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Mr Justice Chamberlain:

Introduction

1

By a claim filed on 3 May 2019, the Claimant (‘Inclusion’) challenges a ‘regulatory
judgement’ (‘RJ’) of the Defendant (‘the regulator’), published in final form on 15
February 2019, in which Inclusion was assessed as ‘non-compliant’ in respect of
financial viability and governance. Permission was granted by Sir Wyn Williams, sitting
as a High Court Judge, on 8 August 2019. Mr Daniel Stilitz QC, for Inclusion, advanced
five grounds of challenge, which overlap to some extent. They are that the regulator:

(a) failed to give adequate reasons for its decision;

(b) reached conclusions on risk, governance, financial viability and growth that were
irrational;

(c) took an unlawful approach to risk, in breach of its own policy;
(d) unlawfully departed from its own policy on the grading of financial viability; and
(e) took a decision that was disproportionate, in breach of its statutory duties.

Ms Monica Carss-Frisk QC, for the regulator, does not accept that any of these grounds
is made out. Additionally, she invites me to refuse relief on the ground of delay and on
the ground that the grant of relief would be ‘detrimental to good administration’ within
the meaning of s. 31(6) of the Senior Courts Act 1981 (‘the 1981 Act’); and because,
even if the reasons given were inadequate, it can be said in the light of the reasons now
supplied that it is highly likely that the outcome for the applicant would not have been
substantially different, so that s. 31(2A) of the 1981 Act is engaged.

The legislative regime

3

Part 2 of the Housing and Regeneration Act 2008 (‘the 2008 Act’) establishes a
regulatory regime for social housing. When the 2008 Act came into force, the functions
of the regulator were discharged by the Office for Tenants and Social Landlords, also
known as the Tenant Services Authority. Later, they passed to the Regulation Committee
of the Homes and Communities Agency (‘HCA’), which is now known as Homes
England, and then from 1 October 2018 to the Defendant. | shall use the statutory term
‘regulator’ to refer to these different entities without distinction.

Section 111 of the 2008 Act requires the regulator to maintain a register of providers of
social housing. ‘Social housing’, often used interchangeably with ‘affordable housing’,
means (a) low cost rental accommodation and (b) low cost home ownership
accommodation: s. 68. This case concerns the former, which is accommodation made
available for rent, where the rent is below the market rate, in accordance with rules
designed to ensure that it is made available to people whose needs are not adequately
served by the commercial housing market: s. 69. In relation to low cost rental
accommodation, the ‘provider of social housing’ is the landlord: s. 80(1).

Social housing providers do not have to be registered, but may choose to be, for a variety
of reasons. Where housing is acquired, built or converted by public grant, the landlord
must be registered: s. 31 of the 2008 Act. This is not the reason that Inclusion is
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registered: its business model does not involve the use of public grant. But there are other
advantages of registration. It may cause lenders and rating agencies to view private social
housing providers more favourably. Moreover, many local authorities require social
housing providers to be registered before they will use them to house those people on
their waiting lists.

Section 116, headed ‘Entry in the register: voluntary registration’, imposes on the
regulator a duty to register anyone who is eligible for registration and applies to be
registered. The regulator has powers to set standards for the provision of social housing
(see s. 193-198B) and to monitor compliance with those standards (ss. 199-210). Section
195 empowers the regulator to issue a code of practice which (a) relates to a matter
addressed by a standard and (b) amplifies the standard. By s. 195(2), the regulator may
have regard to any such code in considering whether the standards have been met.

An English body is eligible for registration if it meets the conditions set out in's. 112 and
does not fall within the exceptions in s. 113: s. 112(1). Condition 1 is that the body (a) is
a provider of social housing in England or (b) intends to become one. Condition 2 is that
the body satisfies any relevant criteria set by the regulator as to (a) its financial situation,
(b) its constitution and (c) other arrangements for its management. The exceptions in s.
113 are local housing authorities and county councils.

Section 92K defines the regulator’s ‘fundamental objectives’. It requires the regulator to
perform its functions with a view to achieving (so far as is possible) (a) the economic
regulation objective and (b) the consumer regulation objective. By s. 92K(2), the
economic regulation objective is:

‘(a) to ensure that registered providers of social housing are financially
viable and properly managed, and perform their functions efficiently and
economically,

(b) to support the provision of social housing sufficient to meet reasonable
demands (including by encouraging and promoting private investment in
social housing),

(c) to ensure that value for money is obtained from public investment in
social housing,

(d) to ensure that an unreasonable burden is not imposed (directly or
indirectly) on public funds, and

(e) to guard against the misuse of public funds.’

By s. 92K(5):
‘The regulator must exercise its functions in a way that—
(&) minimises interference, and

(b) (so far as is possible) is proportionate, consistent, transparent and
accountable.’
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The Governance and Financial Viability Standard, published in April 2015 (‘the
Standard’), provides as follows at 81 under the heading ‘Required outcomes’:

‘1.1 Governance

Registered providers shall ensure effective governance arrangements that
deliver their aims, objectives and intended outcomes for tenants and potential
tenants in an effective, transparent and accountable manner. Governance
arrangements shall ensure registered providers:

(@) adhere to all relevant law

(b) comply with their governing documents and all regulatory
requirements

(c) are accountable to tenants, the regulator and all relevant stakeholders
(d) safeguard taxpayers’ interests and the reputation of the sector

(e) have an effective risk management and internal controls assurance
framework

()  protect social housing assets.
1.2 Financial viability

Registered providers shall manage their resources effectively to ensure their
viability is maintained while ensuring that social housing assets are not put
at undue risk.’

So far as governance is concerned, there are four possible grades, which are set out at
84.2 of a document entitled Regulating the Standards, published in April 2018: G1,
which is awarded where the provider ‘meets our governance requirements’; G2, where
the provider ‘meets our governance requirements but needs to improve some aspects of
its governance arrangements to support continued compliance’; G3, where the provider
‘does not meet our governance requirements’ and there are ‘issues of serious regulatory
concern and in agreement with us the provider is working to improve its position’; and
G4, where the provider ‘does not meet our governance requirements’ and there are ‘issues
of serious regulatory concern and the provider is subject to regulatory intervention or
enforcement action’.

As to financial viability, the Standard provides as follows:

‘2.4 Registered providers shall ensure that they have an appropriate, robust
and prudent business planning, risk and control framework.

2.4.1 The framework shall ensure:
(@) there is access to sufficient liquidity at all times

(b) financial forecasts are based on appropriate and reasonable
assumptions
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(c) effective systems are in place to monitor and accurately report
delivery of the registered providers plans

(d) financial and other implications of risks of the delivery plans are
considered

(e) registered providers monitor, report on and comply with their
funders’ covenants.

2.5 In addition to the above registered providers shall assess, manage and
where appropriate address risks to ensure the long-term viability of the
registered provider, including ensuring that social housing assets are
protected. Registered providers shall do so by:

(@ maintaining a thorough, accurate and up to date record of their
assets and liabilities and particularly those liabilities that may
have recourse to social housing assets

(b) carrying out detailed and robust stress testing against identified
risks and combinations of risks across the range of scenarios and
putting appropriate mitigation strategies in place as a result

(c) before taking on new liabilities, ensuring that they understand
and manage the likely impact on current and future business and
regulatory compliance.’

12 As with governance, there are four possible grades for financial viability: V1, which is
awarded where the provider ‘meets our viability requirements and has the financial
capacity to deal with a wide range of adverse scenarios’; V2, where the provider ‘meets
our viability requirements’ and has the ‘financial capacity to deal with a reasonable range
of adverts scenarios but needs to manage material risks to ensure continued compliance’;
V3, where the provider ‘does not meet our viability requirements’ there are ‘issues of
serious regulatory concern’ and ‘in agreement with us, the provider is working to improve
its position’; and V4, where the provider ‘does not meet our viability requirements’, there
are ‘issues of serious regulatory concern’ and the provider ‘is subject to regulatory
intervention or enforcement action’.

13 At 84.9 of Regulating the Standards, the following guidance is set out:

‘Providers at V2 can often share some of the following characteristics,
amongst others:

- A material reliance on relatively uncertain cash flows, often relating to
the type of activities being undertaken (for example, sales versus rental
products) or the types of markets in which the provider operates

- A material change in the business model being pursued by the provider,
this involves taking on more risk. This could be moving into new business
areas or scaling up existing operations, including taking a step change in
new development aspirations or significant increase in debt levels

5



Judament Approved by the court for handing down. Inclusion Housing v RSH

- Assignificant financial event in the short term (typically one to two years)
that could change the profile of the organisation, for example a
refinancing requirement or a material peak in sales exposure

- A business plan that is built on assumptions that are difficult to achieve
or justify on the basis of past experience or current operating conditions

- A weaker financial profile with less headroom against covenants or
insufficient cash generation for the level of risk being undertaken. Using
debt or sales income to meet interest costs is a concern for the regulator

- A business plan that does not cope with severe but plausible adverse
stress testing: and/or can’t absorb a limited amount of stresses without
enacting mitigations.’

14 At §4.10, it is said that providers at V3 will have been ‘unable to provide the regulator
with sufficient assurance that they meet the requirements of the Standard’ and will be
‘working closely with the provider to try and remedy the issue as soon as possible’.

15 The matters set out in the standards are amplified in the Governance and Financial
Viability Standard Code of Practice published in April 2015 (‘the Code’). It provides,
materially, as follows:

‘2... The Code fits with the co-regulatory regime by allowing registered
providers to innovate and develop their own approaches to achieve the
outcomes and expectations set out in the standard.’

16 By way of amplification of the financial viability required outcome, the Code provides
as follows:

‘10. The regulator recognises every business decision will carry risk and
sometimes those risks will crystallise. There is, however, a difference
between managed risk and uncontrolled loss. The regulator expects boards to
manage the business to promote the former and avoid the latter. In addition,
the regulator does not intend that all social housing assets should remain in
the sector forever. However, the value in the assets should not be lost to the
sector. Under the Value for Money Standard, registered providers are
expected to consider how to make best use of their assets.’

17 By way of amplification of §2.5(b) of the Standard, the Code provides as follows:

“The regulator expects registered providers, as part of the risk management
approach, to stress test their plans against different scenarios across the whole
group. The scenarios used to vary according to the size, type and structure of
the organisation. Registered providers should go beyond simple sensitivity
testing and include multi-variate analysis which tests against potential serious
economic and business risks. Registered providers should explore those
conditions which could lead to failure of the business, even if planned
mitigations and controls are successfully implemented. They should assure
themselves that the scenarios are consistent with what they consider to be
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acceptable levels of risk and their obligations. Stress testing should employ
scenarios that are designed to assess resilience.’

