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\ Credit crisis Impacts on Social housing
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Structure of presentation

The Hybrid Model & the Credit Crisis

Social Housing Sector Restructuring
Stock Transfer
Financial Model
Groups, Mergers and Consolidation

Case Studies

Summing Up: Impacts and Prospects
Prospects: Some Scenarios

A More Resilient Future for the Hybrid Model?



Third sector and hybrid model

Social enterprises with 5 | |
rospectors ( innovation and

State, Market and diversification

Society influences In both Public &|market segments)
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The Hybrid Model

Direction of Travel
Financial Strength
Maturing assets
Stgte Credit ratings: low interest margins
Risk Management

Cross-subsidy (efficiencies & social
dividend)

Independence (but tensions with civil
society links)

Increasing Scale (mergers &
streamlining)

Public
Funding

U

Impacts of Credit Crisis?

Short term return to state funding
&rented products (higher % grants)

Seek counter-cyclical investments
(student housing, intermediate rent?)

Civil Society @ %Debt Finance

links Surpluses
Independence Cross-Subsidy

Society Market _ _
Rethink rescue mergers — avoid loan
Based on Gruis V (2009) Conceptualising Social Enter  prise in Housing repr|C|.ng ”Sk _ .
Bond issues — diversify resource
dependences

More risk averse approach



\ Credit Crisis: Shocks to the Model

‘lenders won't lend, borrowers can’t borrow, builders
can’t build and buyers can’t buy’

Parkinson, Ball et al 2009 The Credit Crunch and
Regeneration, Impact and Implications

Certainly this downturn has affected them (HAs) more
than previous ones, largely because of their
closer linking with the private sector through
s106 agreements, the reliance on cross-subsidy
through sales and the use of private finance to
fund new build activity’

Sir Bob Kerslake Inside Housing April 24 ™ 2009

Historic advantage of low interest margins
undermined

Mergers halted by refinancing costs

Downward valuation of land, assets and unsold
homes

92 HAs to.make £174million Impairmpnt r‘hargpQ in
accounts, but no covenant breaches

Inside Housing March 15 2009, August 14 th 2009




Social housing restructuring: the big picture

Long term transformation Stock transfers in England, 1988-2008
Residualisation 1207
Demuncipalisation ol
LA stock transfers since 1988

Mixed economy and rise of
third sector 0

Hybrid financial model

Source: CLG stock
| transfers dataset
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HA groups, mergers and

consolidation — process Housing association transfers of Engagements,
ongoing since 1970s England, 1976-1997
. . 60
Differential process across UK " Housing Corporation manual

records as analysed by CURS

Same direction of travel

Different institutional
arrangements

Annual no of
transactions
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Stock transfer — prelude to credit crisis

Post-2001, stock transfers mainly driven

by Decent Homes Standard requirement - L
for compliance by target date: Stock transfers in Britain: recent

England — 2010 trends
Wales — 2012
Scotland — 2015

Recent trends in transfer transactions

reflect policy cycle (lagged in Wales
compared with England)

From late 90s to 2008 transfers facilitated
by:

prolonged low interest rates

ready availability of private finance
But growing reliance on explicit public

subsidy — essential for 5 of 8 transfers in
England in 2008

Possible impetus for future transfers
from:
ALMOs seeking long-term future

Need to finance sustainment of Decent 0
Homes Standard o . o o A o
Pressure for higher quality standards (esp. S S &S
on energy efficiency) generating new

H
iy

O England
@ Wales [
m Scotland

[EEN
N
|

=
o
|

(o]
|

Annual no. of (whole LA) stock tranfers
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\ Stock transfer — impacts of credit crisis

Private finance more difficult to
obtain

Higher margins on new
borrowing

More important — 2nd order
Impacts on public finances

triggering Jul 2009 transfer
subsidy abolition:

