Hexagon Housing Association 

Board 
26th July 2016
Lead Board Member – Ian Watts
Report by the Finance and IT Director

Agenda Item 14
Mitigation plan to ensure financial viability
1.0
Summary
Following the latest stress test of the 30 year financial business plan, a mitigation plan has been developed and is attached for approval
_____________________________________________________________
2.0 Recommendation

The Board is asked to:

· Approve the attached mitigation plan
· Note the triggers for considering whether the plan needs to be activated
3.0 
Background 
3.1 At the June meeting, the Board considered an update of the 30 year financial business plan which included a model of which combination of factors would threaten the Group’s financial viability. The scenario used (see Appendix A for a summary) is not considered to be likely, but reflects the regulatory requirement to produce a stress test that breaks the plan. The scenario envisaged would require the Group to reduce its cash expenditure by £120m between April 2018 and April 2023.  
3.2 The HCA expects boards to consider the implications of the stress testing including how the business may need to respond, what controls they have in place and how these controls are implemented. The attached mitigation plan sets out how Hexagon would respond, and the triggers indicate how existing controls are in place.   The mitigating actions have been based on those agreed in the previous version of the plan (Nov 2015), but with impacts updated using the current version of the 30 year business plan. 
4.0 Triggers which would lead the Board to consider whether the mitigation plan needs to be activated
4.1
How the Board would know whether the mitigation plan would need to be activated? As the stress test is a combination of factors, just one of them happening would not necessarily mean that the plan had to be activated.  The following triggers would mean that the Board would consider whether the plan should be activated:

	Trigger
	How measured

	Projected LIBOR rates cause the 30yr financial business plan to break the Board’s risk appetite and cannot be mitigated by further interest rate fixes
	Quarterly treasury reports 

	Rent arrears (currently around 5%) rise to above 8%
	Quarterly PI reports

	House prices drop by 5%
	Valuations of shared ownership and outright sale schemes

	Mortgage market restrictions make it difficult to sell properties
	Quarterly PI reports

	A further round of rent reductions is imposed after 2020
	Government announcements

	Other deterioration to the Association’s cash flow breaks the Board’s risk appetite
	Quarterly treasury reports

	Other deterioration to the Association’s finances breaks the Board’s risk appetite
	Quarterly PI reports against covenants.

Projected gearing ratios in cash flow forecasts as part of treasury reports.


5.0 Comparison to previous mitigation plan
5.1  The attached mitigation plan is much more severe than the one approved in November 2015, particularly as regards the cuts required to stock investment expenditure. This is because the current business plan includes an aspirational 380-unit development programme for 2018/21. This is almost twice as much development as in the 200-unit 15/18 programme, and is more sales-heavy (72% for shared ownership or outright sale). The current plan is thus more sensitive to reductions in house prices than previously. This makes it even more important that the Board reviews the extent of sales risk that it is willing to take (as measured by the capital at risk indicator). A report on this is planned for the September Board meeting. 
6.0 Alternative scenario – house prices drop by 15% immediately
6.1  An alternative stress-test scenario has been run, in which London house prices drop by 15% immediately,  there are no vRTB sales or staircasings for 5 years and we cannot get a new loan for 5 years.  This is summarised in Appendix B. Although we would have to reduce the size of the current development programme by 30 units, and forgo an 18/21 development programme, the Association could survive this scenario. 
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Purpose

In the event that financial forecasts and cash flows showed that Hexagon’s viability was at risk, the Board will implement this plan to avoid social housing assets being put at risk.  

Cash savings required

The base case business plan approved by the Board in June 2016 requires new funding facilities of £34m by September 2019, and a further £7m by April 2021. Since the Treasury Policy requires these to be in place 18 months ahead of need, the mitigation plan assumes that the Association will be able to draw on £34m of new loans agreed by March 2018.  The stress test presented to the Board in June (reproduced in Appendix A) requires new loans of £154m by April 2023, so the mitigation plan has to produce £120m (£154m-£34m) of cash savings by April 2023, and keep the total value of new loans at or below £34m. 
£4m of the required saving has already been achieved by fixing the interest rate on the AHF EIB loan at 1.722%, which is less than the 4% assumed in the plan.

Loan covenants
Successful implementation of the plan would avoid any breakage of loan covenants.

