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GB Social Housing PLC

Major Rating Factors

Counterparty Credit Rating

A-/Negative/--

Strengths: Weaknesses:

• Low credit risk due to strong support from the U.K.

government for the underlying borrowers.

• Low market risk, which is passed down to the

borrowers.

• Strong funding approach that minimizes

asset-liability risk and allows for adequate liquidity.

• Low business volumes, which constrain earnings

and reserves.

• Weak capitalization, offset to some extent by

financial flexibility and robust collateralization of the

loan book.

• Concentration in a single sector, the U.K. social

housing market.

Outlook

The negative outlook on GB Social Housing PLC (GBSH), a U.K.-based financial intermediary that lends to housing

associations, reflects our view that the growth in GBSH's loan portfolio is likely to be slow over the coming 12

months, following stagnant growth in 2016, although GBSH managed to generate material new business in March

2017. As a result, we expect GBSH's market position to remain constrained, resulting in low earnings growth and

low capital levels.

We could consider lowering the ratings if GBSH's originated business volumes do not consistently remain at levels

that would be sufficient to build a sustainable franchise. We estimate these levels to be at least in the range of £40

million-£50 million per year.

Conversely, we could revise our outlook to stable if GBSH positions itself as a reliable and efficient funding

provider to the social housing sector, enabling it to establish a sustainable track record of increased business

volumes and gradually strengthen its market position and currently small capital base.

Rationale

S&P Global Ratings' 'A-' rating on GBSH reflects our view of its low credit risk--owing partly to the U.K. government's

strong support for GBSH's borrowers--and low market risk thanks to a lack of prefunding and a model that passes

down the market risk related to the use of liquidity to the ultimate borrower. The rating also reflects GBSH's low

asset-liability risk owing to match funding and robust collateralization of the loan book. GBSH on-lends most of the

debt it raises, allowing it to maintain a liquidity buffer and providing it with greater flexibility if a borrower is unable to
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service its loan. The cost of maintaining the liquidity buffer is borne by the borrowers, reducing GBSH's exposure to an

increase in the cost base.

The rating on GBSH is constrained by very low business volumes, despite a surge in new lending in 2017. These low

business volumes continue to constrain earnings and result in very low capital levels. We expect capitalization,

including reserves, to grow as the business ramps up, but while we expect GBSH to originate new loans, we believe

business volumes will remain relatively low in the near-to-medium term, compared to peers.

Additional factors that constrain the rating are high borrower and sector concentration, given that GBSH is

concentrated in the U.K. social housing sector and has a small number of loans outstanding, combined with the small

size of the management team. We consider GBSH's borrowers to be government-related entities. However, the rating

does not factor in any uplift to reflect potential direct extraordinary support from the U.K. government as we treat

GBSH as a for-profit finance company.

Legal Status And Ownership

GBSH was established in 2012 and is registered as a public limited company in the U.K. It provides long-dated loans to

the U.K. social housing sector and funds itself in the capital markets, issuing long-term listed bonds. GBSH acts as a

pass-through vehicle, with the maturity and rates on the loans broadly matching the conditions on the bonds it issues.

Its loans are secured by a first charge on the borrowers' properties and bondholders are granted a floating charge over

GBSH's assets--its loans--and undertakings via the trustee, Prudential Trustee Co. Ltd.

In July 2015, GBSH transferred its operational function from U.K.-based asset management company AgFe to GBSH

Management Company Ltd., which is 100% owned by GBSH (Holdings) Ltd. This effectively means that GBSH is now

a stand-alone entity. In our view, internalizing its operations and becoming a stand-alone entity, separate from AgFe,

simplifies GBSH's governance framework. At the same time, GBSH appointed Allia, a government supported social

purpose company that issues short- to medium-term retail bonds, among others, as a new service provider. By

contracting mid- and back-office staff from Allia, we think GBSH has the potential to accelerate lending growth by

strengthening capacity through higher administrative and clerical resources. We believe that Allia, as a firm that

supports U.K. social ventures and social purpose entities, is a good fit as a service provider for GBSH. This is due to

the complementary nature of GBSH and Allia's businesses, both of which issue and manage social purpose and

charitable bonds, including social housing bonds.
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Business Profile: A Finance Company In The Ramp-Up Phase

Governance and operational management: Strong framework that provides necessary support for the
operating structure

GBSH's oversight body, the company's board of directors, aims to ensure high standards of corporate governance.