Short-term pressure to re-direct
investment to maximise stimulus

Longer-term public spending cuts

Jul 09 proposals on restructuring
LA Housing Revenue Accounts

could reduce pressure to
transfer




Credit crisis impacts on HA financial model

Interest margins : Lenders’ required margins much above 0.5% BoE base rate:
June 09 typical actual rates chargeable to HAs were 4%
Margin over LIBOR up from 2% to 3% in 8 months to June 09
Exposure to losses via derivative trading  : V low interest rates places HAs
party to interest rate swaps at risk of a ‘margin call’ (additional security
demanded)
Impairment of accounts: Some  HAs at risk of breaching loan covenants —
hence vulnerable to re-pricing of loans. Can occur due to:
Falling value of assets used as security
Unforeseen liabilities
Hit on pension scheme liabilities - due to falling market value of pension
investments in depressed share market
Consequences of tougher regulation of bank lending
More onerous rules on lender capital reserves
Controls on banks ‘borrowing short and lending long’ could eliminate availability of
long-term loans, thus increasing ‘re-pricing risk’
Deflation : With RPI having fallen well below zero in 2009, HAs in England could
see mandatory rent cut of 2% in 2010/11



HA groups, mergers and consolidation (1)

Process of agglomeration ongoing within
HA sector since 1970s

In England, restructuring contributed to
50% increase in avg HA size, 2002-07
(from 800-1,200 homes)

Historically, main drivers around landlord
aspirations for:

Growth

Efficiency

Access to grant
Some mergers involve ‘rescue’ of
‘distressed landlords’
Two routes to agglomeration:

Mergers of previously unrelated entities

Collaboration within ‘group structures’
Spike in ‘constitutional change’ activity
around 2005/06 largely driven by
changing public funding regime
No clear sign that 2009 activity will be out
of the ordinary

HA constitutional restructuring
activity, England, 2002-2009
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HA groups, mergers and consolidation (2)

Financial stresses due to credit crisis
liable to stimulate agglomeration
dynamic

65% of West Midlands HAs believe
likelinood of further agglomeration
Increased by credit crisis

But merger-type transactions require
existing lender approval - thus opening
up existing loan re-pricing risk

Hence, future activity liable to be
dampened by continued lender drive to
exploit re-pricing opportunities

However, regulator has secured lender
agreement not to ‘use re-pricing as a
threat to block mergers of distressed
landlords’



Case Study A — impacts on large
national group planning streamlining

Impacts
Plans to amalgamate subsidiaries delayed
Cost of conventional loans
Delays to further mergers or transfers for a period
Substantial Impairment write-downs to accounts
Slow down of development pipeline (down the HCA league table)

Resilience and Responses
Financial strength seen as key to resilience

Bond issue (supported by credit rating) provides attractive
alternative to debt finance

HA in position to on-lend to other HAs without merger (in support
of TSA)

Explore intermediate and market renting



Case Study B — Impacts on Hybrid
Regional HA Group

Impacts
Commercial subsidiary denied bank loan for student housing investment
HA subsidiary Business plan over-reliant on asset sales
Planned amalgamation of 4 HAs postponed (re-pricing of loans would cost
£3-4 million p.a.)

Barriers to Response
Cross-subsidy of commercial subsidiary prevented by charitable rules

Sales of social rented stock prevented by opposition from local authority (in
home stock transfer LA)
Emerging Strategy
New business plan based on strategic disposals and joint venture for
or disposal of student housing portfolio
Commitment to hybrid cross-subsidy model remains, but more cautious
approach to risk and stronger focus on social goals
Avoid over-extension to support commercial activities

Credit crisis generates new opportunities (e.g. joint venture with private
developer, HCA subsidy for large affordable scheme)



Case Study C — Impacts on Regional
HA support & regeneration activities

Impacts

Pressure on surpluses- reduce ability to cross-subsidise regeneration
and supported housing

Public and Charitable Funding for regeneration also down significantly
Supporting people contracts keener
Negative rent increases could cost £4million 2009-10

Positive short term impact as HCA brings forward funding and
Increases grant levels (but expect substantial decline longer term)

Responses
Seek bond funding route (without credit rating) through ‘private placing’
Re-assess products and relationships
Shift in mix of rented and sales and transfer sale to rent

Tighter rates of return requirements on all business units
Consider float-off of care and support business

Reduce emphasis on regeneration outside core stock areas
Increase emphasis on external partnerships to access funding



Summing up the impact to date

SHORT-TERM IMPACTS

TRANSFERS
Possible halt to stock transfers?

