Hexagon Housing Association

Board of Management

Report from the Finance & IT Director

26th May 2015
Agenda Item 6
Treasury Management Report
Lead Board Member – Debbie Bankole-Williams

________________________________________________________________

1.0
Summary 

1.1 
This report contains the annual review of Treasury Management for 2014/15, and some topics for discussion to inform the Treasury Management Strategy for 2015/16. The Strategy will be brought to the July Board meeting. The Treasury Management Policy was rewritten in June 2011, and has been revised annually. The Board has requested a review of the policy as regards interest rate management. This will also be brought to the July meeting.
1.2 
Drawn loans increased by £6.7m over the year and stand at £144.2m. Total undrawn loan facilities of £20m were in place at 31 March, all of which were available for immediate drawing. Three derivative agreements (ISDAs) are in place and currently £64.5m of swaps with 3 counterparties are in place outside loan agreements. The mark to market value of the Association’s swaps has deteriorated since March 2014. Cash was place on deposit as security for the swaps in the last quarter of the year, but has since been repaid to Hexagon.
1.3 
The business plan model indicates that the Association’s finances can 
withstand a permanent deterioration of 1% in real interest rates beyond 
that already modelled. 

1.4 
All loan covenants are being complied with.
________________________________________________________________

2.0
Recommendation

That the Board:

· notes the 2014/15 Annual Treasury Management Report.
________________________________________________________________

3.0
Definition of Treasury Management
3.1
Treasury management includes the management of cash flows, 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. This definition is intended to embrace an organisation’s use of capital and project financings, borrowing, investment, and hedging instruments and techniques. (Chartered Institute of Public Finance and Accountancy) 
3.2
Appendix A summarises activities and outcomes for the year to March 
2015 in terms of:

· Liquidity and cash management

· Funding and refinancing

· Interest rate management 

· Counterparty risks

· Prevention of fraud and error 

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
	Medium

	Breaking loan covenants in next 18 months
	Very low

	Funding and refinancing risks

	Being unable to agree a new loan by October 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
	Low

	Counterparty and security risks

	Having to place cash on deposit with swap counterparties
	Medium

	Not being able to charge enough properties by October 16 to secure new loan
	Low

	Paying unnecessary interest costs by borrowing ahead of need
	Medium


4.2 The risk of running out of funds in the next 18 months has been assessed as medium.  The current cashflow forecast (see Appendix B) indicates that a new loan will not be required until October 2016. However, this cashflow forecast does not include any funding for outright sales schemes via Horniman. A £5m outright sales scheme could bring forward the date of needing a new loan to June 2016.  There are sufficient funds to deliver all of the committed development schemes, and the treasury policy means that schemes can only be committed where we have the funds to complete them.  
4.3 The approved treasury strategy is to seek a new £22m loan from AHF (although the AHF loan report elsewhere on this agenda recommends that this be amended to two loans of £34m in total). AHF will be issuing a bond in late June, which will include borrowing for Hexagon. AHF’s credit committee has approved lending up to £34m to Hexagon, subject to DCLG approval.  
4.4    The risk of having to place more cash on deposit as security for swaps has been assessed as medium, as market movements in the last quarter brought mark to market values above the effective threshold for Barclays and Lloyds.  At peak we had £1.32m of cash on deposit with Barclays as security. However, further security was charged to Barclays on 31st March, and mark- to- market values have improved since then. The impact of having to place cash on deposit is low, as we are holding surplus cash. In the event that this situation continues, there are properties charged to the Security Trustee that can be allocated instead of cash following valuation and legal work. The new AHF loan still takes priority for security charging work, but there is a plan in place to undertake the necessary valuation and legal work to allocate these properties to support the derivatives if needed. 

4.5 The risk of not being able to charge enough properties by October 2016 has been assessed as low, because a part time security charging officer is now in place and is progressing security charging to AHF, on a timetable to complete by early September 2015. 
4.6 
A new risk – that of having to pay unnecessary interest because of borrowing ahead of need – has been added. This has been assessed as medium, because the date of requiring a new loan has been deferred from December 2015 to October 2016 since the last treasury report. If we borrow £22m from AHF in June 2015, and then undertake no outright sale schemes, we would be carrying an average cash balance of £12m from July 15 to October 2016. This would cost around £445k in unnecessary interest costs. However, much of this cost is a consequence of the treasury policy requirement to have funds arranged 18 months ahead of need and of the treasury strategy to have an extra £10m available to fund new opportunities. The AHF loan report proposes an alternative funding strategy to reduce the cost of arranging loans ahead of need. 
Further information on Hexagon’s treasury status is given in the sections 5-7 below. 

