Flexible fund stage one information session – funding approach
Accessible transcript
On screen:
A white background with a blue diagonal pattern on the lower half is shown. Black text reads ‘Flexible fund application process information session: application process. The Ministry logo appears in the top left corner.
The screen changes to a Microsoft Teams recording showing presenter video tiles and a slide deck titled “Flexible fund funding approach information session”.
Adam Brown appears on screen speaking directly to camera. 
Audio (Adam Brown)
Kia ora koutou everyone. Let's get this afternoon's information session underway. For those that attended yesterday's session on the application process, hello again. Nice for you to be back. For those that didn't join yesterday's session, just to introduce myself, I'm Adam Brown, General Manager at the Ministry of Housing and Urban Development, responsible for housing delivery strategy and investment. So a warm welcome to you all. 
So today's session will cover the funding approach and the financial model for the flexible fund.
I'll be joined by Stacey Beer from our investment team, who will take you through the content today.
So, today's session follows closely from the session we had yesterday on the application process, so we don't cover the same content again. We will be repeating both of these sessions, so both the session on the application process that we had yesterday and today's session, they'll both be repeated on the 25th and 26th of March for those who couldn't make it today, or if you want to pass it on to anyone else who you think might be interested. Please note too that this session will be recorded.
So we've got a time for Q&A at the end of the session. As I said yesterday, we won't have time to cover all of the questions today, but please do post your questions and we will answer as many of them as we can today. Those that were not able to answer today, we will respond to through our weekly question and answer process. And those responses will be posted on our website. So feel free to start adding any questions as Stacey is talking today and work through her presentation. And then we'll get to them at the end.
Just on questions, please don't submit any project specific questions in this forum today. Please direct them through to our investment@hud.govt.nz inbox at any time and we will respond to those questions specifically and then post more generic responses up on our website to ensure that everyone is getting access to the same information.
On screen:
The slide changes and is titled ‘Information session agenda’. 
Audio (Adam Brown):
Okay, so today's session will provide an overview of the funding approach and the financial model that we're using for the flexible fund.
So we'll go over a couple of things as part of the session. We'll go over our new cost-based funding approach and what that looks like. We'll talk a little bit about the similarities and differences to previous approaches.
We'll talk about the key risk allocation changes, what that means. We'll talk about the contingency and how that contingency increases over the life of a contract. And we'll talk about the financial model, so Stacey will do a walkthrough of that.
And then finally, we'll talk about how this funding approach and financial model applies to leasing scenarios, which we have already had a few questions on.
On screen:
The next slide is titled ‘Basis of our new funding approach’.
Audio (Adam Brown):
So in terms of the basis for our new funding approach, for the flexible fund we've moved to a cost-based funding model.
What that means in practise is that this provides more transparency of the cost of providing social and affordable housing and better aligns the funding that we provide with the costs incurred by you as providers.
So the key practical shift that you'll see, and for those of you who have already been diving into the material, this will be quite obvious, we've removed reference to market rent as the primary basis in our contracts. And we're enabling indexation that more closely follows actual costs, as well as removing some of the regional distortions that you get because of the variations in market rent. 
So obviously this is quite a significant change to how we fund social housing and affordable rentals. And as the result of continued engagement with providers like yourselves and addresses some of the key issues that were identified in the social The housing finance request for information that was undertaken back in late 2024.
The overall goal is to simplify the approach and ensure that funding more easily reflects the costs that you experience as providers.
Okay, I'll now hand over to Stacey, who will take you through some of the details around the funding approach and the financial model. So thank you, Stacey.
Audio (Stacey Beer):
Kia ora koutou. Ko Stacey Beer toku ingoa. I'm the Principal Commercial Advisor in the Portfolio Investment team here at the Ministry of Housing and Urban Development.
Before, sorry, we'll just flick over. There we go. 
