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Defining Hexagon’s risk appetite
1.0
Summary 

This report summarises the work done by the Audit & Risk Committee on defining Hexagon’s risk appetite, and recommends measures for this by expanding the current measures agreed when the Board defined the financial risk appetite in March 2015. 
2.0
Recommendation

· That the Board adopt the overall statement of risk appetite as set out in paragraph 4.3
· That the Board agrees the risk metrics, other than for the gearing ratio, as set out in paragraph 5.0
· That the Board sets a new risk appetite for gearing, having considered the information in paragraph 6.2
______________________________________________________________

3.0
Introduction 
3.1 In March 2015, the Board agreed its appetite for financial risk. All organisations have to live with some level of risk, but higher risks can be justified by higher financial or social returns. 
3.2 Over the last 15 months, officers have been considering how best to elicit and record the Board’s appetite for non-financial risk. This has not been straightforward, so last month the Association’s internal auditor provided a training session on risk appetite for the Audit & Risk Committee. As part of this training, the Audit & Risk Committee plus three members of Directors Group undertook an initial assessment of the Board’s appetite for risk, based upon experience of the Board’s decision-making. This is set out below, for adoption by the Board.
4.0
Assessment of risk appetite
4.1 The Audit & Risk Committee agreed that the following classes of risk should be considered:

· Financial viability
· Housing operations (incorporating issues of demand, efficiency, customer service, quality of homes)

· Health and safety (for residents, staff and third parties)

· HCA compliance 
· Development and sales (building new homes, including development for outright sale)

· Market rent (developing, owning and managing housing and commercial properties for market rent)

· Care and support (nursing homes, support contracts and other care services)

· New commercial ventures (any new profit-making venture, other than development for outright sale)

· People and culture

4.2 Definitions of risk level are set out below (with acknowledgments to Mazars):
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[Category  [Definition _______________________}
[ Avoidance of risk and uncertainty is a key objective
Preference for ultra-safe business delivery options that
have a low degree of inherent risk and only potential for
limited reward
Preference for safe options that have a low degree of

inherent risk and may only have limited potential for reward
Willing to consider all options and choose the one that is
more fikely to result in successful defivery while providing
an acceptable level of reward

Eager to be innovative and to choose options based on
potential higher rewards





4.3     The initial assessment of the Board’s risk appetite in each risk class was as follows:

	Risk class
	Level of risk appetite

	
	Averse
	Minimal
	Cautious
	Open
	Hungry

	Financial viability
	
	
	✓
	
	

	Housing operations
	
	
	✓
	
	

	Health and safety
	
	✓
	
	
	

	HCA compliance
	
	✓
	
	
	

	Development & sales
	
	
	
	✓
	

	Market rent
	
	✓
	
	
	

	Care & support
	
	✓
	
	
	

	New commercial ventures
	
	
	✓
	
	

	People & culture
	
	
	✓
	
	


4.4 The Board is asked to adopt this assessment as its overall statement of risk appetite.  
5.0
Risk appetite metrics
Officers were asked to define clear measures of risk in each of the above categories, informed by some discussion at the training. The measures below incorporate those already agreed in March 2015, albeit now split between financial viability and development & sales classes. New measures are shown in italics. 
	Risk class
	Appetite metrics
	Risk appetite

	
	
	

	Financial viability
	· New loans to be in place 18 months ahead of need
· Property security to allow the new loans to be drawn to be in place 6 months ahead of need (a change from the previous 12 months – see paragraph 6.3)
· There must be at least £2m available (in terms of cash plus loan facilities that are ready to draw) at any one time

· EBITDAMRI should not fall below 110% in any year of the 30 year financial forecast

· Gearing ratio not to rise above 56.7% in any one year of the financial forecast (this now needs revision – see section 6 below)

· Directors Group to ensure that the organisation meets its operating surplus budget, unless there are exceptional reasons not to do so. Such reasons to be explained in a report to the Board.

· Enough uncharged properties to be available to provide extra security for the current loans in the event that security valuations fall by 20%
	Cautious

	Housing operations
	· No income or resident focus performance indicator (as shown in quarterly PIs) declining for more than 2 quarters
	Cautious

	Health and safety
	· All gas safety certificates to be up to date, unless legal action is being taken to gain access.
· 99% or more of emergency repairs undertaken within 24 hours (target is 100%)

· All fire risk assessments done on time, with all category A actions completed within one month.

· No incidents that meet the HSE Incident Selection Criteria for investigation

	Minimal

	HCA compliance
	· All returns to be sent in on time
· No HCA action or investigation, other than routine monitoring 
	Minimal

	Development & sales
	· Contracts cannot be let unless the cashflow forecast shows that there is sufficient cash to complete them
· Capital at risk (as defined in the Investment Policy) on outright sales, shared ownership and land held for development should not exceed £5.7m at any one time. This is currently allocated as £3.5m for outright sales and £2.2m for shared ownership + land for development

· No outright sale or shared ownership units to be unsold 9 months after practical completion
	Open

	Market rent
	· No new market rented units, unless agreed by the Board as an exit strategy for units developed for sale which cannot be sold. 
	Minimal

	Care & support
	· Remaining high support schemes to at least break even
· No adverse findings from CQC inspections
	Minimal

	New commercial ventures
	None at present, as no new ventures in pipeline
	Cautious

	People & culture
	· Positive staff engagement (currently 89%) does not drop by more than 10% at the next biennial staff survey
· Voluntary staff turnover at 15% or less (currently 9%)

	Cautious


6.0 Request to reconsider the gearing ratio and security charging metrics
6.1 
Until March 2016, Hexagon would breach a loan covenant if the gearing ratio (defined as loans less cash, divided by reserves plus grant) rose above 60%. This was a constraint on the Association’s ability to build new homes after the 15/18 programme. The Board agreed that their appetite was for the ratio never to exceed 56.7%.  The maximum gearing ratio has now been renegotiated to 70%, so the Board are asked to consider how far they would like to move their risk appetite.  Officers recommend a level of 65%, but this is very much a Board judgement. 
6.2      To assist the Board in making this judgement, the following modelling has been undertaken in the financial plan:
	
	Maximum gearing ratio
	Loans at maximum gearing
	Further loans before covenant breaks
	Total units assumed in 18/21 programme

	Base case financial plan
	  55.3%
	£185m
	£49m
	383

	Financial plan under multiple stress test
	76.9%
	£246m
	-£23m
	343


	Financial plan with 65% as maximum ratio
	65%
	£226m
	£21m
	503
(160 extra SO units)


6.3    The requirement to have property charged as security 12 months ahead of need now seems over-prudent. This is because it can take up to 12 months to charge properties as security, which would mean starting a security charging exercise 24 months ahead of need to make sure that the risk appetite is met.  It is suggested that the risk appetite be re-set as 6 months ahead of need, so that security charging can begin around the time that a loan is agreed.  
6.4     The Board has not been asked to consider the risk of running out of uncharged properties to use as security for loans, because this has not been an issue for Hexagon. Nevertheless, it is good practice to define a risk appetite as this may one day be a constraining factor. It is suggested that we ensure that there are enough uncharged properties to provide extra property security for existing loans in the event that property security valuations fall by 20%.  Properties with blemished title are to be excluded from this calculation.  As at March 16, an extra 157 rented units would be needed, compared to the 949 available, so this is not a constraining factor. 
7.0 
Next steps

The Audit & Risk Committee have requested that officers design a one-page risk report for the Board, which summarises the current status on all of the risk measures as above, to be provided quarterly, from September onwards. 
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