Hexagon Housing Association

Board of Management

Report from the Development & Regeneration Director
Lead Board Member: Jeanette Kenyon
29th September 2015
Agenda Item 10
Outright Sale proposal – Biggin Hill, SE19

______________________________________________________________

1.0
Summary 

In accordance with the requirements of Investment Policy and Loan Agreement, agreed by the Board in January 2015, this report puts forward a proposal for Hexagon to invest by way loan funding to Horniman to develop 7 outright sale houses, with the profits generated to be returned to Hexagon (via Gift Aid), for use in the furtherance of its’ charitable objectives.
___________________________________________________________

2.0
Recommendation

That the Board approve
2.1
Hexagon entering  into a Conditional land and build contract with Bramble Estates (Bramble) and their Contractor (Rosesite Southern Ltd) for 7No outright sale houses for a ‘pro-rata’ package deal price of £3,027,731 [Land = £1,588,950 ; JCT Contract Sum £1,438,781].
2.2
Via the terms set out in the Investment Policy and Loan Facility Agreement (27th January 2015), the provision of funding (£3.7m) to Horniman to enable it to purchase land from Hexagon at the price of £1,588,950, and enter into a joint names build contract with (Rosesite Southern Ltd) for the sum of £1,438,781
___________________________________________________________

3.0
Summary of Proposal
3.1
The 7 houses are part of a 13 home development, with 6 houses for affordable rent being developed by Hexagon.  This report focuses on the 7 sale units only.  Directors have already approved the affordable element of the scheme via their delegated authority for the 15/18 programme.  The 6 rented homes form part of the conditions for the AHF 2015 Bond loan which we have now entered into.

3.2
This is the first outright sale scheme being developed by Hexagon / Horniman since 2006 when Claude Monet Court was built.  Similarly, with this site Hexagon will purchase the land upfront and simultaneously sell a proportion of the site to Horniman.  We have been advised by BDO (tax advisors) and Prince Evans (solicitors) that structuring the transaction in this way means that stamp duty land tax will not be payable.

3.3
Following a lengthy period of due diligence with lawyers, tax advisors, valuers and cost consultants, Hexagon are now ready to enter into a contract (subject to a number of conditions), secured by way of a deposit payment and are expecting to complete the land purchase in January 2016 and sell the portion land for the outright sale units to Horniman.  A joint names build contract will be entered into by Hexagon (For the affordable units) and Horniman (for the sale units). Hexagon will be employed via a Development Agency Agreement to provide project Management services to Horniman.
3.4
The purchase price for the land is £1,588,950 – This falls within two independent valuers’ range of market value. 
The cost of building the houses is £1,438,781 – Our cost consultant has confirmed this price offers value for money.
The Gross Development Value (GDV) of the completed homes is assumed as £4,111,667 – This is based on the average of the two independent valuers and the Sales and Marketing Agent’s opinion of value.  This is within market levels based on the specification and the demand for the homes in that area 
3.5
The development is expected to deliver profit of £626,069 which equates to a net return of circa 18% which is in line with the Investment Policy requirement of 15% net return (after tax and interest)
.  The cost: value is 82%
The total cost of the development to Hexagon is circa £3.5m which is within the maximum investment limit of £10.5m, and the Capital at Risk for this proposal is £291k, which is well within the current limit of £3.5m for outright sale. 

All other requirements of the investment policy and Loan agreement are met in this proposal and this is confirmed in detail in section 4.0 of the attached report, and should be the main area of focus for the Board.

3.6
The risks inherent in this activity have been considered and are detailed in Appendix 1 and Section 8 and in connection with this; the agreed sensitivities have been run using our development appraisal tool (ARGUS), the results of which are detailed in Section 7.
3.6.1
The key risk affecting our ability to deliver this project to meet our 15% minimum net return is if the housing market suffered a significant downturn resulting in house prices falling by 10%.  The net return falls to circa 6% with a profit of £211,191.  However, it would take a combination of negative factors for the development to suffer a loss. 
3.6.2
If we could not sell the homes we could switch the tenure to market rent and then attempt to sell when the market stabilises (assuming values at today’s levels).  In this scenario, the surplus realised at year 5 is £331,256 and the net return is 4.5%.
3.7
The reward from taking the risk in carrying out this development is that we stand to receive £626,069 of surplus from Horniman which can be used to reduce market related rents on 10 relets to target rent levels, or mitigate against the impact of the 1% rent reduction, or build more affordable homes.  The Board do not have the make that decision now, but when the actual profits are generated.
3.8
A separate report will be presented to Horniman Board at their meeting.