On screen:
The next slide is titled ‘Similarities and differences to previous approaches’
Audio (Stacey Beer):
Before I go too deep into the details of the cost-based funding model, I wanted to provide a bit of context by setting out the similarities and differences between the cost-based funding approach and previous funding approaches for both social housing and affordable rentals.
Um...
As mentioned yesterday, the main funding available for the Budget 25 flexible fund is ongoing funding, which is the same as previous social housing funding, whereas historically, affordable rentals have been largely funded by way of upfront grant funding.
The basis of the current approach is based on cost, whereas, as Adam mentioned, both previous social housing and affordable rental funding focused on market rent to varying degrees. So this is a key difference to the current approach.
For both previous social housing funding and the current approach, the tenant contribution is included in the agreed amount, in the amount agreed between the Ministry and the provider. Whereas for previous affordable rental funding, that relied on upfront grant funding to enable the tenant contribution to be the sole source of ongoing revenue for the provider without the need for ongoing payments from the Ministry. So, this is a significant change to how affordable rentals are funded.
And lastly, the cost-based funding model is being used for both social housing and affordable rentals, rather than having separate funding approaches for the different tenures. And this should simplify funding for projects that provide both social housing and affordable rentals.
On screen:
The next slide is titled ‘Flexible fund cost-based funding model’. There is a chart with boxes separated by equals signs. The yellow box on the left, two stacked green boxes in the middle and the blue box on the right. The yellow box reads ‘Agreed amount’, the first green boxes read ‘Rent paid by tenant (income related rent or affordable rental contribution) + Subsidy paid by the Ministry (income related rent subsidy or affordable rental subsidy)’ and the blue box reads ‘revenue received by provider’.
Audio (Stacey Beer):
Okay, onto the cost-based funding model we've introduced for delivery under the Budget 25 flexible fund. While there is a limited amount of upfront funding available for limited circumstances, most funding will be through ongoing subsidy payments to top up the contribution paid by the tenant to an amount agreed between the Ministry and the provider. And so this amount, the amount that we will top up to, is referred to as, unimaginatively, the agreed amount. The agreed amount will be the total revenue received by the provider.
So what this means is that the tenant contribution, whether that's income related rent for social housing or affordable rental contribution for affordable rentals, is included in the agreed amount. It is not in addition to the agreed amount.
For example: If the agreed amount that is agreed between the Ministry and the provider is for a home is $650 per week and the tenant contribution is $100 per week, then we will top up that tenant contribution by $550 to get to the total agreed amount of $650 per week. If, on the other hand, the tenant contribution is $250, then the Ministry will provide a top-up of $400 per week.
This is really important to understand: how much the tenant pays changes how much the Ministry pays, not how much the provider receives. So I really want people to understand that one.
On screen: 
The chart disappears and is replaced by a set of bullets which Stacey talks through.
Audio (Stacey Beer):
So what is the agreed amount? It is based on estimated costs of providing the homes and that includes both ongoing costs and servicing and repayment of debt used to develop or acquire the homes. It's agreed between the Ministry and the provider at a project level (this is at stage two). 
Each individual home will then be assigned a percentage of the total project agreed amount to get to that specific homes agreed amount. Once again, the total amount received by the provider is contained in the agreed amount. So the risk that the tenant contribution is lower than forecast in the financial model is our risk and not the provider’s. That said, you will be responsible for collecting this tenant contribution from the tenant. Failure to collect the tenant contribution from the tenant does not mean that the Ministry's payments increase to cover that.
On screen:
The bullets disappear and are replaced with a table headed ‘Basis of annual adjustments to the agreed amount’. Stacey talks about the content in the table.
Audio (Stacey Beer):
So now that we're clear about what the agreed amount is, what is it made-up of and how does that increase over time? So the agreed amount is comprised of a number of components, each of which are adjusted differently over the life of the contract. 