18  Section 22 of the Legislative and Regulatory Reform Act 2006 authorises the making and
revision of a code of practice in relation to the exercise of regulatory functions. Any
person exercising a regulatory function to which s. 22 applies must have regard to the
code in determining any general policy or principles by reference to which the person
exercises the function. Regard must also be had to the code by any such person in the
exercise of the function of setting standards or giving guidance generally in relation to
the exercise of other regulatory functions. Section 24 confers power on a minister of the
Crown by order to specify regulatory functions to which s. 22 applies. It is common
ground that s. 22 applies to the functions now exercised by the regulator, though the latter
points out that the duty imposed by s. 22 applies only when determining general policy
or principles and when setting standards or giving guidance generally in relation to the
exercise of other regulatory functions.

19 A Regulator’s Code was made under s. 22 in April 2014. It provides as follows at §2.2:

‘In responding to non-compliance that they identify, regulators should clearly
explain what the non-compliant item or activity is, the advice been given,
actions required or decisions taken, and the reasons for these. Regulators
should provide an opportunity for dialogue in relation to the advice,
requirements or decisions, with a view to ensuring that they are acting in a
way that is proportionate and consistent.
This paragraph does not apply where the regulator can demonstrate that
immediate enforcement action is required to prevent or respond to a serious
breach or where providing such an opportunity would be likely to defeat the
purpose of the proposed enforcement action.’

20 In April 2018, the regulator’s predecessor issued a document entitled Regulating the
Standards, outlining its operational approach to assessing providers’ compliance with the
economic and consumer standards. At 82.30, it provides:

“Where our assessment has changed or if the [in-depth analysis] confirms a
providers existing non-G1/V1 grades, then we will discuss this with the
provider and publish a report explaining the reasons for the assessment.’

Background

Inclusion’s business model

21

Neil Brown, Inclusion’s CEO since July 2015, explains in his evidence that Inclusion is
a health and social care landlord providing specialist supported housing (‘SSH’) for
adults with physical disabilities and/or mental health needs. The accommodation has a
range of different specifications depending upon the specific client group. This includes
accommodation with specific adaptations, such as wet rooms, adapted Kitchens,
provision for alarm call, communal areas, door entry access and provision for future
adaptations. There is a growing demand for this type of accommodation from local
authorities which must meet statutory obligations to house vulnerable adults.
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24

Mr Brown explains that, traditionally, regulated providers own the properties that they
then let to tenants. In order to develop their businesses these providers secure funding,
bonds and loans against these assets. They generally fund purchases with large loans
against which they must make regular repayments. They are often dependent upon grants
from central government to subsidise growth. Inclusion’s business, by contrast, operates
on a ‘lease-backed model” under which the properties are owned by investment funds,
which lease them to Inclusion as head-lessor, with Inclusion then letting the properties to
individual tenants.

In the majority of cases, Inclusion works with a developer to provide new SSH units,
either new-build or by redevelopment of existing property. At the same time, Inclusion
obtains a ‘nominations agreement’ (‘NA’) from a care provider or care commissioning
body. Care providers are predominantly local authorities, but may also be private sector
bodies contracted by local authorities. Care commissioning bodies are generally NHS
entities. Under the NA, the care provider or care commissioning body agrees with
Inclusion that it will nominate residents to rent the property from Inclusion once it is
ready. In many cases, the counterparty to the NA commits itself over a substantial period
to paying the rent for any voids and to covering any shortfall in rent.

Mr Brown says that Inclusion’s business model has a number of advantages over the
traditional model. In particular, he explains that it promotes the development of new SSH,
of which there is a shortage nationally. Moreover, unlike the traditional model, no public
subsidy is required. Bringing newly developed SSH into the market has a series of knock-
on social benefits. It promotes independent living by those who would otherwise have to
live in care homes. It reduces pressure on the public purse. Because the accommodation
is often new and purpose-built, it results in high customer satisfaction. It also offers
tenants security of tenure.

The Campbell Tickell report

25

26

Inclusion has been a registered provider since June 2011. It began expanding
substantially in 2015. At that time, Inclusion’s board commissioned consultants
Campbell Tickell to report on the current and future viability of the business. Campbell
Tickell’s initial report, dated June 2015, noted at §3.1 that Inclusion’s business model
provided ‘an alternative way for providing homes without the dependence on grant,
speeding up the process of delivery of much-needed housing’. It went on, however, to
note that ‘[t]he model is entirely dependent on the continuance of housing benefit in
general, more liberal rules surrounding higher rate benefit and also the continuing
nomination of eligible tenants into schemes’ (§3.2); that ‘the cost recovery model
methodology may ultimately be unsustainable’ (§3.3); and that the model ‘does not
provide for an opportunity to generate a profit commensurate with the risk being taken’,
a factor that was ‘important in order to cover major repairs and to maintain the solvency
of the company’ (§3.4).

Campbell Tickell undertook an analysis of Inclusion’s tenancies. It noted that the
majority of leases were ‘long dated’, with 41% exceeding 30 years. This, it was noted,
was ‘a very long-term obligation and relies entirely on the sustainability of the income
stream and in particular that (i) the existing housing benefit regime will continue for
existing tenants and (ii) on re-letting, that the housing benefit regime and sponsorship of
the local authorities will apply to new tenants’. The majority of the leases required
Inclusion to pay a rent which increased by reference to the retail prices index (‘RPI’),
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with a significant proportion having annual lease payments to the lessor indexed at a
margin over RPI. Of the total units as at 12 June 2015, only 22% were covered by some
form of NA with local authorities and a further 17% by a tripartite agreement between
Inclusion, Lifeways Community Care Ltd (‘Lifeways’) and a development company.
Although the majority of local authority NAs covered the average length of the lease, the
agreement with Lifeways was for 5 years, with the possibility of a further 5-year
extension/renewal. This, Campbell Tickell commented, ‘leaves significant uncovered
lease liability’.

Campbell Tickell drew a series of conclusions which included the following:

‘(b) The business is at risk of insolvency through overtrading and both in
the short term and in the medium-term permanent insolvency by virtue of
both profitability and liquidity. Failure to expand in the short term would cap
overtrading but likely to trigger an insolvency. The profit in 2015/16 is
dependent upon new units being brought into management and being
profitable, and being supported by the restructure of the management fee
outlined above. The restructured fee includes a profit element.

() There is a mismatch between the terms of leases and the general
understanding of the direction of travel and welfare reform. The “wedge”
between CPI and RPI represents a significant risk. There is no real viable
long-term alternative market rent option to replace reliance on housing
benefitt. The company would need to be placed in
administration/receivership, given that there does not seem to be an
alternative exit strategy, other than acquisition by a third party.

() The new supply is more profitable, and the restructure of the
management fees does in fact improve profitability as outlined above. New
units, once in management should improve profitability. This does not get
away from the fundamental problem that there is a mismatch between the
term of the lease and the risk associated with the changing housing benefit
regime. There are no break or re-negotiation clauses in the event that the
regime changes.

(h) In order to improve the financial condition, the leases need to be re-
negotiated on more equitable commercial terms, recognising the level of risk
being born by Inclusion. The key heads to address are (i) the assumed yield
(i) the assumed capital value (iii) break clauses in the event of market change
(iv) rent indexation and (iv) [sic] withdrawing the requirement for voids
insurance. The leases should be aligned with care/nomination agreements. It
is unlikely to be in the interest of owners/lessors that Inclusion be placed at
risk of insolvency.

(3) The Company is not compliant with the HCA Regulatory Framework
on either viability or by association with the topic of risk management,
governance.’
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Campbell Tickell recommended that Inclusion should do a number of things, including
‘re-negotiate leases with a view of de-risking the transactions’ and ‘[a]t the earliest
opportunity to engage with the Homes and Communities Agency’, the then regulator.

Inclusion’s reaction to the Campbell Tickell report

29

30

31

32

Inclusion’s board met to discuss the Campbell Tickell report on 2 July 2015. David
Williams of Campbell Tickell is recorded as advising that ‘if [Inclusion] replicated past
negotiations with partners in the future, there would be problems for [Inclusion] because
the model is flawed’ and that Inclusion should ‘in all cases make sure that [it] does not
repeat the same lease terms as in previous years’. This, it was said, ‘should be done before
any further contracts and leases are entered into’. An action plan was quickly devised,
which referred — among other things — to the need to ‘review terms of leases and compile
change strategy’.

Campbell Tickell’s advice was immediately to share the contents of their report with the
then regulator, the HCA. There was a meeting on 17 July 2015. On 21 July 2015, the
chairman of Inclusion’s board, Pete Ottowell, wrote to the HCA’s Senior Regulation
Manager setting out Inclusion’s specific responses to the Campbell Tickell report.
Among these were the following:

‘Following the [Campbell Tickell] Report, [Inclusion] has already met with
Ward Hadaway Solicitors to start the process of undertaking a wholesale
review of lease terms and conditions identified in the report as areas for re-
negotiation with the freeholders/development partners. Direct contact had
been made with the partners and freeholders to start the discussions around
the lease terms and conditions.’

Because the process of re-negotiating leases necessarily depended upon the co-operation
of counterparties, it was not possible to give specific assurances as to the outcome of the
process and no such assurances were given. A tabular document was produced and shared
with the HCA, entitled ‘Inclusion High-Level Project Plan for HCA to be supported by
detailed plans in all areas’. In the row dealing with leases, the comment was: ‘Review
terms of leases and compile change strategy’. Next to this was an update: ‘Meeting Ward
Hadaway 9/7/15. The drafting of standard lease underway to enable discussions with
partners.” Again, no assurance could be or was given as to the precise upshot of these
discussions.

Ward Hadaway reviewed Inclusion’s standard lease and void agreement and proposed
amendments to both. Among the amendments proposed was:

‘Requirement for break clauses or opportunity to renegotiate the lease —
the current standard lease form provides a 60 year repairing and insuring
lease with no break provision, this is structured either by way of 3 x 20 year
leases or a 40+20 year lease with put and call provisions which allow either
the tenant or landlord to renew. It is noted that some of Inclusion’s smaller
individual property schemes have a 20-30 year lease term. Ward Hadaway
have been asked to look at re-drafting of the lease to take into account the
following areas in relation to a break clause:

10
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- A change in government policy and/or restriction in housing benefit
(following appeal process) which would impact the revenue of Inclusion
and the ability to meet the lease rent payments

- Tomirror a break in lease with the void cover provision provided through
a void or nominations agreement with a support provider or local
authority

- Provision to break if CPI decreased below 0% for over one year.’

33  On 3 August 2015, the HCA wrote to Mr Ottowell indicating that it had considered
Inclusion’s compliance with its regulatory obligations in light of the issues Inclusion had
brought to its attention. As to the financial viability standard, it said this:

‘The Campbell Tickell report raised a concern that Inclusion’s income from
rents did not cover its outgoings in lease charges, and that Inclusion depended
for solvency on continually bringing forward new development partnership
projects on which a fee is charged. This business model would be likely to
be unsustainable.

You have provided evidence that you have restructured and reset the rent and
management fees you charge, in agreement with your local authority
partners, such that it now more than covers your costs. You have also
provided assurance that your properties qualify for exemption from the rent
standard, on the basis of meeting the criteria set out in the Rent Guidance.