3.9
Directors have approved the proposal – subject to Board approval.

3.10
The lead Board member has also had input into this report.

______________________________________________________________

Section 4
How Investment Policy requirements are being met
Section 5
How Loan Agreement requirements are being met

Section 6
Details of the development

Section 7
Financial Details

Section 8
Risk and Reward

Appendix 1
Detailed Risk Summary

Appendix 2
Site layout and unit layout plans

Appendix 3
Acorn sales and marketing report

In the interests of keeping this report succinct, the following further background information is available on the Board Members area of the Hexagon website.
· Appraisal Summary and sensitivities

· Independent Valuations – Deloitte Real Estate and Robson Chartered Surveyors

· Value for Money Report by Potter Raper

· Confirmation of Good Title from Prince Evan

· Tax advice from BDO

4.0
Hexagon HA Investment Policy Requirements

4.1
The Investment Policy which was approved by the Board in January 2015 contains a number of requirements which have to be met and considered by the Board when considering a development for sale.  These are set out in the table below
4.2
	Section 7 of the policy sets out the minimum levels of anticipated return on any investment and maximum amounts we would invest in the area of Development for sale.  These are summarised below along with how this is being met



	Investment Policy clause
	Investment Policy Condition
	How Being Met

	7.1
	Maximum level of investment for development for sale is £10.5m.  
	Maximum level of investment for this proposal is £3.7m



	
	Maximum level of capital at risk for outright sale is £3.5m 
	As demonstrated below – Capital at Risk is £291k

	
	Minimum Net Return (after interest and tax) is 15%
	This proposal expects to deliver 17.96%


4.3
	Section 8 of the policy sets out Development for Sale Criteria and a number of.  The list of Conditions are set out below, along with how these are being met by this proposal

	IP clause
	Investment Policy Condition
	How Being Met

	8.1
	The approval of the Hexagon Board
	Approval is sought by way of consideration of this report.

	8.2
	· The Price paid for the land must be based upon a residual land valuation
	Land price of £1,588,950 is derived on a residual land valuation basis i.e. 

Sales income £4,111,665 

less 

Build costs of £1,348,889
Fees of £361,633
Interest of £122,565
and profit of £626,069
and SDLT of £63,558
As set out in Section 7, the price being paid for the land is within the parameters of the two independent valuations.

	
	· If the site is being purchased without planning permission….
	N/a – The site has a resolution to grant planning permission and purchase of the site is conditional on an acceptable planning consent being issued by a longstop date of 26/02/2016.

	
	· The proposed acquisition price should be confirmed as accurate by an independent reputable valuer approved by the directors group with demonstrable experience in that market
	Two RICS independent Valuers (Robson Surveyors and Deloitte Real Estate) have confirmed the acquisition price is accurate i.e. market value. Both valuers are approved by DG and have experience in the market.

	
	· The build Costs must be validated by an appropriately qualified cost surveyor from a panel approved by the directors group
	The build costs of £1,438,781 have been validated by Potter Raper who are on Hexagon’s approved list (and are thereby approved by DG.).  They are qualified cost consultants and quantity surveyors.

	
	· The title of the Property must be appropriate for the purpose and must be confirmed as such by an appropriate legal firm from a panel approved by the directors group
	The title of the property has been confirmed as being suitable for the proposed purpose, by our solicitor – Prince Evans, who are part of the Housing Association Legal Alliance (HALA) framework which Hexagon are members of, and are thereby approved by DG.