5.0 
Cash management and liquidity risk
	Measure at 31/03/15
	Actual
	Target/ covenant level
	Source of target

	Cash balance 
	£7.7m
	£0.5m -£1m
	Treasury policy

	Funds on deposit 
	£2m
	0
	Treasury policy

	Loan facilities secured and ready to draw
	£20m
	
	

	Cash balances plus secured loan facilities ready to draw
	£29.7m
	>£2m
	Treasury policy

	Income cover ratio 
	412% 
	>110%
	Loan covenant

	Gearing ratio
	48% 
	<60% 
	Loan covenant



The cash balances were significantly higher than required by the policy, because:

· capital expenditure on schemes on site was slower than forecast;

· 
progress on the 15/18 development programme has been slower than forecast;

· 
an unusual level of staircasing activity produced £3.2m of cash receipts that had not been forecast

6.0 Funding and refinancing
	Measure at 31/03/15
	Actual
	Target/ covenant level
	Source of target

	Cash flow forecast shows ability to fund committed development schemes 
	100%, plus  £18m headroom
	100%
	Treasury policy

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


A new facility will be required in 18 months time, if no outright sales schemes are committed during that period. 

7.0 Interest rate management
	Measure at 31/03/15
	Actual
	Target level
	Source of target

	% of loans book at fixed rates
	63%
	n/a
	(EBITDA test used)

	Lowest EBITDA MRI* per business plan
	129% (2019/20)
	>110%
	Treasury policy

	Lowest EBITDA MRI with extra interest(+1% on rate assumed)
	118%

(2019/20)
	>110%
	Treasury policy

	Lowest EBITDA MRI with lower inflation (-1% on rate assumed)
	127%

(2019/20)
	>110%
	Treasury policy


7.1
The business plan has been fully updated (see business plan update report elsewhere on this agenda) 
7.2 
The plan has been subjected to the sensitivity tests of interest rates rising by an extra 1%, and inflation being lower by 1% throughout the plan. The outcome (see above) is that EBITDA MRI does not dip below 110%. It is therefore recommended that the Board do not change the treasury strategy agreed in July 2014, which means undertaking no further interest rate swaps. 
*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.

7.3
Appendix C gives details of current loans, swaps and interest on each. 

8.0
Counterparties/cash calls and security
	Measure at 31/03/15
	Actual 
	Effective threshold/ Target
	Source of target

	Mark to market value of Barclays swaps
	£12,840k
	< £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
	£10,015k
	<£10,378k
	

	Mark to market value of ANTS swaps
	£1,255k
	<£4,900k
	

	Total swaps exposure to Barclays
	£22.3m
	<£20m
	Treasury policy

	Total swaps exposure to Lloyds
	£17.1m
	<£20m
	Treasury policy

	Total swaps exposure to ANTS
	£1.7m
	<£20m
	Treasury policy


8.1 At 31st March 2015 market to market values in favour of the counterparties had increased by 74% since 31st March 2014. During the quarter, £1.32m was placed on deposit with Barclays and £0.44m with Lloyds to provide extra security.  18 rented flats were charged to Barclays on 31st March as further security, which raised the effective threshold to £14.6m. Since the end of the quarter, the mark to market values have improved, as illustrated below.  
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8.2 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. 

8.3 At March 2015, Hexagon had uncharged properties worth around £163.7m (£113.2 unsecured + £50.5m either charged and not allocated, or in a charging process). This should be sufficient to secure new loans of around £142m. 

Performance during 2014/15 



Appendix A 
1.0
Liquidity and cash management 
	What was the objective?
	To have sufficient funds to cover both operating and development payments

	What are the risks?
	· Insufficient loan facilities

· Inability to draw on loan facilities as property security not on place

· Inability to draw on loan facilities as loan covenants not complied with

· Unaware of need to make large payments until too late to draw on existing facilities

	What are the current policies?
	· Cash balances will be maintained at a between £0.5m and £1m, provided that the cash at the bank plus undrawn facilities does not fall below £2m. 
· Property security will be charged ahead of need, to ensure that there is sufficient security in place to fund projected loan drawdowns at least 12 months ahead.


