Hexagon Housing Association

Board of Management

Report from the Finance & IT Director

Lead Board Member: Debbie Bankole-Williams

27th January 2015
Agenda Item 7
Investment Policy and new loan to Horniman
1.0
Summary 


This report proposes that the Investment Policy be revised to reflect the latest HCA guidance and to allow new investment in Horniman to be by way of a loan for developing outright sales schemes. The report also sets out the terms of the proposed loan, and summarises the legal, tax and treasury advice obtained thereon. 
2.0
Recommendation

· That the Board approve the revised Investment Policy, as attached
· That the Board agrees to provide an investment loan to Horniman, documenting that agreement in the terms set out in Appendix F
______________________________________________________________

3.0
Introduction - why Hexagon needs a revised Investment 
Policy
3.1 The Board has agreed, in principle, to undertake a small programme of development for outright sale to cross subsidise the 15/18 development programme. This decision was taken in September 2013 following legal advice from Devonshires (Hexagon’s corporate lawyers). 
3.2 Both vires and tax considerations means that it is better for outright sales schemes to be undertaken by Horniman, which is Hexagon’s non-charitable subsidiary.  In the current funding climate, Horniman would not be able to find external finance to fund all of an outright sales programme, so would look to Hexagon to provide funding for the development and sales period.  An Investment Policy is required to provide a framework for such investment in Horniman. 

3.3   
The Board approved an Investment Policy at its meeting in July 2014. A copy of the July report is attached as Appendix A, for information. Since July, it has become apparent that the investment needs to be structured by way of an “investment loan”. Devonshires have provided a revised Investment Policy which reflects this change. The revised draft is attached as Appendix B.  Devonshires have confirmed that the legal terms of the Investment Policy are not inappropriate for Hexagon to enter into. 
4.0
Investment loan to Horniman
4.1 It is proposed that Hexagon provides the funding to Horniman under a loan agreement, the principle terms of which are as follows:
· Revolving loan – ie funds can be drawn, repaid and drawn again over the term

· Up to £10.5m (being the limit in the Investment Policy)

· Four year term

· Fixed interest at 9% per annum, which can be capitalised and repaid when a scheme is sold

· Hexagon takes a first fixed charge over each development site

· Any proposed scheme has to be acceptable to Hexagon in terms of site valuation, sales value and project plan
4.2 A copy of the proposed loan agreement is attached at Appendix E.  Although the interest on the loan is set at 9% per annum, it is still planned that Hexagon will receive a minimum 15% investment return on each development, albeit that the return will be partly via loan interest and partly via a gift aid of the Horniman’s surplus on the development.
5.0
Legal, tax and treasury advice on the proposed loan
5.1 Devonshires have reported on the terms of the proposed loan and have concluded that Hexagon has the legal capacity to enter into the loan, and that it would not be inappropriate for Hexagon to enter into it.  A copy of their report is attached at Appendix C.   The points in their report have been dealt with as follows:
	Paragraph reference
	Point made
	How dealt with

	2.3.1
	Terms to be agreed by both Boards
	Provided that the loan is agreed by the Hexagon Board, a Horniman Board will be convened (probably via conference call) to approve the terms.

	2.3.2
	Consent from funders to on-lend
	This was confirmed to the Board in July 2013. The terms of the more recent AHF loans do not require consent to on-lend to a registered provider with in the group. 



	6.1
	Hexagon must be able to demonstrate to the Regulator that there are effective mechanisms to ensure compliance with the Governance and Financial Viability Standard.
	Loan is in accordance with Investment Policy; any proposed schemes will be modelled in the financial plan for both Hexagon and Horniman before Board approval; financial implications and risks will be included in reports requesting  Board approval; the Investment Policy limits the capital at risk; capital at risk will form part of quarterly development PIs; liquidity is monitored via quarterly treasury reports to the Board. 

	6.2
	The Board should consider the value for money implications of the loan
	The Board has decided to undertake outright sale schemes to provide subsidy for the social housing development programme; it is more cost-effective to undertake such schemes in Horniman and gift-aid the profits to Hexagon; Horniman needs 100% funding for such schemes, so Hexagon is the only source of such funds; the loan provides Hexagon with a higher rate of return than can be obtained by keeping funds on deposit, and the Board believes that the return is commensurate with the risk. 