Actions to be taken
Some of the actions do not produce cash savings but are essential to enable the Board to monitor the situation and for stakeholders to be kept informed. These are shown in grey.
	Action
	Responsibility
	Timescale
	Projected cash saving by April 2023 (£m)

	Fix rate on AHF EIB loan
	Board (via Urgency Panel) 
	Done
	4

	Set up a working party to meet at least every 2 weeks to monitor progress
	Chair
	Immediate
	n/a

	Partially rescind the Schedule of Delegated Authorities so that any new contract for more than £100k has to be approved by the working party
	Board
	Immediate
	n/a

	Cancel uncommitted outright sales schemes
	Development & Regeneration Director
	Immediate
	12

	Cancel uncommitted shared ownership schemes, losing 160 units from the 18/21 programme
	Development & Regeneration Director
	Immediate
	54

	Provide the working party with an updated cashflow forecast every 2 weeks
	Finance & IT Director
	Within a week
	n/a

	Communicate situation and plan to regulator and lenders
	Chief Executive 
	Within a week
	n/a

	Communicate situation to residents, staff and other stakeholders
	Chief Executive
	Within 2 weeks
	n/a

	Sell remaining outright sales schemes at a loss, rather than mothballing them
	Development & Regeneration Director
	Market 4 months ahead of completion
	22

	Increase asset sales in the teeth of a difficult property market, from 8 pa to 10 pa for 5 years
	Property Services Director
	As units become void
	10



	Re-phase stock improvement expenditure, with the aim of deferring at least £11m (out of £16m)  to after April 2023
	Property Services Director
	Within 6 months
	11

	Cancel new IT investment
	Finance & IT Director
	Within 6 months
	2

	Undertake sale and leaseback of the main office
	Finance & IT Director
	Within 9 months
	3

	Cap salary increases at CPI for 5 years
	Remuneration Committee
	Every March
	1

	Close the community investment programme, other than the budgeting advice
	Operations Director
	Within 9 months
	1

	Total
	
	
	120


Monitoring
Progress against the plan to be monitored by the Working Party set up by the Board.
Date of next review

This plan is due for review in July 2017, following update and further stress testing of the 30 year financial business plan in May 2017.
In practice, the plan will need to be updated for any 18/21 development bid, so the next review may be earlier. 
What combination of problems breaks the plan?   

Appendix A
· Interest rates rise sharply

· Mortgage finance becomes scarce (affecting property sales)

· House prices drop

· Bad debts arise in shared ownership for the first time, as leaseholders struggle to pay both mortgage payments and rent

· Bad debts rise in general needs because Universal Credit struggles to keep up with demand. 

The following combination has been used: 
	What 
	Assumptions modelled

	LIBOR rates increase sharply at April 2018
	LIBOR rises to 6%

and remains there for 5 years, before dropping to 4.5%

	Bad debts in general needs increase from the 1.32% -3% assumed in the plan
	Bad debts in general needs rise to 7% for 5 years 

And from 0% to 5% in shared ownership for 5 years

Rent arrears double in first year

	House prices drop in April 2018 and rise only gradually from there. 
	House prices drop by 15% and recover only gradually

	Mortgage market restricted so takes longer to sell properties
	No staircasing for 5 years 

Asset sales halve for 5 years

Unsold 15/18 shared ownership units take a year to sell, affecting 31 units

All 240 18/21 shared ownership units are transferred to rent to home buy. 

Outright sales schemes are mothballed from completion until sales begin again from April 2023.

No vRTB sales for 5 years, with equivalent reduction in vRTB replacement programme

	A further round of rent reductions is imposed 
	1% rent reductions applied to all general needs and supported housing rents for a further five years to 24/25


Under this version, and without any mitigating actions, we would need a new loan by March 2018, but the size of loan required would rise to £154m by March 2023.

The 70% gearing ratio would break by March 2020.  

What if the problems start earlier because of the Brexit vote?   
Appendix B

This alternative stress test has been started at September 16, but without interest rates rising as the market is now expecting LIBOR to fall
· Mortgage finance becomes scarce (affecting property sales)

· House prices drop

· Bad debts arise in shared ownership for the first time, as leaseholders struggle to pay both mortgage payments and rent

· Bad debts rise in general needs because Universal Credit struggles to keep up with demand. 
· And, crucially, no new loans are available.

The following combination has been used: 
	What 
	Assumptions modelled

	Bad debts in general needs increase from the 1.32% -3% assumed in the plan
	Bad debts in general needs rise to 7% for 5 years 

And from 0% to 5% in shared ownership for 5 years

Rent arrears double in first year

	House prices drop in September 2016 and rise only gradually from there. 
	House prices drop by 15% and recover only gradually

	Mortgage market restricted so takes longer to sell properties
	No staircasing for 5 years 

Asset sales halve for 5 years

Shared ownership units take a year to sell
The Biggin Hill  sales schemes is  mothballed from completion until sales begin again from Oct 2021.

No vRTB sales for 5 years, with equivalent reduction in vRTB replacement programme

	A further round of rent reductions is imposed 
	1% rent reductions applied to all general needs and supported housing rents for a further five years to 24/25


Under this version, and without any mitigating actions, we would need a new loan by September 2017, and the size of loan required would rise to £87m by March 2022.

The 70% gearing ratio would break by March 2021.  

However, if problems started immediately, Hexagon could:

· Cancel any uncommitted outright sales schemes
· Cancel the landbank facility

· Not bid for an 18/21 development programme

· Sell the Biggin Hill units at a loss

· Reduce the size of the 15/18 rented programme by 30 units 

· Defer £4m of stock investment expenditure to post April 2021

This would be enough to defer requiring a new loan until 21/22, by which time lending markets should have re-opened. 
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