depreciation will increase and all our component accounting has been re-worked and re-stated to calculate this.

· Financial instruments – Interest rate swaps will need to be stated at mark to market value and changes recognised in the income & expenditure account (or in the movement in reserves if they can be demonstrated to be a true hedge).  
· Pensions – we will need to recognise on the balance sheet the fair value of the future payments towards past service deficits required by the SHPS pension scheme.
· Recalculation of deferred financing costs, bad debt provision and accrued holiday pay– these are all immaterial. 

The Finance team is working with BDO to re-state the March 14 and 15 balance sheets and the comparative figures for 14/15. This work is to be completed by the end of December.
4.3 The Audit & Risk Committee has agreed the approach of presenting our financial statements in two columns to show the results of the underlying business in one column and non-cash items such as pension and swap value changes in another.  There is a risk that this will be confusing to readers of the financial statements, but the Finance & IT Director believes that this the best way of preventing readers forming an adverse view of Hexagon’s viability in years when value changes are significantly negative.
4.4     All Hexagon’s loan agreements allow us to continue to present covenant  calculations using the old accounting rules (known as a frozen GAAP clause). It is planned to add a note to the financial statements showing what the results would have been on the old accounting basis, to provide lenders with assurance on covenant calculations.In 3-4 years’ time, once we have some experience of what the results look like under FRS102, we would approach lenders with proposals to restate the covenants to an FRS102 basis.

5.0
Alternative approach to covenant reporting
5.1
The Regulator has recently published a Sector Risk Review in which they state that “registered providers should recognise that running parallel accounting with financial covenants still tested against restated post FRS102 accounts under a ‘frozen GAAP clause will become increasingly difficult and may no longer be feasible after 3 years” . 
5.2 The alternative to using to frozen GAAP clause is to renegotiate covenants earlier. Banks are keen to use a service offered by Smith and Williamson to provide a template for calculating what covenants should be under FRS102. However, this costs around £25k per bank, which would cost Hexagon at least £100k. 

5.3  The Regulator is right to be concerned about the difficulties of restating FRS102 accounts for the covenant calculations, but it is still the view of the Finance & IT Director that this is less risky than trying to renegotiate covenants with no experience of how FRS102 might change the Association’s reported results.
5.4 From 16/17 onwards, it is proposed use FRS102 accounting for the 30year financial business plan, but to amend the covenant reports so that they show both  FRS102 and  frozen GAAP bases. 
6.0 Progress on strategic matters reported in November 2014
6.1   Changes in accounting requirements to FRS102 - Other than the matter referred to above, this is now an operational issue, with regular progress reports to Audit & Risk Committee.
6.2   Using technology to improve controls – It was planned to implement  some automation of two significant internal controls processes (bank reconciliations processes and checking that invoices have been approved in accordance with the Scheme of Delegated Authorities) as part of the  accounting software upgrade to SUN version 6. Phase 1 of the upgrade has been completed, and has brought some benefits. But because Phase 1 took a lot longer than planned, Phase 2 (which incorporates bank recs and SODA) is still at the testing stage. Implementation now depends on being able to fit the testing around higher priorities such as FRS102 and the budget preparation.
6.3 Improving reporting to enable control of the responsive repairs budget – Mazars consultants have written a suite of reports derived from Genero which enables the Responsive Repairs Manager to drill down into the figures that make up the responsive repairs costs, with the Finance team providing the reconciliation to SUN accounts. The reporting suite has provided a better understanding of trends in orders and costs; enabled more detailed reports to Directors Group and Board; and saves time in the Finance team in producing the figures. 
7.0
Risk Assessment
7.1
The Finance & IT Director deals with strategic financial risks. Once treasury management and welfare reform risks are excluded (as they are outside the scope of this report), the key risks, and the strategies in place to manage them, are as follows:

	Changes in accounting policy lead to loan covenants being broken
	All loan and ISDA (swaps) covenant definitions allow for changes if accounting policies change (frozen GAAP) 


	Changes in accounting policy lead to stakeholders forming an adverse view of Hexagon's viability
	New FRS 102 financial statements will  include two-column reporting, with commentary on the operational results

	Savings agreed by the Board in response to the rent reductions are not delivered
	The savings in salary and cyclical maintenance costs have been modelled in the 30 year financial business plan. The annual budget always requires teams to make cost savings, and is measured against the plan. The annual budget report will refer to how the savings agreed by the Board have been incorporated. Prudent assumptions are always used in budgeting, and then modelled into the financial plan. Value for money strategy with SMART targets approved by the Board.

	The organisation commits to over-ambitious capital expenditure on development, stock improvement or other project.
	All potential developments are agreed and carefully monitored at Risk Appraisal Panel. The Board approve the annual budget for Stock Investment and have approved an overall subsidy limit for each development programme. All new schemes are modelled through the business plan.

	Pension costs increase as a result of new legislation, improved mortality or reduced returns on equity investments
	Final salary scheme now closed to new members, and about to be closed to new accruals (subject to staff consultation). All other eligible staff auto- enrolled into SHPS defined contribution scheme.
All voluntary contributions are to a scheme without an employer guarantee. 



Strategic financial risks are monitored and modelled in the Association’s financial business plan, which is reported to the Board.
. 
P Newsam  November 2015
pnewsam@hexagon.org.uk
Finance Team vision and purpose




Appendix A
The Finance Team aims to:

· Provide a customer-friendly, yet fraud-resistant, service that represents value for money for Hexagon. 

· Process all financial transactions promptly and accurately

· Maintain internal controls over transactions and the integrity of the ledgers (general ledger, purchase ledger, rent ledger, sundry debts ledger)

· Produce prompt, accurate and user friendly reports as required by internal and external stakeholders (including Board, budget holders, lenders, regulators and tax authorities)  
· Manage the insurance claims process to ensure that valid claims are met, and that our insurance company has the information needed to defend third party claims where this is necessary

Ensure that the business has the short and long term funds to meet its obligations  (a treasury management objective)
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