	How is this monitored?
	· Cash flow forecasts for the next three years are revised monthly and reported to the Board every quarter. These include forecasts of the gearing ratio.
· Cash flow forecasts include estimate of time further security charging needs to be completed

· A report on the use of properties as security for loans is provided for the Board once a quarter.

· Interest cover and gearing ratios are calculated monthly and reported to the Board every quarter

· Provision of information to lenders in line with loan agreements is recorded on an annual checklist.

· Cash flow forecasts for the week ahead are prepared daily and reviewed as soon as the weekly supplier payment total is available. 



	How did we do during 2014/15?
	No payments were delayed due to insufficient funds.
The average cash balance during 14/15 was £5.7m This was significantly higher than required by the policy, because:

· capital expenditure on schemes on site was slower than forecast;
· progress on the 15/18 development programme has been slower than forecast;

· an unusual level of staircasing activity produced £3.2m of cash receipts that had not been forecast

Property valuations were completed on properties charged as security for the HSL and Santander loans. An exercise is in progress to release excess security released from HSL as a result.

The Board agreed, in principle, two loans of £7.5m each from AHF. Loan documentation and property security was put in place during the year, and both loans were drawn in full at fixed rates. 
All financial and information covenants were complied with.


Suggested change in policies – None.

Items to consider for the Strategy - None
2.0
Funding and refinancing
	What was the objective?
	To be able to refinance existing borrowings when required and to fund development expenditure

	What are the risks?
	· Insufficient loan facilities to fund development programme and any refinancing

· Lenders unable to provide new loan facilities at an affordable margin

· Few banks willing to provide long term financing to the sector

· An existing lender (Newcastle) actively looking for ways to get us to repay the loan early 



	What are the current policies?
	· The Association will have facilities in place to meet its known capital programme for 18 months ahead, and will not enter contracts for works unless it is satisfied that there will be sufficient internal funds or borrowing facilities in place for the projects concerned.  
· Gearing ratio should not rise above 56.7% in any one year of the financial forecast


	How is this monitored?
	· Cash flow forecasts for the next three years are revised monthly and reported to the Board every quarter.

· Business plan model includes estimate of when a new facility will be needed, and for how long

	How did we do during 2014/15?
	£15m was drawn from the two AHF loans during the year, enabling the £20m Santander rolling facility to be repaid in full, ready for further drawdown. No development contracts had to be delayed due to insufficient funding. Four loans (HBOS, Lloyds, Orchardbrook and THFC index linked) are being repaid by instalments – payments of £1,164k, were made during 2014/15.  


	Where are we now?
	Refinancing risk is low, as the weighted duration of the loan book is 15.4 years.

The graph below shows how the existing loans are due for repayment.
The latest business plan model (which includes example outright sales schemes) indicates that a further facility will be required by July 2016.  The current treasury strategy is to seek a bond loan from AHF. AHF’s  credit committee have approved the request, subject to approval by DCLG. AHF’s timetable is for the bond to be launched in late June. Security charging is in progress.
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Suggested changes to policy – None
Items for the Strategy – to seek to repay the £12.4m HBOS loan, and thus move the lowest gearing covenant percentage from 60% to 70%.
3.0
Interest rate management
	What was the objective?
	To minimise the impact of interest movements on our financial results

	What are the risks?
	· The extra cost of interest rate fixings compared to variable rates is not justified by the reduction in risk to financial results 

· Long term interest rates fall, leading to calls for extra security to support the mark to market value of interest rate swaps
· The forthcoming requirement under proposed accounting standards to recognise fluctuations in mark to market values of swaps in the income and expenditure account causes volatility in the reported results and potential covenant breaks

	What are the current policies?
	· Hexagon recognises that there is an interest rate risk inherent in floating rate debt and an inflation risk inherent in fixed rate debt. It will manage these risks by maintaining a balance between them and by the use of derivatives markets to insure against interest rate risks.
· The current interest rate strategy is that Hexagon seeks to put in place fixes which allow the business plan to withstand both a 1% increase in real interest rates and a 1% drop in inflation without the key ratio of EBITDA MRI falling below 100%.

· Whether standalone derivatives will be used will be decided after consideration of:

· Price

· Security requirements

· Relative Complexity

· Implications for the future refinancing of the loans

· Counter party risk criteria



	How is this monitored?
	· Proportion of fixed/variable debt, and how much is medium term is reported to the Board every quarter.

· Weighted average interest rate of the debt is reported to the Board every quarter. 
· The market to market value of the interest rate swaps is reported to the Board every quarter. 

