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1.0
Summary 

1.1 
This report summarises Hexagon’s treasury management activities over the last quarter, and gives updated figures for September 2016.
1.2  
The £17m AHF loan was drawn at a fixed interest rate, and cash balances have increased as a result.
1.3  
The Treasury Policy EBITDA- MRI test indicates no need for further fixes this quarter. 

1.4  
Mark to market values of Hexagon’s existing swaps increased significantly since the Brexit vote, requiring a further £1.3m of cash to be placed on deposit with counterparties as at the end of September. However, all cash on deposit has since been returned to Hexagon since then.   
1.5  
Loan covenants are being complied with.
1.6 The unplanned costs for Brickfield Cottages are putting a strain on the cash flow. This is being managed by not taking up opportunities for extra development schemes until a new loan is in place.

________________________________________________________________

2.0
Recommendation

· That the Board note the Q2 16/17 Treasury Management Report.
· That the Board approves the early repayment of the remaining £14.6k loan to Orchardbrook by paying the outstanding loan balance plus breakage costs of £4.1k.
________________________________________________________________

3.0  Changes since June 2016 

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

· The £17m AHF EIB loan was drawn at a fixed interest rate of 1.722% from 18th July 2016. In retrospect, we should have waited until after the Brexit vote, but we were not the only ones to be surprised by the vote. 

· Market to market (MTM) values of Hexagon’s swaps deteriorated further in the quarter to September, following Bank of England signals about furture interest rate cuts. Although further cash was placed on deposit as a result, a combination of extra property security and improvements in MTM values since the quarter end has allowed all cash security to be returned to Hexagon after the quarter end. 
· The last instalment on the main Orchardbrook loan was paid in September, but £14.6k of ex-co-op loans from Orchardbrook remain. 
3.2 Other treasury tasks undertaken during the quarter were:

· JCRA appointed as treasury advisors for the one off task of procuring a new loan

· An invitation to tender for the new loan sent to 9 banks (with replies received from 5 during October)
· More security charged to the AHF 2015 bond loan, reducing the risk that further security will be required as rents decrease over the next 3 years. 
· Progressing reallocation of security from the Lloyds loan to the Lloyds derivative agreement, and charging further security to the Barclays loan agreement.

· Completing routine security valuation work on the Lloyds and Newcastle loans.
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
	Medium

	Breaking loan covenants in next 18 months
	Low

	Funding and refinancing risks

	Being unable to agree a new loan 
	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
	Medium

	Not being able to charge enough properties to secure new loan
	Medium

	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 medium because although Hexagon has sufficient funds to deliver all of the 15/18 programme and the costs of the Brickfield Cottages repair project, a combination of the latter and the delays to the vRTB programme is putting a strain on the cash flow.  Officers are managing this by deferring land investment for the post-18 programme and not contracting for any new development schemes unless these are needed for the 15/18 programme.
For avoidance of doubt, the current cashflow forecast includes:

· Completion of the 15/18 development programme
· £5.25m (net of grant from Greenwich) for purchasing 20 houses on the open market for decanting Brickfield Cottages 

· Estimated works and housing costs for Brickfield Cottages 

· Under the Continuous Market Engagement (CME) bid - 4 units at Grant Road which are already in contract and another 31 uncontracted at Lombard House.
· The Biggin Hill outright sales scheme (which is in contract via Horniman), plus a further 10 unidentified units 
· No vRTB sales (this is because the detailed rules have not yet been published, so Hexagon’s participation is not yet certain)  
· A land investment programme of £6.1m starting in December 2017
4.3  The new loan is required to fund a further 5 units of CME which have been approved by the Board in principal  and any post 2018 development programme. A paper requesting approval in principle for a £30m facility is on this agenda. It is hoped to have the loan documentation signed by the end of January, so that CME schemes already approved by the Board can be contracted for. 
4.4 The risk of having to place yet more cash on deposit as security for swaps was medium at the end of September, with £5.2m already on deposit between Barclays and Lloyds. This had a very limited immediate financial impact on the organisation, as we would have had to put cash on deposit anyway following drawdown of the AHF EIB loan. The risk has returned to low in the intervening two months. 
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 medium, because we would now like at least some property security to be in place by the end of March 2017. Work has already started on this.
4.7 The risk of paying unnecessary interest costs by borrowing ahead of need has been assessed as medium. This is because we have already drawn the AHF facility ahead of need. By agreeing that the new loan should be a revolving credit facility, this risk is minimised for the new loan, although we will have to pay commitment fees on the undrawn amount. 
Further information on Hexagon’s treasury status is given in the sections below. 