The regulator has therefore concluded that it currently has sufficient
assurance that Inclusion is compliant with the element of the governance and
viability standard as set out above. The regulator notes that Inclusion, in
common with other providers, needs to revisit the assumptions in its business
plan in light of the announcements made in the July 2015 budget. You have
said to us that you intend to do this work.’

34  As to governance, the HCA indicated that, in the light of Inclusion’s proposals, it was
satisfied that the Standard was met. Under the heading ‘Conclusion’, the HCA said this:

‘The regulator has sufficient assurance of compliance with the standards.

Therefore no regulatory action will be taken and, in line with our practice in
relation to providers with under 1,000 units of social housing, the regulator
will not publish a judgement on these issues. We do not need you to engage
further with us as you strengthen your business in response to your
consideration of the issues.

However | should remind you (particularly in the context of your revised
business planning) that, as with all providers (large or small), you are
required by part 2.3 of the governance and financial viability standard to

‘...communicate in a timely manner with the regulator on material issues that
relate to non-compliance or potential non-compliance with the standards.’

11
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You have indicated that Inclusion is “pausing” its expansion plans while it
considers the risks and operating environment its faces. If you determine that
you intend to grow beyond the 1,000 unit threshold for enhanced regulatory
engagement, please let us know.’

Mr Stilitz QC, for Inclusion, described this as a ‘clean bill of health’ and a ‘relaxed
recognition’ that Inclusion was compliant with the Standard.

The following year, on 15 August 2016, the HCA emailed Inclusion to remind it that,
where a provider had more than 1,000 units owned, the approach to regulating the
standards would change. Inclusion responded on the same day indicating that it is
expected to exceed the 1,000 unit threshold in August 2016 and would be notifying the
HCA accordingly by the end of the month. Notice that the threshold had been exceeded
was given by email on 26 August 2016. Since no reply was received to that email, a
chaser was sent on 18 October 2016.

The In-Depth Analysis (‘IDA”)

36

37

38

For most providers, IDAs take place every three or four years. However, their frequency
is linked to the regulator’s assessment of the relative risk profile of the provider. When
an IDA is begun, the regulator produces a document setting out its proposed scope. In
this case, the scoping document was appended to a letter dated 27 February 2018. As part
of the IDA, staff from the regulator attended Inclusion’s board meeting on 17 April 2018
and a fieldwork day was scheduled for 10 May 2018 to enable staff from the regulator to
verify and substantiate information received from Inclusion. On 23 May 2018, the
regulator decided that Inclusion should be placed on its list of providers with ‘gradings
under review’ (‘GUR”). The purpose of this list is to alert stakeholders to the possibility
that the provider may be moving towards non-compliance.

The reasons for Inclusion’s GUR listing are recorded in the regulator’s Reactive
Engagement Decision (‘RED’) log and in notes of internal meetings. In essence, they
were these. As at 31 March 2018, the number of units leased and managed by Inclusion
had grown from 433 units (at 31 March 2015) to 1548 units. Of those, 1435 units had
long-term leases of at least 20 years with no break clauses. The leases made Inclusion
responsible for the full repair, management and insurance costs of the units as well as
dilapidations at the point the leases were handed back. All the leases were subject to
annual increases. 78% of them had annual increases in excess of CPI. The regulator
considered the impact of a one-off housing benefit reduction, the position on voids and
whether Inclusion was sustainable without growth. The regulator considered that there
was a material risk of non-compliance with the Standard. The decision log records:

‘The main issue is our concern that there is a mismatch between income risks
(i.e. that Inclusion continues to receive the current income levels) and the
expenditure risks (i.e. index linked lease costs with no break clauses) and that
Inclusion cannot effectively control and mitigate these risks with its adopted
business model.’

On 24 May 2018, staff from the regulator telephoned Neil Brown of Inclusion and
explained that Inclusion was being listed as GUR. The listing was made public on 29
May 2018.

12
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39 On 8 June 2018, there was a meeting between staff from the regulator and staff from
Inclusion. This was summarised in a note. The relevant parts of the summary are as
follows:

‘Harold [Brown, who had been involved with the IDA] introduced the
background to the case i.e. the GUR had arisen following the IDA which had
been unable to obtain satisfactory assurance from the documentation
presented and the on-site interviews that Inclusion had a fully developed
understanding of the risks in their business model and a coherent risk
mitigation strategy. Reference was made to the recent publications from the
regulator and the underpinning regulatory standards which identify an
increased requirement in respect of stress testing and mitigation strategies to
directly reflect the risks individual providers face arising from their business
plan strategies. Inclusion has long-term leases in place for a significant
proportion of stock with index linked payments and with no break clauses.
Main area of concern is the mismatch between income risks (that high rents
continue to be funded by DWP at exempt levels of HB; all nomination
agreements remain in place, with no detrimental changes to void agreements
and that they can be maintained for the full period of the individual leases
and that 3 party housing management agreements do not fail as these
provide a recharge mechanism for voids). These risks appear to be outside
the control of Inclusion and their mitigation strategy is to build up 3 months
of cash reserves.

The regulator confirmed the timetable and actions which would be taken. 6
to 8 weeks to reach a conclusion on our view of Inclusion’s compliance with
the relevant standards. We would consider further information/evidence
which Inclusion provides over the next 3/4 weeks. Our view currently based
on the information received to date and the on-site engagement was Inclusion
was not compliant with the governance and financial viability standard,
however we would consider new information within the timetable before
reaching our final decision.

Inclusion appeared to accept that there were risks to the business. They felt
that three months was sufficient time, in the event of a financial crisis, to
restructure the business. The regulator was clear that in our experience three
months was not sufficient time and a much longer time frame would be
needed to manage the impact to vulnerable tenants. Inclusion felt it would be
difficult to renegotiate these terms to introduce break clauses. Inclusion
believe their existing reputation as a leader in this field of supported housing,
their ongoing strong relationships with commissioning bodies and 3™ party
contractors would mitigate these risks. The regulator was clear that these
mitigations are not sufficient and do not alleviate the impact of the risks
above crystallising...’

40 Mr Ottowell emailed after the meeting noting that it was ‘helpful to receive clarification
from you in more detail on your areas of concern’ and confirming Inclusion’s intention
to work with the regulator over the coming weeks to provide the further reassurance
required.
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On 19 June 2018, the regulator wrote to Inclusion recording the ‘key issues from the
regulator’s perspective that had led to inclusion being placed on the GUR’. These were
said to include:

‘Lack of assurance that Inclusion has an appropriate, robust and prudent risk
framework that ensures the implication of risks are fully considered by the
board

That mitigation to risks individually and collectively are not sufficiently
developed

That provision of 3 months free cash reserves is sufficient [sc. insufficient]
to act as a buffer to provide time for inclusion to manage an appropriate exit
strategy in the event of risks crystallising.’

Reference was made to the ‘risks associated with voids and the sustainability of Inclusion
without further growth’. The regulator reiterated that in its current view Inclusion was
non-compliant with 882.4 and 2.5(b) of the governance and financial viability standards
and that, in respect of Inclusion’s care home business transaction, the regulator would be
considering §2.6 of the Standard.

That prompted a further email from Mr Ottowell to the regulator on 20 June 2018 in an
attempt to provide ‘further reassurance’, attaching various documents, including a risk
appetite document, a risk mitigation stress testing table, a risk register, a risk management
framework and a contingency plan.

On 22 June 2018, Inclusion’s solicitors, Capsticks, wrote to the regulator noting that
fairness required that Inclusion have a full and complete understanding of the regulator’s
concerns about its compliance with the Standard before making representations so that it
could address those concerns on a fully informed basis. The regulator was therefore asked
to identify the elements of §82.4, 2.5(b) and 2.6 with which it considered Inclusion was
non-compliant and to explain its reasons.

The regulator wrote back on 29 June 2018 setting out some of the history of the
engagement between Inclusion and the regulator. It said:

‘We note your comment that fairness requires that Inclusion has a full and
complete understanding of the regulators concerns. We agree and are
confident that our publications clearly explain our general expectations of
registered providers. As to your client’s specific case, in addition to the above
meetings and written communications there have been a number of additional
engagements where the concerns of the regulator have been explained to your
client. There was a telephone conference on the 24" May with board
members and executives of Inclusion where it was explained that the IDA
had not obtained assurance of compliance with elements of the Governance
and Viability Standard. This was followed up by an email from H Brown to
N Brown on 24 May 2018 at 15:32. In this communication the regulator
reaffirmed the timeline for publication of its final judgement — 6 to 8 weeks
following the addition of Inclusion to the grading under review section of the
RSH website. A further exchange followed between H. Brown and G. Naidoo
across 25/26 May and a telephone call with Peter Ottowell, Chairman of
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Inclusion, where both the areas of concern and decision timetable were
reaffirmed.

A subsequent meeting was held at the regulator’s office with P. Ottowell, G.
Naidoo, T. Bell, S. Milnes, and N. Brown from Inclusion; and H. Brown, J.
May and R. Cossey from the regulator on the 8" of June. The regulator
explained its concerns and gaps in assurance, and Inclusion advised that it
intended to provide the evidence to provide additional assurance. P. Ottowell
followed this up in an email to the regulator at 17:14 8 June 2018.

The regulator is therefore confident that it has acted fairly and provided
Inclusion with explanations of its current concerns, that it has already
provided Inclusion with the information requested in your letter of the 22
June 2018 in sufficient detail, and that your client is able to address the
regulators concerns on a fully informed basis.’

Capsticks responded on 2 July 2018, noting that the regulator’s position appeared to be
that Inclusion should attempt to piece together the regulator’s concerns from a
combination of its general policy documentation, two narrative paragraphs in its letter of
22 June 2018 and various emails letters, telephone conversations and meetings over the
previous two months. Capsticks then invited the regulator to provide a single, clear,
transparent and comprehensive statement of its concerns. They pointed out that the
regulator’s letter of 22 June 2018 referenced as relevant to its concerns three paragraphs
of the Standard (88 1.1, 1.2 and 2.2) which had never previously been raised.

The regulator responded on 11% July 2018. It was not accepted that there had been a
failure to provide sufficient information to enable Inclusion to make representations. It
was the regulator’s expectation that, as a registered provider, inclusion would be fully
aware of the requirements placed upon it by virtue of its registration. The regulator
required providers to comply with the published standards and to be able to demonstrate
such compliance. The reasons why the regulator was not satisfied as to Inclusion’s
compliance with the financial viability and governance standards had been made clear
throughout the IDA process. However, ‘for the avoidance of any possible doubt’, the
‘particular areas of regulatory concern’ were identified. These included, under the
heading ‘identification and mitigation of risk’ the following:

‘The regulator has not been provided with adequate assurance that your client
has an effective risk management and internal controls assurance framework.
This is an integral element of the requirements of the governance and
financial viability standard — see required outcomes 1.1 and 1.2 of the
Standard — and specific expectations 2.4 and 2.5 set out in more detail what
is required. The regulator’s concerns in this area are that the risks inherent in
your client’s business plan are not subject to effective strategies or
mitigations to safeguard tenants and protect social housing. A key aspect of
this is an apparent mismatch between your client’s long-term, index-linked
cost base, and its less certain income stream. As previously explained, your
client carries risks including (but not limited to): non-payment of rents,
reversion and long-term repair obligations, void management, nomination
agreement non-renewals and/or changes in terms, non-compliance with
legislation governing the rent levels permitted for registered providers, and
future changes to the rules on housing benefit. The regulator is also
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concerned about the contingencies your client has made for these risks, and
in particular that the level of free cash reserves is insufficient to act as a buffer
to allow for a manage to wind down, or to provide time for inclusion to
manage an appropriate exit strategy, in the event of risks crystallising.’

