Hexagon Housing Association

Board of Management

Report from the Development & Regeneration Director
Lead Board Member: Jeanette Kenyon
26th January 2016
Agenda Item 4
Strategic matters arising from the annual review of Development & New Business  
______________________________________________________________

1.0
Summary 

This report highlights the strategic issues arising from the work of the Development & New Business Teams;

1.1
Securing the 2015/18 development programme.  Sites for the 200 units have now been identified and deals agreed, however, there are 7 sites / 119 units which do not yet have planning consent. Whilst we have no reason to think consent will not be granted, the problem is the time it is taking for planning departments to process applications and the consequent impact on meeting the GLA timescale for starting on site; December 2016.  The GLA are aware of the position and we are doing all that we can to secure planning consent on the riskier sites. (Section 4)
Risk Rating – Need to keep under review
1.2
Cost increases and the implications for delivering a development programme.  Construction costs are rising as a result of a severe lack of capacity in the industry.  We have already felt the impact of this on 15/18 schemes which have recently been tendered.  We are likely to need to access more loan funding earlier than expected for any future development.  We will review the design of schemes to ensure they are as cost efficient as possible and adjust our project brief requirements as required. (Section 5)
Risk Rating – Need to keep under review

1.3
Impact of starter homes.  There will be a requirement to provide starter homes on certain sites which will be classed as affordable housing.  This will not only impact on the number of s.106 opportunities that will be available to us, but will more significantly have an impact on land costs and thereby our ability to secure sites based on delivering rented housing. We await more information on how this initiative will be rolled out so we can better assess the impact.  (Section 6)
Risk Rating – Need to keep under review

1.4
Delivering an outright sale programme that can help to subsidise rented housing and keep rents affordable. It is proposed that due to the demise of any new grant for rented housing, surplus from outright sales will be utilised for this purpose. We have now exchanged contracts at the Biggin Hill site which is expected to generate circa £630k, but there remain challenges in identifying and securing sites for this activity. Nevertheless, we plan to accelerate our delivery of outright sale homes now that the 15/18 programme has progressed. (Section 7)
Risk Rating – Need to keep under review

1.5
Identifying and securing sites as part of the land investment strategy, to assist with the delivery of replacement right to buy homes. Securing land opportunities in a very competitive environment is a challenge, but it is the best way we can respond so that we can meet the obligations that the Right to buy schemes is likely to expect. Whilst the indication is that RPs will be able to choose how and where (within London) to spend their RtB receipts, the position has not yet been clarified.  Once the details are about the voluntary scheme are confirmed, the Board will need to decide what approach to take with regard to replacement homes. (Section 8)
Risk Rating – Well placed to deliver

1.6
Entering into a more risky development environment which is more dependent on sales (shared ownership). The government have announced that future grant funding will only be available for shared ownership homes.  We will therefore be developing more homes of this type alongside other RPs, which will mean increased sales risk as more choice becomes available for low-middle income households.  There is also the increased competition from other home ownership initiatives. (Section 9)
Risk Rating – Need to keep under review

1.7
Last year’s report highlighted the following strategic issues:, securing sites to deliver the 200 unit 2015/18 allocated development programme (due to land and build costs), delivering an outright sale programme – These remain strategic concerns as highlighted above and are expanded upon in this report.  
However we also highlighted; Completing the 2011/15 schemes which were still on site and identifying the 80 shared ownership units for the 15/18 programme.  These are no longer considered strategically significant and a brief update is provided. (Section10)
______________________________________________________________

2.0
Recommendation

That the Board approve the actions highlighted in the report at sections:

4.5, 5.7, 6.5, 7.6, 8.6 and 9.4
______________________________________________________________

3.0
Introduction and scope
3.1
This report covers the strategic matters arising from the work of the Development and New Business Teams as reported to Directors Group earlier this month.

3.2
It gives a summary of the main challenges and risks facing the work of the department, which the board should be aware of.

3.3
The lead Board member has had input into this report.

4.0
Securing sites to deliver the 200 unit 2015/18 MHC, allocated development programme 
4.1
We have so far entered into contract on schemes with planning on 4 sites / 78 units. The remaining 122 units are in various stages of being secured.  There are 119 units across 7 sites which do not yet have planning consent.  We have exchanged contracts on two of these sites / 33 units.

The challenge over the coming year will be to secure (by contract and planning) the remainder of the programme, and ensure that all schemes have planning consents such that they can commence on site by the GLA target date of December 2016. 
The table below sets out the position with the riskier sites, i.e. Those which do not yet have planning consent and / or we have not yet exchanged land contracts to protect against losing the site to another interested party.  119 units across 7 sites fall into this category,
Where the planning application has not been submitted we are pushing the vendor to progress as quickly as they can following the pre-application discussions with planners.

