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BRIEFING  

NEW FUNDING MODELS – NO SUBSTITUTE FOR SUBSIDY FOR AFFORDABLE 
HOUSING 

Summary 
 
In 2011-2012 Scottish Government funding for housing associations to build new houses for 
social rent was 47% of what it was in 2009-10. Some local authorities have less than 30% of 
what they had from government in 2009-10. 
 
Developing without subsidy or at a reduced subsidy level is not possible in many Scottish 
local authority areas. Adequate government subsidy is essential to the continued supply of 
genuinely affordable social rented homes. Housing is expensive to build, to live in and to 
manage and maintain. Adequate government subsidy enables rents to be set at levels that 
are genuinely affordable to low income households. It is not the providers who need 
government subsidy, but the tenants living in social rented homes. 
 
The SFHA is calling for a ‘spend to save’ approach in the Scottish Budget. Investing now in 
affordable housing, housing support, community regeneration and energy efficiency can save 
money in other budgets such as health, social care, education, justice and climate change. 
This is vital not only for Scotland’s economic recovery, but also for tackling the entrenched 
issues of poverty, ill health and deprivation. 
 
New research on funding models 
 
Housing associations have for the last 20 years used funding from mainstream banks to build 
houses and, subsequently, to provide long term finance to compliment public grants. 
 
The financial crisis of 2007 has changed market conditions beyond recognition. The housing 
crisis has accelerated such that waiting lists now include many people who would previously 
have been housed under some form of home ownership, but are struggling to afford private 
market rents. Yet housing associations have been tasked with building houses using a much 
lower level of subsidy while retaining rents which are affordable to those on the lowest 
incomes – a cut of roughly £70,000 subsidy per unit to £ 40,000 subsidy per unit. 
 
In the light of this, the Scottish Federation of Housing Associations (SFHA) commissioned 
finance and risk management experts Murja Ltd to carry out a review of long term funding 
options for housing associations in Scotland. 
 
The report details the following conclusions:- 
 

 Banks and building societies are no longer willing or able to provide long term finance 
to housing associations and can only lend short term facilities – typically 5 years – 
because of how they borrow their own finance from the markets. Commercial terms 
and conditions are being applied and pricing is significantly more expensive than 
before – 2.25% to 3% over the base rate or LIBOR rather than 0.5% which was 
typical before.  
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 Long term finance is available from different sources. The report not only details 

these funding structures, but also analyses their viability, the level of government 
support required, scalability, accessibility and property tenure. 

 
 The structures fall into two main categories – debt finance and lease finance. Equity 

options are also possible, but none is being promoted in Scotland at present. 
 

 The major source of finance is currently debt – where money is borrowed over a 
period of time. The report considers public bonds, aggregator arrangements where a 
number of smaller loans are lumped in together and private placement, which is 
pension money finance from one provider such as Aviva. 

 
 Key issues are the size of loans which can be drawn under the various structures. 

Only two aggregators – the Housing Finance Corporation and Carduus are currently 
offering participation in a bond at a level which would suit the majority of housing 
associations in Scotland – starting from £1 million. While bonds do have advantages, 
particularly the certainty of 30 year money, they are also inflexible, have to be drawn 
down such that the housing association may be paying interest before the houses are 
built and need refinancing at maturity. 

 
 Lease finance – where properties are leased to a finance company then leased back 

to be managed by the social landlord – also suffers from the requirement of a large 
sum of money being borrowed at entry level – from £ 7 million to £ 25 million. More 
fundamentally, the Scottish Housing Regulator is suggesting that a ballot of tenants is 
required where the leaseback proposal includes existing stock, to cover the technical 
change of landlord. Therefore at present these options are not available without the 
high cost and possible risk of failure of a tenant ballot  

 
 The report has also produced a spread sheet model for housing associations to test 

the viability of funding options, particularly in terms of the rent levels required to 
service debt using the various options and whether these rents are affordable. 

 
 The key conclusion to emerge from the report and the model is that developing 

without subsidy or at a reduced subsidy level – either grant or internal resources – is 
simply not possible in many Scottish local authority areas. Where housing 
associations can apply higher rents because of where they are located, they also run 
the danger of breaching conditions of their existing loan agreements.  

 
The SFHA wishes to make MSPs aware of this report and its conclusions. 
 
While much is made of looking at new finance sources, such as pension funds and bond 
markets, the reality is that they do not solve the problem of the scarcity of useable 
development and long term finance for housing associations in Scotland. 
 
The scale of the sector in Scotland – with many well run community based organisations 
holding a smaller level of stock than equivalent English or Welsh social landlords – means 
that new forms of finance are either too expensive or simply not available at the level of 
requirement for our members. Housing associations need  
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subsidies to continue their work in supporting health, social work and the construction 
sectors by building houses for those in the greatest need in Scotland.  
 
Housing associations are more than aware of the shortages of public and private finance 
caused by the financial crash in 2007/8 and are willing to explore any reasonable way of 
building more houses for available funds. 
 
Housing (and its related services) is a powerful economic tool that must have a much higher 
priority in public investment decisions. Realistic investment in building new affordable homes 
requires a re-think on subsidy levels. Affordable housing was one of the biggest losers in the 
2012 -15 Draft Scottish Budget. 
 
Whilst we have welcomed the additional £45 million for affordable housing and the £10 
million for energy efficiency in the draft budget announcement in September 2012 the sector 
still faces a significant challenge in developing much needed genuinely affordable homes for 
rent. 
 
There are two forms government subsidy can take and both are currently in use: capital grant 
(a capital subsidy to the housing developer) and Housing Benefit (a revenue subsidy to the 
tenant). The capital subsidy is one off and under the control of the Scottish Parliament, whilst 
the revenue subsidy is open-ended and controlled by the Westminster Parliament. The 
continued provision of social rented housing requires a balance of both of these forms of 
subsidy. Yet both are currently under serious threat. 
 
The Scottish Government is aiming to build 6,000 new affordable homes a year, built by both 
housing associations and councils. Even if this target is achieved, it will take 60 years to 
clear the current housing association waiting list of 335, 000 households. 

 
SFHA has surveyed its members and we have identified a list of specific “shovel ready” 
projects which could be on site within 12 months with the right funds in place. None of these 
have any commitment to being funded from the existing Affordable Housing Supply 
Programme. We estimate the combined value of these projects to be just over £200m, with 
an estimated subsidy of some £63m. If the Scottish Government were able to prioritise 
further investment in housing, this funding could produce 1,674 homes across Scotland. Just 
over half of these would be for social rent.  

 
There are many more projects in the pipe line awaiting funding, but a number of housing 
associations and co-operatives are saying that subsidy at the current per unit level is 
unsustainable. For a growing number of them, developing at this subsidy level would put at 
risk not only their organisation, but also the homes they already manage and maintain. 

 
Figures in the chart below demonstrate the significant cut in government funding for housing 
associations to build new houses for social rent. The figures are based on data given by 
Margaret Burgess MSP, Minister for Housing and Welfare, on 31 October 2012 and 
demonstrate that in 2011-2012 government funding for housing associations was 47% of 
what it was in 2009-10. Some local authorities have less than 30% of what they had from 
government in 2009-10. (Original data from 
http://www.scottish.parliament.uk/S4_ChamberDesk/WA20121031.pdf ) 

http://www.scottish.parliament.uk/S4_ChamberDesk/WA20121031.pdf


                                                                  
          
 
           

File Ref:  Document Owner:   
Date: Version: d1 
 

Page 4 of 4 

 

    
 

Housing Association Outturn 
Expenditure (£ Million) Local 
Authority  

2009-10  2010-11  2011-12  

  

value of 
reduction 
since 
'09-10 
(M) 

% of '09-10 
programme 

Aberdeenshire  12.37 5.711 0.17    £    12.20  1.4% 

Angus  5.944 2.836 1.176    £       4.77  19.8% 

Argyll and Bute  11.595 7.551 8.707    £       2.89  75.1% 

City of Aberdeen  10.587 10.147 4.218    £       6.37  39.8% 

City of Dundee  12.174 7.715 5.448    £       6.73  44.8% 

City of Edinburgh  36.775 27.536 23.912    £    12.86  65.0% 

City of Glasgow  84.74 86.154 61.671    £    23.07  72.8% 

Clackmannanshire  4.553 2.486 1.307    £       3.25  28.7% 

Dumfries and Galloway  15.033 8.51 5.41    £       9.62  36.0% 

East Ayrshire  9.002 5.347 3.455    £       5.55  38.4% 

East Dunbartonshire  7.844 4.87 3.922    £       3.92  50.0% 

East Lothian  6.671 3.836 0.824    £       5.85  12.4% 

East Renfrewshire  6.176 4.044 0.9    £       5.28  14.6% 

Falkirk  7.658 5.844 0.834    £       6.82  10.9% 

Fife  18.836 12.993 10.495    £       8.34  55.7% 

Highland  28.285 18.882 14.754    £    13.53  52.2% 

Inverclyde  23.144 18.081 9.049    £    14.10  39.1% 

Midlothian  5.28 3.381 3.329    £       1.95  63.0% 

Moray  12.105 9.647 2.951    £       9.15  24.4% 

North Ayrshire  7.435 5.545 3.461    £       3.97  46.6% 

North Lanarkshire  16.283 9.253 6.233    £    10.05  38.3% 

Orkney  3.917 4.2 2.574    £       1.34  65.7% 

Perth and Kinross  12.987 9.054 1.017    £    11.97  7.8% 

Renfrewshire  16.966 7.627 6.648    £    10.32  39.2% 

Shetland  4.52 2.784 0.82    £       3.70  18.1% 

South Ayrshire  8.138 5.281 3.378    £       4.76  41.5% 

South Lanarkshire  17.261 12.097 9.44    £       7.82  54.7% 

Stirling  7.428 5.269 0.767    £       6.66  10.3% 

The Scottish Borders  8.611 4.739 2.758    £       5.85  32.0% 

West Dunbartonshire  10.343 7.012 4.711    £       5.63  45.5% 

West Lothian  9.277 5.882 2.897    £       6.38  31.2% 

Western Isles  4.958 3.236 3.41    £       1.55  68.8% 

              

  446.896 327.55 210.646    £  236.25  47.1% 

 
For more information please contact: 
Susan Torrance, Policy Manager, SFHA on storrance@sfha.co.uk 
Davina Shiell, Press and Public Affairs Manager (Maternity Cover) on dshiell@sfha.co.uk 

mailto:storrance@sfha.co.uk
mailto:dshiell@sfha.co.uk
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IMPORTANT NOTICE 
 

Any information supplied by Murja Limited (the "Company") to the Scottish Federation 
of Housing Associations (“SFHA”) (the "Data") may include purely indicative or historic 
market prices and no warranty that the Data represents or indicates prices at which 
transactions may be or were effected at any time is given by the Company. To the 
fullest extent permitted by law, the Company will accept no responsibility or liability for, 
and cannot and does not warrant, the accuracy, quality, correctness or completeness, 
merchantability or fitness for a particular purpose or requirement of the Data whether 
arising from the negligence of the Company or its employees or otherwise and, without 
limiting the foregoing, shall not be liable for any economic loss or any indirect or 
consequential loss or damage including loss of business or profits. Any opinion 
expressed or assumption made in association with the Data is a reflection of the 
Company’s judgement at the time of compiling the Data and is subject to change. 

Furthermore, SFHA should note that the Company is not authorised to provide legal, 
accounting or taxation advice to its clients and that SFHA should seek independent 
professional advice where appropriate. 
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 Preface 
 

The financial environment for our sector has been changing at a fast pace in recent 

months, prompting the SFHA to commission this project. However strong the argument for 

housing investment, the Scottish Government has responded with sporadic injections of 

funds for investing in supply.  Whilst these have been welcome, they have not been 

sufficient to reinstate the significant cuts made to housing investment since 2009.  

Moreover, any new money that becomes available continues to be at lower grant rates 

than previously available. 

   

In parallel, there have been material changes in the lending environment - higher pricing of 

loans, shortening of loan terms and tighter enforcement of covenants to trigger re-pricing. 

   

Within this environment, people within and outside the sector have been seeking to identify 

alternative means of funding investment across a kaleidoscope of possibilities.  It is 

important for the national representative body to understand the drivers for these and to 

help members to appraise the options.   

 

Our sector’s core objective is to provide houses to meet those in housing need.  The 

business risks of delivering this objective in the current environment are considerable.  Our 

purpose in publishing this report is to inform critical deliberations about risk. 

   

The SFHA appreciates the commercial sensitivity that surrounds some of the new 

emerging financial models.  But arguably too much has been made of confidentiality: as 

the “Dragons’ Den” demonstrates so effectively, if any new model is to work, it has to be 

tested.   

 

This report demonstrates that our sector needs to understand and appraise new financial 

products, warts and all.  The models are untested in practice, and people need time to 

gain confidence in particular models and trust in the proponents before they can be tested. 

In that respect, technical development and finance experts within associations and 

cooperatives need to satisfy themselves in the first instance that the offerings are real and 

practical.  Then management teams and governing bodies have a critical role in testing the 

proposals to ensure that any new model can achieve the typical mission of providing 

homes for people in need, without putting the business at risk.  