· The business plan is updated for latest interest and inflation forecasts every quarter, together with the sensitivity to changes in these elements. These are reported to the Board together with recommendations for further interest rate management transactions as necessary.

	How did we do during 2014/15?
	No new swaps were required under the policy, although the Board did consider, and rule out, entering into a new swap to take advantage of low swap rates. 
The mark to market value of the existing swaps moved against Hexagon during the year, requiring cash security of £1.32m to be placed with Barclays and £0.44m with Lloyds at the peak. 

Further property security was charged to Barclays by the internal deadline of 31st March. 


At March 2015, MTM values would have to worsen by 4% before we would have to provide further security to Lloyds and by 14% before we would have to provide further security to Barclays.  
Suggested changes to policy – The Board has requested a review of the interest rate management aspects of the policy.
Items for the strategy – to be determined following review of policy.
4.0 Counterparties
	What was the objective?
	To ensure the security of any money invested (being of higher priority than obtaining a higher interest rate on investments), and ensure that lenders and swap counterparties can meant their obligations

	What are the risks?
	· A bank with whom we have invested defaults, causing loss of the monies invested
· Santander cannot provide funds when they receive a valid loan drawdown notice

· A swap counterparty (Barclays, Santander or Lloyds) defaults on their obligation to settle on the swap roll date. 

	What are the current policies?
	· Money market investments will be restricted to the following:


a)
Up to 7 days



- with the Association’s clearing bank


b)
 Over 7 days to 3 months



- with the Association’s clearing bank



- with another approved institution 

· Investments will be restricted to institutions on the approved list provided weekly by Capita. A limit of £2m will apply to any one institution, except for investments up to 7 days with the Association’s clearing bank where there will be no limit. 

· Hexagon will transact derivatives only with UK based institutions with an FITCH IBCA support rating of 1.

	How is this monitored?
	There is no formal monitoring, other than when cash is placed on deposit. 

	How did we do during 2014/15?
	The average cash balance held was £5.7m, which  substantially higher than the policy level. £2m was placed on deposit with Santander on a 90 day basis.  



Suggested changes to policy - none.
Items for Strategy – make further arrangements for deposits other than with Nat West
5.0
Prevention of fraud and error
	What was the objective?
	To maintain systems of internal control which minimise the chance of fraud or error

	What are the risks?
	· Failure of the Board or senior officers to fully understand the implications of transactions they are endorsing

· Failure of internal systems or procedures to effectively control cash flows and report accurately thereon

· Failure to report suspicions of money laundering by third parties. 

	What are the current policies?
	· Policies and procedures include are in place, being: Standing Orders and Delegated Authorities, an internal audit service reporting to the Audit & Risk Committee, risk management policy, finance risk map, finance procedures, code of conduct, fraud policy, anti-money laundering policy, email usage policy, IT security policy.
· No derivative transaction external to a loan agreement will be entered into without Board approval.  In giving its approval the Board will seek appropriate external advice and satisfy itself that procedures are in place to effectively manage the risk arising from the transaction.

	How is this monitored?
	· All derivative transactions are reported to the Board once undertaken
· Forward cash flow forecasts are reconciled to scheme cash flow forecasts from Development system monitoring system (Sequel)

· Controls over treasury management are reviewed by  internal audit.

	How did we do during 2014/15?
	All Board members have been provided with the NHF’s guide to finance for board members.  

The Finance & IT Director is a member of the RSL Treasury Managers Group 
An anti money laundering policy is in place, with training for key staff and the finance team.

No frauds or attempted frauds were reported during the year.   
Mazars’ compliance audits on bank and other reconciliations found delays in some reconciliations, but have noted that these are being brought up to date.


	Where are we now?
	No changes to systems or procedures have been made since the Mazars audit, and all but one reconciliation was up to date at the time of writing.


Suggested changes to policy – none
Items for Strategy – none, as there are plans to reduce the amount of time taken to reconcile bank accounts by implementing an auto-reconciliation feature in SUN accounts. 

6.0
Value for Money

The treasury management target in the 14/17 Value for Money Strategy is for the weighted average interest rate on borrowings to be less than that assumed in the business plan. The outcome for 14/15 against the target is as follows, demonstrating that the target has been met:
	
	Average borrowings £’000
	Interest payable (before capitalisation) £,000
	Weighted interest rate %

	VFM target
	148,642
	5,391
	3.63%

	Actual 
	142,506
	4,737
	3.32%


Treasury Management

- Report to the Board May 2015
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