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Overview

- Stonewater Ltd.'s likely expansion of its shared ownership development program will increase
its exposure to market-related activities, which carry higher risks than traditional social
housing rental activities.

- We are therefore revising our outlook on Stonewater to negative from stable and affirming our
'A+' ratings.

- The negative outlook mirrors that on the sovereign rating, indicating that we could downgrade
Stonewater if the U.K. were downgraded.

Rating Action

On July 24, 2019, S&P Global Ratings revised to negative from stable its outlook on U.K.-based
social housing provider Stonewater Ltd. At the same time, we affirmed our 'A+' long-term issuer
credit rating on Stonewater.

We also affirmed our 'A+' issue rating on the bond issued by Stonewater Funding PLC (SF). SF was
set up for the sole purpose of issuing bonds and lending the proceeds to Stonewater, and we view
it as a core subsidiary.

Rationale

We revised outlook to negative because we believe Stonewater is likely to increase its exposure to
shared-ownership first-tranche sales over the next two years, which is likely to result in revenue
from shared-ownership first-tranche sales exceeding 15% of revenue through our forecast period
to March 2022. We consider these activities potentially more volatile than traditional social rent
activities. This has led us to revise down our assessment of Stonewater's enterprise profile to
strong from very strong. As a result, we revised down our assessment of its stand-alone credit

Research Update:

U.K. Housing Association Stonewater Outlook
Revised To Negative In Line With Sovereign Rating;
'A+' Affirmed
July 24, 2019

PRIMARY CREDIT ANALYST

Izzet Dizdar

London

izzet.dizdar
@spglobal.com

SECONDARY CONTACT

Karin Erlander

London

(44) 20-7176-3584

karin.erlander
@spglobal.com

ADDITIONAL CONTACT

EMEA Sovereign and IPF

SovereignIPF
@spglobal.com

www.spglobal.com/ratingsdirect July 24, 2019       1

mailto:izzet.dizdar@spglobal.com
mailto:izzet.dizdar@spglobal.com
mailto:karin.erlander@spglobal.com
mailto:karin.erlander@spglobal.com
mailto:SovereignIPF@spglobal.com
mailto:SovereignIPF@spglobal.com


profile (SACP) to 'a' from 'a+'.

However, we still see a moderately high likelihood that Stonewater would receive support from the
U.K. government in case of financial distress. We therefore add one notch of uplift to the SACP,
leading us to affirm our 'A+' issuer credit rating. We base our view on our assessment of
Stonewater's important role for the U.K. government, its public policy mandate, and its strong link
with the U.K. government via the Regulator for Social Housing, which has a track record of
providing extraordinary support within the sector.

The Stonewater group operates across England, but mainly in the midlands, east, and south. We
view Stonewater's access to this large demographic and economic mix as a positive factor.
Population growth across England remains slow but steady at 0.5%, and the average social rent is
just over 60% of average market rents. This results in good affordability and steady demand for
social housing, in our view.

Stonewater receives around 83% of its revenue from traditional social activities, which we view as
stable and not subject to market risk. The property portfolio is maintained to regulatory standards
and is fairly new, with an average age of 25 years. Management has invested in new technology to
improve the re-let rate of vacant homes and services to tenants. The recent digitalization of
operations is expected to bring more agility to the workforce, provide management with insight on
customers, and generate efficiencies. We observe that gross arrears have increased to more than
6% of rent and service charge receivable. Management is implementing proactive analysis of
rental arrears to ensure tenancies are sustained while the government implements universal
credit measures.

Management is focused on developing new dwellings for the homeless and working closely with
the local authorities to ensure the correct tenure of new properties to meet the current demand.
Stonewater is a development partner of Homes England, the investment arm of the government
overseeing the allocation of grants to registered housing providers. Stonewater's latest
development program aims to produce over 1,200 units per year, an increase from 1,000 in the
previous year's program. Stonewater has secured £76 million of capital grants to partly fund its
development program. It also carries out shared-ownership activities to subsidize the
development program. We forecast Stonewater will build and sell a first tranche of around 800
shared-ownership homes over the next three years.

Additionally, Stonewater will also carry out a pilot out-right sales program between 2020 and
2024, which carries full market risk. The program consists of three separate schemes. We
understand that management is taking a cautious stance and will maintain flexibility in the
program if the initial sales are not completed as planned. It will do this by ensuring only part of the
total development program is committed at any given time.

We believe there is a comprehensive risk management, treasury, and governance framework in
place to safeguard the social housing operations and assets. Stonewater's management team is
well established and stable, with the right skills and experience to deliver the company's strategic
objectives over the next three years, given its cautious approach to open market sales.

Stonewater proactively managed rent reductions introduced by the government in 2015. Units
that require high maintenance, and in areas where Stonewater no longer wishes to operate, are
disposed of to rationalize stock. Stonewater is also taking part in the government's Voluntary
Right to Buy pilot, which resulted in 2 unit sales in FY2019 with a further 170 forecast to be sold in
FY2020. Stonewater aims to build three new units for every two units sold. It added more than 830
units in FY2019, and we forecast the housing stock will increase by more than 680 units in 2020,
close to 1,400 in 2021, and about 1,340 in 2022. Stonewater's development program aims to
deliver 70% social and affordable rentals and 30% shared ownership, including the pilot on
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out-right sales units.

We expect Stonewater to demonstrate a solid financial performance with an S&P Global
Ratings-adjusted five-year average EBITDA margin of 34%. With the rent reductions ending in
FY2020, we forecast in our base case that Stonewater's revenue will increase by more than 10% in
2021 and 2022, after a flat 2020. We think that EBITDA will be supported by efficiencies and cost
savings from the digitalization program. We project that income from first-tranche sales will
increase to over 15% of turnover by March 2022. We believe this increase adds potential volatility
to Stonewater's revenues, given the uncertainties of earnings from market-related activities, to
which we include first-tranche sales.