 

Murja’s analysis of the new financial environment indicate that developing without subsidy 

is not possible in a number of areas because the rents that would need to be charged 
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would be so high.  This shows that it is unlikely that any of the models could deliver what 

the sector recognises as genuinely affordable social rented housing.   

 

Let’s all remember that it is not the housing providers who need the subsidy – it’s the 

people who need the houses.   

 

Mary Taylor  

Chief Executive, SFHA  
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 Executive Summary 
 

The effects of the global financial crisis which started in 2007 continue to bear down on 

individual, corporate and government borrowers alike and SFHA’s members are no 

exception.   On the one hand, they are being encouraged to build more homes for social 

(affordable?) rent whilst on the other hand they are being told to do so with rapidly 

shrinking amounts of subsidy from public purse (i.e. grant).  At the same time, the RSLs’ 

traditional providers of private finance (banks and building societies) are no longer willing 

or able to provide the long-term finance required, restricting their appetite to short-term 

facilities on commercial terms and conditions that are significantly more favourable to the 

lender and at pricing which reflects the current market.   

 

However, long-term finance is still available albeit from different sources and in a variety of 

guises.  The purpose of this Report is to identify and comment on a number of these 

funding structures and to assess them in terms of viability, the level of government support 

required, scalability, accessibility and property tenure (terms that are defined in the body of 

the Report). 

 

The structures that we examine fall into two broad types:  debt finance and lease finance.  

Although there are reports of possible equity-based funding options being developed for 

the RSL sector (e.g. Real Estate Investment Trusts), to our knowledge none has been 

done in either Scotland or England and none is being actively promoted in Scotland at the 

time of preparing this Report. 

  

The majority of the funding options reviewed are debt structures, ranging from own name 

public bonds, private placements and club or “Aggregator” arrangements (whereby the 

funding requirements of several borrowers are combined to achieve wholesale size and 

therefore economies of scale).  The remainder are lease-based structures, which bring 

with them a range of issues that an RSL would need to consider carefully before 

proceeding. 

 

The Report provides a summary of each structure in the form of a simple “term sheet” and 

then assesses each against the criteria noted above. 

 

In addition to this qualitative review the Report provides some quantitative analysis, 

sharing the outputs of a financial model that considers the economic viability of the 

different funding options assuming certain inputs.  The model can be flexed to interrogate 

various scenarios.  The key conclusion to emerge is that developing without subsidy 
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(either grant or using internal resources) is simply not feasible in certain local authority 

areas (based on the rent data provided by SFHA) and that RSLs which can charge higher 

rents by virtue of their geographical location will bump up against the restrictions imposed 

by the financial covenants in their loan agreements sooner than would have otherwise 

been the case where a higher level of subsidy is available.  None of the options reviewed 

solves this particular problem. 

 

And whilst each of the options has its particular advantages and disadvantages, few cater 

for RSLs seeking amounts less than £5 million. 
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1 Introduction 
 

We are delighted to present our report to the Scottish Federation of Housing Associations 

(“SFHA”) on a number of long-term funding alternatives that are currently available to its 

affiliated member housing associations and co-operatives.  (For simplicity, we will refer to 

the SFHA’s members as Registered Social Landlords (“RSLs”) in the report which follows.) 

 

One of the consequences of the global financial crisis which started in 2007 is that the 

banks and building societies which had previously helped RSLs to finance their 

development activity by providing long-term loans can no longer do so.    

 

At the same time, the Scottish Government has followed the English model and introduced 

a competitive environment for housing association grant.  This has resulted in average 

grant rates of £40,000 for rented stock and £32,000 for other forms of tenure. 

 

The lack of long-term bank finance and the reduction in the level of grant available have 

combined to exacerbate the financial strain caused by the onset of the Credit Crunch. 

 

Some banks and building societies are still lending but their appetite is limited to offering 

short-term facilities; their role as providers of flexible, long-term finance is effectively over 

and other suppliers of long-term finance have begun to emerge offering a range of funding 

alternatives that may be new and/or unfamiliar to the SFHA’s members. 

 

The purpose of this report (the “Report”), therefore, is to identify what these new 

alternatives are, to comment on their terms and to assess them in the light of the following 

criteria: 

 

• Viability 

• Deliverability 

• Level of Government Support 

• Scalability 

• Accessibility 

• Property tenure 

 

The intention is to provide the SFHA’s members with a point of reference that they can use 

when considering their future private finance requirements.  This report is not intended to 

be a “how to guide”; rather it is an attempt to explain what the alternative funding 

structures are, to comment on their terms and other features of relevance and to offer 

some comparative analysis.  
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In compiling the Report we have relied upon information provided by SFHA and obtained 

by us from various sources including, wherever possible, interviews with the funders 

concerned. 

 

The Report is divided into the following sections: 

 

1. Introduction 

2. Setting the scene 

3. Alternative funding structures 

4. Details of the alternative funding structures reviewed 

5. Financial analysis 

6. Conclusions 

 

The Report contains a Glossary (terms which are defined appear in the text in bold italic) 

and one Appendix, a screenshot of the input datasheet for the financial model developed 

to assess the different funding structures reviewed in this Report. 

 

 

The Report is confidential and has been prepared for the use by SFHA and the 
RSLs. 
 
Its contents may not be disclosed to any other third party without Murja’s prior 
written consent. 
 
The suitability and applicability of the funding structures described in this Report 
will depend on each RSL’s individual circumstances.  Consequently, it is important 
that, prior to taking any action, the RSL concerned should obtain specialist advice 
in relation to the relevant funding structure’s terms and conditions. 
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2 Setting the scene 
 

General overview of the current lending environment for RSLs 
 

2.1 The last 5 years have seen an unprecedented shift in the financial markets.  Following the 

fall-out from the deterioration in the US Housing and Mortgage Market in the middle of 

2007, it became apparent over the next 18 months that the problems were not unique to 

the US and its financial institutions.  Many financial institutions in Western Europe had 

exposure to property both domestically and internationally and after a number of false 

starts these institutions have begun to address the non-performing loans on their balance 

sheets. 

  

2.2 In the UK we saw Northern Rock fully nationalised, the mortgage book of Bradford and 

Bingley plc brought under state ownership, The Royal Bank of Scotland become  majority-

owned by the state, Halifax Bank of Scotland acquired by Lloyds TSB Bank and the 

resulting Lloyds Banking Group substantially owned by the UK taxpayer.  Similar bail-outs 

were seen in other countries, too. 

  

2.3 If the period 2008 – 2009 was the era of the financial institution risk, then 2010 can be 

characterised as the year of the Sovereign risk.  Greece and then Ireland were forced to 

seek bail-outs from the IMF and their European Partners.  2011 and 2012 have continued 

in the same vein and Portugal has followed Greece and Ireland.  The consensus is that the 

turmoil is not over. 

 

2.4 At the time of writing this report, there is discussion about the Greek Government seeking 

to restructure the terms of its bail-out (and possibly asking bondholders to accept a further 

write-down).  More significantly, Italy and Spain have come under intense scrutiny:  the 

former because of the continuing government deficits and the latter in the light of the 

significant exposure that its financial institutions have to property-related funding.  

 

2.5 The combination of all these events (and others that we will not comment upon in this 

Report) has substantially weakened the capital base of the major UK clearing banks 

(notwithstanding the huge injections received from external investors/the Government) and 

this has forced the banks to rein in new lending activity and to seek to re-price existing 

commitments wherever possible. 

 

2.6 The fall in UK house prices (more than 17% according to the Halifax House Price Index) 

has meant that the problem extended to the building society sector as well as the banks 
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within the UK.  Traditionally, the larger building societies have been significant lenders to 

the RSL sector (the “Sector”).  Arguably this situation was exacerbated in Scotland 

following the Government decision to transfer, in effect, the good assets of Dunfermline 

Building Society to Nationwide Building Society. 

 

2.7 As a result of the significant deterioration in the financial markets and the substantial 

losses incurred by most major financial institutions, it is no surprise that lending terms to 

the Sector have shifted dramatically in the last 5 years.  Before we comment on these 

changed terms in more detail, however, we complete the painting of the backdrop by 

considering how interest rates have been affected during this time. 

 
Interest Rates 
 

2.8 Chart 2.1 below plots the course of variable interest rates (3-month LIBOR and Base Rate) 

and 10-year and 30-year fixed rates. 

 

Chart 2.1: Interest Rates (1990-2012)  

 

 

Source: Bloomberg Finance L.P. 

 

2.9 The impact of the extraordinary measures taken by the Government and the Bank of 

England since the onset of the financial crisis in 2007-08 is clear to see, with both short 

term and long term rates at or close to historic lows.  In March 2012 the Scottish Housing 

Regulator published “Weathering the Storm”, its analysis of the aggregate accounts of 

RSLs for the year ended 31 March 2011.  In it the SHR noted that that the average cost of 
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debt was less than 4% - a statement that is borne out by the above chart if then prevailing 

very low level of variable rates of interest are taken into account.      

 

Pricing 
 

2.10 Returning to the change in lending terms for RSLs, Chart 2.2 below illustrates the 

movement in marginal costs of borrowing over the period 1990 – 2012 together with our 

forecast for the next 3 years.  In view of all the changes that will be coming into force over 

the next few years in relation to the regulation of financial institutions, we see little chance 

that marginal pricing will fall in the forecast period although we do believe that it will 

plateau at about 300 bp (or 3%). 

 

  Chart 2.2: Marginal Pricing 1990 – 2011 (and Forecast to 2015) 

 
 

Source:  Murja Limited 

 

2.11 That said, a potential game-changer is further Government intervention.  In the March 

2012 Budget, the Chancellor announced the launch of the National Loan Guarantee 

Scheme (“NLGS”).  Under this scheme, the Government effectively agreed to guarantee 

the participating banks’ funding costs up to 1% per annum for a maximum term of five 

years.  The objective was to boost lending to Small- and Medium-sized Enterprises by £20 

billion.  However, even allowing for the guarantee, NLGS has not been a success and, as 

far as the Sector is concerned, only one bank, The Royal Bank of Scotland plc (“RBS”), 

has made any effort to promote the scheme. 
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2.12 In mid-July 2012, the UK Government then launched a new credit easing scheme known 

as Funding for Lending (“FLS”).  Rather than the Government providing a guarantee, the 

intention under FLS is that the Bank of England will effectively lend financial institutions the 

money at substantially discounted rates to boost lending.  Unlike the NLGS, there is no 

limitation on size of the borrowing or who can receive the funding.  The Government 

clearly hopes that this will kick-start the lending market and revive the UK economy.  

However, at the time of writing this Report in November 2012, it remains unclear which 

financial institutions will participate in FLS and for those that do, what terms they will offer 

to prospective borrowers. 

 

2.13 To put Chart 2.2 into perspective and to reinforce the rationale behind the recent 

Government credit easing initiatives, Chart 2.3 below illustrates the estimated marginal 

cost of borrowing for UK banks over the last five years.  Readers should note that these 

figures are a generalisation across the bank sector and cannot accurately reflect the actual 

cost for any specific institution.  However, it does reinforce the current consensus that 

5-year funding from the banking sector will be priced at or around a margin of 3% per 

annum without some form of Government intervention (as outlined above – NLGS and 

FLS). 

 

Chart 2.3: Banks’ Marginal Cost of Funding 2007 – 2012 

 

 

Source:  Bank of England Quarterly Inflation Report – August 2012 
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2.14 However, it is not just the marginal pricing that has moved against RSLs.  UK financial 

institutions are still looking to improve their capital ratios (as required under Basel III) 

through contracting the loan book (i.e. actively seeking to have loans repaid or the term of 

commitments shortened) and to re-establish profitability through a re-pricing of the existing 

loans.  In some instances, lenders are looking to achieve both simultaneously. 

 

2.15 A key concern for the RSL sector is the desire by the major lenders to re-price existing 

facilities. This is being driven in a number of ways: 

 

a) Where the RSL is seeking to increase funding to support its on-going development 

programme (and thus support the Government policy to keep the house-building 

sector in operation); 

 

b) Where the RSL needs to amend terms of the existing loan arrangements (for example, 

to alter a financial covenant to avoid a breach); 

 

c) Where the RSL wishes to acquire a new subsidiary or complete a transfer of 

engagements of another RSL or enter into a constitutional partnership; 

 

d) Where the RSL needs to increase its borrowing outwith the Business Plan approved 

by the lender; and 

 

e) Where an RSL breaches a term of the underlying loan agreement (for example, 

submits its management accounts outside the timeframe stipulated in the agreement). 

 

2.16 In the past, these events would have been agreed by the lender without hesitation.  

Indeed, the perversity of the market meant that, as commitments to lend increased, so the 

marginal return sought by the banks diminished with the result that borrowers often ended 

up paying lower margins on larger loans.  Within a very short space of time we have seen 

the attitude and approach from the lenders change abruptly.  All and any of the events 

described above (and we are sure that there are many other examples in the market-

place) are now treated as a “material change” by the lenders.  As a consequence, Credit 

Committees are seeking to re-price any existing commitments to bring them into line with 

the current terms. 

