Hexagon Housing Association
Board of Management

26th July 2016
Agenda Item 7
Lead Board Member: Ian Watts
Report from the Finance & IT Director

Financial Statements 2015/16 and Audit Management Letter
______________________________________________________

Summary

This report highlights the main features of the 2015/16 accounts. The audit report is unqualified and the audit has identified  no internal control deficiencies that require the Board’s attention. The surplus for the Association before fair value adjustments is £11.6m,  which is the same as in the Q4 management accounts . Loan covenant requirements for income cover and gearing ratios have been met.  ____________________________________________________________________
Recommendation
It is recommended that the Board approves the 2015/16 accounts and representation letter for signature and notes the audit management letter and BDO Audit Executive report.
____________________________________________________________________

1.0
Background
1.1 The audit of the 2015/16 accounts was substantially completed in June and the final accounts are attached at Appendix 1 for the Board’s consideration. The audit management letter and representation letter are included in the executive report from BDO LLP which is attached as Appendix 2. Both the draft financial statements and the BDO report were reviewed by the Audit and Risk Committee on 11th July 2016. 
1.2 This is the first year of financial reporting under the new FRS102 accounting principles, which includes the requirement to state interest rate swaps and the pensions deficit repayment obligations at fair value.  Disclosure requirements are more onerous, which is why the financial statements are even longer than last year’s. 

1.3 The Group accounts include a Board Report and a Strategic Report before getting to the key financial statements and the notes to the financial statements. The review of the financial results has been brought forward into the Board report to give this more prominence (p3). The Board report also includes a summary assessment on Value for Money (pp4-7), a statement of compliance with the governance and viability standards (p7) and an assessment of the effectiveness of internal controls (p7-8). Evidence for the last two is provided by the Chief Executive’s reports on the agenda for this meeting.
1.4 The table below sets out how Hexagon’s summary value for money self assessment demonstrates compliance with the HCA requirements
	The self assessment is required to:
	How Hexagon’s self assessment summary demonstrates this

	“enable stakeholders to understand the return on assets measured against the organisation’s objectives”
	Section headed VFM achievements – our return on assets (p4). This summarises our approach to option appraisal of empty homes, and gives a sample of the financial and social return for one class of asset.

	“set out the absolute and comparative costs of delivering specific services”
	Section headed VFM achievements – the absolute and comparative costs of delivering our services (p5)
Absolute cost trends - the graph shows how costs for housing services have decreased over time in comparison with inflation and reports the same for all other services with three exceptions

Comparative costs – the table gives a sample of information reported using Housemark data in the main self assessment 



	”evidence the value for money gains that have been and will be made and how these have and will be realised over time”
	Section headed VFM gains in 2015/16 and in the future (pp6-7)
This gives examples of achievements against value for money strategy targets, the focus of the current VFM strategy, and some achievements in other areas.


The full (unsummarised) value for money assessment will be reported to the Board at the September meeting.

1.5  The Strategic Report is intended to be a balanced and comprehensive analysis of the development and performance of the business over the year and the position at the year end, focussing on matters that are relevant to our funders and financial supporters.  It must also describe the principal risks and uncertainties facing the business. The report includes a statement of compliance with the NHF Code of Governance (p15) and a statement of the Board’s statutory financial responsibility (p16).
2.0
Statement of Comprehensive Income (Page 18)
2.1
This statement has been split into operating results (which Hexagon can control) and the changes to fair value (which depend on market sentiment and the requirements of the SHPS pension scheme trustees). 

2.2
During the year, Group turnover increased by 8% from £32.1m  to £34.7m. This is because of a 15% increase in income from first tranche shared ownership sales combined with a 7% increase in income from social housing lettings.
2.2
Operating costs increased by 7% from £19.5m to £20.8m. The operating margin before the effect of fair value adjustments and  first tranche shares ownership sales increased from  31.1% to 31.7%. The operating margins from lettings were 38.2% for general needs, 5.7% for supported housing and 69.7% for shared ownership. 
2.3
Group borrowings at March 2016 were £151.9m, compared to £144.26m the previous year. Net interest costs charged to the comprehensive income account increased by 6% from £4.1m  to £4.4m. The weighted average interest rate across the loan portfolio decreased slightly from 3.32% to 3.25%. This was because variable rates remain low and the new loan was fixed at below 3%. 
2.4
The surplus of £5.2m on disposal of fixed assets (shown in note 12) was generated as follows:

· Leaseholders bought a larger share of 18 flats (staircasing sales)