Management is committed to maintaining the existing units to regulatory standards and
developing new units. We anticipate over £50 million of capital expenditure will be for
maintenance and more than £550 million for new development in 2020-2022. We therefore
forecast £210 million of additional debt during that period, with the adjusted debt-to-EBITDA ratio
remaining less than 15x and adjusted EBITDA interest coverage averaging 1.9x.

Liquidity

We expect Stonewater's liquidity position to stay strong over the next 12 months, with sources of
liquidity of close to £490 million covering uses of around £210 million, by 2.3x.

We project that Stonewater will have the following sources of liquidity:

- Adjusted EBITDA as a proxy for cash flow from operations exceeding £60 million;

- About £88 million of cash and cash equivalents;

- Asset sales proceeds of £29.0 million;

- Undrawn committed facilities of more than £280 million; and

- Around £29 million of government grants.

We project the following liquidity uses:

- Adjusted capital expenditure of more than £150 million; and

- Around £55 million of interest and principal repayments.

Outlook

The negative outlook mirrors that on the sovereign rating, indicating that we could downgrade
Stonewater if the U.K. were downgraded.

Downside scenario

We could downgrade Stonewater if we lowered the sovereign credit rating, or if we revised
downward our view of the likelihood of sovereign support for the social housing sector.

Pressure on the rating could also come from lower earnings or weaker liquidity at Stonewater.
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Upside scenario

We could revise the outlook to stable if we took the same action on the U.K. Such action is,
however, contingent on Stonewater's financial performance remaining in line with our base case,
with the EBITDA margin exceeding 30%, supporting very strong liquidity.

Key Statistics

Table 1

Stonewater Ltd. Key Statistics

--Year ended March 31--

(Mil. £) 2018a 2019a 2020bc 2021bc 2022bc

Number of unites owned or managed 31,166.0 31,942.0 32,239.4 33,422.8 34,544.7

Vacancy rates (%)* 2.1 1.2 N.A. N.A. N.A.

Arrears (%)* 6.1 6.8 N.A. N.A. N.A.

Revenue§ 180.0 183.7 182.1 200.0 235.7

Share of revenue from nontraditional activities
(%)

11.0 10.9 9.6 13.2 20.8

EBITDA§† 63.6 64.8 60.4 68.4 77.1

EBITDA/revenue (%)§† 35.3 35.3 33.2 34.2 32.7

Interest expense** 35.5 36.2 34.3 35.9 40.2

Debt/EBITDA §†(x) 13.3 14.1 14.8 14.6 14.5

EBITDA/interest coverage (x)§†** 1.8 1.8 1.8 1.9 1.9

Capital expense† 64.4 103.7 136.9 210.5 206.1

Debt 847.6 912.0 891.3 995.6 1,120.9

Housing properties (according to balance sheet
valuation)

1,695.2 1,774.5 N.A. N.A. N.A.

Loan to value of properties (%) 46.9 51.4 N.A. N.A. N.A.

Cash and liquid assets 112.4 106.8 31.2 15.5 21.9

*Rent and service charge. §Adjusted for grant amortization. †Adjusted for capitalized repairs. **Including capitalized interest. a--Actual.
e--Estimate. bc--Base case reflects S&P Global Ratings' expectations of the most likely scenario. N.A.--Not available.

Ratings Score Snapshot

Table 2

Stonewater Ltd. Ratings Score Snapshot

Industry risk 2

Economic fundamentals and market dependencies 4

Strategy and management 3

Asset quality and operational performance 2

Enterprise profile 3
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Table 2

Stonewater Ltd. Ratings Score Snapshot (cont.)

Financial performance 4

Debt profile 3

Liquidity 2

Financial policies 2

Financial profile 3

S&P Global Ratings bases its ratings on non-profit social housing providers on the eight main rating factors listed in the table above. S&P Global
Ratings' "Methodology For Rating Public And Nonprofit Social Housing Providers," published on Dec. 17, 2014, summarizes how the eight
factors are combined to derive each social housing provider's stand-alone credit profile and issuer credit rating. For social housing providers
generating more than a third of its consolidated revenues from open market sales, we also refer to the "Key Credit Factors For The Homebuilder
And Real Estate Developer Industry."

Related Criteria

- General Criteria: Group Rating Methodology, July 1, 2019

- General Criteria: Rating Government-Related Entities: Methodology And Assumptions, March
25, 2015

- Criteria | Governments | General: Methodology For Rating Public And Nonprofit Social Housing
Providers, Dec. 17, 2014

- General Criteria: Stand-Alone Credit Profiles: One Component Of A Rating, Oct. 1, 2010

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

Ratings List

Ratings Affirmed; Outlook Action

To From

Stonewater Ltd.

Issuer Credit Rating A+/Negative/-- A+/Stable/--

Senior Secured A+ A+

Certain terms used in this report, particularly certain adjectives used to express our view on rating relevant factors,
have specific meanings ascribed to them in our criteria, and should therefore be read in conjunction with such
criteria. Please see Ratings Criteria at www.standardandpoors.com for further information. Complete ratings
information is available to subscribers of RatingsDirect at www.capitaliq.com. All ratings affected by this rating
action can be found on S&P Global Ratings' public website at www.standardandpoors.com. Use the Ratings search
box located in the left column. Alternatively, call one of the following S&P Global Ratings numbers: Client Support
Europe (44) 20-7176-7176; London Press Office (44) 20-7176-3605; Paris (33) 1-4420-6708; Frankfurt (49)
69-33-999-225; Stockholm (46) 8-440-5914; or Moscow 7 (495) 783-4009.
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