Hexagon Housing Association
Urgency Committee
8th January 2016
Report from the Finance and IT Director

Lead Board Member – Debbie Bankole Williams
Request for approval of £17m EIB loan from AHF______________________________________

Summary

This report and the attachments presents the formal loan documentation to put in place the £17m facility agreed at the May Board meeting, and requests that this be approved, with final amendments delegated to officers.
____________________________________________________________________

Recommendation
It is recommended that the Urgency Committee approve a £17m EIB loan from AHF, minuting this decision by way of the formal minute provided in Appendix C.
____________________________________________________________________

1.0
What the Board has agreed so far
1.1
At the meeting in May 2015, the Board agreed in principle to two new loans from  Affordable Housing Finance plc (AHF) for a total of £34m.  Final approval of the loans was delegated to the Urgency Committee.  The Urgency Committee for this purpose comprises the Chair, Vice Chairs, the Chair of Audit & Risk Committee and the Chief Executive.  

1.2     Since then, the £17m bond loan has been completed and drawn. Delays in completing the EIB element have been caused by EIB reviewing their agreement with AHF following the Summer Budget announcements. 
2.0
Why we need to have the EIB loan documentation in place before the next Board meeting, and indicative timing
2.1 The Board has agreed to partially repay Hexagon’s HBoS loan in order to increase the limit on gearing from 60% to 70%. But if we use the Santander facility to do this, there will be insufficient funding for the 15/18 development programme.  The AHF EIB loan is therefore needed to complete the funding of the 15/18 programme, thus releasing the Santander facility to fund a combination of the outright sales programme and the land investment strategy. Hexagon’s treasury policy is to have funds in place 18 months ahead of need, so the AHF EIB loan must be secured before the HBoS loan is repaid.  The next opportunity to repay HBoS is on 18th January, so the aim is to have the loan signed by then.
3 Main terms of the AHF EIB loan

3.1 The main terms of this loan are as reported to the Board in November 2015 and are as follows:
	Amount
	£17m

	Purpose
	To develop approved investment schemes (which in Hexagon’s case is the 15/18 development programme).

	Term
	Up to 30 years from drawdown

	Interest rate
	LIBOR + EIB spread or fixed rate (see below)

	Repayment
	In equal instalments every six months from year 11 to year 30

	Security 
	Property security at existing use value – social housing to be at least 105% of the loan.  This must rise to 115% before security can be withdrawn.
Net annual income from charge security must be at least 100% of the annual interest payable.

	Financial covenants
	None

	Interest payments
	Every six months, but an amount of one years’ interest to be placed in a liquidity reserve.

	Arrangement fee
	1%

	Facility management fee
	0.1% per annum, , rising with CPI


3.2 The terms are very similar to those of the £17.5m EIB loan obtained in 2014, the material differences being:

·  that the security requirements are less onerous, requiring cover of 105% on existing use value, rather than 115%;  
· that if any homes built using the funds (ie the Approved Investment Schemes) are then sold under right to buy, these have to be replaced with alternative affordable homes. 

3.3 Hexagon’s treasury advisors (Capita) have provided a report on the commercial terms of the offer. This is attached as Appendix A. They conclude that the facility represents best value in the current market and therefore advise that it is appropriate for Hexagon to enter into the loan facility with AHF. Capita have estimated the headline fixed interest rate to be around 2.27% if the interest rate were to be fixed now  for 30 years, but the decision to fix does not have to be taken until the loan is drawn. This means that the decision to fix can be considered as part of the 16/17 treasury strategy which is scheduled to be approved by the Board in July 2016.
3.4 Under its rules, Hexagon is fully empowered to enter into all of the Finance Documents related to the loan (including the loan agreement, sinking fund trust deed, liquidity reserve trust deed, fixed charge and officers’ certificate). The rules include a borrowing limit of £5 billion. Once this facility is agreed, the Association’s total borrowing facilties will be less than £200m.  
4 Loan documentation