	6.3
	Tax issues - The loan should be “for the benefit of the charity” under HMRC rules or meet a commercial benefit test.
	See paragraph 5.2 below

	6.3
	Charities overall requirement for prudence as regards appropriate return, funds only committee if available; formal documentation
	See paragraph 5.3 below for appropriate return
The loan agreement only commits Hexagon to provide funds where these are available to Hexagon.

The loan agreement is the formal documentation

	6.3
	Explain rationale to the Regulator
	Hexagon’s financial analyst at the HCA has been informed of the proposed loan and the investment policy. Their consent is not needed.

	6.4
	Charity commission/ vires issues
	These are incorporated in the Investment Policy.

	7.4
	Security and step in rights
	The loan agreement requires Hexagon to have a fixed charge over any Horniman development before money is drawn. The fixed charge allows Hexagon to step in and complete the development if Horniman cannot do so.  


5.2
BDO LLP have provided tax advice on proposed loan agreement. They have considered the HMRC rules, and in particular the commercial benefit test.  They do not consider there to be any adverse corporation tax consequences of the proposals. The BDO audit partner has confirmed that the loan can be treated as basic under FRS 102 accounting rules, which keeps things simple.
5.3
Capita have provided advice on whether the proposed loan is appropriate as a charitable investment. They have concluded that the interest rate to be charged on the investment loan represents a commercial rate of return on the proposed investment. A copy of their report is attached at Appendix D.

6.0 How the investment policy and loan will work in practice
6.1 
Hexagon’s Development and Regeneration Directorate will provide development agency services to Horniman. Any proposed outright sales scheme will be brought to the Hexagon Board together with a detailed appraisal of risks, rewards and the impact on Hexagon’s finances. This would include an assessment of the expected investment return, both in percentage terms and compared to the costs of borrowing funds for the period of the development. It would also include confirmation that the primary conditions of the Investment Policy have been met, and will set out the financial appraisal scenarios (both of these are specified in section 8 of the Policy). The board report on the investment will also include a commentary on the tax and legal status of the investment and confirm that it has been made on terms which are in accordance with the Investment Policy and legal and tax guidance.

6.2    A matching report will be bought to the Horniman Board, together will a detailed appraisal of risks, rewards and the impact on Horniman’s finances.  
6.3
Once approved, the conditions precedent for drawing on the loan will be put in place and the land will be purchased by Horniman, granting a fixed charge over the land to Hexagon at the same time. 

6.4 
As the scheme progresses, Horniman will request loan advances (in multiples of £1000) to enable it to pay invoices for build costs and fees. Hexagon will calculate interest costs every three months, and add these to the loan. 
6.5
Regular reports will be provided to allow the Horniman Board to monitor progress on the scheme. Regular updates will be provided to the Hexagon Board via quarterly development PIs. As sales complete, Horniman will repay the loan and the accrued interest thereon. 

6.6    Once all sales proceeds have been received, and costs are reasonably certain, Horniman’s surplus on the scheme will be calculated. A report will be provided to the Horniman board, for approval of gift aid to Hexagon. 

7.0
What happens if Horniman cannot make a surplus on a scheme?
7.1
The requirement for a 15% minimum return, and the financial appraisal scenarios, should mean that the risk of loss is properly weighed against the potential return. But if a scheme goes badly wrong, Horniman may not be able to repay all of the loan to Hexagon. In this situation, Hexagon would have to take a view on whether to write off some of the loan. Hexagon’s view would be informed by the Regulator’s requirement that social housing assets (of which Horniman still has 21 units) should not be put at risk. 

7.2
A minimum return of 15% has been proposed for low-risk schemes on the basis that valuers assume that a commercial company would look for a 20% profit on development. The actual return required would be higher than 15% for schemes where there is a higher risk.  
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Appendix A

Hexagon Housing Association

Board of Management

Report from the Finance & IT Director

Lead Board Member: Debbie Bankole-Williams

29th July 2014
Agenda Item 10

Investment Policy _______________________________________________________________

1.0
Summary 

This report explains the need for an Investment Policy and the reasoning behind that limits in the proposed draft. 
2.0
Recommendation

· That the Board approve the attached Investment Policy.

· That the Board agrees, in principle, to invest in Horniman to enable the development of one or more outright sale schemes within the terms of the Investment Policy

______________________________________________________________

3.0
Introduction - why Hexagon needs an Investment Policy
3.3 The Board has agreed, in principle, to undertake a small programme of development for outright sale to cross subsidise the 15/18 development programme. This decision was taken in September 2013 following legal advice from Devonshires (Hexagon’s corporate lawyers). A copy of the relevant Board report is attached as Appendix A for reference.