For most contracts, these components are rates adjusted annually with the local authority (rates and payments inflation sub-index), insurance (adjusted annually with the dwelling insurance sub-index), tenancy management (adjusted annually with labour cost index), ongoing costs (adjusted annually with CPI), debt servicing and repayment (which is not adjusted annually, it remains constant over the life of the contract) and contingency or risk margin. And this is adjusted annually based on the contingency increase level agreed at contracting. So these six components are added together to get the total agreed amount.
On screen:
The slide changes and is titled ‘Key risk allocation changes’. Stacey outlines the onscreen bullets.
Audio (Stacey Beer):
So just a couple of key risk allocation changes that we're bringing in for the Budget 25 flexible fund delivery.
The first one I just mentioned earlier, which was that the components of the agreed amount that relate to key ongoing costs like rates and insurance are indexed to their relevant sub-index. This means that if rates or insurance at a nationwide sector level increase at significantly higher rates than general CPI, our payments will reflect this.
That's not to say that the adjusted amount for these components will exactly match increases in the costs for a particular project; you will need to consider whether there is any reason why your particular project's costs will increase even faster than the national averages. And this is a consideration, this will be a consideration to your choice of contingency amount and contingency increase level which we'll get to in a moment.
The second point is the introduction of a termination for uninsurability clause. Now this gives the provider the ability to terminate the contract if they are unable to insure the properties. This means that the provider will not be obligated to continue providing the house as a social house or affordable rental if they are not able to insure it as such. The term uninsurability is defined in the commercial term sheet, so I would encourage you to familiarise yourself with that section.
Note that there is no compensation paid by the Ministry for this termination, and it's the provider's choice to exercise the termination, it merely releases the provider from the obligation to continue to provide the service if the house cannot be insured.
And the final risk allocation point to mention is the introduction of a qualified change in law clause. This enables the provider to be compensated for material changes in their cost profiles that are the direct result of a qualified change in law. Again, qualified change in law is another defined term.
that I encourage you to familiarise yourself with. This is a change in law that is not reasonably foreseeable at the time of contracting. As a practical example, if our contracts had included this clause when the Healthy Homes standard came into effect, if it was not reasonably foreseeable at the time of contracting, we would have had a good faith negotiation as to how the legislation impacted the provider's costs and amended the agreed amount accordingly.
These changes in risk allocation have been introduced based on feedback from both providers and financiers and are intended to lower the risk profile for providers compared to previous social housing contracts. We expect this lower risk profile to be reflected in the choice of contingency and contingency increase level which brings us to contingency. 
On screen:
The next slide is titled ‘contingency’; Stacey outlines the written content as she talks.
Audio (Stacey Beer):
So the contingency and the contingency increase level, which I'll get to in a second, are key features of the cost-based funding model.
This is different to the development contingency which can form part of the development costs. The contingency is a component of the agreed amount that is set at contracting and adjusted annually in accordance with the contingency increase level.
Over the life of the contract, it is intended that the contingency will be used to absorb cash flow requirements that are not otherwise provided for in the other components of the agreed amount. For example, covering potential differences in the index-adjusted cost components of the agreed amount and actual costs, covering potential differences in debt repayment component of the agreed amount and actual debt servicing and repayment amounts, including any changes in interest rates. Covering costs that are not otherwise included in the makeup of the agreed amount, such as capital replacement costs, and providing sufficient cash flow to meet debt covenants.
On screen:
A slide titled ‘contingency increase level’ appears. There are bullets on the left and a graph on the right. 
Audio (Stacey Beer):
Now we've got a graph here, just to break up the words, but also because it's quite demonstrative of how this all works. 
So the graph on the right shows an example of the relationship between the agreed amount, which is these dashed lines here, where's my mouse? There it is, these dashed lines, and the estimated cash requirements which is the blocks.
So the starting point of the lines is the agreed amount at the beginning of the contract. So you'll recall that the agreed amount is made-up of those six components: rates, insurance, tenancy management, other ongoing costs, debt servicing and repayment, and contingency. So, these lines are the total of those six components.
