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Overview

- We expect Stonewater will continue to add to its property stock while increasing spending on its
existing stock, resulting in a moderate debt buildup.

- We believe Stonewater can mitigate the associated risks with strong financial policies that
maintain solid S&P-adjusted EBITDA margins and strong liquidity.

- We are therefore affirming our long-term issuer credit rating on Stonewater at 'A+'.

- The stable outlook balances Stonewater's increased spending on development, and its
investment in the existing asset base, with its stable financial performance and strong liquidity.

Rating Action

On May 19, 2021, S&P Global Ratings affirmed its 'A+' long-term issuer credit rating on U.K-based
social housing provider Stonewater Ltd. The outlook is stable.

We also affirmed our 'A+' issue rating on the bonds issued by Stonewater Funding PLC. This entity
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 expect Stonewater to require more debt financing to invest in additional properties and to
spend on its existing assets. The increased debt burden is supported by the stable revenue
generated from its rental income, with healthy margins. We also consider management to have
strong financial policies, including requiring strong liquidity to support anticipated expenditure.
Moreover, Stonewater's business plan includes a high level of uncommitted spend, giving
management flexibility to scale back on capital expenditure should its financial metrics come
under pressure.

Similar to other English housing associations, we believe there is a moderately high likelihood that
Stonewater would receive extraordinary support in case of financial distress. This provides a
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one-notch uplift from the stand-alone credit profile (SACP). Stonewater's primary purpose is to
provide affordable homes, supporting important policy objectives of the U.K. government. We
consider that the Regulator of Social Housing (RSH), a government agency, regulates Stonewater
to promote a viable, efficient, and well-governed social housing sector, and maintain lender
confidence and low funding costs across the sector. We therefore believe the RSH would step in to
prevent a default in the sector, based on its record of being willing and able to provide
extraordinary support on a timely basis.

While Stonewater's operating footprint expands across England, it focuses mainly on the
Midlands, South and East, with nearly no exposure to the London market. We view positively
Stonewater's access to this geographic diversity. Population growth across England remains slow
but steady above 0.5%. We estimate that Stonewater's average rent levels stand at 72% of the
market rent for FY2022, which is higher than its peers. These factors indicate good affordability
and steady demand for social housing.

The property portfolio is maintained to regulatory standards with an average age of 28 years
compared to peers at nearly 50 years and has three-year average vacancies below 1%, indicating
strong asset quality. While we estimate that gross arrears have dropped below 6% of rent and
service-charge receivables before provisions as of March 2021, we believe there are some risks
associated with the end of the furlong scheme in 2022. Management is implementing a proactive
analysis of rental arrears to ensure tenancies are sustained while the number of tenants receiving
universal credit increases.

We believe Stonewater has a comprehensive risk management, treasury, and governance
framework in place to safeguard its social housing operations and assets. Stonewater completed
a corporate restructuring in March 2021 that included consolidating its corporate structure,
financing activities to extend revolving credit facility maturities, and simplifying covenants. We
view this activity as credit neutral because we do not expect it will deliver material cost savings,
but we acknowledge the additional borrowing capacity could help support the development and
asset management plan. We understand Stonewater also plans to nearly double its capitalized
repairs program over the forecast period to include energy efficiency works to achieve EPC C in the
next nine years.

Stonewater's development strategy aims to build 1,100 new units this year and then increase to
1,500 units per year starting in FY2023, with a medium-term goal of owning or operating 50,000
units, up from its current stock of around 35,000 units. We expect the development program to
deliver nearly 4,000 new homes over FY2022-FY2024, of which 30% would be shared-ownership
tenures. We expect shared-ownership sales income to remain above 15% of total revenue over the
next three years. We consider shared ownership sales a higher risk activity compared to
traditional social housing rental activity.

In our base case we expect Stonewater to demonstrate solid financial performance, with an S&P
Global Ratings-adjusted five-year average EBITDA margin of 33%, despite our COVID-19 arrears
stress test for FY2022. We note the lower margin in FY2022 is partly due to one-off costs
associated with cladding replacement, funded by a legal settlement received in FY2021. We
believe Stonewater will continue to receive grant funding through its partnership with Homes
England. We understand that some of the new developments in Stonewater's business plan are
conditional on a second round of grant funding from Homes England. Our assumptions also
include additional capitalized expenditure on housing stock for EPC C, as well as fire safety works.

Our forecast of Stonewater's debt metrics has weakened on the back of increased borrowings to
finance its development and stock investment plan. Specifically, we anticipate its debt to adjusted
EBITDA will average 18x over the next three years, higher than the 17x three-year average we had
previously expected. There is some downside risk to the debt burden if revenue from shared
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ownership sales is slower or lower than we anticipate.