5.0 
Cash management and liquidity risk
	Measure at 30/09/16
	Actual
	Target/ covenant level
	Source of target

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

	Funds on deposit 
	£9.8m
	0
	Treasury policy

	Loan facilities secured and ready to draw
	£20m
	
	

	Cash balances plus secured loan facilities ready to draw
	£30.8m
	>£2m
	Treasury policy

	Income cover ratio 
	464%
	>110%
	Loan covenant

	Gearing ratio
	54.0%
	<70% 
	Loan covenant


5.1 The funds on deposit came from the drawdown of the AHF EIB loan. These will reduce as they are used for the development programme.
5.2 Further funds were place on deposit with swap counterparties (see detail in section 8 below).  
6.0 Funding and refinancing
	Measure at 30/09/16
	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, but see comments in section 4.2
	18 or more
	Treasury policy


6.1
A version of the three year cash flow forecast which delays all first tranche and outright sales receipts by 6 months indicates that, in these circumstances, a new loan is required by November 2017.
6.2    A further “aspirational” version of the three year cash flow forecast has been prepared which includes the Sumner Road schemes already approved by the Board, plus a further 63 units that new business have identified ahead of the post-2018 development bid. This  indicates that a new loan would be required by July 2017 to enable these schemes to go ahead.  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.
6.3  The last instalment on the main Orchardbrook loan was paid in September, but £14.6k of ex-co-op loans from Orchardbrook remain. We are due to pay a fixed rate of 11% interest on these loans until they are fully repaid by instalments in March 2022.  Orchardbrook have agreed to accept immediate repayment of the £14.6k if we also pay break costs of £4.1k. This would save around £4.6k in interest over the next 5 years, plus savings in fees for audit certificates and time saved on administering the loan.  There is also a benefit of being able to release all 61 units of property security at the same time. It is recommended that the Board approve the early repayment. 
7.0   Interest rate management
	Measure at 30/9/16
	Actual
	Target level
	Source of target

	% of loans book at fixed rates
	70%
	n/a
	(EBITDA test used)

	Lowest EBITDA MRI* per business plan
	133% (2022/23)
	>110%
	Treasury policy


7.1
The business plan has been updated for:

· the latest available interest and inflation rate forecasts
·  estimated costs for investigation, repair and associated cost at Brickfield Cottages.
· the proposes grant-aided purchase of houses to facilitate decanting Brickfield Cottages

· scheme changes in the 15/18 development programme

· the costs of the proposed new loan

7.2
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 116% 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.

7.3
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
	£17,403k
	< £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
	£13,091k
	<£9,938k
	

	Mark to market value of ANTS swaps
	£1,090k
	<£4,900k
	

	Total swaps exposure to Barclays
	£20.8m
	<£20m
	Treasury policy

	Total swaps exposure to Lloyds
	£15.5m
	<£20m
	Treasury policy

	Total swaps exposure to ANTS
	£1.1m
	<£20m
	Treasury policy


8.1 At 30th September market to market values had deteriorated significantly. This required a further £1.1m of cash to be placed on deposit with Barclays and a further £0.2m with Lloyds. However, the situation has reversed since the quarter end as shown in the graph below. Completion of further property charging to Lloyds since September has reduced the risk of cash calls still further . Further charging to Barclays is expected to complete shortly.

[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 September 2016, Hexagon had uncharged properties worth around £178m (£149m unsecured + £29m already valued).  Appendix C gives the details.
P Newsam  November  2016
pnewsam@hexagon.org.uk
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