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Quarter 1 Treasury Management Report ________________________________________________________________

1.0
Summary 

1.1 This report summarises Hexagon’s treasury management activities over the last quarter, and gives updated figures for June 2016.
1.2  Cash balances had reduced to normal levels by the end of June.
1.3  AHF have been given a formal notice to drawn the £17m EIB loan ahead of need, in order to fix the interest rate at a record-breaking low of 1.722% for the next 30 years.
1.4  The Treasury Policy EBITDA- MRI test indicates no need for further fixes this quarter. 

1.5 Mark to market values of Hexagon’s existing swaps increased significantly since the Brexit vote, requiring £2.9m of cash to be placed on deposit with counterparties as at the end of June. This will be repaid once further property security is in place.   
1.6 Loan covenants are being complied with.
________________________________________________________________

2.0
Recommendation

· That the Board note the Q1 16/17 Treasury Management Report.
________________________________________________________________

3.0  Changes since March 2016 

3.1  The main changes in Hexagon’s treasury status since the end of March are as follows:

· Urgency Sub-Committee agreed that the £17m AHF EIB loan should be drawn a few months ahead of need, to secure a record low fixed interest rate of 1.722% from 18th July 2016. This transaction gained a favourable report in the trade press (see Appendix D) 

· Market to market (MTM) values of Hexagon’s swaps deteriorated sharply at the end of June, given that the markets’ reaction to the Brexit vote was to expect interest rates to stay lower for longer.  £2.9m cash was placed on deposit and a new exercise to charge further properties as security was started on 1st July. 
3.2 Other treasury tasks undertaken were:

· Security charging to AHF EIB loan completed in April 2016, enabling the loan to be drawn 
· Work continues to top up security charged to the AHF 2015 bond loan
· A desk top valuation of the security charged to the Lloyds loan and swaps was commissioned, to complete in July.
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
	Low

	Breaking loan covenants in next 18 months
	Low

	Funding and refinancing risks

	Being unable to agree a new loan by September 2017
	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
	High

	Not being able to charge enough properties by September 17 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 low because Hexagon has sufficient funds to deliver all of the 15/18 programme, the extra 47 continuous market engagement (CME) units approved at the last Board, and a programme of landbanking. See cash flow forecast in Appendix B. However, if voluntary right to buy (vRTB) completions do not happen as modelled, and if sales receipts are delayed by six months, then a new loan will be required by September 2017. 
4.3  Whilst the current loan facilities are enough to fund the current development programme, an additional facility will be required to fund any 18/21 development programme. This is dealt with as part of the Treasury Strategy paper on this agenda. 

4.4 The risk of having to place more cash on deposit as security for swaps is high – at the end of June the mark to market values required cash security of £1.3m for Barclays and £1.6m for Lloyds, and Barclays required a further £0.7m since then. Whilst this has limited immediate financial impact on the business, as we would have had to put cash on deposit anyway following drawdown of the AHF EIB loan, it is important to charge further properties as security so that the cash can be reclaimed by the Autumn.
4.5 Capita have modelled the MTM value of Hexagon’s swaps in the highly unlikely event that projected interest rates dropped to zero for the next 30 years.  If this happened, we would have to place a total of £13.5m cash on deposit with Barclays and Lloyds. By borrowing on the Santander facility, we would be able to fund this level of deposit until March 2017. This would give sufficient time to be able to re-value and allocate around £14m of property security units already charged to Prudential Trustees to the two counterparties.
4.6   The risk of not being able to charge enough properties by the time the new loan needs to be drawn has been assessed as low, because this is still some time away.
4.7 The risk of paying unnecessary interest costs by borrowing ahead of need has been assessed as medium. This is because we will have to start paying interest on the AHF EIB loan from 18th July, whilst placing some of the funds on deposit. However, the Urgency Committee agreed that the one off cost of £72k this year was seen as value for money given the chance to fix the loan at 1.722% for 30 years.  
Further information on Hexagon’s treasury status is given in the sections below. 