	8.3
	Financial Appraisal Assumptions  - These should model the following scenarios;
a) 10% fall in sales prices

b) 10% increase in build prices
c) Interest rate fluctuations of 3%

d) 12 month delay in sales

e) 12 month delay in start on site

f) Corporation tax becomes payable on the surplus
g) a-e 

	These scenarios have been modelled through ARGUS and the results are set out below:

a) Net return reduces to 6.05% / profit reduces to £211,191 
b) Net return reduces to 13.19%/ profit reduces to £479,059
c) Net return reduces to 14.44%, profit reduces to £518,912
d) Net return reduces to 13.77%, profit reduces to £497,801

e) Net return reduces to 15.61%, profit reduces to £555,111
f) Net return reduces to 14.37%, profit reduces to £500,855
g) Net Loss is -10.83% / -£449,298. In this circumstance, Hexagon would need to take a view as to writing off this loss. 
This demonstrates that the biggest risk to achieving the minimum return of 15% is the drop in sales values by 10%, or a combination of scenarios happening at once.  These risks are explored further in the Risk section of the report as section 8


	8.4
	Capital at Risk
The Capital at Risk will be calculated as the difference between the actual investment in the project (including any amount that we are contractually bound to invest as a result of commitments made) and the highest of the following three numbers:

a) A 20% loss resulting from the proceeds from an immediate sale of the site in its’ current state (assuming that capital expenditure on the site was at its highest planned level)

b) The net present value of the scheme if used as market rent or shared ownership assuming that no social housing grant was available

c) The net present value of the scheme if used as affordable rent or shared ownership assuming that social housing grant is available
	The Capital at risk for this proposal is estimated to be £290,568, it being the highest of the three scenarios considered
a) -£580,593
b) -£1,056,799 (MR) / -£478,298 (SO)
c) -£2,271,040 (AR) / -£290,568 (SO)


4.4

	Section 9 of the policy sets out a requirement for details of the legal entity the investments will be made and additional reporting.  These are summarised below along with how this is being met



	Investment Policy clause
	Investment Policy Condition
	How Being Met

	9.1
	It is intended that land held for development for sale will be acquired by Horniman.  

Tax advice will be sought before entering into any transaction with a view to minimising any tax liability with any potential liability included in the financial model
	Land will not be held for development by Horniman due to simultaneous land acquisition and entering into build contract.

Tax advice has been obtained from BDO and an allowance for SDLT has been included in the financial appraisal (£64k).  Legal and tax advice to date suggests that SDLT will not be payable, however it would be prudent to assume otherwise until the transaction completes and the relief is confirmed.

	9.2
	Any non-social housing activity in Horniman should not place the social housing assets retained in it at undue risk.  Any board report should comment on how this is to be achieved
	In the unlikely event that Horniman was unable faced financial problems and was unable to complete the development, Hexagon has a first charge over the land and can therefore step in and take over the development.
Hexagon can afford to lose £3.5m of its’ capital investment without it having a significant financial impact on the association and consequently Horniman’s social housing assets are not at risk.  

	9.3
	The terms of any investment (including by way of loan) shall be approved by the Board of Hexagon.  The board report on the investment shall include a commentary on the tax and legal status of the investment and that it has been made on terms which are in accordance with this policy.
	The terms are largely set out in Section 5.  Approval is sought by way of consideration of this report.
The tax and legal status of the proposal are set out in Section 6.5.  This confirms that the proposal in terms of the legal and tax arrangements are in accordance with the investment policy.  Our tax advisors (BDO) and legal advisors (Prince Evans) have been made aware of this policy and its’ requirements in agreeing the structure of the transaction.

	4.5 

	Additional requirements highlighted in Investment Policy covering report by Finance and IT Director (6.1)

	
	Detailed Appraisal of Risks
	Attached at appendix 1

	
	Detailed Appraisal of Rewards
	Detailed in Section 8

	
	Impact on Hexagon Finances – Expected investment Return - % and £, compared to cost of borrowing funds for the period of development.
	The expected return of £626,069 / 17.96% as compared to cost of borrowing (£122,565) over the period of the development, demonstrates this is a good return for the level of investment.

