THFC to cut HA funding costs through
Commercial Paper market programme
Piers Williamson of THFC provides the backdrop to new CP funding initiative
This year margins fell for those Housing Associations (“HAs”) undertaking a refinancing, and the same effect will be felt by many more HAs through 2006.  Already the sector borrows on superior credit spreads to sovereign borrowers such as Portugal and Italy.  Can lending spreads get even tighter in 2006 and if so how?  Our guess is yes, and THFC is looking to introduce a new trend-setting product to achieve this.

Recent factors that have led to the fall in margins include:

· a slowdown in retail lending by most large banks and building societies, leading to more internal pressure for growth in their corporate lending portfolios (including HAs)

· Adoption of Basel II risk models with its anticipated lower regulatory capital requirements for lending to HAs

· Lack of high profile LSVT mandates.

To muddy the waters, this year we have also seen contradictory analysis from two of the credit rating agencies.  Moody’s raised its credit grading of HAs across the board, while S&P confirmed some ratings while lowering at least one public rating.

Broadly, lenders have justified their finer margins by forecasting improving security values, coupled with a reassessment of the underlying fundamentals for the sector, most importantly the lack of credit losses to date.

If we think back to when the UK credit market was last this benign, we need to revisit the late 1980s.  Clearly, we already have some of the pre-conditions to the early 1990s property price correction (debt affordability in particular), but we now operate in a comparatively more stable interest rate environment, and speculative building is only just starting to re-appear.  

In the late ‘80s credit margins continued to tighten to absurd levels, and capital markets’ products were utilised by a much wider range of UK large corporates than hitherto had been the case.  In particular short-term lenders’ tender-panel mechanisms became the vogue, bringing competition in the provision of short-term as well as long-term funding.

If we examine the cash-flow fundamentals of the larger developer HAs today, it is possible to see how some of the features of those lending structures, first developed in the ‘80s, could fill the current demand.  For most HAs their funding model hasn’t changed appreciably (other than in scale) since the inception of private finance.  Borrowing has been typically long-term secured, combined with a smaller, short-term unsecured overdraft or similar facility.

Recent changes in HA cash-flow characteristics include:

· Back-ending of ADP payment.

· More volatility in cash generation arising from shared ownership or RTB receipts.

· Increased scale of development and associated working capital requirements.

THFC is proposing to draw on its classic aggregation role to make available a new source of short-term capital markets borrowing to a broad range of HAs.  Because of its not-for-profit purpose and its high credit rating, the margin at which THFC plans to lend will reduce HAs’ costs of funding further.  This is will be achieved through the Commercial Paper market (“CP”).

CP allows a short term (typically one to six months) uncommitted investment and borrowing directly between large corporates, in a number of currencies, without the intermediation of banks.  It grew to be one of the largest, most liquid markets in the US.  It was first imported into the UK to ‘dis-intermediate’ banks in the 1980s.  Coupled with swapped €CP and $CP, £CP is now a £350Bn market in the UK made up predominantly of non-bank borrowers and investors.  To obtain the finest pricing in the CP market borrowers must be continually turning over their short-term borrowings.  It is also a market where prime short-term ratings for borrowers are a pre-requisite.

As a rated funding aggregator THFC is well placed to act as a sector treasury vehicle for HA borrowing in this market.  This means that HAs will be able to borrow from THFC and, armed with a suitable investment mandate, they will also be able to invest short-term cash surpluses to achieve market yields higher than banks normally offer. 

For borrowing periods of up to one year THFC believes that, through its prospective CP structure, it will be able to deliver to a large range of RSLs in an administratively straightforward manner working capital funding with spreads around LIBOR + 10bps.  This is substantially inside even the tightest credit spreads achieved to date by the largest HAs from their committed bank lines.  The spread over LIBOR includes the cost of credit enhancement to ensure THFC’s borrowing is at the tightest spreads. 

THFC anticipates that, as a working capital funding tool, total demand amongst developer HAs may amount to several hundred million pounds.  Such a programme has the capacity to deliver concrete savings without considerable up-front costs for HA participants.  CP drawings can be re-financed through long-term existing borrowing lines once the cash-flow profile has settled into a predictable pattern.

Overall the scope for the introduction of such products proves that there may be more intensive competition yet over the course of 2006 for lending to the most credit-worthy HAs.
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