Later in July 2018, Messrs Brown and Ottowell provided a detailed set of representations
on behalf of Inclusion. These representations ran to some 121 paragraphs and were
accompanied by 16 appendices. At 84 it was said that:

‘much of the information provided to [the Regulator] in these representations
is commercially sensitive and confidential. Inclusion provides that
information to assist [the Regulator] in understanding fully Inclusion’s
business, but asks that [the Regulator] treat these representations and their
appendices as confidential.’

The representations contained a detailed description of Inclusion’s business model. It was
explained that lease agreements were generally for periods of 20 to 30 years. Under these
agreements, Inclusion would pay rent, which increased each year by reference to
inflation. Its older lease agreements were linked to increases in RPI, but its more recent
ones were linked to increases in CPI (which were in practice more modest) (816.4). In
the vast majority of cases, at the same time as entering into an agreement for lease with
a developer, Inclusion would enter into a NA with a care provider or commissioning
body. These NAs were reasonably long-term: typically 5-10 years in the case of
agreements with care providers and up to 20 years in the case of agreements with local
authorities. About 80% of Inclusion’s units in management were managed under NAs
where the care body had a duty to cover rental income and service charge losses after a
specific time until the empty unit had been re-tenanted. About 70% of Inclusion’s units
in management were managed under NAs according to which the care body was obliged
to reimburse Inclusion in the event of a rent shortfall. As to the 7% of Inclusion’s units
not covered by an NA with a care body, Inclusion maintained a void self-insurance
arrangement (816.6). Furthermore, Inclusion would enter into a direct occupancy
agreement with individual tenants. Many of these were long-term. The tenants were
required to pay rent to Inclusion at a level calculated on a cost recovery basis. This
covered Inclusion’s obligations under the main lease agreement, its cost of repairing the
properties, a 10% void allowance (the self-insurance arrangement), and 8% sinking fund
fee for major property repairs and 15% management fees (or calculated as a percentage
of the index linked rent that Inclusion was obliged to pay under the main lease
agreement): §17.

The representations pointed out, at §22, that the effect of Inclusion’s business model was
to bring into the social housing sector new housing suitable for some of the most needy
and vulnerable in society. The units owned and managed by Inclusion where new social
housing units that would not otherwise be available in the sector. It was noted that
providers operating according to the traditional model (under which the units were owned
by the provider, normally subject to a mortgage) had struggled to provide new housing
of this sort. This, it was said, was ‘not without risk, but the risks are modest, particularly
when set against the substantial social benefit achieved’.

At 8830-32, the representations noted that Inclusion’s operating surplus had increased
considerably since 2015/16, both in real terms and as a percentage of operating income,
and was projected to increase still further in the coming years. At 841, reference was
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made to statements of support from the investment funds which own the properties leased
by Inclusion. Mr Stilitz makes the point that these investment funds are substantial and
reputable entities, which would not give references of this kind lightly.

At 861, the representations addressed possible future changes to housing benefit rules. It
was accepted that this represented a ‘key risk’, but the risk was mitigated in a number of
respects. First, all Inclusion’s housing was SSH. Under the Rent Standard Guidance,
issued by the government under the Welfare Reform and Work Act 2016, SSH was
exempt from the rent caps imposed in respect of other accommodation. As a result, the
rent reductions applicable to other types of accommodation could not apply to Inclusion
until April 2020 at the earliest. Secondly, in November 2017, the government had
confirmed that the SSH (exempt rents) funding would remain in place beyond April 2020.
Thirdly, Inclusion would have considerable warning in relation to any change to that state
of affairs. This was because, given the importance of any policy change to the sector, the
government would be legally obliged to provide substantial notice before implementing
any such change and because in any event the occupancy agreements provided for annual
rent reviews.

Under the heading ‘The Overarching Issue’, the representations said this:

‘64. As noted above, the RSH has identified certain key risks which it is
concerned about, and for which it has not until now been satisfied that
Inclusion has made sufficient contingences [sic].

65. The key overarching issue, however, appears to be the relationship
between Inclusions cost base and its income stream. This underlies all the
concerns identified above.

66. This concern is thoroughly dealt with in Inclusion’s risk documents.
Financial viability and investment is specifically identified as the second of
the five aspects of Inclusion’s risk appetite statement. The risk register,
moreover, comprehensively addresses this issue (CEG risks 1, 9, 11, 19, 16,
8, 21). The contingency plan also addresses the steps that Inclusion would
take to mitigate any issues which might arise with its income stream in detail.
In summary:

66.1 Within one day Inclusion could realise savings of approximately
£220,000 p.a. (by a freeze on recruitment and discretionary spend);

66.2 Within one month Inclusion could realise a further £47,000 p.a. in
savings (by reducing its planned investment programme);

66.3 Within two months Inclusion could realise a further £350,000 p.a. in
savings (by making non-essential staff redundant);

66.4 Within four months Inclusion could obtain a further £750,000 p.a. of
income (by mortgaging on encumbered assets to enable it to maintain
operations).

66.5 Throughout (as discussed further below) Inclusion could utilise its free
cash reserves to ensure Inclusion’s liquidity and continued operations.’
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At 868, it was noted that Inclusion had developed plans further to reduce its costs if any
serious financial issues came to light. It would do this by seeking to renegotiate its
agreements with investment funds. Given the close working relationship it had with those
funds, and the fact that the funds bear the ultimate commercial risk if Inclusion were to
fail, it had a reasonable expectation that the funds would be amenable to such
renegotiation. Further detail was given in the Contingency Plan, but it was noted by way
of example that a one month lease rent holiday would be worth £1.5 million to Inclusion.
This would enable it to reduce the cash flow pressure on it whilst it sought to restructure
its operations.

At 884, the representations addressed what was termed the ‘Armageddon clause’ issue.
This, it was explained, was a reference to the regulator’s suggestion that Inclusion should
renegotiate its lease agreements so as to include a break clause entitling Inclusion to
terminate its lease early if there were changes to the benefits system that made its model
no longer financially viable. As to that, the following was said:

‘Inclusion has discussed the possibility of including such clauses in its leases
with the Funds. To date, however, the Funds have not been willing to accept
such clauses. That is because, from the Funds’ perspective, such a broad
break clause (which would be difficult to define) would materially affect the
value of the lease to them. The Funds enter into these arrangements to secure
long-term repayments, and seek only a limited and responsible return (around
6% yield). A wide and unpredictable break right would reduce the value of
the lease to an acceptable level for the Funds, unless Inclusion offered terms
which accelerated repayment of interest on exercise of the clause; such a
clause would be too expensive for Inclusion to agree to.’

At 885, it was noted that the funds retained the ultimate financial risk and would therefore
be incentivised in practice to agree revised terms if a risk such as changes to benefits
rules were to materialise.

The regulator’s analysis of Inclusion’s representations is set out in a detailed tabular
working paper created on 18 July 2018 and modified on 20 July 2018. A further internal
meeting was scheduled for 14 August 2018. At that meeting, it was noted that Inclusion
had provided a ‘more coherent explanation of its approach to risk management and is
looking to improve and develop its governance arrangements and strengthen the board’.
However, there were ‘some fundamental and material risks that remain’. The regulator
did not consider that it could conclude its investigation yet. The representations were
considered further during August 2018, as demonstrated by emails passing between
members of the regulator’s staff. Meanwhile, Brenda Kirby, a former Chair of Inclusion’s
Risk and Audit Committee, resigned and (on 16 August 2018) contacted the regulator
raising concerns about Inclusion. There was contact between the regulator and another
former board member, Jane Duncan, in October 2018. The regulator also decided,
unusually, to arrange meetings with three organisations which had provided references
for Inclusion. These meetings took place in October and November 2018. There was then
a further meeting between Inclusion and the regulator on 19 November 2018.

The preparation of the final RED log took place in December 2018 and January 2019.
This was considered at meetings on 10 and 15 January 2019. The regulator acknowledged
that Inclusion had taken action to improve its governance arrangements following its
GUR listing, but concluded that this action did not address the underlying issues
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identified by Inclusion’s own stress testing that, should the risk scenarios tested
crystallise, Inclusion would need to reach agreement with third parties to amend existing
contractual terms for leased properties in order to maintain its ongoing financial viability.
It was noted that Neil Brown himself had accepted that there was no guarantee that the
investment funds would agree to such amended terms. If no such agreement could be
reached, the likely outcome would be insolvency. Inclusions plans for further growth
were also considered. It was noted that this would be achieved by entering into more
long-term leased properties with no break clauses and that this would increase the risk to
the business. The conclusion was that Inclusion’s risk management and mitigation
measures were not commensurate with its current and future risk profile. It was therefore
non-compliant with 8§82.2, 2.4 and 2.5 of the Standard and should be graded G3 in
relation to governance.

As to financial viability, the regulator decided that Inclusion’s board had been unable to
demonstrate that the risks to its viability, or the financial implications if risks crystallised,
could be effectively managed or mitigated over the life of these contracts. The decision
was taken to grade Inclusion as V3.

On 28 January 2019, the regulator wrote to Mr Ottowell to ‘confirm its judgement that
Inclusion is non-compliant with both the governance and financial viability requirements
of the Governance and Financial Viability standard’. It enclosed a draft RJ, invited
Inclusion to comment on its factual accuracy and indicated its intention to publish the RJ
on its website on 5 February 2019. It said that Inclusion would now be subject to a period
of intensive regulatory engagement, which would last until the regulator was satisfied
that Inclusion had returned to compliance.

On 31 January 2019, Inclusion wrote to the regulator noting its view that the draft RJ
‘doesn’t explain how it has reached its findings’. Inclusion asked the regulator to provide
“full reasons and clear factual evidence to support its judgement so that we are able fully
to understand and consider our position’. Whilst the offer of intensive regulatory
engagement was ‘encouraging’, there was nothing in the very general concerns raised in
the RJ which gave Inclusion any idea what types of step the regulator would be looking
for Inclusion to take so as to become compliant. A factual error concerning Inclusion’s
growth forecasts was also pointed out.

On 1 February 2019, the regulator decided to undertake an internal review of the RJ and
wrote to Inclusion in these terms:

“We are currently giving serious consideration to Inclusion’s letter dated 31
January 2019 and therefore we do not anticipate publishing the regulatory
judgement on Tuesday fifth February 2019. We note the willingness of the
Inclusion board to work with the regulator. We will write to you in due
course.’