	
	Confirmation that the Primary Conditions of the Investment Policy have been met
	The primary conditions are listed above alongside confirmation of how these are being met.


5.0
Loan Agreement Requirements

5.1
The Loan Agreement which was signed by the Board in February 2015 also contains a number of requirements which have to be met and considered by the Board when considering a development for sale.  These are set out in the table below

	Part 2 – Conditions precedent relating to the property

	Loan Agreement Clause
	Loan agreement Condition
	How Being Met

	1
	The Fixed Charge duly executed by the Borrower
	Horniman will be required to execute the fixed charge document upon exchange of contracts

	2
	A Valuation by an independent valuer for the property acceptable to the Lender of the pre-development value of the land and its’ gross development value
	Valuations from both Robsons and Deloitte Real estate (both RICS independent valuers) reporting on the land value of £1,915,000 and £1,590,000 respectively based on what we plan to build.  They differ due to the respective valuer’s opinions on what the houses are worth:- Gross Development Values of £4,330,000 and £3,955,000 are provided, hence we’ve taken an average of these plus Acorn’s opinion on GDV (£4,050,000). See section 6.2.

	3
	Satisfactory due diligence reports if required by the lender
	Final reports from the tax advisor will be issued.  Report on title from the solicitor will be provided to Hexagon as they will be purchasing the entire site.  As Hexagon will be jointly named on the build contract it has carried out its own due diligence on the Contractor.

	4
	Certificates of title and overview, together with all title documents in relation to the property
	Report on title from the solicitor will be provided to Hexagon as they will be purchasing the entire site and then transferring part of the site for this proposal to Horniman.

	5
	Final agreed budget, project programme and development cashflow acceptable to the Lender
	These will be provided at exchange of contracts.  Hexagon will be provided with all of the listed information which form part of the build contract.

	6
	Any other information required by the lender
	Any other requested information will be provided by Horniman.

	Part 3 – Conditions subsequent relating to the property

	
	
	

	Loan Agreement Clause
	Loan agreement Condition
	How Being Met

	1
	Collateral Warranties and contracts / appointments for the building contracts, principal sub-contractors and members of the professional team, duly executed and within a year of the date on which work is started on the site of the relevant property
	Provision of this documentation will be part of the building contract along with the requirement for them to be duly executed within the timescale.


6.0
Details of the Development

6.1
Location

The site is located at 51 Biggin Hill & 32 Biggin Way, in Upper Norwood in the borough of Croydon.  It is in a predominantly residential area.
The site is currently vacant but was formally used for commercial warehouse purposes by Display Electronics (light industrial), and there is a vacant building on the site which will need to be demolished before works can commence.

6.2
Mix of Homes and their values
	Plot
	Description
	Robson Valuation
	Deloitte Real Estate valuation
	Acorn Valuation
	Assumed Value (based on average of Robsons, DRE and Acorn)

	1
	3bed detached house
	£625,000
	£515,000
	£550,000
	£563,333

	8
	3bed detached house
	£625,000
	£515,000
	£560,000
	£566,667

	9
	4 bed end of terrace house
	£625,000
	£585,000
	£590,000
	£600,000

	10
	4 bed mid terrace house
	£610,000
	£585,000
	£585,000
	£593,333

	11
	4 bed mid  terrace house
	£610,000
	£585,000
	£585,000
	£593,333

	12
	4 bed mid terrace house
	£610,000
	£585,000
	£585,000
	£593,333

	13
	4 bed end of terrace house
	£625,000
	£585,000
	£585,000
	£601,667

	Total Gross Development Value (GDV)
	£4,330,000
	£3,955,000
	£4,050,000
	£4,111,667


6.2.1
It is noted that there is a large difference between the two RICS valuers’ opinion on what the houses are worth, with Acorn’s view lying in between the two.  The extent of the difference is unusual and certainly not ideal, hence the decision to take an average across all three figures.

6.2.2 
Having discussed their approach with RS and DRE, the feedback received was as follows;
RS - Very familiar with the local area and spent time speaking at length and detail with the local estate agents as to what is happening on the ground in terms of demand in the area for family homes.  He also cited the difference in value between a mid-terrace and end of terrace.
DRE – Cited comparables from nearest similar new build development – 2 miles away selling last year.  In addition, feels that the bedroom sizes (being 1 double and 2 or 3 singles) do have a sizeable negative impact on the value.