Three independent nonexecutive directors bring strong expertise in the social housing sector and experience in

funding public sector projects, which complement and enhance the skill set of the board.
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Market position

While GBSH continues to carve out a niche as a reliable, cost-effective provider of long-term funding to the social

housing sector, we consider its current market position to be weak compared to its competitors. Since GBSH began

trading in 2012, it has issued £206.6 million in debt (as of June 20, 2017), of which it has on-lent £202.2 million to 12

U.K.-based housing associations, and set aside £4.4 million to serve as a liquidity buffer.

GBSH's loan book growth is accelerating, with £40.2 million in issuance in March 2017 and £9.8 million in July 2017,

and a very healthy pipeline for one or more taps during 2017 or early 2018. This compares to no new lending in 2016

and £34 million growth in lending in 2015. GBSH's performance for 2016 was below our base-case expectation.

Demand for GBSH's products from housing associations has been low to date. We expect that demand will increase in

the sector, driven by banks' unwillingness to provide long-term, fixed-rate lending in this segment, combined with their

higher pricing. Another potential driver of demand is housing associations' need to refinance maturing long-term debt.

Despite these developments, however, we believe growth will remain slow in the short-to-medium term as the

company builds its franchise.

Diversification: Single sector exposure

GBSH's focus on a single sector leads to limited diversification, even if the company expands the business successfully

and reduces borrower concentration. We view this sector concentration as a relative weakness for the rating.

Financial Profile: Relatively Strong, Supported By Low Credit And Market Risk
And Adequate Financial Flexibility

Risk management: Adequate mitigation of risks

GBSH's ability to service and repay its debt depends on the borrowers' ability to service and repay their loans. We

consider that credit risk is low on the basis that the social housing sector, as a whole, has relatively high credit quality.

In our view, GBSH's low credit risk profile reflects the ongoing government support in the sector and the still-high

ratings on the U.K. housing associations. This is coupled with GBSH's stringent underwriting criteria, the collateralized

nature of its lending, and its focus on borrowers with strong credit profiles, which we consider to be at least investment

grade. As all lending is done on a secured basis, there are very strong prospects for recovery should an association

default.

We expect there to be a high degree of borrower concentration in GBSH's early years. For borrowers willing to commit

to the most stringent gearing and interest covenants, the minimum asset cover is relatively low at 115% on a market

value subject to tenancy (MVST) basis, or 105% on an existing use value (EUV) basis. Borrowers opting for less

onerous interest and gearing covenants are subject to higher minimum asset cover, with the top of the range being

150% on an MVST basis or 140% on an EUV basis. At this level of cover, annual net income on charged properties

needs to be equal to or greater than annual interest payable on the loan provided, together with fees, costs, and

amounts due under the loan agreement.

In addition, GBSH's lending terms include a ratchet mechanism to ensure rising overcollateralization in the event that

the creditworthiness of a borrower deteriorates. While we consider this mechanism to be a potentially useful measure,

it relies on effective, proactive monitoring of borrowers, and borrowers having security available to charge. Although
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this is untested, we take some comfort from the clear and adequate processes to monitor risk outlined in GBSH's

operational guidelines.

Internal audit firm The Internal Audit Association (TIAA) conducts annual audits of GBSH's loan papers before

presenting them to a credit committee, as well as all of its operational functions and manual procedures on a rolling

three-year basis. We believe this reduces credit risk further.

Market risk. We consider that GBSH's market risk will remain very limited since its assets and liabilities are

match-funded and there is no currency risk, given that both its issuance and lending is in British pounds sterling. We

understand that GBSH invests its reserves and proceeds from over-issuance in U.K. government bonds and other

highly rated assets. The market value of U.K. government bond holdings could introduce some market risk. However,

we understand that if GBSH suffered a loss on the sale of such instruments, because it had to cover a shortfall in funds

after a borrower missed a loan payment, the loss would be chargeable to that borrower.