This was completed on 8 February 2019. It concluded that the decision-making process
had followed the regulator’s agreed procedures. Inclusion attempted to stave off
publication of the RJ by preparing and communicating to the regulator a proposed
voluntary undertaking demonstrating how it would enhance compliance. On 12 February
2019, the regulator sent Inclusion a copy of the finalised RJ, which it said it would be
publishing the next day. After some correspondence between solicitors, the final RJ was
published by the regulator on its website on 15 February 2019.
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The Requlatory Judgement

61 The RJ is a short document. The main substantive reasons were as follows (I have
attached my own paragraph numbers for ease of reference):

‘1. Inclusion has provided insufficient assurance that its current risk
management and mitigating actions are commensurate with its risk profile.
We lack assurance that steps within its control should risks crystallise would
ensure its ongoing financial viability and that social housing and tenants
homes are protected over economic and policy cycles.

2. Inclusion’s main operation involves entering into long-term lease
arrangements with the private sector, which is used to provide
accommodation to tenants meeting Inclusion’s allocation criteria. Inclusion’s
lease arrangements with its head landlords vary in terms and are often for
periods between 20 and 25 years and are index linked. The leases are on ‘Full
Repairing and Insurance’ (FRI) terms which means that income collection,
maintenance and repair and operating costs risks are transferred to Inclusion.

3. Inclusion has ambitious plans to expand its operating model. Its 2017-22
business plan in visages growth of about 350 units per annum. Within its
current portfolio, while Inclusion is contractually committed to meet the
index linked lease premium payments over the long term, it does not benefit
from the same level of protection on its income or associated costs incurred.

4. The information seen by the regulator demonstrates that Inclusion is stress
testing and scenario planning identifies that the crystallisation of key risks
and the combination of risks identified, on a reasonable range of adverse
scenarios has profound effects on the organisations ability to operate over the
long term.

5. Should the risks identified crystallise, Inclusion’s scenario planning has
measures and mitigation plans designed to provide a period in which it would
aim to achieve successful renegotiation and amendments to multiple
agreements with its private sector landlords to enable it to continue to
operate. However, this approach demonstrates that Inclusion is reliant on the
goodwill of third parties to agree to renegotiation and amendments to
agreements. If this strategy was unsuccessful Inclusion indicates that, as
mitigation, it may explore insolvency procedures. This could result in the
potential loss of the homes from the regulated sector, with inadequate
consideration of the rehousing needs of the vulnerable client group housed.

6. The regulator has concluded that Inclusion has provided insufficient
assurance over its ability to manage the reasonable risks associated with
economic and policy cycles and adverse changes to its operational
environment. It has been unable to adequately demonstrate that it has
mitigations and controls in place to protect social housing assets and tenants
over the long term. In arriving at this decision the regulator noted the growth
aspirations of Inclusion compounding these exposures.
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7. The regulator has also concluded that Inclusion currently does not meet
the financial viability element of the governance and financial viability
standard. These are issues of serious regulatory concern and in agreement
with us the provider is working to improve the position.

8. Notwithstanding that Inclusion is currently able to meet its commitments
as and when they fall due, it has as yet been unable to demonstrate that the
board has ensured that the risks to its financial viability, all the financial
implications of risks crystallise, can be effectively managed or mitigated over
the life of its contracts.

9. Inclusion has some limited protection within some of its contracts which
would enable it to meet some of the adverse impact. However, as above,
mitigation which might be required would fundamentally require significant
change to the underpinning assumptions in the current business plan and the
realisation of those mitigations would be reliant on multiple third-party
agreements being reached.’

Correspondence following the Requlatory Judgement

62

Engagement between Inclusion and the regulator has continued in the period since the
RJ was published. Mr Stilitz sought to use some of that correspondence to demonstrate
that Inclusion was left not knowing how, in the view of the regulator, it could work to
achieve compliance. Ultimately, however, | did not find this post-decision
correspondence helpful in resolving the issues in dispute. The decision challenged is the
RJ published on 15 February 2019. The lawfulness of that decision falls to be judged on
the date when it was made, not by reference to what was said afterwards. | understand
that discussions between Inclusion and the regulator are continuing. Whether they result
in an outcome acceptable to Inclusion is not relevant to the issues before me.

Delay

63
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| can deal with the arguments on delay and detriment to good administration relatively
briefly.

CPR r. 54.5(1) requires that a claim for judicial review be filed (a) promptly and (b) in
any event not later than 3 months after the grounds to make the claim first arose.

Ordinarily, the grant of permission precludes a defendant from contending that the claim
should be dismissed on the ground of delay (although it does not preclude a submission
that relief should be refused under s. 31(6) of the 1981 Act): R v Criminal Injuries
Compensation Board ex p. A [1999] 2 AC 330, 341 (Lord Slynn). Here, however, Sir
Wyn Williams said when granting permission that it was ‘arguable’ that Inclusion acted
promptly when bringing these proceedings. Ms Carss-Frisk says that this leaves the
question of delay open.

In a case where the single judge considering permission on the papers wishes to leave the
question of delay open to the substantive hearing, |1 would respectfully suggest that the
better course is to say so expressly and then to order a ‘rolled-up’ hearing, rather than to
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grant permission. Where, as here, permission is granted (even in the terms used by Sir
Wyn Williams), the effect of A (applied in the context of the CPR in R (Lichfield Securitis
Ltd) v Lichfield DC [2001] EWCA Civ 304, [2001] PLCR 32) is that question of undue
delay can be considered only for the purpose of deciding whether to refuse relief under
s. 31(6) of the 1981 Act. I shall therefore consider it for that purpose only.

Ms Carss-Frisk accepts that, following R (Burkett) v Hammersmith and Fulham LBC
[2002] 1 WLR 1593, the grounds to make a claim arise on the date when a decision
having legal effect is made. She says that the internal decisions logs show that the
decision here was taken on 15 January 2019 by Jonathan Walters, Deputy Director of
Strategy and Performance, under the regulator’s scheme of delegation. She submits that
this was the date on which time started to run, even though the decision was not
communicated until 28 January 2019. In any event, she notes that these proceedings were
not even brought within three months of that date. The internal review starting on 1
February 2019, Ms Carss-Frisk submits, was carried out for quality assurance purposes
and did not involve the re-taking of the decision.

There has been a debate in the literature about whether the date on which ‘grounds to
make the claim first arose’ is the date on which the decision was made or the date on
which it is communicated. The Court of Appeal held that it was the former in R v
Department of Transport ex p. Presvac Engineering Ltd (1992) 4 Admin LR 121. It has
been argued that this may fall to be modified in the light of Lord Steyn’s principle in R
(Anufrijeva) v Secretary of State for the Home Department [2004] 1 AC 604, [26], that
an administrative decision does not have the character of a legal determination until it
has been notified to the person it concerns. It is therefore suggested, applying the
principles in Burkett, that it is only upon communication that time starts to run: see
Auburn, Moffett & Sharland, Judicial Review: Principles and Procedure, §26.35. It is
not necessary or appropriate to enter into this debate here, because | am satisfied that,
even if there was a legally effective decision on 15 January 2019, there was on the facts
a further decision not to alter it following the internal review.

A decision-maker is under no obligation to reconsider a final decision once it has been
communicated. If, having received Inclusion’s letter of 31 January 2019, the regulator
had written back to say ‘We have made our decision and will not be reconsidering it’,
time would run from the date of the earlier decision. A claimant cannot in general start
time running again by writing a letter asking the decision-maker to reconsider and then
treating the refusal to reconsider as a new decision. But where a decision-maker, in
response to a request to reconsider, chooses to conduct an internal review — and, as here,
tells the requester that it is holding off publishing its final decision while it gives ‘serious
consideration’ to the points made — the position is different. The matter can be tested by
asking what would have happened if, having received the regulator’s email of 1 February
2019, Inclusion had issued a judicial review claim. The regulator would, surely, have
been entitled to respond that the claim was premature because there was an internal
review underway. The internal review could presumably have resulted in a different
outcome. The internal review was, on the regulator’s evidence, not complete until 8
February 2019 and not communicated until 12 February 2019, when the regulator sent
Inclusion the final version of the RJ. In these circumstances, the final RJ was a separate,
challengeable decision; and time to challenge it began to run at the earliest on 8 February
2019. The claim form was filed within 3 months of that date.
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| have considered the regulator’s submission that there was still ‘undue delay’ in waiting
until close to the end of the 3-month period. The regulator relies in particular on the fact
that the RJ required Inclusion to engage with the regulator. That being so, the regulator
says that there was a particular onus on Inclusion to act promptly because, as must have
been clear to it, any subsequent discussions would have to be based on the conclusions
in the RJ. Such discussions as have taken place will have been wasted if relief is now
granted.

In a case such as the present, it is obvious that it will be necessary for discussions to take
place between the regulator and the registered provider after the publication of an RJ
indicating non-compliance. These discussions will be likely to continue even if the
provider is seeking to challenge the RJ in proceedings for judicial review. Unless and
until a claim for judicial review succeeds, it will be necessary for the discussions to
proceed on the basis of the conclusion set out in the RJ. That is what has happened here.
In this case, the regulator has been aware since 31 January 2019 that Inclusion considered
its reasons to be deficient. Inclusion’s letter before claim was sent on 1 April 2019. | do
not accept that the discussions that were held before and after that date would have been
materially different if Inclusion had intimated this claim a few weeks beforehand. This
is not a case in which I would refuse relief pursuant to s. 31(6) of the 1981 Act, if relief
were otherwise appropriate.

The grounds of challenge

Ground 1: Adequacy of reasons

Inclusion’s submissions

72

73

Mr Stilitz submitted that the substantive ‘reasons’ given in the RJ were in reality no more
than a statement of the regulator’s conclusions. In the skeleton argument, he and Ms
Slarks pointed out that there was no explanation of the regulator’s view on (i) whether
and how Inclusion’s ‘worst case scenario” was more concerning than that of a registered
provider adhering to the ‘traditional model’ (in which the registered provider borrows
money to purchase properties); (ii) whether and how Inclusion was at a higher risk of its
worst case scenario eventuating than a ‘traditional model’ provider; or (iii) whether and
why the regulator considered each of Inclusion’s mitigation strategies (NAs, large and
increasing cash reserves, void insurance, void self-insurance) to be inadequate.

In oral submissions, Mr Stilitz elaborated on these criticisms. There was no reasoning as
to why the levels of risk involved, when set against the protective measures put in place,
were so imbalanced as to justify a non-compliant rating. No explanation was given as to
why it was unacceptable to rely on renegotiation of existing agreements in a ‘disaster
scenario’ and there was no proper appreciation of Inclusion’s case that in such a scenario
there would be powerful incentives operating on counterparties to renegotiate. The RJ
contained no criticism at all of Inclusion’s governing systems and structures and there is
no attempt to analyse the improvements put in place since 2015. It was not explained
why Inclusion’s ‘ambitious plans to expand its operating model” were relevant to the
assessment of risk. There was no attempt to engage in a detailed or careful way with the
representations made by Inclusion in July 2018 or with information submitted since. Mr
Stilitz said that these failures were of particular significance given that the result of the
non-compliant rating was that Inclusion would have to work with the regulator to
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improve. It could only do that if it understood properly why the regulator had reached its
conclusions.