6.2.3
Whilst Acorn do not carry out a formal valuation in the same way, and is approaching the proposal from an estate agent’s perspective, they do cite the same comparables as DRE but in addition have identified more recent newbuild sales closer to the development location.  They also take into consideration the bedroom size impact. 

6.2.4
We will of course keep abreast of what is happening with house prices as the scheme progresses, and seek six monthly valuation updates.  We expect to see increased profits by the time we are ready to sell, provided the market remains stable. We will provide quarterly updates to the board.
6.3
Specification & Design
6.3.1
Site layout plan and unit layout plans are set out in Appendix 2.  The design is very ‘safe’ and traditional (rather than modern) and fits well with it’s’ location and the target market expectations.  The site already had planning consent when the opportunity was brought to us, and therefore we have not had any input into the design.
6.3.2
The specification for the houses has been devised for specifically for private sale homes on the advice of Martin Associates and BPM – both Consultants with experience of this market for house builders as well as RPs.  We have 3 standards – Gold, silver and bronze.  The difference between them is mainly reflected in the quality of kitchen and bathroom finishes, fixtures and fittings. The location of the development, type of buyer it is aimed at and the likely competition will influence which standard to incorporate.

6.3.3 
These 7 houses will be built to our ‘Silver’ requirements with enhanced appliances and worktops (following advice from ACORN), and reflects the location of the development and the target market – families with young children.
6.4
Planning Consent 

6.4.1
The site received planning consent for a total of 13 houses, in August, and the documentation relating to the Section 106 agreement is being finalised. 
6.4.2
The draft S.106 agreement states that six of the homes must be affordable rented houses and these will be delivered by Hexagon as part of the 2015/18 AHP.  Works cannot commence until the final documentation is issued by the Local Authority.
6.5
Timescales

6.5.1
We expect to exchange contracts to purchase the site in October 2015, with completion of the purchase earmarked for January 2016.

6.5.2
Works are due to commence on site thereafter, with completion reached in March 2017.
6.6
Structure of the Deal
6.6.1
The site was introduced to Hexagon by Bramble Estates who we have a longstanding relationship with in terms of site identification and putting land and build packages together. Bramble has an agreement with the land owner requiring them to purchase the site once the planning permission documentation is in place.
6.6.2
Rosesite Southern Limited is the Contractor who will build out the site, we have experience of this company as builders, and they have experience of building private homes as well as affordable. They have been added to the Hexagon approved list.
6.6.3
The structure is outlined in the table below, following consultation with / advice from Devonshires (legal advisors for investment policy/loan agreement/Development Agency Agreement),  BDO our tax advisors, and Prince Evans our solicitors for the land purchase, as well as our Employer’s Agent – Potter Raper who will administer the build contract. 
	Key Stage
	Key Tax / Legal / Contractual Matters to note

	1
	Planning documentation issued
	

	2
	All parties Exchange contracts (land and build), on a “subject to basis”
	The ‘subject to’ is that Hexagon will not complete the purchase until demolition and boundary works have been completed by the land owner. 
A 10% deposit will be held as Stakeholder (fully refundable with interest if completion does not take place).
The Long Stop date for land purchase is 26/2/16. (The latest date by which completion must take place)

	3
	Boundary work and demolition works are completed
	

	4
	Hexagon buy whole site from Bramble  
	Hexagon obtain SDLT - Registered Provider (SDLTRP) relief

	5
	Hexagon sell land to Horniman

	No SDLT payable by Horniman as it is a transfer between two RPs. 
A 1st legal charge on the Horniman land as security for a loan from Hexagon.