Funding and liquidity risk. GBSH funds itself in the capital markets by issuing British pound sterling bonds from a

secured note program. We believe funding risk is limited because GBSH essentially matches funds and will execute a

bond issue only once the downstream lending is assured. In addition, GBSH lends to registered providers of social

housing on broadly the same terms as those of the bond issue--excluding management fees and GBSH's issuance

expenses, which are borne by the borrower. As GBSH issues debt to cover the funds that it intends to lend, there is

very limited asset-liability risk. In addition, GBSH has no interest rate risk as funds are lent at the rate at which they

were sourced, excluding a small add-on for administrative expenses. In the unlikely event of delinquency by any

housing association, GBSH has the option to roll over debt by up to two years to allow for the foreclosure and

liquidation of collateral.

GBSH mitigates liquidity risk by lending less than it raises in the market and retaining the remainder to fund a liquidity

buffer to cover any shortfall in funds required to service debt. This over-issuance is sized as the larger of the annual

interest payments of the two largest borrowers, or 25% of the annual interest payments on all outstanding loans, and is

not linked to any specific debt issue. As of June 2017, about £4.4 million was available to cover loans of £202.2 million.

The proceeds are invested in U.K. government bonds that are due to mature in 2038. These are held until maturity, or

until any borrower needs liquidity upon which the bonds have to be sold. The borrower is expected to bear any loss on

the sale.

Refinancing risk arising at bond maturity is mitigated by the presence of a two-year tail to allow for recovery and

repayment, should an association be unable to repay a loan on time. These arrangements are based on an assumption

that sufficient collateral could be realized within two years to repay the bonds in full. During this time, the liquidity

buffer is available to service the debt.

We believe that in the absence of any additional liquidity facilities, a delay in enforcing security, or the default of

additional borrowers could bring about the default of GBSH. We consider such a scenario very unlikely. Moreover, due

to the regulator's proactive stance, the U.K. housing sector has never experienced a cash payment default. In the fairly

rare circumstances where housing associations have run into viability problems, the regulator has organized an

acquisition or rescue by stronger housing association peers. However, the sector has never faced a systemic default

scenario, which would be harder for the regulator to manage.
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Operational risk. In our view, the small size of the management team, including three board members, increases

operational risk to some extent. However, this risk is partly mitigated by the fact that most of GBSH's tasks are

outsourced, its operating processes are clear, and its policies are supported by Allia's expertise and resources, and by

the appointment of an external auditor. We believe that key-man risk will persist over the medium term. The

availability of fall-back management resources at both Allia and TIAA, respectively, with experience in social housing

lending, helps to reduce this risk but does not eliminate it, in our view.

Profitability: GBSH's principal aim is not to maximize profits, and as an intermediary it effectively
acts as an agent, passing funding and administrative costs to its borrowers

The fact that GBSH's financial performance is tied to the performance of and demand from a single sector constrains

its financial profile, although the earnings structure underpins its stability. As GBSH has a charitable purpose, its

principal aim is not to maximize profits. As an intermediary effectively acting as an agent (aggregator), funding and

administrative costs are passed on to its borrowers, thus eliminating risks to GBSH's bottom line. Small losses in recent

years are attributable to taxes arising due to mismatches between estimated revenues and actual results, which can

cause overpayment of taxes. In the long run, we expect these mismatches to be eliminated.

GBSH reported net income of £297,600 for 2016, compared to a loss of £10,000 in 2015. The increase in profitability

was driven by a significant improvement in net interest income and fees, as well as a reduction in operating expenses

and taxes. Pre-tax profits are generally low and volatile, and will remain so until the business expands, as growth in

profits is tightly linked to the volume of new business. A key driver of pre-tax profit is the annual fee paid by borrowers

and a structure that passes all operational costs and benefits on to them. Investment income is another source of

income, although we expect this to be subdued over the two-year rating horizon.

