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Definition

Kindleberger describes a bubble as an ‘upward price movement over an extended
range that then implodes’. In other words, a bubble is a steep increase in the price of
an asset such as a share over a period of time, followed by a steep decrease in its
price.

Others have suggested that, for an episode to constitute a bubble, prices must have
become disconnected from the ‘fundamental value’ of the asset. Though this is
suggested to apply to RCC there has been insufficient analysis to ascertain the
accuracy of this assertion.

An implication of the Kindleberger definition is that a bubble can only be identified
with 100 per cent certainty after the event. In the lives of children in care this would
be tool late. In a sector with 75% private investment, with no discernible other source
of investment, and no legislative basis for the public sector taking on any private
sector homes, we need to be cautious

Bubbles are not random. There are predictable factors.

An analytical framework needs to be applied to RCC to see if it complies with
the causes, and potential for consequences, of RCC being a bubble.

Bubbles, being speculative, can encourage overinvestment, overemployment and
overbuilding, which ends up being inefficient for both businesses and society

Any factors that may lead to stress or failure of repayments to collateral backing
bank loans. Needs to be looked at forensically.



A bubble has 3 components

1.

Marketability

2. Money/credit
3. Speculation

Marketability

RCC is an asset which currently can be freely bought and sold.
Itis legal

It is in demand

There is increasing increased participation in the sector

It is a readily transferable asset — see transactions.

Money/credit

There is sufficient capital available to the public to invest in the asse

Interest rates and loose credit conditions stimulate investment.

Entry and acquisition use borrowed money. (This drives up prices. Banks are
lending other people’s money and borrowers are borrowing other people’s
money, neither are fully on the hook for losses in an investment. The greater
the expansion of bank lending, the greater the amount of funds available to
invest in the bubble, and the higher the price of bubble assets will rise. When
investors start selling their bubble assets in order to repay loans, the price of
these assets is likely to collapse. Financial bubbles can thus be directly
connected to banking crises).

There is little evidence that investors are being attracted to make provision for
riskier high level complex needs. There is no evidence that investors are
pushing for ‘reach for yield’ that would stress the investment. There are few
internal factors that present risk. External there are regulation, and new
entrants.

Speculation

Speculation is the purchase (or sale) of an asset with a view to selling (or
repurchasing) the asset at a later date with the sole motivation of generating a
capital gain.

There is evidence that there has been investment in the expectation of future
price increases.

There is evidence that there are (unknown) numbers of novices to RCC who
have speculated by opening homes. These have been attracted by demand,
the purchaser being the local state, strong demand, encouraging analyses by
investment advisors.

There is momentum. Speculative investment is self-perpetuating: early
speculators make large profits, attracting more speculative money, which in
turn results in further price increases and higher returns to speculators. The
amount of speculation required to start the process is only a small fraction of
that which occurs at its peak.



e There is an assumption that price and income and occupancy will be stable
and the investment is secure. There has been no defaulting. Interestingly the
purchasers are showing signs of stress eg, Croydon

e Current repayment of investment can be made within a few years

e There are examples of repeat investors. Those involved in corporate financing
becoming sole or small investors and building a provider to have a number of
homes.

The spark

1. Innovation — there is little that is new.

2. Government policy — the growth of the private sector occurred with the advent
of commissioning, an adjunct of New Labour ‘third way’, the partnership of
private and public to provide services.

Bubbles are useful

e The bubble may facilitate innovation and encourage more people to
become entrepreneurs, which ultimately feeds into future economic
growth.

e The new methods technology developed by bubble companies may help
stimulate future innovations, and bubble companies may themselves use
the technology developed during the bubble to move into a different
industry.

e Bubbles may provide capital for technological projects that would not be
financed to the same extent in a fully efficient financial market.

However,

3. Equally, through the use of state supported financing there could be
investment from LAs eg muni bonds or infrastructure bank. This could lead to
‘better regulation’ reforms. More LA homes would mean less occupancy for
the private sector and stress their finances. The behavioural economics of this
would be the creation of pressures to make opting into better ethical
regulation of financing becomes possible even attractive, a nudge.

However this creates the factors for the following section

Why do bubbles end?

¢ Return falling makes borrowing to invest in an asset more difficult for
speculators.

e This creates investor strike and flight. Rapid disinvestment has to be a factor
to be considered more closely than it has been to date.

Some bubbles cause widespread economic damage.

There are two important variables: the size of the bubble and its centrality within the
wider economy.

The most damaging bubbles are those where substantial wealth is invested in an
asset that is deeply integrated with the rest of the economy, especially in the form of



supply chains, as is RCC. A lender may evaluate the investment is at risk and ‘call it
in’. Others follow in an unplanned slide. The exposure of banks could cause a sector
wide crash and a shortfall of provision that could not be bridged.

Discussion

Shiller and other economists argue that bubbles can largely be explained by
behavioural economics, with cognitive failings and psychological biases on the part
of investors causing prices to rise beyond their objective value.

A subset of investors, for example, may suffer from an overconfidence bias, whereby
they overestimate the future performance of a company, or they may have a
representativeness bias, whereby they incorrectly extrapolate from a series of good
news announcements and overreact. Other investors may simply follow or emulate
this subset of investors simply because of herd behaviour and naivety on their part.

The above has some relevance to an understanding of the RCC sector.
Jonathan Stanley
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6 months on and the worry has not gone away

There have been reports from the ICHA ICHA Dec 2020 final and LGA Profit making and
risk in independent children’s social care placement providers | Local Government Association
reporting financial aspects of social care placements.

There are important aspects to be taken into account such as continuing occupancy.
There are also wider matters to be taken into account too.

Recovering from Covid Government injected funding has given confidence to
financial markets. Investors are projecting more than normalisation. The ingredients
for a mini-boom exist.

Into every sky comes a grey cloud. There are 3 reasons to worry, and these can
affect Residential Child Care as it is a largely privatised sector.

1. There is the risk of inflation. Before recovery has got going, especially in
Britain the cost of raw materials is rising. There is also the newness of Brexit
tariffs. Inflation affects financial repayments when refinancing. It is important
when considering a capped or constricting financial budget, the next Spending
review will be crucial to have regard to children’s services.

2. The symptoms of a bubble are present externally: over-evaluation, steep price
rises, speculative investor behaviour. With an external lens from children’s
services it is possible to see these as present. If isolated they can be
managed, it is the pattern that matters.

3. The multiplicity of substitution for residential settings affects occupancy.
Currently there referrals are many and vacancies few. This creates high
occupancy. There are many projects, No Wrong Door roll out, Step down,
Local authority homes that could affect occupancy.



It needs to be discussed.