	6
	Hexagon and Horniman’s joint names build contract with Rosesite Southern Limited comes in to effect
	As noted at 2, the build contract is signed at Exchange, but only comes in to effect on Completion of land purchase by both Hexagon and Horniman. Clear fee / cost structures are included to establish what is paid by Hexagon and by Horniman (and Collateral Warranties provided for both parties for completed work) 

	7
	Hexagon and Horniman’s Development Agency Agreement comes into effect, as does 

a Developers Agreement between the two parties
	The Development Agency Agreement (provided by Devonshires), sets out the services Hexagon will provide to Horniman to project manage the development.

The Developer’s Agreement confirms both will act reasonably in determining matters during the development process

	8
	Rosesite build the development
	Monthly certified valuations of the work are issued by the EA, for Horniman to pay.

Any VAT paid by Horniman (For Fees mainly) is reclaimed.

	9
	Hexagon Rent out the affordable homes
	

	10
	Horniman sell the outright sale homes and donate resulting profits to Hexagon via Gift Aid
	No tax payable on profits.
An Estate Management Agreement between Hexagon and the owners of the outright sale homes will be in place for service charge recovery


6.7
Sales and Marketing
6.7.1
We will employ the services of an independent sales agent (rather than our own sales team) as we recognise that the market for these homes is a different demographic to that of our shared ownership homes added to this, the team is very small and would be at risk of being easily distracted by their other activities.

6.7.2
We have selected ACORN to manage the marketing and sales process.  The new Homes division would manage the service for us.  They are a local Agent with a focus on south east London, and have 23 branches including one at crystal palace (close to the proposed development), and are actively marketing newbuild sales schemes in south London.  We utilised their services on our first outright sale scheme in 2006 and they did a very good job for us.  Last year we carried out a market test in connection with another site, and Acorn provided the best response, hence the decision to go with them on this proposal.
6.7.3
Their fee is 2% plus VAT on all units sold.  The range of services they provide includes all marketing material, branding, weekly media adverts, full window displays, managing sales enquiries and viewings, overseeing the sales process co-ordination with legal and mortgage lenders.  They have provided a sales and marketing report on the proposal and their opinion on the sales values for the houses. (See appendix 3).  Their sales values have been considered alongside the two RICS valuers’ opinions and we have assumed an average of the three.  They confirm “..the proposed scheme offers good balanced accommodation at a price where the market is currently most active”.  We have taken on board their recommendations and enhanced our specification for the kitchen appliances and worktops and this is reflected in the contract costs.  We have also made provision for a furnished show home.  
6.7.4
Despite the confidence we have in ACORN, we have become aware of other local agents operating in the area, providing a similar service – Pedder and KFH.  We have approached both but not yet had a positive response.  We will keep under review which agent is best suited once the scheme gets underway.  As a minimum we will seek to negotiate a reduced fee with ACORN, as we are aware this may be at the upper end of the fee scale for this service.
7.0
Financials - Costs to Develop, and Profit to be made
The Total Costs are £3,485,596 and is made up of the four elements highlighted below:

7.1
Acquisition Costs 

The land for the private sale homes will be purchased for the sum of £1,588,950.  Stamp Duty of £63,558 is included until this is finally confirmed as being recovered.
7.2
Construction Costs

The build contract price for the private sale homes has been agreed at £1,348,889 plus the contractor’s on-costs (see 3.5.3 below), giving a total contract sum of £1,438,781.  The contract is a fixed price contract which means that it cannot increase unless we specifically instruct additional works.  
7.3
Professional Fees

These ‘on-costs’ cover the fees associated with employing various professionals to deliver the project e.g. legal, valuer, EA, Development staff etc. but it also includes the Contractor’s costs for the professionals he employs directly, e.g. Architect, Engineer etc., which comes to £90,031.  The total fees element is £361,633 
7.4
VAT 
VAT is payable on a number of the on-costs and comes to £34,055.  However, the VAT can be recovered by Horniman, so this does not result in a direct cost.
7.5
Finance 

This is the cost of borrowing. The interest rate has been agreed as 3.6%, and the total development period interest is £122,565, based on a 14 month build period and 3 month sales period.
7.6
Profit - The estimated net return (after interest and tax) is £626,069 which is a net return rate of 17.96% and within the Investment Policy minimum level of return