Where the application has been submitted, this has been on the back of a positive pre-application meeting with the planners to give us comfort that approval should be secured.  
We are aiming to exchange contracts on a subject to planning basis on all those sites which do not yet have consent, as a means to protect our interest in the site.  In recognition that we may lose one or 2 of the identified sites, we have identified ‘back-up’ sites which could replace them.  Whichever crosses the line first re: exchange is what we will include in the programme.
Key

Yellow = No planning consent or no contract exchanged
Red = No planning consent and contracts not exchanged


	MHC 15/18 
Scheme Name
	Homes
	Type
	Est. Start on site date
	Est.

completion date
	Delivery Risk
	Planning Position
	Contract Position

	Cricketers - Croydon
	18
	Affordable Rent
	June-16
	Nov-17
	 
	Planning application submitted.

Consent expected May 2016.
	Contracts exchanged

	Bensham Lane - Croydon
	15
	Affordable Rent
	April-16
	Jan-18
	 
	Planning application submitted.

Consent expected March 2016.
	Contracts exchanged

	Brampton Rd 2 – Bexley 
	7
	Affordable Rent
	June-16
	Jul-18
	 
	Planning application NOT submitted.

Submission expected Jan 2016.

Consent expected May 2016
	Contracts NOT exchanged.

Exchange of contracts expected Jan 2016

	
	18
	Shared Ownership
	
	
	 
	
	

	Auriella Rd - Croydon
	7
	Shared Ownership
	Dec-16
	Jul -18
	 
	Planning application NOT submitted.

Submission expected May 2016.

Consent expected Nov 2016.
	Contracts NOT exchanged.

Exchange of contracts expected March 2016

	Sydenham Rd - Lewisham
	9
	Shared Ownership
	Oct-16
	Dec-17
	 
	Revised Planning application NOT submitted.

Submission expected March 2016

Consent expected Sept 2016.
	Contracts NOT exchanged.

Exchange of contracts expected June 2016

	Willet Rd - Croydon
	29
	Affordable Rent
	Dec-16
	April-18
	 
	Planning application NOT submitted.

Submission expected May 2016
Consent expected Nov 2016.
	Contracts NOT exchanged.

Exchange of contracts expected May 2016

	Zion Place - Croydon

	13
	Affordable Rent
	Dec-16
	June-18
	 
	Planning application NOT submitted.

Submission expected March 2016

Consent expected Nov 2016.
	Contracts NOT exchanged.

Exchange of contracts expected April 2016

	
	3
	Shared Ownership
	
	
	
	
	

	
	119
	


4.2
Cuts to LA Planning Department staffing levels combined with increased planning applications being made as the property market has revived, mean that we cannot rely upon Local Authorities determining applications within the statutory 12 week period. The majority of our sites for the 2015/18 programme are in LB Croydon which means our exposure to delays in the planning system is concentrated on one borough rather than the risk being spread. There is a lot of development planned in Croydon, but no planned increase in the level of resource that we are aware of.  In fact their planning staff compliment reduced since last year. Because of this situation, we have allowed an extended period of 6 months for a planning decision whereas the statutory timescale is 3 months. We have allowed a 4 months for the scheme in Bexley as this is a council owned site.
4.3
We are keeping the GLA aware of the challenge that we face, and are proactively doing what is within our powers to lodge planning applications as expediently as possible and progress them through the planning system. 

4.4
We have notified the GLA that a few schemes where planning is not yet secured, run the risk of not completing by the March 2018 date.  No concern has been raised as the focus for the GLA remains on starting on site.

4.5
Proposed Actions:
a) Continue to work with our LA Housing and Planning colleagues to push through planning applications as expediently as possible.

b) Continue to keep the GLA informed of progress of sites through the planning system.

c) If site opportunities with planning consent present themselves and are viable, consider them as substitutes for the ‘delayed’ 15/18 schemes.

Members are asked to approve the actions above.
5.0
Cost increases and the implications for delivering a development programme.

5.1
As reported to the Board in last year’s review as well as part of the VFM strategy, build costs continue to rise.  The loss of construction employees from the sector during the recession, closure of brickworks etc, has resulted in a shortage of resources now that construction activity has increased.  There is a critical skills and capacity shortage in the industry which is driving up costs.    We have experienced inflation in the cost of construction since bidding for the 2015/18 programme, and we anticipate that this will continue upward for the foreseeable future. 