  

2.17 Members had made SFHA aware of a tendency among lenders, where a borrower 

approached a lender for consent under an existing arrangement, to seek to re-price the 

existing arrangement as a condition of consent.  SFHA saw benefit in achieving greater 
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clarity as to the legal position and therefore commissioned the opinion of senior counsel on 

a number of issues about what might be considered reasonable in law.  In October 2012 

SFHA made available the resulting opinion to its members. 

 

Other Terms 
 

2.18 However, it is not just the marginal pricing of loans that has been adjusted (upwards).  

Table 2.1 below illustrates how a number of the other key pricing and lending terms have 

shifted as the banks have responded to the new economic regime.  To put the movement 

into context, we have contrasted the terms that could have been negotiated in 2007 with 

those terms on offer in 2012. 

  

2.19 As a reference we have also included the terms under the NLGS (although, as indicated 

above, this has only been offered by RBS) where they differ from the standard terms.  At 

this stage (November 2012), it is difficult to quantify what the terms under the FLS could 

be although our sense is that the banks will seek to increase profitability rather than pass 

on the discounted cost of funding to the borrower. 
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Table 2.1: Shift in Key Funding Terms 

 

Key Funding 

Terms 

2007 

(Typical RSL bank 

borrowing) 

October 2012 NLGS 
Funding for 

Lending Scheme 

Term Up to 30 years 
5 years 

(possibly 10 years) 
Maximum 5 years Maximum 4 years 

Loan Margin (per 

annum) 
0.20% - 0.25% 1.75% - 3.00% 

1.75% - 2.00% 

(inc 1% Guarantee) 
To Be Advised 

Arrangement Fee 0.10% (approx) flat 0.50% - 1.00% flat 0.50% - 1.00% flat TBA 

Commitment Fee/ 

Non-Utilisation Fee 

(per annum) 

 

0.10% – 0.125% 

(i.e. 50% of margin) 

 

0.875% plus 

(i.e. 50% of margin) 

 

0.875% plus 

(i.e. 50% of margin) 

TBA 

Cancellation Fee 

(of sum cancelled) 

 

Nil 

 

0.50% - 1.25% flat 

 

0.50% - 1.25% flat 
TBA 

Prepayment Fee 

(of sum cancelled) 

 

Nil 

 

0.35% - 1.00% flat 

(within first 5 years) 

Nil TBA 

Monitoring Fee 

(per annum) 
Nil 0% - 1.00% Nil TBA 

Asset Cover 

EUV-SH 

100% 

MV-STT 

115% 

EUV-SH 

105% - 110% 

MV-STT 

125% - 135% 

EUV-SH 

105% - 110% 

MV-STT 

125% - 135% 

TBA 

Interest Rate 

Hedging 
No Conditions 

Up to 100% to be 

hedged with lender 

(sometimes to be 

executed within 

specified time 

period) 

No Conditions TBA 

     

 

2.20 Since the end of 2010 it has become evident that all clearing bank lenders are either not 

willing or reluctant to offer 30-year facilities.  In addition to the desire to reduce balance 

sheet commitments, the key driver is the proposed implementation of the new capital 

regulatory arrangements known as Basel III. 
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2.21 Although the full impact of this new regime will not be felt for a number of years (financial 

institutions will have six years to implement the new rules from 2013 through to 2019), 

most institutions have chosen to adopt the changes sooner rather than later.  This means 

that the full impact will take effect within three years so any funding terms that are 

committed beyond that term will need to be structured accordingly.  As a consequence, 

most lenders are now proposing facility offers with terms ranging between 2 years and 

5 years. 

    

2.22 However, it is still possible to raise new finance from a range of sources.  The key point to 

bear in mind is that the terms and conditions are dramatically different to even those that 

were applied less than two years ago (i.e. in 2010).   

 

2.23 High street banks and building societies have been the traditional providers.  We are now 

are aware of one or two other financial institutions that are keen to lend to the Sector now 

that they have seen the pricing terms widen to a point where they feel that they can obtain 

a satisfactory return on capital. 

 

2.24 In view of the extreme shift in the funding market, there has been much speculation about 

alternative funding models and the purpose of this Report is to consider some of these 

alternatives. 

 

2.25 Before we go on to consider these alternatives, however, we conclude this introductory 

section by looking at the typical financial covenants found in traditional bank funding 

agreements.  

 

Financial covenants 
 

2.26 Most bank and building society funding agreements contain financial covenant restrictions 

relating to: 

 

a) The level of indebtedness relative to historic asset costs (Net Worth) or reserves 

plus grants received (Gearing); 

 

b) Interest cover, where the interest payable is compared to the Surplus before 

interest (usually adding back the major non-cash item of housing depreciation); and 

 

c) Asset cover based on charged security compared to debt 

 



 
Report to the Scottish Federation of Housing Associations 
on Long-Term Funding Options – November 2012  
 

© Murja Limited 2012  Page 17 

2.27 The definitions vary according to individual lenders and loan agreements.  For new 

associations with stock transferred from a local authority the gearing is replaced by a net 

debt per unit calculation or a tight parameter of actual net cash spend against forecast 

net cash spend or both.  

 

2.28 Typically, the tests are set as follows: 

 

• Between 30% and 50% for Net Worth calculations 

 

• Between 60% and 70% for Gearing or £30,000 - £35,000 for debt per unit 

 

• About 110% for Interest Cover 
 

• 105%/110% Asset Cover if Existing Use Value – Social Housing valuations 

(usually based on restrictive covenants/planning) [“EUV-SH”] are applied or, say, 

125%/135% if Market Value Subject to Tenancy valuations with an effective 

mortgagee in possession clause [“MV-ST”] are used. 

 

2.29 The presence of cross-default clauses in loan agreements means that, even if new 

facilities do not contain such conditions, the additional debt and increased interest costs 

will affect the borrower’s ability to comply with financial covenants contained in existing 

agreements. 
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Illustration 
 

2.30 To demonstrate the impact of financial covenants, let us assume that, going forward, the 

average development costs of new units are £110,000, average grant is £40,000 and 

there is no internal subsidy available.  On this basis: 

 

a) The level of indebtedness relative to historic asset costs (Net Worth) 

will be 64% (new debt of £70,000 divided by increased assets £110,000);  

 

b) The level of indebtedness relative to reserves plus grants (Gearing) will be 175% 

(additional debt of £70,000 divided by increased grant of £40,000 with no other 

increase in reserves);  

 

c) Debt per unit will be £70,000; 

   

d) Interest cover will be 80% (based on an average annual rent of £4,000 less typical 

management and maintenance costs measured against interest cost assumed @ 

5% of £70,000) 

 

[Note:  with marginal costing on management and assumed minimal maintenance in 

the early years coupled with possible higher rents in some areas, it is just possible 

to see 100% cover forecast on Day 1]; 

 

e) Asset value is usually determined by reference to the discounted value of future 

rental income projections after deducting an amount for voids, bad debts and 

management and maintenance costs.  This deduction is typically about 40% of 

gross costs.  In this example, therefore, the asset value would be £44,000 against 

debt of £70,000.  Assuming it were possible to value the property using the 

alternative MV-ST valuation basis, the value could rise to, say 60%, of the 

development costs, i.e. £66,000. 

 

2.31 The figures above represent the “standalone” impact assessment.  Comparing these 

figures with the ‘typical’ covenant levels referred to earlier it becomes clear that a new 

development programme will probably have a material impact on current financial 

covenant performance if it is undertaken on the balance sheet of the borrower. 

  

2.32 From a practical point of view, therefore, the RSL will need to consider the following: 
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a) What capacity does it have to take on new debt within its existing debt and interest 

covenant commitments? 

 

b) Is there additional security that can be used to contribute to the lenders’ 

requirements, i.e. is the value of security that is already pledged with the lender 

more than that needed to satisfy the asset cover covenant? Or does the borrower 

have other security that it can offer to support further borrowings?  

 

c) Is there cash within the organisation which will mitigate against borrowing the full net 

cost? 

 

d) In a Group structure, are the existing covenants set at a Group level or at the 

borrowing entity level, i.e. do the financial covenants apply to the Group’s 

consolidated performance or simply to the borrowing RSL’s performance? 

 

e) Linked to d), does the RSL have a subsidiary vehicle that it can use to raise funding 

without impacting on existing arrangements? 

 

2.33 The obvious conclusion that can be drawn from the above is that falling levels of grant will 

increase an RSL’s private finance requirement – if it wishes to continue developing – and 

that it will reach its capacity constraints (especially its maximum gearing) sooner.  With this 

in mind, we now turn to our attention to the types of finance that are available to RSLs with 

a view to categorising the alternative funding structures we shall be reviewing in this 

report.  
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3 Alternative funding structures 
 

3.1 In considering the alternative funding structures, we have taken as our starting-point the 

fact that there are three principal types of finance available: 

 

(i) Debt; 

 

(ii) Leasing; and 

 

(iii) Equity. 

  

3.2 The options that we have reviewed in this Report fall into the first two categories; none is 

equity-based.  Whilst preparing this Report, however, news has emerged of the 

prospective launch of the UK’s first social housing Real Estate Investment Trust (“REIT”).  

REITs are listed tax-efficient property investment companies.  Press reports suggest that 

the REIT in question will be listed on AIM, the London Stock Exchange’s market for 

smaller companies, and will use subscriptions to finance the development of social 

housing units.  Details are scarce at this time and further investigation will be required.  

We do not propose to comment any further on this form of funding structure in this Report.  

 

Debt – bilateral and syndicated loans 
 

3.3 The simplest form of debt finance is the basic bilateral loan agreement.  Under this, a 

single lending institution (for example, a bank) agrees to advance funds to a borrower on 

pre-agreed terms for repayment at or by an agreed future date. 

 

3.4 The terms on which the lender is prepared to advance the funds and the terms on which 

the borrower is prepared to accept the funds are recorded in a formal legal agreement 

entered into by both parties (the “Loan Agreement”). 

 

3.5 The Loan Agreement will confirm , inter alia:  the tenor of the facility (e.g. “x” years from 

the date of the Loan Agreement); the margin over the lender’s cost of funds that the 

borrower must pay with respect to the advance; any other costs the borrower must pay to 

the lender with respect to the facility; the interest basis to apply to any advance made 

(e.g. variable rate, fixed rate or Index-Linked); the security (if any) which the borrower will 

provide to the lender to collateralise the monies advanced (e.g. fixed charge, floating 

charge and/or negative pledge); the method and period of repayment;  details of any 

financial and other covenants to be satisfied by the borrower; specific and general 
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undertakings to be given by the borrower to the lender; the terms on which the borrower 

may prepay the loan and termination arrangements; and such other terms and conditions 

as the parties may agree with each other. 

 

3.6 While the eventual terms of the bilateral loan facility will be documented in the Loan 

Agreement, the amount, tenor and pricing of the facility will be determined, in the first 

instance, by the particular lender on a case-by-case basis.  In making its determination the 

lending institution will take into account such factors as:  the creditworthiness of the 

borrower; the nature and circumstances of the market in which the borrower operates; its 

own lending policy; and any regulatory, legal or accounting issues or requirements which 

may impact upon the proposed loan (both now and in the future).  Once the lender has 

decided how much it is prepared to lend, both parties enter into negotiations. 

 

The attractions to the borrower of the bilateral loan are: 

 

a) It is the simplest funding structure to put in place because there is only one 

counterparty to deal with (i.e. the lender). 

 

b) Terminating the Loan Agreement is also relatively straightforward as the borrower 

has to negotiate only with one counterparty and is not constrained by the needs or 

demands of third parties. 

 

c) With respect to documentation, the Loan Agreement uses standard terms and 

follows market conventions, which enables the borrower to compare and contrast 

offers from competing lenders. 

 

3.7 For these, and other reasons, the bilateral loan is, more often than not, the first method of 

funding borrowers tend to use.  However, as we have noted earlier, each lender has a 

finite capacity for making loans both to a particular borrower and to particular sectors.  

Often this does not matter, if the amount of funding required is relatively small and the 

creditworthiness of the borrower acceptable.  It can be, though, that the amount being 

sought by the borrower is either larger than the lender is prepared to lend (or too small) or 

that the lender is unwilling or unable to provide funding because it has reached its own 

internal limits for lending to the sector in which the borrower operates.  Prior to the onset of 

the global financial crisis in 2007/08 the syndicated loan might have been an option for 

the borrower to have pursued in these circumstances. 

 

3.8 The syndicated loan was similar in many respects to the bilateral loan except that it 

involved more parties to the underlying loan agreement.  In essence, the syndicated loan 
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allowed one or more borrowers to raise jointly an amount of money provided by one or 

more lenders.  Typically, the facility was put in place by a commercial bank (the 

“Arranger”), which intermediated between the borrower(s) and lender(s).  Once all terms 

had been negotiated, a Syndicated Loan Agreement (including many of the terms 

mentioned above) would have been prepared and signed by the various participants in the 

facility.   

 

3.9 Among the attractions of the syndicated loan to a borrowing party was the ability to: 

 

a) Raise a large amount of funding in one transaction, quickly and efficiently (i.e. 

ideally suited to the financing of one-off major projects such as the Channel Tunnel); 

 

b) Obtain funding from lenders who would not normally lend to the same borrower on a 

bilateral basis; 

 

c) Achieve finer pricing (as a result of creating a larger borrowing requirement through 

the mechanism of the borrowing syndicate); 

 

d) Save on a multiplicity of documentation and associated legal costs; and 

 

e) Gain wider exposure and higher profile in the funding market (which could make 

subsequent borrowings easier). 