3.4 Both vires and tax considerations means that it better for outright sales schemes to be undertaken by Horniman, which is Hexagon’s non-charitable subsidiary.  In the current funding climate, Horniman would find great difficulty in raising external finance for an outright sales programme, so would look to Hexagon to provide funding for the development and sales period.  The Association’s solicitors have recommended that Hexagon prepare an Investment Policy to provide a framework for such investment in Horniman. 

3.3   The Board approved a draft Investment Policy at its meeting in January, subject to review by Devonshires. Devonshires suggested a number of changes, which have taken some time to work through. The revised draft is attached as Appendix B. Devonshires have confirmed that the legal terms of the Investment Policy are not inappropriate for Hexagon to enter into. 

4.0
What type of investment is covered?

4.3 Hexagon’s main purpose is to provide and maintain social housing, so most of its funds are invested either directly in properties for social housing/nursing care or assets (such as office buildings and IT systems) for the provision of services. But the Board also has power under the rules to invest the funds of the Association as it determines. In the past this has been used to invest in properties other than social housing, where these meet a local need. Funds have also been invested in Horniman to allow development of a mixed-tenure scheme. A list of current investments is given in Schedule 1 of the draft policy. 

4.4 Cash and near-cash needed for immediate use is held and managed under the Treasury Policy.  

5.0
Limiting the extent of financial investment
5.2 Paragraph 2.2 of the policy proposed that up to £11.4m of Hexagon’s reserves may be used for investments. Reserves stood at £43.9m at March 2014. The level of £11.4m has been calculated as set out below.  

5.2
The current business plan forecasts a peak gearing ratio of 53.4% in March 2017, which is 6.6% below the maximum of 60% allowed under the tightest loan covenant. An investment of £10.5m would bring peak gearing to 56.7%, which is half way between the current forecast and the covenant level. 

5.3
The investment policy therefore proposes a maximum investment of £10.5m in development for sale, which translates to a total policy investment of £11.4m once existing investments are taken into account.

5.4
There is also a limit on maximum capital at risk. Capital at risk is calculated as in paragraph 8.4 of the draft policy, and represents the likely worst potential loss on an outright sale investment given three exit routes (sell at a loss, convert to market rented, convert to affordable housing with grant). The policy proposes a maximum capital at loss of £3.5m. This has been calculated as set out below. 

5.5  
The business plan forecasts a minimum income cover ratio of 208% in 2019/20, ie 98% above the covenant level of 110%. A loss or impairment charge of £3.5m in that year would take the income cover to 159%, which is half way between the current forecast and the covenant level.  So it has been assumed that the Board would tolerate the risk of losing no more than £3.5m in one year on its investments.

7.0 Deciding on the type of investment

6.1 
There are a number of investments that Hexagon’s Board could consider such as 

· Listed companies (stock market or bonds)

· Commodities

· Joint commercial ventures

· Commercial property

· Residential property for sale or for rent

Alternatively, the Board could decide to continue to use any surplus funds to reduce the Association’s borrowings. The factors set out in paragraph 4.1 of the policy currently make residential property a better option than the alternatives. 

6.2      The Board has decided to invest in development for sales, rather than for market rent, as the latter would reduce, rather than enhance, the Association’s capacity to develop new social housing. 

7.0
Setting the investment return

7.1
The draft policy proposes a minimum investment return of 15%. This is the minimum target return from any one development for sale, over the life of the scheme from initial land purchase until sale of the final unit (say 2 years for a typical scheme). It is not therefore an annual return, and the calculation does not include interest costs. 

7.2  A minimum return of 15% has been proposed for low-risk schemes on the basis that valuers assume that a commercial company would look for a 20% profit on development. The actual return required would be higher than 15% for schemes where there is a higher risk.  
8.0
Making investment decisions

8.1     Any proposed outright sales scheme will be brought to the Hexagon Board together with a detailed appraisal of risks, rewards and the impact on Hexagon’s finances. This would include an assessment of the expected investment return, both in percentage terms and compared to the costs of borrowing funds for the period of the development. 

8.2
Advice will be sought from the Association’s legal advisors, tax advisors and auditors on what documentation will be needed to record the investment decision and expectations for each scheme. 

8.3    Only after a scheme has been approved by the Boards of both Hexagon and Horniman, and documentation has been put in place, will money be advanced.
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