4.1 Devonshires have provided draft of the loan agreement which they have marked up to show how it differs from the 2014 loan agreement. This is attached as Appendix D. There are some technical points that need to be negotiated and dates etc still have to be inserted.  
4.2 Devonshires’ report on the loan agreement and other financial documents is attached at Appendix B.  They have concluded that, subject to completion of the missing information in the Loan Agreement and satisfactory responses to the comments raised, the legal terms in the documentation are not inappropriate for Hexagon to enter into.  
4.3 As the loan agreement is now close to its final form, officers are requesting delegated authority to sign the all of the documents to put the loan in place, once the points set out on page 2 of Devonshires’ report have been resolved.  
4.4  AHF require that the Committee’s approval of the loan be recorded by way of a formal minute.  This minute allows for signature of the loan agreement to be delegated to officers. A copy of the minute is attached as Appendix C.  
4.5 In order that the Committee can see all of the related Finance Documents, final drafts of the sinking fund trust deed, liquidity reserve trust deed and fixed charge will be provided to the Committee by email before the meeting. These are standard documents. 
5 Representations and covenants
5.1 The Finance & IT Director has reviewed the representations and covenants that summarised in section 16 and Schedule 1 of Devonshires’ report.  She sees no reason why Hexagon should not be able to comply both now and in the future. 
6.0       Remaining steps to complete the facility

6.1       
Provided the Board approves the loan, there are three remaining steps to secure the facility:

i. Devonshires to agree final changes to the loan agreement

ii. Both Hexagon and AHF to sign the documentation
iii. Certificates to be provided regarding Conditions Precedent
Once the facility is in place, Hexagon will have to provide properties as security before we can draw the funds. The charging exercise is in progress and should complete by the end of January. This means that the funds can be drawn at any time between the date the security charging completes and December 2017, which is the end of the availability period.
7.
Risks
The main short term risks with this loan facility are as follows:

	Risk
	Mitigation

	The 15/18 development programme cannot be delivered, thus breaking a condition of the loan. 
	Provided that eligible schemes for a loan of at least £34m are delivered, the loan conditions will be met. 

Schemes which will support a loan of £11m are in contract. The new business team is 75% confident of securing the remaining named schemes, and have alternative schemes identified if any of these fall out. 

In the event that the 15/18 programme falls short of the £34m, any undrawn proportion of this loan can be cancelled without penalty. The position on the 15/18 programme will be reviewed before any of the loan is drawn.

	Delays in charging security mean that funds cannot be drawn before required (October 2016) according to current cashflow forecast) 
	Units that are ready for charging would be completed first.  Further schemes would be identified for charging.  

	Difficulties with planning permission mean that the eligible schemes do not start on site within 12 months of loan drawdown.
	Loan drawdown is scheduled for October 2016.  All of the eligible schemes have to start by December 2016 to meet the GLA requirement anyway. 

	Reductions in EUVSH values as rents reduce mean that further schemes have to be charged as security.
	This is likely at some point, as the security charging that is due to complete shortly provides a value to loan ratio of 107.5%, which is only slightly above the 105% requirement. A further scheme has been identified for charging when necessary. 


The main long term risk is if Hexagon cannot produce any new affordable homes to replace any in the Approved Investment Schemes sold to residents under right to buy.
This risk has been mitigated by not including one of the 15/18 schemes (Samuel Street) as an Approved Investment Scheme. This means that this scheme can provide immediate substitution. It is Hexagon’s current intention to replace any right to buy units by newly built schemes within two years. If a future Board reverses this policy, then the loan can be partially repaid using the right to buy proceeds. 

8.
Impact of the UK leaving the EU

The Board has previously asked what would happen to Hexagon’s AHF EIB loan if the UK were to leave the EU.  AHF have confirmed that the loan documentation does not required repayment in this circumstance, and that the EIB already lends outside the EU. 
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