MERGERS

Slow down of mergers, groups and
consolidations

CROSS-SUBSIDY

new development sustained by bringing
forward public subsidy, increasing grant %
and changing scheme mix. HCA spend
brought forward to convert sale to rent.

PROSPECTORS & DEFENDERS

Prospectors (commercial: land-banking,
sales orientated HAS) hit harder than
Defenders (local management focused HAS)

On-lending without mergers used to achieve
rescues without increasing margins

Defenders less stretched, less subject to
impairment

LONGER TERM PROSPECTS

New models based on prudential
borrowing, ALMO advantages, HRA
reforms

Stresses on HA balance sheets increase
agglomeration and ‘rescue’ mergers

Decline in large scale regeneration & new
development, return of cross-subsidy or
emergence of new models?

Risk appetite substantially reduced —
willingness to ‘sweat assets’ in upturn
reduced?

Comparative advantages of scale mitigated
by ditferential risk exposure?

But deflationary rent increases may force
more defenders to consider merger



Prospects: some scenarios

Return to Business as Usual
Long term public finance famine
Alternative models for Social investment



Business as Usual

Demand for affordable rented homes remains high
Good long-term viability for the sector

Opportunities for financially stable HAs to explore new market
opportunities e.g. Intermediate private rental,

Medium to long-term the cross subsidy model still s een as essential to
the business plan,

Need to balance a conservative, risk averse position while taking
advantage of commercial opportunities e.g. student housing.

Ongoing erosion of council housing through stock tr ansfers and
concentration of ownership in HA sector

Streamlined groups

Growing scale

Potential accountability gap

Increasing segmentation between production and management
Niche role of local management HAs challenged by rent deflation?

Stronger financial regulation
Inevitable consequence of recent experience



L_ong term public finance famine

Halt to stock transfers requiring gap finance
New investment models emerge?

‘Public functions’ without public finance
Shift from public funding to tax credit regime?

Burden of regulation becomes disproportionate to benefits — some HAs ‘opt
out’

Cross-subsidy models return

Provision of social and affordable housing even more dependent on private
investors and planning system

Move away from large scale regeneration
Cherry picking by developers shelving most intractable schemes

Unwillingness of HAs to accept high levels of risk exposure while rent
increases remain capped

Interest in Third Sector and smaller scale regenera  tion grows

e.g. self-help models to bring empty homes into use in stalled regeneration
projects that require significant public funding



Alternative models for Social Investment

Alternatives to mergers
On-Lending by stronger HAs
‘Virtual groups’ to access benefits without constitut ijonal or structural
change (avoids loan re-pricing risk):
‘Alternatives to traditional public and private fund ing
Long term institutional investment
Bond issues gradually reduce dependence on debt funding
Re-inforced by disappearance of 30 year debt finance
Ethical investment
Social investment linked to evidence of social return (SROI)
Potential new funders and circuits of capital gradually emerge
On-lending by Charitable trusts funded from HA surpluses
Local accountability and transparent finance: A via ble alternative?
Scale advantages mitigated by local relationships & accountability
Mutuality models thrive
ALMOs build on local management base
HAs harness Local authority prudential borrowing — PWLB margins
Links to local building societies, credit unions, new local banks



A More Resilient Future for the Hybrid
Model? Direction of Travel

Stgte Managing in a climate of
reduced public funding

Tax credits v subsidy
Financial & Social Resilience

Prudential borrowing through
LA links

Bond Issues
Social Investors: SROI

Cross-subsidy (efficiencies &
social dividend)

Reduced
Public

Fundﬂ

4

Independence through
local solidarity

% Social

Investors &
Long Term
Bonds

Society Market

Based on Gruis V (2009) Conceptualising Social Enter  prise in Housing Independence (en hanced by
local civil society &
transparent financial links)

Scale advantages mitigated by
local relationships