The difference between these four lines is the contingency increase level. The contingency increase level sets the rate at which the contingency component of the agreed amount increases over the life of the contract.
It does not impact year one cost, but it does heavily influence the whole of life cost of the project.
There are four options.
Very low, that's green, low being the yellow, medium orange and high red.
The very low option, this green one here, reflects a contingency component increasing with CPI. The other three options have the contingency component of the agreed amount increasing at a rate that is higher than CPI. And you can see that on this graph.
So also in the graph, the navy block here, this step up at year five is an increase in the estimated long-term interest rates compared to those in the short term. And these are inputs to the model, which I'll show you in a minute.
The step up in the blue at year 10 is when capital replacement costs kick in in the model. And you can see that these sort of bumps in these blocks are not reflected in the lines. And so that reflects the points I made earlier that changes in debt servicing and repayment and capital replacement will use the contingency rather than changing the agreed amount.
So, providers need to determine what increase, what contingency increase level they are comfortable with, as well as the amount of contingency at the start of the contract. And I'll go over those in the model in a moment.
On screen:
The next slide has two stacked yellow boxes and two yellow arrows pointing across the slide to two stacked blue boxes. 
Audio (Stacey Beer):
As mentioned in the application pack, the cost assessment for delivery under Budget 25 flexible fund delivery will use both the Crown year one cost and the Crown whole of life cost. The choice of the contingency amount impacts the Crown year one costs and the choice of the contingency increase level impacts the whole of life cost. So both are important and it's important that you carefully consider both in your application.
On screen:
The next slide is titled ‘Sizing contingency and contingency increase level’; there is a long list of bullets which Stacey talks to.
Audio (Stacey Beer):
When sizing the contingency amount and choosing the contingency increase level, the applicants must take account of the following:
The minimum level of contingency for the project to be financially viable, key cost components such as rates and insurance being adjusted according to the relevant inflation sub-index, which means that we are providing a level of protection against extraordinary increases in these cost areas.
The commercial term sheet provides for the qualified change in law clause. So you are covered if change in law results in your cost being materially higher than would otherwise be the case. The payments are sufficient to repay third party debt over the life of the contract which not only results in an unencumbered asset at the end of the contract but also results in diminishing interest rate risk over time. And then as mentioned, ownership of the properties at the end remains with the provider or the lessor if it's a leasing deal. So we require any requested contingency to solely fund the projects and applicable costs being procured in the process, not wider properties or services provided by your organisation.
On screen:
The next slide is titled ‘Stage one financial model’. There is a list of bullets which Stacey talks to.
Audio (Stacey Beer):
In terms of the stage 1 financial model, the financial model for stage one of the application process takes a high level approach. No project specific information such as addresses or completion dates are required in this model. In the session yesterday, Erana mentioned that we will be assessing all applications received for an investment location together, meaning different locations will not be assessed against each other. 
This means that while applicants are only required to submit one application, regardless of the number of locations the application covers, you will need to submit at least one financial model for each location. So if you are proposing to deliver in more than one location, you will need to complete more than one financial model; one for each location in which you are proposing to deliver.
That said, you are welcome to submit several separate financial models for separate projects if you have sufficient details available and wish to do so.
The purpose of the stage one financial model is for you to provide cost estimates for your proposed delivery programme, including what the Crown HUD year one cost and Crown whole of life cost will be for your delivery. This does not need to be based on specific sites, but needs to provide enough information to give us confidence that the proposed delivery programme is credible and deliverable to meet our requirements.
For preferred delivery partners moving to stage 2, the cost estimates you provide at stage 1 will form the basis of the parameters that we will agree for specific project cost assessment at stage 2. At stage 2, another financial model will be required for each individual project.
If the project is approved for delivery, this stage 2 financial model will set out the agreed amount that will be incorporated into the contract.
On screen:
The bullets on the slide change and an image of the tabs in an excel spreadsheet appear at the bottom of the screen.