Capital and financial flexibility: Very modest capital base, although low fixed costs allow for some
financial flexibility

We assess GBSH's capital base as small and a constraint on the rating. We note that GBSH has the lowest capital base

of its peers, with capital levels representing less than 0.5% of adjusted assets as of year-end 2016. GBSH's capital base

mainly consisted of noncumulative preference shares (£250,000) and some ordinary shares (£50,000) on the same date.

We believe this modest capital base will grow slowly through an annual fee, paid by housing association borrowers,

which relates to the value of outstanding loans and accrues on a yearly basis. Thus, we expect the small-scale

capitalization to continue until issuance volumes pick up and an excess of fees feeds through to the reserves. This

small capital base provides little flexibility should the sector's credit quality deteriorate and GBSH alter its risk appetite,

increasing credit risk. Against this background, we view GBSH's weak capitalization and modest liquid financial

resources as key weaknesses that constrain the ratings.

However, we consider that GBSH's liquidity buffer, which is much larger at £4.4 million, and cash buffer of at least

£350,000, provide some flexibility, which we view favorably in our analysis in light of the collateralized nature of the

loan book.

Table 1

GB Social Housing PLC Business Position

--Year-ended Dec. 31--

(Mil. £) 2016 2015 2014 2013

Total assets 176.1 180.2 141.7 90.3
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Table 1

GB Social Housing PLC Business Position (cont.)

--Year-ended Dec. 31--

(Mil. £) 2016 2015 2014 2013

Gross receivables 167.9 168.0 134.1 84.2

Operating revenues 0.8 0.6 0.7 0.9

Net income after extraordinaries 0.3 (0.0) (0.0) 0.0

% Change in operating revenue 41.3 (14.8) (21.9) N.M.

Net interest margin (%) 0.0 (0.0) (0.1) N/A

N.M.--Not meaningful. N/A--Not applicable.

Table 2

GB Social Housing PLC Capital, Leverage, And Earnings

--Year-ended Dec. 31--

2016 2015 2014 2013

Debt/ATE (x) 293.78 597.84 464.58 291.28

Adjusted common equity/total adjusted capital (%) 100.00 100.00 100.00 100.00

Noninterest expenses/operating revenues (%) 63.24 100.59 98.63 99.65

Net interest income/operating revenues (%) 2.91 (12.28) (11.37) (9.34)

Fee income/operating revenues (%) 97.09 111.97 111.37 109.34

Return on average assets (%) 0.17 (0.01) (0.00) N/A

Core earnings/average assets (%) 0.17 (0.01) (0.00) N/A

N/A--Not applicable.

Table 3

GB Social Housing PLC Risk Position

--Year-ended Dec. 31--

2016 2015 2014 2013

Growth in gross receivables (%) (YoY) (0.10) 25.31 59.27 N.M.

N.M.--Not meaningful.

Table 4

GB Social Housing PLC Funding And Liquidity

--Year-ended Dec. 31--

2016 2015 2014 2013

Stable funding ratio (%) 100.76 100.75 101.40 102.79

Liquidity coverage metric (x) 1.48 3.00 1.80 2.48

Secured debt/debt + deposits (%) 100.00 100.00 100.00 100.00

Related Criteria

• General Criteria: Use Of CreditWatch And Outlooks, Sept. 14, 2009

• Criteria - Financial Institutions - Finance Companies: Finance Company Ratios, March 18, 2004
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• Criteria - Financial Institutions - Finance Companies: Rating Finance Companies, March 18, 2004

Ratings Detail (As Of August 3, 2017)

GB Social Housing PLC

Counterparty Credit Rating A-/Negative/--

Senior Secured A-

Counterparty Credit Ratings History

23-Aug-2013 A-/Negative/--

16-Aug-2012 A/Stable/--

Sovereign Rating

United Kingdom AA/Negative/A-1+

*Unless otherwise noted, all ratings in this report are global scale ratings. S&P Global Ratings’ credit ratings on the global scale are comparable

across countries. S&P Global Ratings’ credit ratings on a national scale are relative to obligors or obligations within that specific country. Issue and

debt ratings could include debt guaranteed by another entity, and rated debt that an entity guarantees.

Additional Contact:

Financial Institutions Ratings Europe; FIG_Europe@spglobal.com
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