8.0 Risks and Rewards
8.1
Appendix 1 sets out the known risks inherent in developing outright sale (list devised from advice from ARK consultancy) and details our risk mitigation actions.
The key risks associated with this proposal are:

8.1.1
Delay to the start of works, due to the need for access to be negotiated with a neighbour so that demolition of the industrial unit can take place.  Any delays increase the risk of completion occurring when the market has turned negative.  However, we have modelled the impact of the delayed start as well as a fall in house prices.  The proposal still delivers a surplus but a reduced level of £211,191 / £555,111 respectively.
To mitigate the delayed start, we plan to exchange contracts by the end of October, which will give the developer certainty that the development will proceed with Hexagon and therefore he can start discussions with the neighbour.  One of the conditions of purchase completion is that the demolition is completed, which will enable the works to progress as planned, with a completion by March 2017. There is a longstop date in the contract, of Feb 2016, by which time if the demolition works have not progressed we can pull out of the deal.
8.1.2
As we have no control over the housing market and its’ difficult to predict, falling house prices is the main risk.  The predictions for the next three years is a growth in house prices and we have not assumed any growth in values in our financial appraisal, so effectively we have built in some buffer to price falls.  It would take a dramatic turn of events to reduce the expected surpluses to losses. 
8.1.3 
If other changes in the market occur and we are unable to sell the houses, we have considered the option of market renting the properties for 4 years and then selling the homes.  This would generate a surplus albeit a reduced one.

8.2 
Counter to the risks, there are a number of rewards which Hexagon stands to gain from this proposal

8.2.1 
A return from Horniman of an estimated £626,069 
This could be used for a number of purposes all in line with Hexagon’s charitable objectives:
· Reduce rents on relet properties to target rent levels – 10 homes 
· Reduce rents on relet properties from 80%MR to 60%MR - 23 homes. 
· Reduce the level of subsidy going into the 2015/18 AHP 
· Fund additional affordable homes

The Board does not need to make a decision now on how to spend any gift-aided surplus. This should be considered once the surplus is generated.

8.2.2 
Gaining experience of developing private sale on this modest scale will put Hexagon in a good position for developing more sale homes, on a larger scale, provided the market conditions are right.
Appendix 1 – Table of Risks
	
	Identified Risk
	Control Measure options
	Action Taken

	1
	Over estimate sales prices/house prices fall between Board Approval and PC/sales release of the units
	· Market research including agent advice comparative analysis
	Current sales prices have been provided by Robsons Chartered Surveyors and Deloitte Real Estate and Acorn.

Our financial appraisal assumes the average of these three valuations for each house type as they all differ.

The completion date of the project is March 2017

Current house price average inflation predictions from three agents (Savills, JLL, Cluttons) for the year are:

· 2015 - 3.8%

· 2016 - 5.0%

· 2017 – 5.3%

Currently there are no predictions for a fall in residential property values and equally we have not assumed any house price inflation in our financial appraisal.

	2
	Uncompetitive product specification
	· Market research 

· Competitor analysis


	The current specification forming the Sale homes requirements is the Silver Specification from Hexagon’s Project Brief; this specification was developed with the help of Martin Arnold Associates and BPM, who have worked with house-builders and RPs selling outright sales homes.  

Acorn New Homes provided a comprehensive Sales and Marketing Report reflecting on our specification. We have negotiated in to the build contract the uplifts to this specification that Acorn New Homes recommend – Appliances and worktops.

The advice takes into consideration similar homes recently /currently being marketed (in terms of price, specification and target market)

We have an allowance for show home furnishings as well as a £13,000 contingency which could be used for marketing incentives. 

	3
	Overpaying for the site
	· Feasibility appraisal and valuation

· Expect to secure planning before acquiring the site (the site already has planning, including an agreed s106 – we await signed consent)
	We have had the land valued by (Robson Chartered Surveyors and Deloitte Real Estate) on the basis of including seven houses for outright sale. The land price being paid is within the two land valuations.