Audio (Stacey Beer):
The stage one financial model is a relatively straightforward model and has a similar look and feel to previous financial models the Ministry has provided for previous funding applications. There is one input sheet with editable cells shaded in pale yellow. And we have also provided two blank sheets, which are fully editable, that you can use to show your workings for any figures required in the input sheet. 
For example, if you have a separate spreadsheet that sets out how you have calculated the development costs or ongoing costs, you can copy and paste those into these blank sheets and then link the relevant figures through to the relevant cells in the input sheet.
The programme cashflow and chart sheets are not input sheets, but can assist you in determining the appropriate contingency amount and contingency increase level for your proposal.
I will now briefly walk you through the input sheet of the Stage One financial model.
On screen:
Stacey starts a screenshare of an excel document.
Audio (Stacey Beer):
There we go. So when you open up the financial model, it will open onto the disclaimer page, which has the disclaimer that we require. You have an introduction sheet to show the key, which the main one being that inputs are in a sheet in the pale yellow.
And so then this input sheet is the key one that you're working with. 
So I'll go through and just put a very quick example through and you can see how it works. I'm sure a lot of you are familiar with how this works already, so it shouldn't come as too much of a surprise. But you've got your application name, so that's the provider's name, the application date and then a drop-down box with the provider with the location.
You will see that only the prior locations that we're accepting applications for are in here. So if you don't see your area in here, then it's probably not an investment location for which we're accepting applications in this process.
So we'll click on Wellington City and then you say how many of each bedroom typology for each tenure. So you've got social housing here and affordable rentals here. So if our project is five two bedrooms and five three bedrooms in Wellington, we'll put those there.
And then we'll go to the development costs and you can have a greater split out of development costs, but if you've got a turnkey project, you can put the total amount excluding GST in here. So let's say for those 10 homes, we've got a turnkey price of 6 million, excluding GST, and then GST will be calculated, which gives you a including GST total. 
Your financing assumptions, so let's say we have 30% equity and 70% debt, which gives you the total debt that you're raising. And then you've got these interest rate assumptions. These are input cells. So as Erana mentioned yesterday, the short-term interest rate, we require people to take into consideration the actions that the government has taken to lower the costs of financing for community housing providers including the loan guarantee scheme and the lending facility to the Community Housing Funding Agency. 
And then the long-term interest rates are editable, but this is our best estimate of the long-term interest rates; if you have a different view we would like you to explain that in your application, but these go, these feed into the chart, which I'll go through in a minute.
And then we get to the operating and capital replacement costs. So these are on a per unit per annum basis. So we'll just put some numbers in here as examples.
Oops, let's go 1000, 100 is a little bit low.
So you'll see that in columns F through H, there's input cells here for providing explanations for all of the inputs that you have.
So in your application, you can provide justification for why you've put your specific figure. Capital replacement we've put in here, but again, as I mentioned earlier, that doesn't impact the agreed amount, but it's there to help you sort of assess the cash flow needs over the life of the project.
And then we've got the contingency or the risk margin. So here you put your required contingency per place per annum. So just as an example, we'll say 5,000 and a contingency increase level of medium.
So you can see that this last section calculates the agreed amount. So here we go. We've got those six components, rates, insurance, tenancy management, other costs, contingency, and debt servicing and repayment. Those are all calculated from everything you've just input. And then we scroll back up and here are the agreed amount per home. You can see that two bedrooms are a bit cheaper than three bedrooms. That's based on a formulation, based on percentages to reflect an element of relatively. It's not an exact science, it doesn't need to be an exact science for this purpose, but it demonstrates that three bedrooms are probably more expensive than two bedrooms, etc, etc. We've got the Crown year one cost per home, so including UF, which is upfront funding.
So this figure here is basically that figure there, less the tenant contribution, but including a funding element of the upfront, any upfront funding that is being proposed. Upfront funding is here.