 

The key disadvantages of the syndicated loan to a participating borrower were: 

 

a) There were more parties to the transaction at all stages (negotiation, operation, 

termination) and this could lead to inefficiencies, inflexibilities and delays; 

 

b) Syndicate partners may have had differing objectives in the case of joint borrowing - 

both at the time and during the life of the loan; 

 

c) The costs associated with establishing, operating, monitoring and prepaying the 

facility were, in general, significantly higher than those applicable to a bilateral loan; 

and 

 

d) It was more difficult to re-negotiate specific terms of the loan agreement unless all 

parties agreed. 
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3.10 In the current market, we are unaware of any new syndicated loans being made available 

to RSL borrowers.  The reason for including this variation in the Report, however, is that 

certain aspects are to be found in the some of the funding structures we have reviewed. 
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Debt – capital markets 
 

3.11 Given the sharp reduction in amount and term of lending that banks and building societies 

are able or willing to do in the current market, it is important to realise that they are not the 

only source of debt finance for RSLs.  We now consider the range of long-term funding 

options currently available to RSLs through the Capital Markets. 

 

3.12 The term “Capital Markets” has been used to denote sources of funds coming from outside 

the banking sector.  Typically, the Capital Markets are characterised by bond financing 

and can often be referred to as the “Bond Markets”.  The key investors are insurance 

companies and pension funds.  Both have a requirement to invest long-term and, in the 

majority of cases, are looking to invest on a fixed rate basis (or index-linked basis in the 

case of pension funds). 

 

3.13 In principle, RSLs can access the Capital Markets in one of three ways (although they are 

not mutually exclusive), namely: 

 

(i) Issue bonds in own name; 

 

(ii) Participate through an “Aggregator” issue; or 

 

(iii) Enter into a Private Placement 

 

 

(i) Own name issue 
 

3.14 An own name issue will be issued into the public markets and listed on one of the major 

stock exchanges.  

 

3.15 Since early 2011 the minimum issue size has been raised under the pretext that investors 

want to see the issuer commit to a “benchmark” deal so that it will be large enough to 

qualify for inclusion in the relevant market indices (which will increase the number of 

potential investors willing to participate as well as the liquidity of the bond). 

 

3.16 £200 million plus had been the sum proposed by underwriters and hence the own name 

bonds issued by London & Quadrant, Sovereign and, most recently, Affinity Sutton and 

Great Places Housing Group have conformed to this arrangement. 
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3.17 However, in March 2012 both Amicus Horizon and Hastoe Capital were able to issue 

deals below that threshold (£150 million and £100 million respectively).   

 

3.18 There is a case that the sum needs to be significant to economise the large up-front costs 

of arranging, underwriting and documenting these issues.  As a result, the majority of 

RSLs have not felt able to participate directly in the bond market.  This is especially so in 

Scotland.  

 

3.19 To date, only a handful (although a growing number) of RSLs have opted for this route.  

Table 3.1 below illustrates the market terms for the major Capital Market issues that have 

been launched since the final quarter of 2008.  At the time, there had been limited 

examples of RSLs raising finance from the Capital Markets.  In the meantime, there has 

been a steady stream of activity, as Table 3.1 below shows: 
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Table 3.1 : Capital Markets Activity since October 2008 (See Glossary for terms used) 
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(ii) “Aggregator” Issue 
 

3.20 The alternative for the majority of RSLs is to participate in a group or “Aggregator” issue.  

The best known vehicle is The Housing Finance Corporation (“THFC”).  THFC was 

established at the end of the 1980s when private finance was being introduced into the 

social housing sector.  To date it has raised £3.7 billion  across a range of issues for a 

significant number of RSLs in England, Scotland, Wales and Northern Ireland.  As a group 

vehicle, it has enabled even very small associations to raise private finance (loans of less 

than £1 million in some cases).   

 

3.21 Its latest funding was in September 2012, when it tapped a further £127.1 million under 

one of its existing issues.  The spread paid by THFC at the time was 188 basis points 

(1.88% per annum) over the benchmark government bond (“gilt”).  THFC is rated “A+” by 

Standard & Poor’s but is not rated by any other agency. 

 

3.22 In England work continues on the establishment of a new Aggregator vehicle, GB Social 

Housing (“GBSH”), by a firm called Cutwater Asset Management, which used to be part of 

the monoline insurer MBIA.  The intention is to compete head-to-head with THFC. 

  

3.23 The most recent Aggregator issue to emerge is in Scotland and is the one proposed by 

Carduus – see below for further information. 

 

 

(iii) Private Placement 
 

3.24 The Private Placement Market for the housing association sector is the “new kid on the 

block” although the US Private Placement market is a highly competitive and mature 

source of funding.  In effect, it sits between a conventional bank funding arrangement and 

a Bond issue. 

 

3.25 The source of funding is typically Insurance Companies and Pension Funds (who also 

participate in the public bond issues).  However, it is distinguished by the fact that the 

documentation is more akin to a banking loan agreement and most of the terms will be 

similar to those within the banking documentation.  It is called a “Private Placement” as the 

funding agreement is a private arrangement between the borrower and the institutional 

investor – it is not traded on the public markets and hence is not regarded as a liquid 

instrument. 
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3.26 However, the terms of any Private Placement funding can be as flexible as the banking 

market with issues being for a range of maturities (5 years through to 30 years) and on a 

fixed rate, index-linked or floating rate basis.  The sums that can be raised via a Private 

Placement range from £25 million up to £200 million. 

 

3.27 The Private Placement market does share one characteristic with the other Capital Market 

products in that the funds must be drawn within a relatively short period after the 

agreement has been signed.  The maximum period is likely to be 12 months but a more 

typical time-frame is 3-6 months once the agreement has been executed. 

 

3.28 One current example of a private placement is the “M&G Social Housing Bond Fund” 

(“M&G”) – see below for further details.  
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Pricing 
 

3.29 The headline pricing of the Capital Markets has become attractive when compared to a 

similar term banking facility.  Typically, under a Capital Markets issue (public or private), 

the fixed rate is set at a spread over the equivalent gilt for the relevant maturity rather than 

set against LIBOR.  Table 3.2 below illustrates the comparative spread to cost of funds 

and indicative fixed rate of the Banking and Capital Markets. 

 

Table 3.2 : Indicative Borrowing Costs as at October 2012 

 
 Note:  “PP” refers to “Private Placement” 

   

3.30 Table 3.2 reflects the current interest rate environment, i.e. that the longer the fixed rate 

term, the higher the interest rate payable.  It can also be seen from the table that if it is 

assumed that bank loans currently attract a margin over cost of funds of between 2.50% 

and 3.0% per annum, then the all-in cost of borrowing via the Capital Markets (bonds 

and/or Private Placements) is cheaper in comparison. 

  

3.31  The table also highlights that bank debt for terms longer than 5 years is not 

available in the current market1. 

                                                        
1  Some lenders are prepared to issue commitments for terms longer than 5 years.  However, they will typically include 
wording in the loan agreement giving them the right to review and change the terms and conditions of the facility every, 
say, 5 years.  This means that the borrower will only have pricing certainty during the initial term and may face a re-pricing 
risk upon expiry. 

Maturity 
(Years) Market Amount

(£m)
Gilt
(%)

LIBOR 
Fixed 
Rates

(%)

Bank 1 - 150 3.50 - 4.00
PP 25+ 0.75 2.15 - 2.50 2.90 - 3.25 1.05 1.85 - 2.20
Bank 1 - 150 N/A N/A
PP 25+ 1.75 2.15 - 2.50 3.90 - 4.25 1.90 2.00 - 2.35
Bank 1 - 150 N/A N/A
Bond
PP

150+
25+ 2.25 2.15 - 2.50 4.40 - 4.75 2.45 1.95 - 2.30

Bank 1 - 150 N/A N/A
Bond
PP

150+
25+ 2.65 2.15 - 2.50 4.80 - 5.15 2.75 2.05 - 2.40

Bank 1 - 150 N/A N/A
Bond
PP

150+
25+

3.05 2.00 - 2.50 5.05 - 5.55 3.05 2.00 - 2.50

15

20

25 - 40

5

10

Equivalent 
Spread to 

LIBOR Fixed 
Rates

(%)

Spread to Gilt
(%)

All-In
Fixed Rate

(%)
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 Key Features of the Capital Markets 
 

3.32 Apart from the pricing, which we have discussed above, what are the other key features of 

the Capital Markets? 

 

 Credit Rating 

 

3.33 The housing association borrower will be raising finance from a range of investors who are 

simply allocating a proportion of total funds under management.  In general, these 

investors do not have the time, inclination or resources to undertake bilateral credit 

reviews and, therefore, rely on the external credit ratings produced by the likes of Fitch 

Ratings, Moody’s Investors Service (“Moody’s”) and Standard & Poor’s (“S&P”).  Moody’s 

has issued public ratings for at least twenty RSLs in the UK (and S&P about half a dozen).  

Rightly or wrongly, therefore, credit ratings become extremely important as they will 

determine the price and attraction of the investment (certain investors can only invest in 

bonds that are designated as investment grade which means they are rated “BBB” or 

higher). 

 

3.34 Moody’s methodology when assessing the individual credit rating is to consider the 

borrowers intrinsic credit profile and the likelihood of extraordinary support from the central 

government in case of need.  Credit ratings will be reviewed on a regular and continuing 

basis so it is a bit like stepping onto the treadmill once an association takes the decision to 

be rated.  Furthermore, depending on the wording of existing funding agreements, a rating 

downgrade could trigger changes to borrowing terms and conditions.  

 

3.35 As far as the costs of obtaining and maintaining a credit rating are concerned, current 

indications would be, say, £20,000 up-front and then an annual fee of, say, £20,000. 

 

3.36 In relation to a Private Placement, the evidence suggests that investors would generally 

still prefer the borrower to have an external credit rating even though it will not be a liquid 

instrument. 

 

3.37 The exception is where the association borrows the money through an Aggregator such as 

THFC, GBSH or Carduus or from M&G.  THFC has a strong credit rating that is known to 

the investors and it will undertake its own due diligence of each and every association that 

wishes to borrow money from one of its public issues. 

 

3.38 The proposition from GBSH will be on the same lines as THFC. 
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3.39 M&G has already obtained the money that will be lent by their Social Housing Bond Fund 

to housing association borrowers; investors in the Fund are relying on M&G to assess the 

creditworthiness of each prospective borrower in-house before agreeing to lend. 

 

3.40 We understand that Carduus will not require individual borrowers to be rated but the 

borrower’s creditworthiness will still need to be assessed as part of the funder’s due 

diligence processes. 

 

 Financial Covenants 

 

3.41 Financial covenants for Capital Market issues can be structured along the lines of 

traditional banking facilities.  In other words, the borrower agrees to comply with one or 

more continuing covenants which relate to the organisation as a whole, e.g. debt servicing 

capability (interest cover or gearing or both) and a conventional asset cover test. 

  

3.42  Alternatively, the financial covenant package can be property-specific, i.e. it looks to 

assess the asset cover test and the net rental income test from the portfolio of charged 

properties.  This is how the majority of the THFC issues have been structured.  

 

3.43 The Private Placement market is more flexible and subject to negotiation with potential 

investors, the borrower can opt for a suite of corporate covenants (akin to bank facility 

arrangements) or the property-specific covenants as required by THFC. 

 

 Flexibility 

 

3.44 A major drawback regarding the Capital Markets is its inflexibility once the deal has been 

completed.  Institutional investors have no appetite for engaging in  discussions or 

negotiations concerning the terms of the bond finance and, therefore, the terms are 

“locked in” for the duration.  The only option for the borrower is to seek to prepay the bond 

before its final maturity but this tends to lead to a significant prepayment fee which will 

impact the Income & Expenditure Account. 

 

 Security 

 

3.45 A more recent feature has been the option to structure Private Placement deals on an 

unsecured basis.  As a quid pro quo, the borrower will covenant that a proportion of its 

total asset base (properties) will be unencumbered and therefore available to creditors in 

general in the event of default by the borrower.  In the case of a recent deal undertaken by 

Places for People, the margin (or “haircut”) was set at 10%.  In other words, Places for 
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People agreed that it would maintain unencumbered property with a value (or balance 

sheet cost) of at least 110% of the nominal value of any unsecured loans.  We suspect 

that the margin may be closer to 120% for any new deals coming to the market in 2012 

unless the borrower can exhibit a credit strength on a par with Places for People. 

 

 Repayment 

 

3.46 Most capital market issues are structured upon a single repayment of the loan at the end 

of the term (known in market terms as a “bullet” repayment).  Clearly, this exposes the 

borrower to what is referred to as a “refinancing” risk since it will need to have access to 

sufficient cash to repay the full amount of the loan at that point. 

