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1.0
Summary 

The Board’s risk appetite for sales was last reviewed in March 2015. This report sets out a revised risk appetite for the Board to consider. It also updates the Investment Policy, recommending a modest increase in the maximum investment in outright sales from £10.5m to £11m at any one time. 
________________________________________________________________

2.0
Recommendations
· That the Board considers revising its appetite for sales risk from £5.7m to £8m, reflecting a level that would take Hexagon only 50% of the way from the current financial plan to breaking an interest cover covenant in the worst year of the plan. 
· That the Board approves the updated Investment Policy.  

________________________________________________________________

3. 0
How Hexagon measures sales risk 
3.1
Hexagon uses a measure known as “capital at risk” to keep track of the risk of losing money from reductions in house prices/  land prices. It is important to understand that we do not use the term capital at risk to mean the amount of money invested in the development schemes or land for development at any one time, but the amount of money we might lose if we had to sell now at a 20% loss (mitigated by alternative uses for the scheme).  Further information on how the calculation works is given in Appendix A. 

3.2  
Capital at risk  is calculated on every new shared ownership or outright sale scheme and any land held for future development.  The calculations are revised once a quarter and the result reported to the Board as part of the development PIs.  From now on, they will also be highlighted in the one-page risk report (see report elsewhere on this agenda).  
4.0 
Board’s risk appetite for sales
4.1 
Initially, the Board stated its risk/ reward appetite for outright sales schemes when approving the Investment Policy in January 2015. The Board limited the amount of money invested in non-social housing assets to £11.4m (leaving £10.5m for development for outright sale), and the capital at risk on outright sales schemes to £3.5m.
4.2  
In March 2015, the concept of capital at risk was widened to include development for shared ownership and for land investment. At that point the Board agreed that the maximum it would be prepared to lose was £5.7m. £3.5m of this was allocated to outright sales, and £2.2m to shared ownership and land investment. It is appropriate to review this risk appetite now, in order to guide officers in structuring the next development bid to the GLA.  The related Investment Policy is overdue for review, and this is dealt with later on this paper. 
4.3  
In March 2015, the 30 year financial forecast was used to help Board members think about where they wanted to set their risk appetite. It was calculated that the maximum sales loss that the plan could afford was £11.4m - this would take the income cover down to the covenant level of 110% on the tightest covenant. The Board decided that they would only want to risk going half way towards the covenant level, giving a maximum affordable loss of £5.7m.  The same calculation using the current version of the business plan shows that the plan will now withstand a loss of up to £16m before the covenant level is breached. 

4.4 
If the Board is still content to set a limit of halfway towards a covenant breach, this would give a capital at risk limit of £8.0m.   If the Board sets its risk appetite at £8.0m, it is suggested that this be allocated as £3.5m for outright sales (as in March 2015) and £4.5m for shared ownership and land investment. 
5.0  What does this mean in terms of how may units Hexagon can afford to develop?

5.1 
Because the capital at risk calculations have to be undertaken at individual scheme level, it is not possible to translate a capital at risk limit into numbers of units for sale – this will have to wait until we have an indicative development programme. However, the Q2 performance indicators showed that, at £0.4m, Hexagon is operating well within the Board’s risk appetite for sales.  

5.2 
It is intended that the Board have a further opportunity to consider their appetite for sales risk once a development bid has been formulated.

6.0 
Updated Investment Policy

6.1  
The current Investment Policy seems to be working well at an operational level, and reflects the Board’s capital at risk limit for outright sales set in March 2015. The version attached as Appendix 1 has been updated to reflect the latest figures for reserves and for existing investments. It suggests a small increase in the amount available for investment in outright sales schemes from £10.5m to £11m.

6.2  
Subject to agreeing that the capital at risk allocated to outright sale schemes remains unchanged, then the Board is recommended to approve the updated version. 

P Newsam, November 2016
Illustration of how capital at risk calculations work


Appendix A
Example – Biggin Hill outright sales scheme as at June 2016
	
	£’000

	Total cost of scheme, which is the same as the peak cash investment in this case
	3,501

	Current estimated sales value
	4,485

	Sales value which produces 20% loss on the scheme 
	2,801

	Loss at this sales value (test 1)
	(700)

	Net present value of the scheme if converted to market rent units (test 2)
	(1,089)

	Net present value of the scheme if converted to shared ownership units, but with no grant (test 3)
	(478)

	Net present value of the scheme if converted to affordable rented units, but with grant (test 4)
	(2,441)

	Best financial outcome for the scheme under the scenarios tested – this is the capital at risk.
	(478)


Example – Lewisham Road shares ownership scheme as at June 2016

	
	£’000

	Total cost of scheme, which is the same as the peak cash investment in this case
	8,395

	Total cost of the 35% projected first tranche share
	2,938

	Current estimated sales value of 35% share
	3,082

	Sales value which produces 20% loss on the scheme 
	2,435

	Loss at this sales value (test 1)
	(503)

	Net present value of the scheme if converted to market rent units (test 2)
	(1,676)

	Net present value of the scheme if converted to shared ownership units, but with no grant (test 3)
	N/A

	Net present value of the scheme if converted to affordable rented units, but with grant (test 4)
	(1,777)

	Best financial outcome for the scheme under the scenarios tested – this is the capital at risk.
	(503)


Test 3 is not applicable, because the scheme is already shared ownership.
For a land investment, capital at risk is 20% of the cost of the investment.

All of the calculations take account of the S106 status of the units on each scheme, which can restrict the alternative uses for each unit.

Total capital at risk is the sum of capital at risk for all committed schemes and land investments at that date.  If a scheme is already part-sold, this reduces the capital at risk. 
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