So, you can put a figure in there.
And then you've got your Crown Hall of Life cost, which is here. So these are the two figures that we are assessing. If you like playing with models as much as I do, you will see that obviously social housing tenant contributions are lower than affordable rental tenant contributions.
So the year one cost and whole of life costs for social housing are higher than affordable rentals. That's not to say that we will prefer affordable rentals over social housing because of that lower cost. So we would encourage you to submit applications for the tenure that you think is appropriate for your area and for your project, not just because one is cheaper than the other.
So that's really the, those are the inputs. You can go over to the cash flow, which you will be familiar to social housing providers. You've got your debt service cover ratio and other things. And then the chart provides the cash flow requirements and the contingency level increases. So you can choose, this is to help you choose the most appropriate contingency increase level for your project, which is down here. 
You got your drop-down box, very low, low, medium and high. And again, if you play with that, you can see that that changes the whole of life cost quite a bit.
So, that's how the model works. It's relatively straightforward.
So, I will stop sharing that, and then we've just got one more slide to go until we get to Q&A.
On screen:
A slide appears titled ‘Stage one financial model walk through’ then changes to the next slide titled ‘Leasing’. Stacey talks through the content. 
Audio (Stacey Beer):
That one.
Here we go.
Yeah.
So, we've had a couple of questions on leasing and how the cost-based model applies to leased projects.
The answer is that the same contract will be used with limited changes, regardless of whether the provider owns or leases the home.
There are two options for leasing under the flexible fund, and the way that the financial model can be utilised will depend on which option is proposed.
Just to note that for either approach, we do encourage all parties to seek their own legal advice to ensure that the lease agreement that they enter into is aligned and consistent with the provider's contract with the Crown. Upfront funding, as has been mentioned, is not available for projects where the provider does not own the homes. And the social housing, sorry, the housing option being section 20 of the commercial term sheet will not apply to homes that are leased from third parties.
So in terms of those two options, the first option and the one that we expect most leasing applications to apply, is for long term contracts. So this is if a lessor requires a rental amount that is higher than market rent and or a long-term commitment, i.e, up to 25 years, in order to make the development feasible. The cost-based funding model that we've just discussed would apply in this circumstance. So, applicants will need to work with their leasing partners to complete the financial model as both parties will need to input into the model and be comfortable with it. And that includes the amount of contingency and the chosen contingency increase level.
The second option is short-term contracts. This is for lessors that require a market-based approach. And this can be accommodated by inclusion of market rent as a component of costs. 
So in this case, the project agreed amount will be comprised of three components: market rent, which would be adjusted annually with market rent inflation for that region, tenancy management, adjusted annually with labour cost index, and other costs, adjusted annually with general CPI. So these other costs could be head office costs or other costs incurred by the lessee, such as contents insurance, and cleaning or grounds maintenance. 
Note that this approach is more akin to any other lease for a residential property and does not include above market rent or long-term commitments from the Crown. As such, contracts using this approach could be for terms of less than 25 years, at the Ministry's discretion, and would remove paragraph D from the early termination compensation calculations, noting that reasonable break costs are still paid in the event of early termination.
For stage one applications that choose to take this approach, you can simply include the annual rent amount, annual market rent amount, together with the other costs in cell D77 of the input sheet. You do not need to complete the development costs, financing assumptions, interest rate assumptions or contingency risk margin sections of the model. But please provide a note in cell F77 of the input sheet that these costs include market rent for the homes. The agreed amount per home, the Crown year one cost and the Crown whole life cost for these homes will then be calculated in the summary section of the model.
Audio (Adam Brown):
So thank you all very much for your time today. Hopefully this session today and yesterday has been informative and helpful as you're thinking about putting in and constructing your applications.
Thank you, everybody.
On screen:
The screen changes to a white background with a blue diagonal pattern on the lower half. There is a website address www.hud.govt.nz and the Ministry and Government logos appear in the top right and top left corners.
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