In the course of his oral submissions, Mr Stilitz drew attention to a number of key points
that he said were not addressed. First, Inclusion’s business model had the effect of
bringing to the market new units of high-quality social housing that would otherwise not
form part of the stock available. Second, while it was true that the business model
depended upon the continued availability of housing benefit for tenants requiring SSH,
it would be politically and legally difficult to withdraw support for this particular group
of disabled and vulnerable individuals, or at least to do so in a rapid or radical way. Third,
there was increasing demand for SSH and there was currently a nationwide shortage.
Fourth, whilst it is true that Inclusion, as a subordinate landlord, took on a degree of
commercial risk, it had adopted sophisticated means of mitigating that risk. Since 2015,
the number of NAs and their coverage had increased. Fifth, it was not unrealistic to posit
renegotiation of leases as a potential mitigation measure in the ‘disaster scenario’ in
which several risks eventuate, because the investment funds would be powerfully
incentivised to renegotiate given that the accommodation is largely adapted for the needs
of disabled and vulnerable tenants. This meant that the funds would have limited
alternatives to accepting modified terms.

Mr Stilitz invited me to be ‘highly sceptical’ of the ‘embellished reasoning’ provided by
the regulator ex post facto in the course of proceedings. He relies on R v Westminster City
council ex p. Ermakov [1996] 2 All ER 302 and R (Nash) v Chelsea College of Art and
Design [2001] EWHC 538 (Admin).

Discussion

76

77

There is no dispute that the regulator was obliged to give reasons in the RJ. Section
92K(5) of the 2008 Act requires it to act in a way that is ‘transparent and accountable’.
82.30 of Regulating the Standards (which reflects the terms of §2.2 of the Regulator’s
Code) contains an express commitment to give reasons when a grading changes. Even
without these commitments, the common law would impose such a duty on any statutory
regulator. The real issue is about the extent, rather than the existence, of this duty.

The question whether reasons are adequate is context-specific. In South Buckinghamshire
District Council v Porter (No. 2) [2004] 1 WLR 1953 (a planning case), Lord Brown said
this at [36]:

“The reasons for a decision must be intelligible and they must be adequate.
They must enable the reader to understand why the matter was decided as it
was and what conclusions were reached on the “principal important
controversial issues”, disclosing how any issue of law or fact was resolved.
Reasons can be briefly stated, the degree of particularity required depending
entirely on the nature of the issues falling for decision. The reasoning must
not give rise to a substantial doubt as to whether the decision-maker erred in
law, for example by misunderstanding some relevant policy or some other
important matter or by failing to reach a rational decision on relevant
grounds. But such adverse inference will not readily be drawn. The reasons
need refer only to the main issues in the dispute, not to every material
consideration. They should enable disappointed developers to assess their
prospects of obtaining some alternative development permission, or, as the
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case may be, their unsuccessful opponents to understand how the policy or
approach underlying the grant of permission may impact upon future such
applications. Decision letters must be read in a straightforward manner,
recognising that they are addressed to parties well aware of the issues
involved and the arguments advanced. A reasons challenge will only succeed
if the party aggrieved can satisfy the court that he has genuinely been
substantially prejudiced by the failure to provide an adequately reasoned
decision.’

That passage has been applied generally in public law cases, both in and outside the
planning and environmental field.

So far as ex post facto reasons are concerned, the authorities draw a distinction between
evidence elucidating those originally given and evidence contradicting the reasons
originally given or providing wholly new reasons: Ermakov, pp. 325-6. Evidence of the
former kind may be admissible; evidence of the latter kind is generally not. Furthermore,
reasons proffered after the commencement of proceedings must be treated especially
carefully, because there is a natural tendency to seek to defend and bolster a decision that
is under challenge: Nash, [34(e)]. The evidence contained in the regulator’s witness
statements is certainly not inconsistent with those given in the RJ. | regard it for the most
part as elucidatory. In any event, the need for caution that applies when considering ex
post facto reasons does not apply to the reasons contained in the RED logs or other
records of meetings prior to the decision under challenge. They are a contemporaneous
record of the regulator’s reasons and may, in my judgment, properly be taken into account
to the extent that they are not inconsistent with what was said in the RJ.

Even focussing purely on the reasons given in the RJ, it is a key part of the context which
informs the extent of the duty to give reasons in this case that the RJ was the culmination
of a long process of engagement between Inclusion and the regulator. During the process,
the regulator had outlined its concerns in meetings, letters, emails and telephone calls.
Inclusion had been able to submit detailed representations. Aside from the reasons
challenge, there was no suggestion that the process was unfair. Those challenging
regulatory decisions often complain of a breach of natural justice on the basis that the
regulator has failed to identify its concerns sufficiently clearly to enable meaningful
representations to be made. No such complaint was made here. The fact that there had
been a fair process of engagement prior to the RJ does not absolve the regulator of its
duty to give properly intelligible reasons. But it does form part of the backdrop against
which the intelligibility of the reasons ultimately given are to be judged. As in the South
Buckinghamshire case, the reasons here were addressed to a party (Inclusion) that must
be taken to be well aware of the issues involved.

With that in mind, I turn to the reasons given in the RJ. They may be paraphrased as
follows (the paragraph numbers are those inserted by me in the excerpts cited at [61]
above):

e Inclusion’s business model involves entering into long, index-linked leases, on
full repairing and insurance terms, of between 20 and 25 years. This means
income collection, maintenance and repair and maintenance cost risks are
transferred to Inclusion (82). While it is contractually committed to meet index-
linked lease premium payments over the long term, it does not have the same
level of protection for its income or associated costs (83).
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e Inclusion’s stress-testing and scenario planning indicates that there is a reasonable
range of adverse scenarios in which Inclusion’s ability to operate over the long-
term is profoundly affected (84). If one of these scenarios were to eventuate,
Inclusion would try to renegotiate leases, but this would be reliant on the goodwill
of third parties, failing which it would have to explore insolvency procedures,
which would leave tenants exposed (85).

e Inclusion’s growth aspirations compound these exposures (86).

e Although Inclusion is able to meet its commitments as and when they fall due
(i.e. it is not currently insolvent or at imminent risk of insolvency), it has not
demonstrated that the risks could be adequately mitigated if they were to
crystallise (89). Its mitigations would be reliant on multiple third-party
agreements being reached (810).

It is true that these reasons do not engage in detail with the risk mitigation measures
described in Inclusion’s representations. They do, however, explain in broad terms why
the regulator considered those mitigation measures to be insufficient to demonstrate
compliance. Inclusion’s business model involves entering into long-term, index-linked
commitments without break clauses. This was a feature which Campbell Tickell had
identified in 2015 as problematic and which its David Williams had described at
Inclusion’s board meeting on 2 July 2015 as a ‘flawed” model. Inclusion had responded
by trying to renegotiate the leases to insert break clauses, as Ward Hadaway had also
recommended. This had not been successful. Against that, the level of protection for
Inclusion’s long-term costs (which was principally through NAs with care providers and
local authorities) was not sufficient to satisfy the regulator that the risks were adequately
mitigated. (It was well known to both the regulator and Inclusion that, of the new units
taken on since 2015, the majority had NAs with terms of 10 years or less and many had
NAs with terms of 5 years or less.) If the risks did crystallise (for example because
government policy on housing benefit changed), Inclusion would have to renegotiate its
leases. This would be dependent on the agreement of third-party commercial entities and
so could not be guaranteed. (Mr Stilitz criticises the word ‘goodwill’ because it does not
reflect the fact that counterparties would be incentivised to renegotiate, but that reads too
much into the language used. In context, the regulator was saying no more than that
investment funds which had so far refused Inclusion’s invitation to renegotiate terms
could not be guaranteed to do so in a ‘disaster scenario’; they would be likely to do
whatever they thought was in their commercial interest.) If the agreement of these
counterparties was not forthcoming, Inclusion’s tenants would be exposed. Inclusion’s
growth aspirations (which involve entering into more long-term leases) compound the
problem. (Inclusion had made clear that expansion had increased its cash reserves both
in raw terms and as a percentage of turnover, but it had also very substantially increased
the number of leases on 20-25 year terms, with no break clauses, thereby substantially
increasing its overall exposure.)

Some of these findings are criticised by Mr Stilitz as irrational. 1 shall consider these
criticisms under ground 2. But the fact that they can be made at all seems to me to
undermine the suggestion that the reasons given left Inclusion in the dark about why it
had been graded non-compliant. Insofar as complaint is made that the regulator failed to
explain why Inclusion’s ‘worst case scenario’ was more concerning than that of a
provider operating on the ‘traditional model’, the regulator was not obliged to categorise
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providers as operating on the ‘traditional’ or ‘rent’ models. This dichotomy is part of
Inclusion’s own description of the way it operates, but the regulator does not, and does
not have to, categorise providers in this way. It takes the view that there are many
different kinds of business models and considers each one on its own terms. In any event,
the regulator’s duty was to explain adequately why it reached the conclusions it did about
Inclusion, not to explain why its business model was more concerning or risky than that
of other providers. Against the background of engagement between the regulator and
Inclusion over the course of the IDA, the reasons given were in my judgment intelligible
and adequate. They enabled Inclusion to understand why the conclusion expressed in the
RJ had been reached. Ground 1 is not made out.

The foregoing analysis has concentrated on the reasons given in the RJ itself, understood
by reference to the process of engagement between Inclusion and the regulator over the
course of the IDA. Because | have found that the reasons actually given were adequate,
it is not necessary to consider the submission that, even if they had not been, s. 31(2A)
of the 1981 Act would preclude the grant of relief, given that adequate reasons have now
been supplied in response to these proceedings.

Ground 2: Irrationality

Inclusion’s submissions

84

85

86

Mr Stilitz criticises the regulator for reaching conclusions that were ‘fundamentally
illogical’ and for failing to take into account relevant considerations. He relies in addition
on Matadeen v Pointu [1999] 1 AC 98 for the proposition that ‘treating like cases alike
is a general axiom of rational behaviour’ and says that the regulator acted unlawfully
while not awarding non-compliant ratings to other providers whose business models were
materially more risky.

As to risk, Mr Stilitz identifies the ‘crux of [the regulator’s] objection to Inclusion’s
business model’ as follows: ‘in the absolute worst case scenario — if everything or almost
everything that could go wrong for an RP did go wrong — Inclusion would seek to
renegotiate its contracts with third parties and, if that failed, enter into insolvency
arrangements’. In concluding that Inclusion’s strategy in this scenario was reliant on third
party consent, Mr Stilitz says that the regulator failed to consider Inclusion’s primary
mitigation strategies, namely (i) specialising in well-resourced SSH, (ii) increasing
diversification of properties and partners, (iii) risk-sharing arrangements with care
bodies, funds, developers and care providers, (iv) insurance, (v) maintaining a substantial
buffer by way of cash reserves and (vi) maintaining rigorous and focussed governance
processes.