 

3.47 Given the existence of THFC, it is arguable that there is a ready-made vehicle for RSLs 

wishing to access finance outside the usual banking market.  RSLs can approach THFC 

as an individual borrower or join forces with a number of like-minded associations and 

seek to put together a deal that would be acceptable to all of them.  In our recent 

discussions with THFC, they have confirmed that they will be looking to tap the Capital 

Markets on a regular basis and, subject to their own due diligence on assessing the 

creditworthiness of individual associations, have advised that a single borrower with a 

minimum requirement of £30 million could be launched at very short notice.  
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Leasing 
 

3.48 The standard lease finance model is structured as a long-term (35-50-year) lease and 

leaseback arrangement under which the owner of the property (here, a housing 

association) either sells or leases a portfolio of unencumbered units to an institutional 

investor (either an Insurance Company or a Pension Fund) and then leases them back.  

The housing association receives a capital sum (the lease premium) at the outset and then 

commits to making annual rent payments to the investor over the term.  The annual rental 

payments are typically fixed at the outset as a percentage of the premium (say 4%) and 

are then increased annually in line with inflation (up to now this has been the Retail Price 

Index – “RPI”). 

 

3.49 In effect, the lease rental payments are a combination of interest and capital amortisation 

such that at the end of the lease term the properties will revert to the association at nil 

cost.  In technical terms, this is referred to as the “freehold reversion”. 

 

3.50 During the term of the lease, the association will still have the standard landlord 

obligations to collect the rents and to manage and maintain the properties.  Substitution of 

properties is permitted as they reach the end of their useful lives or, in the case of shared 

ownership properties, where a tenant staircases out.  Diagram 3.1 below illustrates how 

the standard lease and leaseback structure works. 

           Diagram 3.1 : Lease and Leaseback : How the Structure works 

 

 
Source : Murja Limited 
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 Amount 
 

3.51 Assuming that the deal is structured on a bilateral basis (i.e. as a private transaction rather 

than as a public issue), then the size of any funding could be as low as £10 million.  

However, apart from one relatively recent deal involving Derwent Living and AVIVA (which 

was for some £45 million), there have been no transactions and the probability is that 

investors will look for a minimum size of £25 million until a regular flow can be established. 

 
 Issues to consider 

 

3.52  The lease and leaseback model raises a number of issues for the interested RSL 

to consider: 

 

Accounting treatment of least structure 

 

3.53 It is probable that the lease will be treated as a finance lease and, as such, will be caught 

under the definition of “borrowing” in the loan agreements with the association’s existing 

funding partners.  It will therefore be appropriate for the RSL to seek advice from its own 

lawyers and auditors on this point.   

 

Impact on gearing covenant 

 

3.54 As a finance lease, the structure will be deemed to have the effect of borrowing and the 

capital sum raised will be viewed by the RSL’s existing funders as debt and will have to be 

taken into account, therefore, when calculating any gearing covenant.   It is also possible 

that the RSL will need to obtain the consent of its existing lenders to enter into such a 

transaction. 

 

Need to draw full amount on Day 1 

 

3.55 Subject to further discussion with a potential investor, the RSL will receive the full amount 

of the lease premium up-front.  Depending on how the new money is to be used, this could 

be both inconvenient and costly as it may not be possible to spend the cash quickly and, in 

current market conditions, there would be a cost of carry (i.e. the amount of interest 

earned on the cash received would be less than the cost of servicing the lease 

obligations). 
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Long-term obligation 

 

3.56 The model is predicated on a 35-50-year funding term; will the RSL be happy to enter into 

such a long-term funding arrangement? 

 

Long-term index-linked obligation 

 

3.57 Typically, investors are looking for long term, index-linked investments.  Accordingly, the 

RSL would be entering into a long-term, index-linked lease obligation where the lease 

payments would be subject to an upward-only indexation based upon RPI) and without 

any cap on the level of inflation being applied.  What would happen if inflation were to rise 

sharply?  Would the RSL be able to pass on the full amount of the inflation increase to 

their tenants?  To be fair, this issue would apply to all index-linked funding structures and 

not just the sale or lease and leaseback model. 

 

Mitigation 

 

3.58 One way of mitigating this risk would be to cap RPI inflation at, say, 5% per annum.  This 

would provide the RSL with a known maximum cost of funds at all times.  As with all 

insurance products, however, this would be subject to a premium being paid.  This would 

likely be reflected in a lower capital sum being available on Day 1. 

 

Cost of funds 

3.59 Any funding structure that has an uncapped, index-linked cost of funds requires the 

borrower to take a view about future levels of inflation.  The current market assumption is 

that inflation will average 3.75% per annum over, say, a 40-year term and is a reflection of 

prevailing market expectations. Whereas a long-term fixed rate loan will provide the 

borrower with absolute certainty of interest cost, the sale/lease and leaseback model will 

not (although a maximum cost could be established if the inflation cap described above 

were applied).    

 

Substitution and disposal of leased properties 

 

3.60 The RSL would need to be comfortable with the procedure for the disposal and 

substitution of leased properties once the transaction is up and running. 
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Major repairs 

 

3.61 Usually, the lease will be a “Full Repairing and Insuring” lease; the RSL will therefore need 

to establish an asset management strategy for the leased properties and a plan for funding 

major repair expenditure. 

 

Termination/Prepayment 
 

3.62 Investors are really looking for long-term cash flows and are not keen to negotiate early 

repayment or termination provisions.  However, they will be incorporated although the 

expectation is that any such mechanism is likely to be inflexible and costly; and  

 

Stakeholder consents 

 

3.63 The RSL would need to seek appropriate legal advice on the stakeholder consents that it 

would need to obtain.  Assuming that the deal involved the lease and leaseback of existing 

properties, then the consent of the Regulator would be required.  It is also possible that the 

lawyers might opine that the RSL would need to consult/ballot the tenants prior to 

execution of the lease arrangement. 

 

 Peer-to-Peer Financing 
 

3.64 One form of financing that has had increasing publicity since the beginning of the global 

financial crisis is person-to-person or “peer-to-peer” financing, whereby the transaction 

takes place directly between individuals or “peers” without the involvement of a traditional 

financial institution. 

  

3.65 An example of peer-to-peer financing in the UK is the Zopa, whereby individuals lend 

directly to other individuals.  A similar scheme targeted at small to medium sized 

enterprises is promoted by Funding Circle. 

 

3.66 We refer to this type of financing here because we understand that the one of the options, 

which we will be reviewing in the next section of the Report, is a form of a peer-to-peer 

financing.  The promoter has asked us not identity it by name at the time of writing this 

Report so we will simply refer to it as the “peer-to-peer” option. 
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 4 Alternative Funding Structures – the details 
 

4.1 Having commented generally about the debt and leasing-based financing structures that 

are currently available to RSLs, we now provide a series of “Term Sheets” for the 

individual long-term financing structures that we have reviewed for the purposes of this 

Report. 

 

4.2 In doing so, we have categorised the structures as follows: 

 

Debt 
 

• THFC 

• Carduus 

• M&G 

• LGIM 

 

 Leasing 
 

• REaLM (part of Aviva / Prudential) 

• Peer-to-peer financing 

• Astraside Regeneration 

 

4.3 We are conscious that this is an evolving market and there are frequent changes from 

existing lenders and new lenders emerge. 

 

4.4 It is regrettable that several of the potential funders were reluctant to discuss the full 

details of their offers, in some cases this may have been that the arrangements are not 

fully developed but in other cases it appears more to be as a result of a fear of 

compromise of a perceived commercial advantage. 

 

4.5 The narrative that follows is therefore based on the available information at this time and 

any potential borrowers should make their own contacts, assessments and evaluations, 

taking independent advice where appropriate 

 

4.6  Potential borrowers must also recognise that one size does not fit all and the ‘best’ 

solution will vary according to the view of the future and the individual circumstances of the 

RSL concerned. 
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4.7 In reviewing each of the alternatives that follow we first tabulate the key facts as we 

understand them and then assess them in the light of the following six criteria agreed with 

SFHA: 

 

• Viability 

 
“Viability” assesses whether the net income generated by a property will be sufficient 

to repay the financing provided by the end of the funding term.  For the purposes of 

the Report we agreed with SFHA that our “viability” test would be based upon a three-

person equivalent unit let at a social rent.  

 

• Deliverability 
 

“Deliverability” assesses how easy it will be for the RSL to reach financial close and 

draw the money.  

 

• Level of Government Support 

 
This criterion assesses whether the funding option concerned is reliant upon some 

form of Government Support, i.e. grant or guarantee. 

 

• Scalability 

 
“Scalability” assesses whether the funding option is capable of being expanded and/or 
replicated in the future. 

 
 

• Accessibility  

 
“Accessibility” assesses whether there is any minimum deal size that might prevent 

some RSLs from accessing a particular funding structure. 

 

• Property Tenure 
 

This final criterion considers which types of tenure can/cannot be financed.  
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Table 4.1 : The Housing Finance Corporation (THFC) 
 

Term Comment 

Type Debt finance – Aggregator Issue 

Amount (Maximum) No limit but £100m + may be possible   

Amount (Minimum) £1m  (paperwork and set-up costs are not efficient below this level) 

Term Up to 30 years 

Interest rate Fixed rate on day of issue 

Purpose Refinance or new within Rules of the borrower 

Repayment Bullet repayment 

Financial covenants 

Net income of charged property must cover annual interest cost; this 
can lead to need to pledge more properties than simple asset cover 
suggests in low rent areas  
 
No gearing covenant 

Asset cover  

150% subject to tenancy basis 
 
Can be security hungry but tap issues on existing bonds can reduce 
effective level of cover required 

Tenure Type of 
properties 

General needs and Shared Ownership / LCHO acceptable 
 
However, early repayment is difficult so not suitable for significant 
exposure to shared ownership; may require extra security to manage 
shared ownership stair-casing or rely on increased values in 
remainder 

Set up fees  Up front; non-negotiable 1% as at September 2012 

On-lending Not permitted without THFC’s consent 

Mark-to-market Embedded rate facility.  No Mark-to-Market / margin call 

Availability of funds 

THFC usually look to go to market at least twice a year.  
 
Generally, participation can take place as soon as loan 
documentation has been completed 
 
If security has not been completed, funds can be placed on deposit 
pending completion although this is financially inefficient 

Credit Rating Not required 

Risks  
Once signed, changing any terms can be quite difficult or impossible 
 
Prepayment expensive (based on SPENS formula or, more cost 
effective, on market price of THFC bonds) 

Impact on business 
On balance sheet debt.  Drawdown of loans before cash is required 
adds to existing gearing or debt per unit calculation and impacts on 
interest cover ratio.  
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Assessment against selected criteria 
 

Criterion THFC  

Viability 

Net rental income stream must be enough to repay debt 
 
Can use other ‘surplus’ rental income from elsewhere to support 
payments 

Deliverability 
Security not needed in advance 
 
Loan document can be quick to finalise as terms are non-negotiable 

Level of Government 
Support Loan direct to RSL; grant funding not essential for property financed 

Scalability Scalable and replicable 

Accessibility 
Available to all RSLs subject to internal credit assessment 
 
Minimum  £1 million  

Property Tenure All types but care re shared ownership 
Unsuitable for RSLs 
that: Intend to charge lots of Shared Ownership units 
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Table 4.2 : Carduus 
 

Term Comment 

Type Debt finance – Aggregator Issue 

Amount (Maximum) Looking to raise £150 million with no one borrower taking more than 
11% (i.e. £16.5m)  

Amount (Minimum) 
Targeting 3% of total raised (£4.5m) as the entry level but will 
consider smaller amounts subject to the number of loan requests 
being at a manageable level  

Term 30 years 

Interest rate 
Fixed rate based on margin of circa 2.5% above 20-year gilt plus 
annual fee to Carduus of approximately 40bp which would increase 
by RPI annually 

Purpose Refinancing of existing loans or new developments  

Repayment Amortising profile over full term 

Financial covenants 
Covenants on assets, theoretical net rent to cover funding 
commitment with 105% debt service evidenced each 6 monthly 
period 

Asset cover  

Ongoing EUV SH minimum of 115% and tenanted value of 130% 
Carduus are negotiating with valuers to design standard valuation 
model with expectation that if the Financial Covenant is met then so 
will the Asset Cover test but yet to be evidenced 

Tenure Type of 
properties 

Properties do not need to be let at Mid-Market rents provided total 
net income from the secured properties is sufficient to service 
interest and principal repayments over the life of the loan with margin 
of 105% as above. Minimum average rent increase of 2.8% pa 
across the term will be required to meet capital as well as interest 
commitment 

Set up fees  TBC but maximum 2% 

On-lending No restriction 

Mark-to-market Embedded rate facility.  No Mark-to-Market / margin call 

Credit Rating 

No independent rating required, Carduus will commission 
independent audit of RSL who will recommend to Carduus who will 
consider at their own credit committee. Carduus expect to get 
themselves rated based on the market, the mix of borrowers and the 
conditions of their facilities.  

Risks  

Once signed, changing any terms likely to be difficult or impossible 
 
Need to be sure no early repayment and that release of security is 
not required in first 20 years 
 
Early repayment arrangements would require compensation for 
interest loss (expensive:  based on Spens formula) 
 
Fixed rates but rents required to rise by a minimum percentage – in a 
period of low inflation this could potentially be onerous as the rest of 
the business will have to generate the balance of the commitment.  
 