· 12 empty flats were sold because they were expensive to repair and were needed to subsidise the development  programmes. 
· An ex-hostel was sold to the local authority

· A commercial property and a live/work unit were sold, as part of the VFM strategy to improve return on assets

2.5
The overall Association surplus before fair value adjustments of £11.6m was £3.0m more than the previous year and was £3.6m more than the budget. Variances to budget were reported to the Board as part of the Q4 management accounts and there were no material adjustments (other than those in the fair value column) between the management accounts and the audited financial statements.  
3.0
Balance Sheet (page 20)
3.1
The main balance sheet movements are as follows:


Housing property  – Group housing property assets increased by £17m. The detailed movements in Housing Property are shown in note 16. 

Current assets/liabilities (notes 18-21)

· Properties developed for sale comprises the first tranche proportion of 15 completed shared ownership units and of those under construction. The balance increased by £1.2m because there were more schemes under construction than at March 2015.
· Debtors decreased by £1.4m, mainly because all but £0.3m of social housing grant claimed had been paid by the year end (compared to £1.3m last year).
· Cash and deposits increased by £0.8m to £10.7m, with unencumbered cash at £8.8m. 

· Creditors increased slightly by £0.1m.

Loans (note 23) – Hexagon made drew on the £17m AHF 2015 bond loan during the year, and part repaid the HboS loan, along with scheduled repayments of other loans. Details of interest rate swaps undertaken under ISDA arrangement outside loan agreements are set out in note 24.
Social Housing Grant – the amortised balance decreased by £1.2m in the year, as grants on new development were outweighed by that transferred to RCGF on disposals plus the amortisation charge. More details are given in note 25.

Provisions– the pensions provision is the fair value of the payments that Hexagon has agreed to make to SHPS to address the pension deficit. Details are set in note 30.

Reserves  - income and expenditure reserve increased by £9.9m, being the Group surplus for the year less the change in fair value of the swaps treated as hedges. The cashflow hedge reserve shows current mark to market value of the swaps treated as hedges (ie the non-cancellable swaps).
4.0 Cash flow (page 22)
4.1 Group cash inflow from operating activities (including first tranche shared ownership sales) was £11.9m for the year, which is more than the £5.1m for interest paid. The Group spent £24.0 on acquisition and construction of properties (including capitalised stock improvement spend). This was financed by SHG receipts of £3.3m and sales receipts of £7.9m with the balance coming from net loan drawdowns. 
5.0 
Compliance with loan covenants

5.1 As reported to the Board in June in conjunction with the management accounts, the Association is comfortably meeting the interest cover and gearing covenants in its loan agreements, as summarised in the performance table in the Strategic report (page 14). Because the covenants are calculated using the previous accounting framework (known as frozen GAAP) note 37 has been included to give lender confidence in the calculation.
6.0    Audit Highlights Report from BDO Stoy Hayward, including management letter and letter of representation
6.1
The BDO Audit Highlights report is at Appendix 2. This summarises the main risk areas and how they were audited. The report has been considered by the Audit & Risk Committee.  BDO will need a signed representation letter (see below) and to undertake a post balance sheet review before signing the audit report.
6.2  The external audit management letter is included on p25 of the BDO report.            The auditors have identified no significant deficiencies in internal control  that          need to be brought to the attention of the Board.  We will send a copy of this           letter to the HCA. 
6.3  The representation letter from the Board to the external auditors is included on       pp 32-33. There are no changes from the draft format considered by the Audit        & Risk Committee.
6.4 BDO have included a helpful section in their report regarding issues affecting the sector (pp 35-37). A summary of how Hexagon is currently dealing with these issues is as follows:

	Issue
	Hexagon’s approach

	Voluntary code on mergers, group structures and partnerships
	The Board has considered the code, and has decided not to adopt it, as there are concerns about its operation.

	General data protection regulation
	Budget provision has been made for the Operations Director to obtain consultancy advice to help Hexagon prepare for the new regulations.

	Market sale risk
	The business plan stress test considered by the Board at the June meeting includes market sale risks such as reductions in house prices and the impact of converting some schemes to intermediate market rent, in conjunction with further rent cuts and increased interest rates.


7.0
Conclusion


The annual accounts conform to the relevant accounting standards and the HCA accounting requirements and show an overall acceptable financial position. The Board is requested to formally approve the accounts and representation letter for signature. The Board is also requested to note the auditor’s management letter. 

P Newsam
July 2016
Annual accounts covering report 2015-6