Mr Stilitz submits that the regulator did not reject Inclusion’s evidence that any RP —
whatever its business model — might in principle find itself in the disaster scenario and
would then be dependent on renegotiating its financial commitments; that in any event
the disaster scenario is unlikely to occur given the mitigation strategies; and that even in
the disaster scenario, Inclusion’s cash reserves would enable it to continue to trade for at
least a year, and maybe as much as two, while it wound down its business. If any risk of
insolvency was enough to render a provider non-compliant, no provider could ever be
compliant. The RJ discloses that no assessment was undertaken of the likelihood of the
‘worst case scenario’ eventuating.
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As to governance, Mr Stilitz says that the RJ made no criticism of Inclusion’s governance
processes, but jumps straight from the conclusion on risk to the conclusion that there
must have been a flaw in Inclusion’s governance. As to financial viability, he points out
that there was no criticism of Inclusion’s reserves and that the regulator has apparently
jumped illogically from its conclusion about risk to the conclusion that Inclusion was
non-compliant for financial viability. As to growth, Mr Stilitz notes that the regulator did
not even comment on Inclusion’s evidence that its growth had decreased risk across the
business by increasing the levels of its surplus both in real and proportionate terms and
by diversifying its portfolio. The regulator made no findings that Inclusion’s growth to
date or projected growth were over-ambitious. Instead, it adopted the position that any
risk is ‘seemingly by definition’ compounded by the fact that Inclusion intends to grow.
The regulator’s anti-growth stance amounts to a breach of the duty imposed by s. 108 of
the Deregulation Act 2015 (‘the 2015 Act’) and an unjustified and unexplained departure
from the pro-growth policy outlined in Regulating the Standards.

Discussion

88

89

It is well established that, when entertaining a rationality challenge by way of judicial
review to a decision that involves a judgment, the court is not the primary decision-
maker. This point has been given special emphasis in challenges to specialist regulators:
see e.g. R v Director General of Telecommunications [1999] ECC 314, [26] (Lightman
J); Fraser v NICE [2009] EWHC 452 (Admin), [47]-[48] (Simon J). However, it is also
important not to erect so unrealistically high a hurdle as to render success in an
irrationality challenge effectively impossible. As Sedley J said in R v Parliamentary
Commissioner for Administration ex p. Balchin [1996] EWHC 152 (Admin):

‘[Counsel for the claimant] does not have to demonstrate, as respondents
sometimes suggest is the case, a decision so bizarre that its author must be
regarded as temporarily unhinged. What the not very apposite term
“irrationality” generally means in this branch of the law is a decision which
does not add up — in which, in other words, there is an error of reasoning
which robs the decision of logic.’

Was there that sort of error of reasoning here? The regulator focussed on what might
happen in the scenario where certain risks eventuated. But it did not describe this as an
‘absolute worst-case scenario’: that was Mr Stilitz’s description. As Mr Walters explains
in his evidence, there is one very obvious risk which, if it came to pass, would undermine
Inclusion’s ability to operate long-term: a change in the government’s approach to the
availability of housing benefit or to rent regulation for those requiring SSH. The Ward
Hadaway review had highlighted the significance of such a change. The Welfare Reform
and Work Act 2016 had in fact introduced cuts for registered providers. SSH had been
exempted from the scope of the cuts. But the significance of this change in policy was
that it came just over a year after the government had said that rents would be permitted
to increase over a ten-year period. Inclusion points to the special position of SSH under
the current policy, but the regulator’s point was a broader one: policy can change and can
do so quickly. Inclusion’s suggestion that abrupt changes might be susceptible to legal
challenge would be dependent on the mechanism chosen to give effect to the change:
changes effected by primary legislation would not be so susceptible. | can detect no error
of logic or approach in the regulator’s conclusion in the RJ that a change in the policy
applicable to those requiring SSH was one of the ‘reasonable risks associated with
economic and policy cycles’, rather than what might be termed a ‘black swan event’.
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There were other risks too. One was the risk that one or more care provider counterparties
would default. The regulator pointed out that one such counterparty was Lifeways.
Inclusion had itself identified the risk of Lifeways failing as a matter that had to be
addressed in its contingency planning. Mr Stilitz points out that Inclusion had set out a
detailed plan to reduce and mitigate this risk. The fact remained, however, that — as at
October 2019, when Inclusion filed its evidence in these proceedings — Lifeways was the
care provider for around 50% of its properties. The regulator was, in my judgment,
entitled to take this into account, alongside the risk of a change in government policy.
Overall the conclusion in the RJ that there was a ‘reasonable range of adverse scenarios’
in which there would be ‘profound effects on [Inclusion’s] ability to operate in the long
term’ was properly open to the regulator.

As to mitigation strategies, the regulator understood that Inclusion specialised in SSH,
but it was entitled to regard the prospect of a change in housing benefit or rent regulation
policy, even one affecting those requiring SSH, as realistic. It understood that Inclusion
was trying to diversify its range of partners (though its exposure to Lifeways remained
substantial). But this diversification involved entering into more long-term leases, with
no break clauses, thereby substantially increasing Inclusion’s liabilities. As to the risk
sharing arrangements, the principal vehicles were the NAs. Mr Brown’s third witness
statement for Inclusion establishes that, of the 1,870 units taken into management since
the end of the calendar year 2015, every one is covered by a NA. However, it also makes
clear that only 370 of these are covered by a NA of the same length as the lease (20
years), with void cover for that entire period. A further 617 are covered by void
agreements of 10 years or more. That, of course, leaves just under half which benefit
from lesser or no protection. The regulator was also aware of the fact that Inclusion had
void insurance, though this covered only 17% of properties. The substantial cash reserves
had the potential to create a buffer. But the purpose of this buffer was to provide time for
renegotiation of leases. Ultimately, if one of the foreseeable risks (such as a change in
housing benefit or rent regulation policy) eventuated, Inclusion would be stuck with its
obligations to pay rent to the head landlord, with index-linked annual increases, under its
long leases; the tenants (or many of them) would have no way of paying the rent; and the
cash reserves would buy time for between 1 and 2 years. During that period, Inclusion
would have to seek to renegotiate the leases, which would require the agreement of the
commercial counterparties. As noted above, the use of the word ‘goodwill’ did not reflect
any misunderstanding of the commercial incentives that might operate on counterparties
during any such negotiation. It was merely a way of saying that all would depend on what
those counterparties considered to be in their commercial interests (which could not be
predicted).

| do not read the RJ, or the regulator’s evidence in these proceedings, as saying that any
risk of insolvency would be enough to render a provider non-compliant. The regulator
had to make a judgment about the likelihood of the risks eventuating and about the
adequacy of the plan if they did eventuate. It judged that the likelihood was significant
and that the plan was inadequate. The regulator’s view was that, if one of the adverse
scenarios eventuated, the range of options open to a provider such as Inclusion were
considerably more limited than the range of options that would be open to a provider
which owned properties subject to loans. A provider of the latter kind would be able to
respond to changing market conditions by switching funding structures or, ultimately, by
raising capital through selling a portion of its assets. Insofar as the regulator reached a
view that a model which involved the provider holding no assets but incurring increasing
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numbers of long, index-linked liabilities with no break clauses was inherently riskier, it
was in my judgment entitled to reach that view.

As to the conclusion on financial viability, the regulator was aware that Inclusion’s
reserves had increased, but it properly took into account the fact that Inclusion’s liabilities
had also been increasing substantially. Inclusion’s total exposure to contractual lease
payments was some £431m as at March 2019, having increased by 30% since the
previous year. That was plainly relevant to Inclusion’s compliance with the financial
viability standard. The conclusion that Inclusion was non-compliant with the financial
viability standard involved no error of logic or approach. It resulted from a judgment,
made by a specialist regulator, which was properly open to it on the evidence it had.

As to growth, it is true that Inclusion had demonstrated that its surpluses had grown (both
in raw and in percentage terms) with its business. But, as noted above, so had its
liabilities. Inclusion’s plan was to continue to enter into long-term leases with no break
clauses in respect of some 350 new units per year. If it was rational to conclude that these
liabilities gave rise to a substantial risk, not adequately addressed by mitigation measures
(as I have concluded it was), it was rational to conclude that adding more units on
precisely the same terms would ‘compound these exposures’. On the evidence, there was
no illogical assumption that growth is inherently likely to increase risks. The conclusion
was that growth on the same model already identified as risky would increase risk. In my
judgment, that conclusion involved no error of logic or law.

Section 108 of the Deregulation Act 2015 requires regulators to whom the duty is applied
to have regard to the desirability of promoting economic growth and, in that regard, to
consider the importance of exercising their regulatory functions in a way which ensures
that (a) regulatory action is taken only when it is needed, and (b) any action taken is
proportionate. In her evidence for these proceedings, Ms MacGregor said that the duty
in s. 108 of the 2015 Act did not apply to the regulator, because although its predecessor
had been specified as an entity to which the duty applied (by virtue of the Economic
Growth (Regulatory Functions) Order 2017 (‘the 2017 Order’: SI 2017/267)), the
regulator had not been so specified upon its establishment in 2018. But the 2017 Order
applies the duty to ‘the regulatory functions specified in the schedule’ (see art. 2(1)),
which specifies “all regulatory functions exercisable by’ the listed entities, including the
HCA. So, on a natural reading, the duty attaches to the function, not the entity, and it
therefore applies to the functions now exercisable by the regulator insofar as they were
at the time of the 2017 Order exercisable by the HCA.

Interesting though this is, in my judgment, it does not matter. Although there is no
reference in the RJ to the desirability of promoting economic growth (something which
also appears in general terms in Regulating the Standards), the main purpose of that duty
is, as indicated by s. 108(2), to remind regulators that excessive regulation can stifle
economic growth and to require them to bear in mind the need to ensure that regulatory
action is limited to the minimum necessary. The regulator plainly thought that the
regulatory action taken here was necessary in the public interest. It has explained its
reasons for that view in its extensive evidence. Section 108 was not intended to preclude
regulatory action where the regulator considered it necessary in the public interest. If the
failure specifically to mention the duty imposed by s. 108 was an error of law, it was not
the kind of error which could be regarded as material. To put it in terms of s. 31(2A) of
the 1981 Act, in the light of all the evidence before me it is not only highly likely but
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practically certain that, even if the duty had been specifically drawn to the regulator’s
attention, the result would have been the same.