Each RSL must leave 12 months interest or 6 months interest & 
capital (whichever the greater) on deposit with Carduus to make a 
joint pool of funds of all participants to cover risk that any one 
borrower fails. This is a joint and several risk on the pool. 
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Carduus may, after charging the fees be unable to place their overall 
bond despite assurances and preparation for the issue 
  

Impact on business On balance sheet debt.  Adds to existing gearing or debt per unit 
calculation 

  

 
 

Assessment against selected criteria 
 

Criterion Carduus 

Viability 

 
Can use other ‘surplus’ rental income from elsewhere to support 
payments but caution is necessary as the 105% covenant tests will 
apply 
 
Fees up to 2% conceded to be higher than some competitors 

Deliverability 
Structure still being developed 
 
Looking to get first bond issued in 2012 with follow-up issues planned 

Level of Government 
Support 

No grant required but as on balance sheet debt may include some 
grant in schemes 
 
May only work with Mid Market rents and / or if free land is available 
or internal subsidy available 

Scalability Plan is to replicate once fist bond issued 

Accessibility 
Available to all RSLs subject to scheme assessment 
 
Forecast minimum £4.5 million 

Property Tenure All types said to be acceptable 
Unsuitable for RSLs 
that: 

Intend to charge lots of Shared Ownership units or need small 
amounts of funding 
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Table 4.3 : M&G 
 

Term Comment 

Type Debt finance – Private Placement 

Amount (Maximum) Up to £100 million of which a minimum of £10m must be index-linked 

Amount (Minimum) £10 million (index-linked) 

Term Up to 40 years 

Interest rate Index-linked and fixed rate 

Purpose Refinance or new within Rules of RSL 

Repayment Interest-only for first 10 years then amortising 

Financial covenants Interest cover only (no gearing covenant) 

Asset cover  

105% EUV-SH or 120% MV-T 
 
All security must be completed before first drawing but loan approval 
documentation is quick. 

Tenure Type of 
properties No restriction 

Set up fees  1% 

On-lending No restriction 

Mark-to-market Embedded rate facility.  No Mark-to-Market / margin call 

Credit Rating Not required 

Risks  

Some interest linked to RPI inflation but provided this is contained 
within reasonable percentage usually acceptable 
 
Could be very costly to exit. 
 
May require extra security to manage staircasing or rely on increased 
values in remainder 

Impact on business On balance sheet debt.  Adds to existing gearing or debt per unit 
calculation 

  

 
 

Assessment against selected criteria 
 

Criterion M&G 

Viability 

Some of facility needs to be supported by income sufficient to repay 
debt from Day 1 
 
Can use  other ‘surplus’ rental income from elsewhere to support 
payments 

Deliverability Requires completion of security first; this could delay drawdown. Part 
of debt must be index-linked 

Level of Government 
Support Loan direct to RSL; grant funding not essential for property financed 

Scalability Very scalable and easily replicated 

Accessibility 
All RSLs that do not need annual Business Plan approval 
 
Minimum £10 million 
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Property Tenure All types but care re shared ownership 

Unsuitable for RSLs 
that: 

Are subject to annual Business Plan approval 
 
Intend to charge lots of Shared Ownership units 
 
Already maintain high levels of inflation-linked debt 
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Table 4.4 : LGIM 
 

Term Comment 

Type Bilateral loan – Private Placement 

Amount (Maximum) £250 million   

Amount (Minimum) £25 million 

Term 15 – 30 years (potentially longer if required) 

Interest rate Predominantly fixed rate. Would consider inflation-linked loans or 
LIBOR-related ones with associated hedging 

Purpose Refinance or new within Rules of RSL 

Repayment Bullet or fully or partially amortised 

Financial covenants Suitable Income or Debt Service Cover Ratio  

Asset cover  Suitable EUV-SH and MV-ST based coverage 
Tenure Type of 
properties All considered 

Set up fees  Yes 

On-lending Yes 

Mark-to-market No - embedded facility 

Credit Rating Not necessary 

Risks  

Property-based debt which can lead to inflexibility in options to 
refinance but suggested happy to consider replacement security if 
plans of borrower change 
 
Ongoing costs higher than Private / Public Placement but set-up 
simpler, no credit rating risks 

Impact on business 

On balance sheet debt. 
 
Adds to existing gearing or debt per unit calculation but will consider 
lending to any part of a group structure taking account of reliance on 
income stream from assets pledged 

  
 

Assessment against selected criteria 
 

Criterion LGIM 

Viability Some of facility needs to be supported by income sufficient to repay 
debt from Day 1 

Deliverability Requires completion of security first; this could delay drawdown and 
suits refinancing of old assets compared to development funding 

Level of Government 
Support Loan direct to RSL; grant funding not essential for property financed 

Scalability Very scalable and easily replicated 

Accessibility 
All RSLs that do not need annual Business Plan approval 
 
Minimum £25 million 

Property Tenure All types but care re Shared Ownership 
Unsuitable for RSLs 
that: 

Intend to charge lots of Shared Ownership units plus RSLs with small 
funding needs 



 
Report to the Scottish Federation of Housing Associations 
on Long-Term Funding Options – November 2012  
 

© Murja Limited 2012  Page 46 

Table 4.5 : REaLM (“Returns Enhancing and Liability Matching”) - part of AVIVA plc 
 

Term Comment 

Type Leasing finance 
(Long-term lease with reversion at end of lease term) 

Amount (Maximum) £100 million 

Amount (Minimum) £10 million 

Term Between 35 and 60 years 

Interest rate 

Rent required by Aviva (currently approx. 3.9% to 4.0%) is calculated 
as a percentage of Aviva’s gross acquisition costs and comprises 
Aviva’s return and amortisation of principal, acquisition costs and 
Stamp Duty Land Tax 

Purpose New or existing stock 

Repayment Through rent payments 

Financial covenants None 

Asset cover  None 

Tenure / Type of 
properties 

Social/affordable/general needs rent, shared ownership (as part of a 
portfolio), new affordable, intermediate rented (as part of portfolio) 
ExtraCare and Supported Living 

Set up fees  Capped by Aviva and included in base rent payable 

On-lending No restriction 

Mark-to-market None 

Credit Rating Not required 

Risks  

Rent linked to inflation for term of the lease 
 
No provision for early repayment of lease but RSL has option to 
substitute properties if required. 
 
Grant remains with the RSL during the term of the lease according to 
standard wording (agreed with the HCA, the Regulator in England). 
 
“Valuation” of future rental payments should be agreed with the 
RSL’s auditors as the arrangement is not a simple loan statement 

Impact on business 

On balance sheet debt through financial lease.  Adds to existing 
gearing or debt per unit calculation 
 
Can be delivered through a non-asset owning RSL within an existing 
group. 

  

 
 

Assessment against selected criteria 
 

Criterion REaLM 

Viability Key criterion is for “liability matching”, i.e. net income from scheme 
meets required rental payments on Day 1 

Deliverability Requires report on title first; this could delay drawdown but suits 
refinancing of existing schemes 

Level of Government 
Support 

Need to obtain consent that grant can remain with HA despite 
disposal under sale and leaseback notwithstanding that this has been 
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obtained in England 

Scalability Replicable but no HA deals yet in Scotland 

Accessibility Available to all RSLs that have eligible property and a funding 
requirement of £10 million+ 

Property Tenure As above 

Unsuitable for RSLs 
that: 

Intend to charge lots of Shared Ownership units or market rent 
 
RSLs with  funding needs < £10 million. 
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Table 4.6 : Peer-to-Peer 
 

 Term Comment 

Type Leasing finance – management and maintenance deal not traditional 
leaseback.  Peer-to-Peer funding 

Amount (Maximum) Up to £100m of “private money” 

Amount (Minimum) Club deal could amalgamate requirements to achieve £100 million 
overall   

Term Either 20 years or 60 years 

Interest rate 
This will be a rent-based deal where the rent is likely to be set at a 
target of collecting (net of management & maintenance, etc.) 85% of 
LHA rents with increase of CPI + 0.5% pa 

Purpose Purchase of new property 

Repayment Possibly bullet at end of 20-year term or ownership at 60 years 

Financial covenants None – relies entirely on the property and effectively the unsecured 
covenant of the borrower to perform 

Asset cover  Not applicable 

Type of properties Mid-Market rents.  No Shared Ownership or LCHO properties 

Set up fees  Meet legal fees only 

On-lending Not applicable 

Mark-to-market Not applicable 

Credit Rating No rating required 

Risks  

Non-performance on rent collections – performance will be 
guaranteed through agreement with landlord responsible for major 
repairs under pre-agreed schedules 
 
Early repayment arrangements probably rely on assigning lease 
elsewhere – could be impossible to reverse and subject for potential 
change of attitude of owner / lender at the time 
 
Potential liability to purchase in 20 years but could simply renew lease 
– refinancing risk at maturity but not at 60 years 
 
If maintenance agreement is FRI, could be onerous despite not 
owning property – potential cash flow implications – but major repairs 
undertaken by landlord under agreed schedule 
 
Relies on mid-market rent to be viable – vulnerable to changes in rent 
market at re-lets 

Impact on business 

Possibly on balance sheet, in which case will add to existing gearing 
or debt per unit calculation. 
 
If off balance sheet status achieved, then no impact.  Specialist tax 
advice needed  
 
Land security must be completed as owned by lender 
 
Possibly tax-efficient as lease payments could be fully allowable if tax 
payer unlike capital and interest arrangements – tax advice from 
specialist required 
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Assessment against selected criteria 

 
Criterion Peer-to-Peer 

Viability Has to be supported by mid-market rents 

Deliverability Not a new concept but  it is new to social housing; care and 
professional advice required 

Level of Government 
Support 

Ownership will rest with the lender/landlord 
 
Scheme is designed to maybe require modest Government support 
and approval for grant in non-registered body requires approval 

Scalability Relies on access to private wealth so scalability hard to predict but 
forecast funding to be in several phases & significant 

Accessibility Initially only available to small group of HA whose Directors have 
taken initiative 

Property Tenure Property owned by lender/landlord 
Unsuitable for RSLs 
that: 

Are small and have a small spread of interests to offset  potential 
risks 
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Table 4.7 : Astraside 
 

Term Comment 

Type Annuity Funding – sale and leaseback to match pension liabilities 

Availability Only available to RSLs over 8,000 units or with a credit rating of “A” 
or higher 

Amount (Maximum) Up to £100 million 

Amount (Minimum) £7 million 

Term 25 – 45 years 

Interest rate Based on long term gilts fixed at start of term with annual RPI 
(cheapest base rate if collared at 0% and capped at 5%) 

Purpose Refinance or new within Rules of RSL 

Repayment 
Reversionary interest at £1 after 35 years (price of facility will 
depend on term and quality – shorter term will require capital sum 
to be paid at maturity) 

Financial covenants None – relies entirely on the covenant of the borrower 

Asset cover  
None – scheme specific facilities 
All land security must be completed first; documentation can be 
quick 

Type of properties 

Shared Ownership / LCHO acceptable but as early repayment is 
difficult, not suitable for significant exposure; may require extra 
security to manage staircasing or rely on increased values in 
remainder 

Set up fees  Usually none - fees paid by funder – own legal costs apply  

On-lending Usually none - fees paid by funder 

Mark-to-market Embedded rate facility.  No Mark-to-Market / margin call 

Credit Rating Required if not larger than 8,000 units 

Risks  

No easy early repayment 
 
Lease payments inflation-linked 
 
Sale and leaseback – attracts Stamp Duty Land Tax? 

Impact on business 

Can get involved in development role – provides assurance on 
delivery and quality on behalf of funder but adds to fees  
 
Will consider 100% funding for land and building – but very 
selective on covenant 
 
On balance sheet – adds to existing gearing or debt per unit 
calculation 
 
If Off balance sheet treatment achieved, then no impact.  Specialist 
tax advice will be required 
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Assessment against selected criteria 
 

Criterion Astraside 

Viability 
Income stream must be able to repay debt from Day 1.  However this 
can be rolled into the development period and drawn down from an 
Escrow account.  

Deliverability 

Analysis of covenant is determined on Day 1. Monies available within 
30-day period 
 
Astraside to monitor development for investor 

Level of Government 
Support 

No grant required 
 
May only work if free land is available or internal subsidy available 

Scalability Very scalable and easily replicated but no deals done in sector so far 

Accessibility Only available to RSLs with >8,000 units or Credit Rating of “A” or 
better 

Property Tenure All types but care re shared ownership 
Unsuitable for RSLs 
that: Don’t meet size criteria 
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Table 4.8 : Summary of Key Criteria 

Criterion THFC  Carduus  M&G LGIM REaLM  Peer-to-
Peer 

Astraside  

        
Viability Net rental 

income 
stream must 
be enough 
to repay 
debt 
 
Can use  
other 
‘surplus’ 
rental 
income from 
elsewhere to 
support 
payments 

As THFC at 
left 
 
Fees 
unspecified 
but 
conceded to 
be higher 
than some 
competitors 

Some of 
facility 
needs to be 
supported 
by income 
sufficient to 
repay debt 
from Day 1. 
Can use  
other 
‘surplus’ 
rental 
income from 
elsewhere to 
support 
payments 

Some of 
facility 
needs to be 
supported 
by income 
sufficient to 
repay debt 
from Day 1. 
Can use  
other 
‘surplus’ 
rental 
income from 
elsewhere to 
support 
payments 

Key criterion 
is for 
“liability 
matching”, 
i.e. net 
income 
meets debt 
costs on 
Day 1 
 
 

Has to be 
supported 
by mid-
market rents 

Income 
stream must 
be able to 
repay debt 
from Day 1. 
 
