Overview of risks that RSL Directors should consider

Liquidity

Liquidity risk arises from cash not being available when contractually required.  A classic example might be the overrun of the completion of a development project, resulting in some or all of the costs being incurred and probably paid, but the revenues from the project not coming on-stream.  Another less frequent example might be an asset appearing to be liquid (and the organisation, assuming it to be so) but it not being so in reality.  An example might be cash on deposit with a bank that goes bust….BCCI (Bank of Credit and Commerce International) being a topical example.  Another recent example was the role that an apparently fraudulently represented bank deposit played in the recent collapse of the Italian company Parmalat.

On the liability side of the balance sheet, the most important potential occurrence of liquidity risk is a committed bank facility not being available for drawing or re-drawing when required.  This most often occurs due to deterioration in the credit standing of the borrower.  Particular care should be taken where an RSL has a default provision such as ‘material adverse change’.  This is a default provision where a lender can unilaterally choose to withhold funds where it interprets there is, or may be, a deterioration in the business of the borrower.

Interest rate risk

RSL rental income is, mostly, linked to Retail Price Inflation (RPI).   RSLs tend to review rent at the start of the financial year (predominantly) in April.  The usual reference point they use is the preceding September’s RPI.  i.e. the reference point for rent resetting is fundamentally a lagging factor.  Other overriding factors may impact significantly, such as: rent restructuring, LSVT rent caps or association rental policies.  Subject to these, the fundamental long-term cash-flow profile of a rental income stream should track RPI, but on a lagged basis.

The usual profile of borrowing adopted by RSLs is around 70% fixed rate (some LSVTs may have a higher proportion), the balance being floating.  Floating interest rates are fundamentally a leading factor.  They reflect current expectation of future interest rates and may not be positively correlated to the rental cashflow profile described above.  Consequently, to the extent that RSLs choose to adopt an interest rate policy more skewed to floating rate borrowing, their net earnings will be eroded when floating interest rates increase.

RSLs should adopt an interest rate risk policy that stipulates particular limits as to how much interest rate risk they are prepared to take.  A commonly expressed limit might be a certain prescribed upward or downwards shift in interest rates should result in a maximum permitted positive or negative variance from budgeted surplus before tax.

In considering interest rate risk it is necessary to look at the future cash flow as a series of future ‘time buckets’ and ensure that the inflow to each bucket, or outflow, is containable both as budgeted and as may occur under various scenarios of interest rate change and net operating cash flow variance.  Where particular contingent demands on cashflow can be forecast, but the precise timing of such events cannot be ascertained, the adoption of early warning indicators can prove helpful in planning liquidity. 

Optionality

A piece of jargon, simplistically, where an RSL has commercially underwritten (or is in the firing-line to deliver!) a relatively open ended obligation to a third party, and where that third party has the option, not the obligation to exercise their right.

The two best examples of optionality are: right to buys and staircasing.  In the former case, LSVTs are exposed to tenants purchasing their properties at a sub-open market price.  In risk terms, if this option is exercised early in the LSVT business plan, prior to major refurbishment spend, then this can be cash-generative and beneficial to the LSVT.  Conversely, if tenants are rational, they wait until the LSVT has improved the properties and then exercise their option.  If this is on a significant enough scale, it can have a material adverse impact on the outcome of the business plan. 

In shared ownership schemes, most staircasing is to 100%.  If staircasing runs ahead of prediction, an RSL can have problems recycling grant and maintaining the volume of their stock.

Development Risk

Planning restrictions, cost over-runs, project delays, contractor failure, inadequate investment appraisal, lack of exit strategy.  All of these and more are significant risks for developing associations and require no elaboration. 

External Economic Risk

By virtue of the special non-open market conditions that prevail in Social Housing, Government frequently changes the rules of engagement and that can give rise to new risks.  Past examples have been the introduction of right-to buy and rent restructuring.  Potentially still to occur include: payment of housing benefit direct to tenants, changing the basis of calculation of housing benefit, fundamental changes to the ‘supporting people’ payment regime, extending right to buys to housing associations (a recent aborted suggestion from David Davis) and mooted changes in the S106 planning-gain regime.  These represent a small sub-set of potential risks.  From a financial perspective, each directly impacts on the income stream of RSLs.

Low demand is a significant economic risk in its own right and needs little amplification.  It is predominantly associated with northern housing associations, but is not unknown in the South.  Here it tends to be associated with inappropriate housing type with other localised factors (1066 Housing is a good example). 

Operational Risk

This can cover a multitude of sins, including: key-person risk (an over- dependency on the performance of key employees), fraud, adequacy of internal procedures, over-diversification of the business. 
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