As to governance, the regulator accepts that its conclusion was not premised on any
identified criticism of Inclusion’s governance arrangements or structures. Initially, |
could see some force in the submission that the ‘governance’ part of the Standard was
concerned with process and structure rather than outcome. However, §1.1 of the Standard
provides that governance arrangements ‘shall ensure’ that registered providers do certain
things, including ‘have an effective risk management and internal control framework’.
The regulator is in my judgment entitled to conclude that a provider whose business
model is judged to involve too much risk has failed to ensure an effective risk
management framework, particularly where, as here, the flaws were identified very
clearly in 2015 and, in the regulator’s view, have not been sufficiently addressed since.

As to the allegation of unequal treatment between Inclusion and other providers graded
as compliant (about which Mr Stilitz said very little in oral argument), the Supreme Court
has made clear in R (Gallaher Group plc) v Competition and Markets Authority [2019]
AC 96 that ‘unequal treatment’ is a ground for review if and only if it involves drawing
irrational distinctions. In a context such as this, where each judgment is multi-factorial
and fact-specific, a comparison between outcomes in different cases will rarely be an
auspicious basis for a rationality challenge. In this case, the regulator has attached the
RJs for the comparator cases and has briefly explained the key differences. It is plain that
the circumstances of the purported comparators are materially dissimilar. There is no
basis for the suggestion that the distinctions drawn were irrational.

Ground 2 is, therefore, not made out.

Ground 3: Unlawful approach to analysing risk

100
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Under this ground, Mr Stilitz relies on 8§10 of the Code, which is set out at [16] above.
He says that the regulator’s finding that Inclusion was non-compliant ‘on the basis of an
extremely unlikely, managed risk’ and that this finding constituted an unreasoned
departure from 810 of the Code.

This point adds nothing to ground 2. The regulator did not find that the risks here were
‘extremely unlikely’. On the contrary, it described the risks with which it was concerned
as ‘reasonable risks associated with economic and policy cycles’. For the reasons I have
given, that conclusion was rationally open to it, as was the conclusion that Inclusion was
not managing the risks effectively. There was nothing in the RJ that could properly be
characterised as a departure from the general terms of §10 of the Code.

Ground 4: Unlawful departure from Requlator’s policy on grading financial viability

102

103

The complaint here is that, even on the regulator’s findings, Inclusion met the criteria for
grading as V2, rather than V3 in Regulating the Standards (see the summary and excerpts
set out in [12]-[13] above).

This point also adds nothing to Ground 2. 84.9 of Regulating the Standards lists some of
the characteristics that V2 providers ‘can often share’. But the decision whether to grade
a particular provider at V2 or V3 ultimately depends on the exercise by the regulator of
a judgment. The judgment is necessarily qualitative. It depends on whether the
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regulator’s ‘concerns’, which will be present in both V2 and V3 cases, can properly be
described as ‘issues of serious regulatory concern’. The question in each case is whether,
on the evidence, there is a proper, logical and lawful basis for the qualitative judgment
reached. If (as | have concluded) there is, the illustrative indicia in 84.9 are unlikely to
provide an independent basis for impugning the regulator’s judgment. They do not do so
here.

Ground 5: Disproportionate interference
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Under this ground, Mr Stilitz relied on s. 92K(5) of the 2008 Act. In his skeleton
argument, his submission as to why the duty imposed by that provision was breached
was commendably succinct:

‘This duty cannot be reconciled with the Regulator’s decision to downgrade
Inclusion to non-compliant status without contesting the evidence that it is
thriving financially, growing steadily and responsibly, and bringing
substantial social benefit.’

At the hearing, | raised an issue concerning the proper approach of the court to assessing
compliance with s. 92K(5). On its face it appears to impose on the regulator a duty to
exercise its functions in a way that (so far as possible) ‘is’ (rather than, for example, ‘is,
in its view’) proportionate. In some contexts where the proportionality of action by a
public authority is in issue, the authorities require that the court determines the question
of proportionality for itself (giving whatever weight is appropriate in the circumstances
to the view of the public authority): see e.g. Lumsdon v Legal Services Board [2015] AC
697 in the context of the proportionality of derogations from the fundamental freedoms
guaranteed by EU law and R (SB) v Governors of Denbigh High School [2007] 1 AC 100
in the context of the proportionality of interferences with Convention rights. At my
invitation, the parties filed brief, but helpful, supplemental written submissions on the
question whether the same approach was required in this case.

For his part, Mr Stilitz submitted that the language of s. 92K(5) indicated that Parliament
had indeed intended the court to decide for itself whether a particular exercise of
functions was ‘(so far as possible) proportionate’. He relied upon the approach in Bank
Mellatv HM Treasury (No. 2) [2014] AC 700, which he said concerned a similar statutory
obligation to act in a way that was proportionate. Moreover, decisions to which the
obligation in s. 92K(5) applies, like the decisions at issue in Bank Mellat, were likely to
engage property rights under Article 1 of Protocol 1 to the ECHR (‘A1P1°).

Ms Carss-Frisk said that it was not appropriate to import the approach applicable in EU
and Convention cases to a statutory obligation which (i) applies to every function of the
regulator’s; (ii) is qualified by the words ‘so far as possible’ and (iii) involves no
fundamental rights or EU rights. The proper approach is to apply a rationality standard
of review, with the precise intensity of review varying with context, in accordance with
Kennedy v Charity Commission [2015] AC 455.

My conclusions on the proper approach are as follows:

(a) Section 92K(5) of the 2008 Act on its face imposes on the regulator an obligation
of result — to exercise its functions in a way that (so far as possible) is proportionate.
This wording differs from that of other provisions imposing a duty to ‘have regard’
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(b)

(©)

(d)

to the principle of proportionality (see e.qg. s. 3(3) of the Communications Act 2003,
considered by Stuart-Smith J in R (DM Digital Television) v Ofcom [2014] EWHC
961; s. 1D(2) of the Charities Act 1993, considered in Kennedy v Charity
Commission; s. 3(3)(a) of the Legal Services Act 2007, considered in the context
of the domestic challenge by the Court of Appeal in Lumsdon [2014] EWCA Civ
1276, [2014] HRLR 29, esp. at [84]). The difference cannot have been accidental.

The words ‘so far as possible’ do not transform an obligation of result into a ‘have
regard’ obligation. They simply qualify the result that is to be achieved. This means
that Parliament intended the court to decide whether the Regulator did, or did not,
exercise its powers in a way that was so far as possible proportionate — and not
merely whether the decision-maker rationally concluded that the result was so far
as possible proportionate.

But, even where it is for the court to assess whether regulatory action is
proportionate, the weight to be given to the decision-maker’s view will depend on
the context and may be considerable.

Two factors present here suggest that considerable weight should be afforded to
the regulator’s view. First, it was a specialist regulator exercising a judgment in an
area in which it is expert and the court is not. Second, the decision being taken did
not constitute a direct interference with the fundamental rights of Inclusion. In this
respect, [ reject Mr Stilitz’s submission that Inclusion’s A1P1 rights were engaged.
It was not required to be registered. Unlike the counter-proliferation measures at
issue in Bank Mellat (which effectively froze for the foreseeable future hundreds
of millions of pounds of the Bank’s assets), a non-compliant grading has no direct
legal consequences for Inclusion. Indirect practical consequences are not enough
to engage A1P1. The non-compliant grading certainly involved no taking of
Inclusion’s possessions. Nor, in my view, did it involve any control on the use of
those possessions. In these circumstances, considerable weight should be given to
the regulator’s judgment. In the present context, it is unlikely that there will be
much, if any, practical difference between proportionality and rationality review.

In the light of the analysis above, | start by noting (for the reasons | have given under
ground 2) that the regulator acted rationally in awarding Inclusion gradings of G3 and
V3. The regulator’s analysis of the proportionality of these judgments can be seen from
a note of the internal meeting on 15 January 2019:

‘The meeting considered whether the judgment was fair and proportionate,
and if a V3 judgment was within the scope of the reasonable conclusions that
could be reached based on the evidence provided by Inclusion. The meeting
agreed this conclusion was fair and proportionate on the basis that there are
issues of serious regulatory concern. Inclusion had very limited access to
assets in comparison to its contractual liabilities, that the regulator had
sufficient evidence to reach this decision and that the consequences of the
risks crystallising were significant to the provider, the tenants and the sector
reputation. The meeting thought through the implications of the judgment
and considered that it was appropriate to the degree of risk Inclusion was
exposed to, the possible impact on the market place, tenants and third
parties.’
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Although not determinative, the regulator’s conclusion that its actions were proportionate
— based as it was on a rational and lawful analysis of its ‘serious concerns’ — is entitled
to considerable weight. One matter not expressly considered by the regulator, but in my
judgment plainly relevant to the overall assessment of proportionality, was the effect of
the G3/V3 grading. In awarding such a grading, the regulator was not stopping Inclusion
from trading. It was merely saying — publicly — that there were ‘serious issues of
regulatory concern’ and that, ‘in agreement with [the regulator], the provider is working
to improve its position’. I accept that this is likely to have, and in this case has had, a
practical effect on Inclusion’s relations with certain third parties, but a G3/V3 grading is
not a ‘striking off”. It is intended to encourage changes that will lead to compliance.
Looking at the matter as a whole, | consider that in awarding the grading in this case, the
regulator exercised its functions in a way that was (so far as possible) proportionate.
Ground 5 is not, therefore, made out.

The importance of promoting the provision of social housing

111
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During the hearing, in the light of Mr Stilitz’s emphasis on the social benefits of
Inclusion’s model, I asked whether it was part of Inclusion’s case that the regulator had
failed to comply with its duty under s. 92K to perform its functions with a view to
achieving so far as possible the economic regulation objective, which by s. 92K(2)(b)
includes supporting ‘the provision of social housing sufficient to meet reasonable
demands (including by encouraging and promoting private investment in social
housing)’. Mr Stilitz said that this was part of his case, relying on §§10, 15 and 92 of his
Statement of Facts and Grounds. Ms Carss-Frisk objected to this point being raised,
saying that on a proper analysis of those paragraphs, the point was not pleaded and noting
that, if it had, been it could and would have been addressed in evidence.

| have considered the paragraphs in the Statement of Facts and Grounds identified by Mr
Stilitz. They advert to the fact that Inclusion’s model enables it to provide social housing
which would not otherwise be available and point out that this constitutes a social benefit.
They do not, however, include any pleaded allegation that the regulator erred by failing
to give proper consideration to this fact, contrary to its duty under s. 92K. An allegation
that the regulator had left out of account a statutorily mandatory consideration would, in
my view, have to be pleaded. This is not just arid procedural pedantry; it is a matter of
fairness. Here, the regulator has answered the pleaded allegations fully. This point was
not among them. It would not be fair to entertain a ground of challenge not advanced at
any stage before the hearing (including in the skeleton argument) to which responsive
evidence could in principle have been relevant: see R (Talpada) v Secretary of State for
the Home Department [2018] EWCA Civ 841, at [69] (Singh LJ). To the extent that Mr
Stilitz’s submission implicitly included an application to amend his Statement of Facts
and Grounds, I refuse it.

Conclusion
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For these reasons, Inclusion’s claim for judicial review of the ‘Regulatory Judgement’
published on 15 February 2019 is dismissed.
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