5.2
In finalising the details of the last few schemes which are expected to deliver the 15/18 programme the costs increased by 9% over what was projected (based on indicative sites).  Some of this increase is due to the particular design aspects of the development, but our cost consultants advise much is due to the current market situation.  The headroom on the Hexagon subsidy has reduced from circa £500k to £238k as a result, and the projected borrowing requirement has increased due to the projected timing of schemes being on site.  As a result, the cashflow will need to be reviewed and monitored very closely as schemes come to fruition and ready to start on site. The business plan can withstand the increases we are aware of.
5.3
As reported as part of the VFM strategy, our target cost/m2 was £1,730, however, since establishing that rate (based on tenders at the time), we now find that the average cost /m2 of the 200 units we have identified, has increased to £1,861, and our cost consultants have advised the range of tender return prices (for our typical sized sites) is falling between £1,798 and to £2,053 per m2.  We are unable to project build cost activity into the future with any certainty due to the impact of global factors. We have now subscribed to the Building Cost Information Service (BCIS) so we can get regular updates on Tender price forecasts. The latest predictions are for over 4% increase in build costs over the next 12 months.  
5.4
To proactively manage this situation we are entering build contracts with contractors at exchange of land contract stage, this means that the build price is held until we complete the purchase of the site which negates the risk to Hexagon of exposure build price inflation once we have secured a site
5.5
In addition, our project brief has recently been reviewed and updated, and whilst we expect a high quality product, our own requirements are based around the grant funding design standards imposed by the GLA / planners.  However, where there is room to achieve the same quality for a lower cost, we can and do consider it.  We will need to be more pro-active in this approach where we have input before a planning application is submitted. 

5.6
We can also consider off-site manufacturing on sites we are designing ourselves as well as construction management whereby we employ a specialist consultant to tender the packages of work direct to key sub-contractors, with a facilitating contractor managing the overall site process; savings of circa 10% have been estimated compared to the typical design and build approach, but the key to suitability, is the level of risk attached to building out the site.  The innovation group will consider both of these new ideas in further detail.

5.7
Proposed Actions:
a) Continue to monitor cashflow, review scheme details and timings to ensure they are aligned with availability of finance.

b) Ensure scheme designs are as efficient as possible.  Consider carrying out value engineering exercise on the more expensive schemes.

c) Consider new approaches to building out and procuring developments as part of the Innovation working Group.

Members are asked to approve the actions above.
6.0
Impact of starter homes 
6.1
As part of a package of home ownership initiatives aimed at first time buyers, the government introduced Starter Homes, which will be sold at a 20% discount.  New legislation is being introduced via the Housing and Planning Bill 2015, which will classify starter homes as affordable homes.  As a result LAs will no longer be able to insist on rented homes being delivered as part of an affordable housing s.106.  Instead these could be met by starter homes and / or shared ownership. 

6.2
It is possible that housebuilders will prefer to deliver their s.106 requirement as starter homes rather affordable rent or shared ownership via an RP, as it may be more financially beneficial to them. However, we are also aware that it increases their sales risk. Whilst we are by no means dependent on s.106 opportunities for our development programme (unlike many other RPs) where we have secured these schemes they have worked very well for us from a financial perspective as they are subsidised by the developer such that none of our own subsidy is required, and they tend to be in good locations within attractive developments. In pursuing outright sale schemes, it is possible that we would have to deliver some of these starter homes if the site has been earmarked as such by the LA.

6.3
We predict there may be an increase on land values as a result of starter homes, due to the improved financial returns for housebuilders.  This being the case, it will make it harder for us to secure sites upon which to deliver affordable rented homes, and as a result we will probably deliver less than what we would like, and be more reliant on shared ownership homes. 

6.4
There is also the increased competition that starter homes will present for shared ownership.  With the lack of detail available about the new starter homes scheme, it is too early to accurately assess if our customer base is the same and we will need to carry out some modelling to establish this.
6.5
Actions being taken:
a) We will continue to monitor details of the starter homes scheme as they are released.  
Members are asked to approve these actions.
7.0 Delivering an outright sale programme to provide cross subsidy for rented housing 
7.1
Hexagon expects to develop a continuous programme of circa 30 sale homes (based on max. investment of £10.5m as set on the Investment Policy).  The purpose of this was to generate receipts to reduce the rents on relets.  However, having now stopped relets to support the development programme, the use of this subsidy should be reconsidered.