Exchange will not take place until the planning permission and associated s106 are issued and completed to our satisfaction

	4
	Failure to secure planning consent for a viable scheme
	· Ensure deal is subject to planning consent
	Exchange will not take place until the planning permission and associated s106 are issued and completed to our satisfaction


	5
	Failure to control costs effectively
	· Effective procurement of works

· Thorough and experienced cost estimating and site appraisal

· Contract cost monitoring and cash flow control 

· Capacity to flex production pace
	The procurement route for this scheme will be a JCT 2011 Design and Build contract for a fixed price (not to be exceeded) contract sum. 

We are employing Potter Raper as Employer’s Agent, who we have experience with and confidence in.  They will monitor the Contractor’s cashflow monthly, and keep us updated via their monthly cost report which is issued with their certified valuation.  The Horniman and Hexagon cashflows will subsequently be updated on a monthly basis via SEQUEL.

A Clerk of Works (via BPM) will visit site weekly and provide a report on progress and any concerns, which will be quickly acted upon by the EA.

If we need to accelerate the contract this could be considered under the terms of the contract and a review of the impact on costs and consequently the surplus would be undertaken.  The fact that there is no assumed house price inflation to completion does provide some buffer to additional costs that may arise as a result of this approach.
Hexagon has a good track record of controlling costs.

	6
	Poor sales performance
	· Competitive priced and specified product

· Effective marketing starting with strategy

· Sales co-ordination

· Appealing incentive package (where necessary)

· Good site presentation including a show home where appropriate
	Acorn New Homes have provided a repot which confirms the marketing strategy with timescales and approach.  They confirm the homes are competitively priced and in demand.  They suggest a six month lead-in before completion.  This is aligned to the build contract requirements in terms of facilitating safe access and the provision of a show home.

We have not built in an incentive package; however, we have a contingency as mentioned in 2 above.


	7
	Failure to achieve overall business objectives including cross subsidy potential 
	· Realistic strategic targets

· Effective resourcing and organization

· Good branding


	The development shows a profit generated of £626,069, (cost: value of 82%), this is based on the values as at section 1 of the main report.  All profit will be gift-aided to Hexagon to use in the furtherance of its’ charitable objectives.  This is the main objective behind this activity.
 An experienced agent will be used for the marketing, branding and sales.

Hexagon Staff experienced with developing housing for sale will project manage the development.

	8
	Failure to control risks associated with the site
	· Ensuring that risks are discharged prior to site purchase completion


	Hexagon’s due diligence process will be completed with a satisfactory assessment of the Risk Register.  The main risk is the delay to the development starting due to the neighbouring access issues.  We have made the land contract conditional on securing the access and demolishing the existing building before we complete the purchase.


	9
	Contractor goes bust
	· Ensuring suitable contractor is selected

· Provision of Performance Bond or Insolvency cover
	The proposed contractor has been assessed by DG and approved.  We have experience of using this contractor successfully.  The contractor will be required to provide a 10% Performance Bond, and will demonstrate his ability to secure same before we exchange contracts.

In the unlikely event he did go bust this would impact on delivery timescales (but our additional costs would be covered by the performance Bond up to 10% of the contract sum) and therefore increase the risk of failing to hit the market at the right time.  We have already modelled the impact of a fall in house prices of 10%. 

	10
	Contractor does not perform
	· Ensuring suitable contractor is selected

· Provision of Performance Bond 
	The proposed contractor has been assessed by DG and approved.  We have experience of using this contractor successfully.  The contractor will be required to provide a 10% Performance Bond, and will demonstrate his ability to secure same before we exchange contracts.

Under the terms of the building contract there will be penalties for delayed completion and the ability to take action if works do not proceed diligently.


Appendix 2 – Site Location, Unit Layout Plans
Appendix 3 – Acorn – Sales and Marketing Report

� Net Return (after interest and tax) is the same as profit on cost.


� Horniman’s cost to develop the scheme is £3.7m as it includes the Hexagon 9% interest charge and consequently they need a loan of £3.7m


� Horniman’s ‘profit’ of £429,795 plus the ‘net’ interest payment of £196,274 will result in a return to Hexagon of £626,069.








Development for Sale – Biggin Hill

Report to Hexagon Board 29th September 2015
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