Stonewater's debt metrics remain balanced by the strong interest coverage level averaging 1.6x
over the forecast period, which is in-line with other U.K. social housing peers. Given Stonewater's
access to large undrawn revolving credit facilities and the current low interest rate environment,
we believe this ratio will remain relatively stable.

We note the development plan remains mostly uncommitted and some works are conditional on
grant funding from Homes England. We view Stonewater's financial policies positively when
compared to peers. Therefore, we see management as able and willing to scale back should
market conditions deteriorate or if grant funding is not readily available.

Liquidity

We think Stonewater has a strong overall liquidity position, with satisfactory access to external
funding. We expect its liquidity position to remain strong over the next 12 months, with sources of
liquidity of about £663 million covering uses of about £324 million, by 2x.

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

- Adjusted EBITDA as a proxy for cash flow from operations (including working capital
adjustments) exceeding £86 million;

- About £96 million of cash and cash equivalents;

- Asset sales proceeds of £21 million;

- Undrawn committed facilities of more than £446 million; and

- About £14 million of government grants.

We project the following liquidity uses:

- Adjusted capital expenditure of more than £234 million;

- Asset purchases of around £19 million; and

- About £73 million of interest and principal repayments.

Outlook

The stable outlook balances risks associated with rising debt with Stonewater's strong financial
policies, which support continued solid margins and strong liquidity.

Downside scenario

We could lower the rating if the development program and higher asset management spending led
to a debt burden structurally above 20x; this would also affect our financial policies assessment.
Weaker financial performance with EBITDA margins consistently below 30% because of a failure
to contain expenses or increased capital expenditure could also pressure the rating. Increased
asset purchases beyond our base case, would put pressure on our liquidity assessment.

A negative rating action could also occur if we revised the likelihood of support or lowered the
rating on the U.K. government.
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Upside scenario

We could raise the rating if Stonewater's financial performance materially improved, to an
adjusted EBIDTA margin sustainably above 40%, while the debt burden reduced to structurally
below 10x of adjusted EBIDTA and interest coverage increased to above 2.5x.

Key Statistics

Table 1

Stonewater Limited Key Statistics

--Year ended March 31--

(Mil. £) 2020a 2021e 2022bc 2023bc 2024bc

Number of units owned or managed 33,271 34,188 35,188 36,685 38,163

Revenue§ 182.0 202.4 206.9 228.9 256.1

Share of revenue from sales activities (%) 9.6 11.0 15.7 15.3 18.3

EBITDA§† 60.5 82.7 57.0 73.4 82.0

EBITDA/revenue §†(%) 33.3 40.9 27.5 32.1 32.0

Capital expense† 142.6 168.1 232.5 248.1 238.4

Debt 966.1 1,074.0 1,292.9 1,380.4 1,566.0

Debt/EBITDA §†(x) 16.0 13.0 22.7 18.8 19.1

Interest expense* 36.8 38.1 42.0 45.4 49.0

EBITDA/interest coverage§†* (x) 1.6 2.2 1.4 1.6 1.7

Cash and liquid assets 99.2 129.1 176.6 75.0 106.5

§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

Financial performance 4

Debt profile 3

Liquidity 2

Financial policies 2

Financial profile 3
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Table 2

Stonewater Ltd. Ratings Score Snapshot (cont.)

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: Principles Of Credit Ratings, Feb. 16, 2011

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

Related Research

- United Kingdom 'AA/A-1+' Ratings Affirmed; Outlook Stable, April 24, 2021

- Building Up Debt: U.K. Social Housing Sector Braces Itself For Borrowing, March 16, 2021

- Global Social Housing Ratings Score Snapshot: December 2020, Dec. 10, 2020

- Global Social Housing Ratings Risk Indicators: December 2020, Dec. 10, 2020

- Outlook 2021: Strong Liquidity Should Help Social Housing Providers Remain Resilient, Dec. 8,
2020

- U.K. Social Housing Providers Should Remain Largely Resilient To Short-Term Economic
Difficulties From COVID-19, April 23, 2020

- COVID-19: Emerging Market Local Governments And Non-Profit Public-Sector Entities Face
Rising Financial Strains, April 6, 2020

- U.K. Social Housing Ratings History: February 2020, March 3, 2020

- Why Most Rated U.K. Social Housing Providers Are At Home In The 'A' Category, Dec. 3, 2019

Ratings List

Ratings Affirmed

Stonewater Ltd.

Issuer Credit Rating A+/Stable/--

Stonewater Funding PLC

Senior Secured A+
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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. A description of each of
S&P Global Ratings' rating categories is contained in "S&P Global Ratings Definitions" at
https://www.standardandpoors.com/en_US/web/guest/article/-/view/sourceId/504352 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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