 

        
Deliverability Security not 

needed in 
advance. 
Loan 
document 
can be quick 
to finalise as 
terms are 
non-
negotiable 

Structure 
still  being 
developed. 
Looking to 
get first 
bond issued 
in 2012 with 
follow-up 
issues 
planned 

Requires 
completion 
of security 
first; this 
could delay 
drawdown 

Requires 
completion 
of security 
first; this 
could delay 
drawdown 

Requires 
report on 
title first; this 
could delay 
drawdown 
but suits 
refinancing 
of existing 
schemes 
 

Not a new 
concept but  
it is new to 
social 
housing; 
care and 
professional 
advice 
required 

Requires 
completion 
of security 
first; this 
could delay 
drawdown. 
Astraside to 
monitor 
development 
for investor 

        
Level of 
Government 
Support 

Loan direct 
to RSL; 
grant 
funding not 
essential for 
property 
financed 

No grant 
required 
 
May only 
work if free 
land is 
available or 
internal 
subsidy 
available 

Loan direct 
to RSL; 
grant 
funding not 
essential for 
property 
financed 

Loan direct 
to RSL; 
grant 
funding not 
essential for 
property 
financed 

Need to 
obtain 
consent that 
grant can 
remain with 
RSL despite 
disposal 
under sale 
and 
leaseback 

Ownership 
will rest with 
the lender / 
landlord;  
scheme is 
designed to 
maybe 
require 
Government 
support 

No grant 
required 
 
May only 
work if free 
land is 
available or 
internal 
subsidy 
available 

        
Scalability Scalable 

and 
replicable 

Plan is to 
replicate 
once first 
bond issued 

Very 
scalable and 
easily 
replicated 

Very 
scalable and 
easily 
replicated 

Replicable 
but no RSL 
deals yet in 
Scotland 

Relies on 
access to 
private 
wealth so 
scalability 
hard to 
predict  

Very 
scalable and 
easily 
replicated 
but no deals 
done in 
sector so far 

        
Accessibility Available to 

all RSLs 
 
 
 
 
 
Min. £1m  

Available to 
all RSLs 
 
 
 
 
 
Min. £4.5m 

All RSLs 
that do not 
need annual 
Bus. Plan 
approval 
 
 
Min. £10m 

All RSLs 
that do not 
need annual 
Business 
Plan 
approval 
 
Min. £25m 

Available to 
all RSLs 
which have 
right type of 
property 
available 
 
Min. £10m 

Only 
available to 
small group 
of HA whose 
Directors 
have taken 
initiative 
 

Only 
available to 
RSLs with 
>8,000 units 
or Credit 
Rating of “A” 
or better 
Min. £7m 

        
Property 
Tenure 

All types but 
care re 
shared 
ownership 

All types 
said to be 
acceptable 

All types but 
care re 
shared 
ownership 

All types but 
care re 
shared 
ownership 

All types but 
untested; 
care re 
shared 
ownership 

Property 
owned by 
lender / 
landlord 

All types but 
care re 
shared 
ownership 

        Unsuitable for 
RSLs that: 

Intend to 
charge lots 
of SO units 
 
 

Intend to 
charge lots 
of SO units. 
Need annual 
Bus. Plan 
approval 

Intend to 
charge lots 
of SO units. 
Need annual 
Bus. Plan 
approval 

As left, plus 
RSLs with 
small 
funding 
needs 

As left, plus 
RSLs with 
small 
funding 
needs 

Are small 
and have a 
small spread 
of interests 
to offset  
potential 
risks 

Don’t meet 
accessibility 
criteria 
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4.8 It is evident that the amount of funding sought will act as a primary filter for determining the 

range of funding options available.  To conclude this section of the Report we summarise 

the “accessibility” of the different options in Table 4.9 below. 

 

Table 4.9 : “Accessibility” of the Funding Options 

Funding 
Requirement THFC Carduus M&G LGIM REaLM Peer-to-

Peer Astraside 

£1 million 
to 

£4.5 million 
 

(but 
amounts 

>£3m may 
be possible) 

     

> £4.5 million 
& 

< £7 million 
       

> £7 million 
to 

< £10 million 
      (?) 

 (subject 
to meeting 
size/credit 

rating 
criteria) 

> £10 million 
to 

< £25 million 
 

 (up to 
£16.5million 
or 11% of 

bond 
amount) 

    

 (subject 
to meeting 
size/credit 

rating 
criteria) 

£25 million +       

 (subject 
to meeting 
size/credit 

rating 
criteria) 

        
 

4.9 On this measure, THFC is the most “accessible” option as it is able to accommodate funding 

requirements ranging from £1 million to up to £100 million as the case may be.  However, as 

Table 4.8 makes clear, there are other considerations that an RSL would need to bear in 

mind when contemplating its long-term funding possibilities in the current market. 

 

  



 
Report to the Scottish Federation of Housing Associations 
on Long-Term Funding Options – November 2012  
 

© Murja Limited 2012  Page 54 

5  Financial Analysis 
 

Introduction 
 

5.1 In this penultimate part of the Report we set out the principal findings of our financial 

analysis of the options. 

 

5.2 Using information provided by SFHA and obtained from other sources we have developed 

a Microsoft ™ Excel-based spreadsheet financial model (the “Model”) designed to assess 

the comparative cost / benefit per unit of the different types of long-term funding options 

considered in the Report. 

 

5.3 As with any spreadsheet-based financial model, the reader must exercise caution when 

interpreting the results produced. It is strongly recommended that independent advice is 

taken before reliance is placed on forecast outcomes.  

 

Assumptions regarding Costs and Grant support 
 

5.4 To compare the effective costs of the funding options we have used a constant set of cost 

assumptions in the Model and then modelled all local authority areas in Scotland using the 

applicable average social housing rent levels for a 3 person-equivalent unit as provided to 

us by SFHA. 

  

5.5 We have then carried out further analysis, which looks at the project in isolation, to predict 

how long it would take to pay back a conventional loan if all deficits in the early years were 

added to the debt and all subsequent surpluses were used to make repayments of 

principal.  Whilst this option may be of more academic interest it can nevertheless be a 

useful way of comparing one potential development with another. 

 

5.6 It is a ‘given’ that the sooner debt is repaid the cheaper the overall costs will be and the 

longer the net rents will contribute to surpluses. Clearly, there are many factors that may 

lead to an RSL looking longer term.  Amongst these will be the simple fact that keeping 

surplus cash back for covering unforeseen expenditure or reinvesting in other schemes 

may be attractive. 

 

5.7 Lastly, we have assumed a 50-year life for each project such that once debt is repaid the 

net income from the units adds material value overall. This approach seeks to establish a 

‘level playing field’ to balance the different terms of the funding structures.  
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Influences on costs 
 

5.8 The Model adopts standard build costs which accord with recent experience. Generally, it 

is recognised that land costs in city areas will be higher than in rural areas but build costs 

will be lower such that the overall impact is forecast as a constant.  

 

5.9 Taking account of the fact that RSLs are assumed to already maintain a housing 

management system, run a finance department and have an infrastructure in place it is 

widely recognised that only marginal costings need be used where the size of the 

proposed development programme is not going to distort the underlying business.  

 

5.10 This is not an exact science but by using the following constants we are able to compare 

the different funding models: 

 
• Housing Management costs @ £450 per annum 

• Responsive repairs external costs @ £500 per annum 

• Planned cyclical external costs @ £150 per annum  

• Major repairs reserve @ £650 per annum 

• Voids & bad debts average 2.5% 

 

The full list of assumptions used in the Model is set out in Table 5.1 below. 

 

5.11 Interest and inflation costs are an estimation based on recent and predicted experiences. 

Before reliance is placed on the Model’s outputs, all assumptions will need to be checked 

as changes in rates and inflation may materially alter the conclusions. 

 
Influences on income 

 
5.12 The key influences on income are: 

 
a) Capital Grant – the results put forward are based on the [unofficial] Scottish 

Government (“SG”)’s aspiration target of £40,000 per unit (the actual results for 

2011/12 show £63,753 for rented stock). 

 

NOTE:   There are some moves for SG to consider guarantee support rather than 

cash. This has the advantage of providing significant comfort to a lender and carries a 

materially lower impact on SG’s balance sheet and Public Borrowing but carries the 

impact of the loss of cash to the RSL.  This will be evident in two ways: 

 

i)  A guarantee [relative to cash] will put pressure on the RSL’s balance sheet 

and the impact that will have on existing banking covenants; and 
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ii)  The RSL will have to carry the additional debt cost.  

 

 
b) Rents – based on the new grant assumptions we have taken a working assumption 

that the rents will reflect Intermediate levels and chosen to assume 80% of LHA rents 

less an allowance of £10 per week towards service charges.  

 
5.13 Following consultation with SFHA we have chosen for comparative purposes a typical 

3-person equivalent unit. 

 

5.14 The Model is built in such a way that all key assumptions (expenditure and income) can be 

modified for a specific review if desired.   

 

The Model 
 

5.15 Reproduced at Appendix 1 is a screenshot of the basic data input sheet, which lists the 

key inputs that can be fed into the model.  These include: 

 

a) Average rents per week per property based on data provided by the SFHA less an 

allowance of £10 per week to cover the service costs noted above 

b) Land cost 

c) Build cost 

d) On costs 

e) Subsidy 

f) Asset cover requirements (e.g. EUV-SH @ 105%) 

g) Funding term and capital repayment profile 

h) Debt funding rate 

i) Inflation rate assumptions for debt and lease-based structures 

j) Core or initial rent for lease structures 

k) Discount rate applied for calculating the Net Present Value of future cash flows 

l) Inflation increases for Rent, Management, Maintenance, Cyclical & Major Repairs 

modelling 

m) Void levels 

n) Bad debts 

o) Base management costs per unit 

p) Base responsive maintenance costs per unit 

q) Planned maintenance 

r) Major repairs reserve 

 
5.16 All of the above variables can be changed at the discretion of the spreadsheet user. 
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5.17 The outputs from the Model include: 

 

a) Total and net scheme costs 

b) The Net Present Value of projected rents over 30, 40 and 50 years 

c) The maximum amount of debt that could be supported per unit and details of any 

shortfall that may arise (expressed as a percentage of additional similar property 

needed to meet funding criteria) 

d) Total repayments by type of funding over a maximum term of 50 years including 

interest, capital and shortfalls in early years 

e) The highest level of internal annual subsidy necessary to fund any shortfall 

f) The overall peak level of internal subsidy  

 
5.18 It is critically important that the reader appreciates that: 

 
• The forecast numbers will move as assumptions - especially funding and inflation 

forecasts – vary; and 

 

• The results are only a part of a complex appraisal as to what form of funding facility is 

most appropriate in any particular situation. That said, the forecasts are intended to 

act as a guide that may inform a course of action that best suits the individual RSL’s 

situation in the long term. 

 
5.19 The results are all based on an assumption that rented units will be owned/managed in the 

long-term and that a different approach would be appropriate should the tenure concept be 

changed. 

 

5.20 The full results are set out in the spreadsheet version of the Model but the extract below 

shows the key results for a 3-person equivalent unit using the assumptions referred to 

above and summarised in Table 5.1 below.   For the purposes of comparison, the greatest 

annual subsidy and overall peak subsidy are shown for each type of funding (i.e. debt and 

leasing variants) along with an estimated Net Present Value of the net income from a unit 

over a full 50-year life.  
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Table 5.1 : Assumptions used in the Model  
 

  
 

Basic development costs

Land cost £40,000
Build cost £60,000
On-costs £10,000

Total scheme cost £110,000

Subsidy (Grant or own cash) £40,000

Net scheme cost £70,000

Cost & inflation factors (annual charge)

RPI 2.50%
Rent RPI plus: 0.50%
Management RPI plus: 0.50%
Maintenance RPI plus: 0.50%
Cyclical & Major Repairs RPI plus: 0.50%
Voids 1.25%
Bad Debts 1.25%
Base Management £450
Base Responsive Maintenance £500
Planned Maintenance £150
Major Repairs reserve £650

Debt costs

Long-term Loan rate 5.50%
Initial interest rate for RPI loan 4.00%
Initial lease payment 3.75%

Loan / Lease term

Capital holiday 5
Term of annuity loan 25
Bullet payment 30
Lease term 35

Discount rate for calculating NPV 5.25%
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5.21 Table 5.2 below summarises the outputs from the Model for a 3-person unit in 6 different 

locations in Scotland, ranked in alphabetical order from left to right.   

 
Table 5.2 : Output summary - 6 locations – 3-bed unit  

 

 
 Notes 
 

1 “Additional security required” refers to the amount of extra property that the RSL would need to 
pledge to generate enough income to support the total amount of debt needed on Day 1.  
Shown as a percentage of the EUV-SH value of the unit.   