5.0 
Cash management and liquidity risk
	Measure at 30/06/16
	Actual
	Target/ covenant level
	Source of target

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

	Funds on deposit 
	0
	0
	Treasury policy

	Loan facilities secured and ready to draw
	£37m
	
	

	Cash balances plus secured loan facilities ready to draw
	£38m
	>£2m
	Treasury policy

	Income cover ratio 
	440%
	>110%
	Loan covenant

	Gearing ratio
	48.9%
	<70% 
	Loan covenant


5.1 Cash balances returned to more normal levels by the end of June, as the last of the funds from the AHF 2015 bond have been used for development schemes. However, further funds from the AHF EIB loan will be received on 18th July, and will have to be placed on deposit.
5.2 Funds were drawn from the Santander loan on 4th July, to meet the need to place cash on deposit with swap counterparties, but Santander will be repaid once the AHF EIB proceeds arrive on 18th July, so this was a short term situation. 
6.0 Funding and refinancing
	Measure at 30/06/16
	Actual
	Target/ covenant level
	Source of target

	Cash flow forecast shows ability to fund committed development schemes 
	100%
	100%
	Treasury policy

	Months before new facility is required to fund uncommitted development schemes 
	18 or more, provided v RTB sales happen as modelled
	18 or more
	Treasury policy


6.1
A version of the three year cash flow forecast which excludes any vRTB income and delays any shared ownership sales income for six months beyond that modelled indicates that a new loan of up to £4m would be required by November 2017 in these circumstances. 
6.2    The Board has agreed that new development schemes should only be contracted for if the Association has sufficient agreed facilities to fund them. This is monitored by RAP every month.
7.0   Interest rate management
	Measure at 30/6/16
	Actual
	Target level
	Source of target

	% of loans book at fixed rates
	67%
	n/a
	(EBITDA test used)

	Lowest EBITDA MRI* per business plan
	150% (2022/23)
	>110%
	Treasury policy


7.1
The business plan has been updated for the latest available interest and inflation rate forecasts (which are all pre- Breixit vote, so are likely to shift downwards next time), and the actual fixed rate on the AHF EIB loan. This has then been tested to see whether the plan can withstand a 1% increase in LIBOR or a 1% decrease in inflation with no change to LIBOR without dropping below the target EBITDAMRI level of 110%. As the minimum EBITDAMRI level is 129% under this test, this indicates that no further interest fixes are required under the current Treasury Policy. 
. 
*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.

7.2
Appendix A gives details of current loans, swaps and interest on each. 
8.0
Counterparties/cash calls and security
	Measure at 30/6/16
	Actual 
	Effective threshold/ Target
	Source of target

	Mark to market value of Barclays swaps
	£15,917k
	< £11,549k
	Swap agreements - If actual reaches the effective threshold, cash has to be placed on deposit as security

	Mark to market value of Lloyds swaps
	£11,964k
	<£9,938k
	

	Mark to market value of ANTS swaps
	£1,167k
	<£4,900k
	

	Total swaps exposure to Barclays
	£21m
	<£20m
	Treasury policy

	Total swaps exposure to Lloyds
	£15.7m
	<£20m
	Treasury policy

	Total swaps exposure to ANTS
	£1.2m
	<£20m
	Treasury policy


8.1 At 30th June market to market values had deteriorated significantly, given that the markets’ reaction to the Brexit vote was to expect interest rates to stay lower for longer.  This required a cash deposit of £1.3m with Barclays and £1.6m with Lloyds, which was put in place by 4th July as required. As MTM values are unlikely to drop back significantly within 4 weeks, a new security charging exercise has started to enable further properties to be charged as security by 15th September.

[image: image1]
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 June 2016, Hexagon had uncharged properties worth around £176.5m (£153m unsecured + £23.5m already valued).  Appendix C gives the details.
P Newsam  July  2016
pnewsam@hexagon.org.uk
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