7.2
There will be no grant funding for rented housing in the next grant funding allocation.  If Hexagon want to continue to deliver new truly affordable rented housing (over and above the RtB replacements), it will need to utilise any cross subsidy from its’ outright sale activity to help deliver this. Based on the Biggin Hill sale scheme projected surpluses from 7 houses of £630k could reduce the rent to target rent levels on 10no. 80% MR homes. Use of cross subsidy from outright sale will be part of a range of measures we will need to consider including. RtB receipts, shared ownership cross subsidy, Hexagon Subsidy, RCGF/DPF.

7.3
We have just entered into contract on the outright sale scheme at Biggin Hill, and are also considering changing a site originally earmarked for shared ownership into a sale scheme, so progress is being made into this area.

7.4
In terms of ramping up this activity so that we can deliver quickly, our challenge will be identifying sites with the right number of units in the right locations to meet our requirement to generate a profit of 15% on each scheme, this will be in an environment where we expect construction costs to continue to rise ahead of house price inflation. Traditionally RP’s on-costs tend to higher than those of housebuilders (much of what is out-sourced by RP is done in-house by a housebuilder), and as such, our challenge will be to secure schemes with costs that are keen enough to allow us to generate sufficient money to compete for land.

7.5
The success with identifying sites for the 15/18 programme, alongside increased resource in the team and the establishment of the land investment policy has meant that more focus can be given to finding suitable sites for this activity over the coming months. To increase our chances we are looking for opportunities across London as well as on the outskirts as we are assured that the private sales market will remain strong in the short term.  
7.6
Actions being taken / proposed:
a) Increase focus on suitable sites for outright sale.

b) Keep abreast of market changes, and consider sufficient risk mitigation measures and viable exit strategies.

Members are asked to approve these actions.

8.0 Identifying and securing sites to assist with the delivery of replacement right to buy homes.
8.1 As reported to Board at the last meeting, one of the reasons for establishing a land investment policy of circa £8.5m is to enable us to purchase sites, with the intention of building up a pipeline which will place us in good stead to deliver the replacement right to buy homes within the two year timescale.

8.2 It is not yet clear on what the replacement rules will be in terms of ‘like for like’ (target rent or affordable rent or shared ownership) or whether in London a 2 for 1 requirement will be expected.  Once the details of the scheme are finalised the Board will need to consider Hexagon’s approach.

8.3 We are aware that Local Authorities are particularly concerned about the implications of the policy in terms of the decisions that RPS take about the replacements, and we will need to ensure we continue tom engage with our LA partners to maintain good working relationships.
8.4 There is no doubt that the demand for sites from RPs will increase as a result of this policy change and this will have an effect on land values particularly in the cheaper areas where we are already operating.  Therefore the sooner we can identify land opportunities, the better placed we will be to respond.
8.5 Despite these challenges, our response is one that will enable Hexagon to continue to develop and use the RTB receipts and surpluses from Hexagon's private developments to maintain a programme of affordable rent. 

8.6 
Actions being taken / proposed:
a) Focus on identifying land opportunities once contracted 200 unit programme is secured.

b) Keep abreast of Rtb replacement home requirements as details emerge.

Members are asked to approve these actions.

9.0 Entering into a more risky development environment which is more dependent on sales (shared ownership).
9.1
In addition to the starter homes mentioned above, we face competition from London Help to Buy as well as from other RPs delivering a lot more shared ownership.  
9.1.1
The Help to Buy scheme in London offers a 40% interest free loan for first time buyers.  After 5 years the interest reverts to an index linked rate.  
9.1.2
In addition, first time buyers can save for their 5% deposit via the ISA which pays first-time buyers a government bonus, whereby they will top-up savings by £50 for every £200 up to a maximum of £3,000.

This means we will be operating in a much tougher, more risky development environment which is heavily reliant on sales, and therefore we are more exposed to market falls.
9.2
We will need to continue to carry out independent market assessments alongside sensitivity analysis against house price falls, consider exit options (e.g market rent), before embarking on new opportunities.

9.3
On the positive side, it has been intimated that the grant rate for new shared ownership homes in the future will be higher.  If this is the case it assists us in delivering homes for those on lower incomes.
9.4
Actions being taken / proposed:
a) Review risk management approach to shared ownership to ensure it is appropriate.
b) Model the potential impact of other govt. initiatives


Members are asked to approve these actions.

10.0
Progress on last year’s action points:
10.1
Completing the four 2011/15 schemes which are still on site within revised agreed timescales (i.e.by June 2015) in order to protect the GLA grant
10.1.1
This was achieved.
10.2
Delivering the 15/18 programme of 80 shared-ownership units 

10.2.1
Suitable sites for shared ownership have now been identified, based on lower more affordable shares of 25-35%.
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