2 “Total cash subsidy required in early years” means the aggregate cash deficit based on the 
assumptions made in the Model   

 

5.22 The “Theoretical Loan” comparator, whereby the RSL keeps on borrowing to cover 

shortfalls in the early years and then uses all of its subsequent surpluses to repay the loan 

as quickly as possible, shows just how much rent levels impact on an RSL’s ability to the 

service its funding obligations and how much internal subsidy may be required (all other 

things being equal). 

 
 

Location
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	  Ki
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Weekly Rent LHA Net Rent Overall projected NPV of scheme over 50 years

Weekly Rent £110 £73 £133 £96 £92 £101
Loan / Lease assumption £70,000 £70,000 £70,000 £70,000 £70,000 £70,000

Additional security required (See Note 1) 1% 97% none 23% 33% 15%

THEORETICAL LOAN WHERE RSL JUST KEEPS BORROWING TO COVER SHORTFALLS IN EARLY YEARS
Overall projected NPV of net income over 50 years - max payments £69,625 -£36,652 £112,904 £38,743 £26,797 £49,727
Peak debt £70,000 £179,821 £70,000 £72,182 £75,170 £70,656
Years to break even 1 100 1 8 12 5
Years to repay if all surpluses are used to repay capital 24 > 50 17 32 36 29

DEBT FINANCE EVALUATION

ANNUITY LOAN WITH CAPITAL HOLIDAY
Overall projected NPV of scheme over 50 yrs annuity with capital holiday £40,459 -£14,589 £74,871 £19,812 £12,929 £26,694
Highest annual subsidy required in early years £1,421 £3,591 £64 £2,235 £2,506 £1,964
Total cash subsidy required in early years £6,647 £65,118 -£1,147 £23,404 £31,021 £16,890
LOAN WITH BULLET REPAYMENT
Overall projected NPV of scheme over 50 years bullet £39,703 -£15,345 £74,115 £19,055 £12,173 £25,938
Highest annual subsidy required in early years £23 £1,895 -£1,147 £725 £959 £491
Total cash subsidy required in early years* £23 £25,100 £0 £3,012 £5,359 £1,417
RPI-LINKED LOAN
Overall projected NPV of scheme over 50 years RPI loan £45,594 -£9,454 £80,007 £24,947 £18,064 £31,829
Highest annual subsidy required in early years -£1,202 £773 -£2,372 -£500 -£266 -£734
Total cash subsidy required in early years -£1,202 £22,227 -£2,372 -£500 -£266 -£734

LEASE EVALUATION

LEASE ARRANGEMENT linked to RPI
Overall projected NPV of scheme over 50 years lease £60,097 £5,049 £94,510 £39,450 £32,567 £46,332
Highest annual subsidy required in early years £739 £3,010 -£618 £1,553 £1,824 £1,282
Total cash subsidy required in early years -£676 £59,800 -£2,197 £17,691 £25,684 £10,597
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5.23 This conclusion is then reinforced by the outputs for the different types of debt (annuity, 

bullet and RPI-linked loans) and lease-based funding structures in the tabulation. 

 

5.24 Recalling the alternative funding options that we have reviewed, we can further categorise 

them as follows: 

 
• Annuity loan Carduus, M&G (Fixed Rate) and LGIM 

• Bullet loan  THFC 

• RPI-linked loan M&G (Index-Linked) 

• Lease-based REaLM, Peer-to-Peer, Astraside 

 

5.25 Table 5.3 below provides a “national” picture, listing the NPV outputs of the loan and lease 

structures in all 32 local authority areas.  The net rent figures used to determine “viability” 

appear in the column entitled “less service charges”, i.e.  80% of LHA rents less an 

allowance of £10 per week towards service charges.  
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Table 5.3 : Output summary - 3-person equivalent unit 

 

 
 

5.26 The Model indicates that the greatest amount of internal subsidy required across all forms 

of funding would be in Dumfries and Galloway and the least amount in the City of 

Edinburgh, East Lothian and Midlothian. 

 

5.27 To illustrate this “viability” more clearly we have produced a sample “heat map” using the 

data in the column entitled “30-yr Annuity” in Table 5.3 and this is set out below in 

Diagram 5.1.  Local authority areas with negative figures are shaded red; positive outputs 

are divided into three, £25,000 bands with the highest (over £50,000) shaded green.  We 

have chosen this repayment profile because it is the one that is likely to be most familiar to 

RSLs.    
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Diagram 5.1 : Sample “heat map” 
3-person equivalent unit - Annuity funding structure 

 

 
 

5.28 The sooner a funding obligation is repaid, generally the cheaper it is and the better the 

investment.  However, the converse is that paying back an obligation too rapidly can strip 

out all cash leading to limited flexibility in the event of unforeseen circumstances and a 

loss of cash may lead to a loss of opportunity elsewhere. 

 

5.29 An element of inflation-linked funding may be advantageous - despite the potentially high 

price to pay in future - due to a lower level of internal subsidy that is usually required.  This 

is always provided the risks associated with linking payments to inflation and the 

dependency on tenant rent increases move in tandem. 

 
5.30 Tables 5.2 and 5.3 present the Model’s outputs for a 3-person unit based on the 

assumptions detailed above; the Model can easily be re-set to assess different types of 

property and a variety of income and cost scenarios. 
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5.31 The Model is not intended, however, to determine which type of funding alternative is the 

most appropriate for a particular RSL; the choice of preferred funding option will depend 

on the individual circumstances of the RSL concerned.  
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6  Conclusions 
 

6.1 As a result of the global financial crisis which started 5 years ago, traditional bank and 

building society loan finance is now restricted to short term (i.e. 2-5 year) facilities where 

available.     

  

6.2 However, long-term funds for viable capital projects are still available - but from different 

sources and can be categorised as debt finance (bonds, Aggregator issues and private 

placements) and lease finance. 

 
6.3 The providers of these funding options tend to be institutional investors such as pension 

funds and insurance companies, which have an appetite for long-term, index-linked 

assets.  Loans and leases to RSLs represent an attractive investment opportunity to such 

investors at this time, hence the proliferation of such non-bank funding arrangements. 

 
6.4 Even so, for RSLs looking to borrow less than £10 million, the options are limited.  Of the 

different long-term funding structure reviewed, the most “accessible” is THFC because of 

the low threshold (£1 million funding requirement) followed, prospectively, by Carduus. 

 
6.5 The impact of new debt on existing covenants can be critical. 

 

6.6 We have developed a spreadsheet model to assess the comparative cost / benefit per unit 

of the different types of long-term funding options considered in the Report.  

 

6.7 The Model emphasises a fundamental truth:  the level of rents has an absolutely critical 

impact on the degree of subsidy required in the early years and the rate at which the RSL 

can afford to repay the financing and that the less subsidy there is (in the form of grant or 

internal resources), the less viable each of the funding structures becomes.   

 

6.8 The Model also serves to underscore that none of the funding options represents a “silver 

bullet”, i.e. developing without grant or other form of subsidy is not sustainable in the long 

run.   

 

6.9 There are new variants arriving on the market at a significant rate.   Whilst all will probably 

fit within the generic types identified some may have a material benefit in costs.  

Accordingly, RSLs should keep up to date on market developments so as to be aware of 

what funding options are available in these more challenging times.  

 
6.10 In closing, we remind readers that this Report reflects the position as at the time of writing 

(November 2012) based on the information obtained about the various funding structures.  
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No reliance should be placed upon the veracity of this information and that RSLs 

contemplating entering into any new funding arranging should do their own due diligence 

to satisfy themselves that they fully understand the terms and conditions of, and risks 

applicable to, their preferred funding structure, seeking independent professional advice 

where appropriate.  
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Glossary 
 

Amortising When the principal amount of a loan decreases over its life.  
 
Annuity A stream of cash flows, each cash flow paying a constant amount, at 

regular intervals for a finite number of periods. Conventional repayment 
loans, for example, call for the same payment in every instalment. The 
payments are however, divided unequally between principal balance and 
interest owed. In the early years of a 25-year loan, a higher portion of 
early loan payments goes towards payment of interest than reducing the 
principal. As the loan is gradually repaid, an increasing portion of each 
payment is allocated to the principal until a zero-balance is eventually 
reached.  

 
Basel III  “Basel III” is a comprehensive set of reform measures, developed by the 

Basel Committee on Banking Supervision, to strengthen the regulation, 
supervision and risk management of the banking sector.  The measures 
aim to improve the banking sector’s ability to absorb shocks arising from 
financial and economic stress, whatever the source; improve risk 
management and governance; and strengthen the banks’ transparency 
and disclosures.  Amongst other things, Basel III sets out regulatory 
frameworks for banks’ capital and liquidity requirements. 

 
Basis Point (bp) 1/100th of 1.00%. Used to express yield change or differential. 
 
Bullet repayment A repayment of debt whereby the whole amount of principal is repaid in 

one lump sum on the final maturity date. 
 
Coupon The interest rate stated on a bond or financial instrument when it is 

issued.  
 
Covenant An agreement included within a loan agreement by which the borrower 

pledges to meet certain requirements and refrain from doing specified 
things. Failure to perform as agreed might cause the lender to accelerate 
the loan, or call (demand) full repayment of the loan.  

 
Cross- default A covenant by a borrower in respect of itself and its subsidiaries, if any, 

whereby each party undertakes that, in the event of a default in a 
payment under its other borrowings, such an event will be considered to 
be an event of default in respect of the issue to which the cross default 
covenant applies.  

  
Derivative instrument A security or contract whose value is dependent on or derived from the 

value of some other underlying asset. The main classes of derivative 
instruments are: forwards, futures, options and swaps. Derivatives can 
be Over The Counter (OTC) or exchange traded.  

 
Embedded Rate A rate of interest that is arranged by means of interest management 

options built into or “embedded” in the governing loan or financing 
agreement, e.g. a fixed rate loan or an index-linked loan.  The opposite 
of a freestanding derivative instrument.  

 
Launch Bid Spread Used in Table 3.1 (“Capital Markets Activity since October 2008”) to 

indicate the difference - in basis points – between the rate on the 
underlying UK Government bond rate used to price the bond and the 
bond’s coupon. It is a reflection of the borrower’s creditworthiness at the 
point of issue. 
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LCHO Low Cost Home Ownership.  
 
LIBOR London Interbank Offered Rate. The rate at which banks will offer funds 

on the London interbank market. It is often used as a reference rate for 
payments on floating-rate instruments.  

  
Margin The difference (spread) between the interest rate charged on a loan and 

the lender’s cost of funds. Frequently expressed in basis points, e.g. 
LIBOR plus [x] bp.  

 
Mark-to-market To revalue a position according to the prevailing market price for the 

remaining life of the instrument.  
 
 In the case of a fixed rate loan, the mark-to-market is equivalent to the 

cost of terminating the fixed rate in the current market.  The calculation 
takes into account the contracted fixed rate payable, the remaining term 
of the fixed rate and prevailing interest rates.  Crudely, if the existing 
fixed rate payable is higher than the prevailing market rate for a new 
fixed rate starting now and running until the maturity date of the existing 
fix (the “replacement rate”), then the borrower will have to compensate 
the lender.  If the replacement rate is higher than the existing fixed rate, 
then the borrower should receive compensation from the lender.  The 
method of calculation and the direction of payments should be set out in 
the governing loan agreement. 

 
Margin call In relation to transactions in freestanding financial derivative instruments, 

the requirement to provide additional security to cover the net mark-to-
market value of an instrument after taking into account any existing 
security already in place and any credit limits granted by the 
counterparty.  

Net Present Value  The Net Present Value or “NPV” is the discounted value of all cash 
inflows (returns) and outflows associated with an investment. 

 
 
Refinancing risk Risk that a bank will be unable to refinance maturing deposit liabilities 

when they become due at maturity, at acceptable prices and terms. 
When banks go to the market to refinance liabilities, the risk is that they 
may be unwilling, or in extreme rare volatility, unable to acquire deposits 
necessary for making new investments. Refinancing risk applies to 
money market deposits and corporate debt, such as term debentures. 
The risk for the institution is that it may not be able to roll over those 
liabilities at an affordable rate. 

 
Sovereign risk The risk that a foreign country will default on national debt or fail to meet 

its obligations in full. 
 
 
SPENS formula Methodology used in bond documentation to calculate the compensation 

payable to the lender in the event that a borrower wishes to prepay or 
terminate the loan agreement.  The formula charges the borrower the 
economic difference on its loan between the prospective yield to maturity 
for the lender and the yield on a gilt edged stock of similar maturity. The 
formula implies that the lender is unable to re-invest any prepayment 
proceeds at other than gilt yields without increasing its counterparty risk.  
Typically, this makes the amount of compensation payable greater than 
if the lender had referenced  the calculation against anticipated LIBOR 
rates. 
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Tap issue  An issue of a bond where less than the full amount is issued initially, with 

the remainder to be issued at a later date, either in one tranche, or in 
several tranches.  
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Appendix 1 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

Specimen Datasheet from Financial Analysis Model 
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Appendix 1 : specimen Datasheet from Financial Analysis Model 
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