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U.K. Care Homes: Is the Market Finally on the Brink of a

New Wave of Investment?

The U.K. is facing a crisis in social care. Spending
cuts and pressure on budgets mean local authorities
(LAs) are struggling to fund services for an ageing
population, and the shortage of care is adding to
the difficulties of the already overstretched National
Health Service (NHS).

One of the root causes of the problem lies within the care homes
sector, where the supply of homes is failing to meet consumers’
needs, especially when local conditions are considered. Public
sector funding for care home places is unsustainably low, averaging
£620 a week, and covers no more than day-to-day operating costs
for many operators, according to the Competition and Markets
Authority (CMA). The lack of a viable rate of return on capital
invested prevents many care home operators, especially those that
have a strong bias towards LA funding, from reinvesting in new
capacity.

Access to a care home is increasingly becoming a postcode lottery,
with the government unable to fulfil its obligation to ensure the
availability of good quality, suitable public-pay care.

Yet despite the negative headlines, the combination of consumer
demand for privately funded care and proposals expected in the
government's summer 2018 green paper suggests that a new wave
of investment may be forthcoming to address the U.K.’s long-term
care needs.

Figure 1
Year of registration of U.K. care homes, and proportion purpose-built
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In this Executive Insights, L.E.K. Consulting examines why the U.K.’s
underserved care homes market presents an economically viable
investment opportunity.

The scale of the problem — and the opportunity

Care homes in the U.K., particularly those funded by the public
purse, have long suffered from structural underinvestment.
According to public statistics, investment in additional public and
private care home capacity was greater than capacity withdrawn
in only two out of the five years between 2011 and 2016, and

a number of market observers are suggesting an even bleaker
picture. Successive years have seen a net loss of capacity at a time
when the number of elderly in the population is increasing, along
with the subsequent demand for nursing and residential care.

An equally serious problem is that many of the existing homes are
old and not purpose-built, often resulting in poor service quality
and inadequate facilities for residents and carers (see Figure 1). In
order to address the shortage of care home places, the sector is
estimated to need another 200,000 private and public beds over
the next 10 years, equivalent to c. 45% of current capacity.

In the publicly funded sector, insufficient weekly fee levels are

the result of limited annual increases over an extended period
(see Figure 2), making investment unattractive and meaning the
building of new care homes in many locations is not economically
viable. This is of particular concern given that c. 95% of publicly
funded capacity is now provided by the private sector. By contrast,
private fee rates have continued to increase by 6-7% per annum.
Amid budget uncertainty, many LAs have been favouring spot
contracts over block contracts with private care providers, further
removing urgently needed long-term visibility and certainty of
funding. It is clear that the U.K. care homes market is in dire need
of both extra capacity and reform.

Investigations by the CMA and the Care Quality Commission (CQC)
in the past 18 months have highlighted the need for reform, and the
government is expected to publish a green paper on this subject in
summer 2018 addressing seven main areas (see Figure 3).

Figure 3
Seven key government green paper principles

Source: House of Commons briefing paper (number 8002), March 2018

Figure 2
U.K. average weekly fees in for-profit care homes
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Note: L.E.K. analysis is based on LaingBuisson data to split out private-pay vs. public-pay fees

Source: LaingBuisson; L.E.K. analysis; CMA; NHS Digital; Local Government Association

The CMA and CQC reviews concluded that the public-pay care
homes market is not viable in its current state, and the CMA has
presented groundbreaking recommendations to overhaul the
sector. These include:

e Increasing weekly fees for providers with 75%+ exposure to
LA funding—the increase in public-pay rates does not require a
reduction in private-pay rates

e Requiring LAs to properly plan for care home provision in their
region (public and private-pay)

e Introducing a central oversight function to ensure LAs are
fulfilling their obligations (i.e., properly planning and creating
sufficient care home capacity)
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Succeeding in the care homes market: meeting
consumer expectations

Despite the history of underinvestment and poor performance,
there are a number of positive indicators in the care homes market.
The increasing wealth of the ageing population is particularly
notable, combined with the fact that a proportion of LAs are
paying economically viable rates, at least for value-for-money based
providers, such as Care UK, Barchester and HC One (see Figure 4).

Many elderly people are able and, in the light of the lower-quality
services offered by the public sector, willing to consider paying
for nursing or residential care. In a survey conducted by L.E.K. in
2017, more than 45% of those aged over 60 stated they plan to
fund care from their own financial resources. Indeed, changing
consumer perceptions about care homes have created new
opportunities in the private-pay sector, with operators converting
public-pay beds into private-pay beds and investing in new,
purpose-built capacity.

Successful care home providers are developing consumer brands,
showing a good understanding of the customer journey and of
propositions that will appeal to private and public payers alike.
Key components include:

e High quality of care

e Quality of facilities and surroundings — for example,
new purpose-built facilities, en-suite bathrooms and
attractive gardens

e Hospitality — welcoming environment, dining facilities and
food offering

e Activities for residents that are engaging and focused on
individual preferences — for example, croquet and gardening

e Close engagement with family members

High-quality private-pay care homes are more expensive than
public-pay services. Fees average £820 a week, or 30% above those
in public-pay homes, and annual price increases average 5-6% to
mitigate underlying increases in costs and wages, in particular the
national living wage (see Figures 2 and 4). As a result, the private-
pay market has seen more investment in recent years, particularly
from real estate investment trusts and other infrastructure investors
attracted by long-term sustainable rental yields.

Figure 4

England care home population by average weekly fee

and funding source (2018)
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L.E.K. has analysed care home demand in the U.K., identifying

a large number of postcode districts that have sufficient wealth
among the local population to fund private care and that also lack
recently built, fit-for-purpose capacity. Depending on the wealth
criteria applied, there are up to 1,800 of these “hotspot” locations,
highlighting the structural demand and size of the investment
opportunity in the private-pay sector and parts of the public sector.

Opportunities for the astute

The private-pay segment of the market will continue to offer
attractive investment opportunities, particularly for increasingly
sophisticated and consumer-orientated private operators, in what
remains a fragmented supply-side landscape where only 25% of
U.K. care home capacity is owned by the top 10 providers.

With a proportion of the public-pay market known to be
economically viable, the government’s forthcoming green paper
and response to the CMA and CQC reports should have the
medium-term effect of making investment in public care home
capacity more attractive and accelerating the flow of funding into
the sector. Established private care providers are already reporting
a growing interest from LAs in innovative ways of creating and

supporting sustainable provision of care homes in the public-

pay market — for example, Care UK's contract with the LA in
Suffolk. Nevertheless, the future remains uncertain. If and when
government reforms are introduced, budgetary pressures on LAs
could still limit the implementation of more fundamental change.

Investing in the care homes sector over the past five years has not
been straightforward, but leading providers such as Barchester, HC
One and Care UK (and some smaller providers) have shown that it
can be economically attractive. The expectation is that the green
paper and government reforms will stimulate renewed interest in
accelerated capital investment. This will likely be achieved through
a combination of the public sector’s willingness to pay enhanced
rates for value-for-money care and the wealth of the mass affluent
stimulating an attractive private-pay market. Initially, providers with
existing capacity may find it easier to operate in this market, and it
is highly likely that new investment opportunities will arise in the
short to medium term.

With determination and policy support, the next five years should
create much greater opportunity than the past decade did.

About the Authors

Eilert Hinrichs is a Partner in L.E.K. Consulting’s
London office. He has 20 years of consulting
experience and is senior member of L.E.K.’s European
Healthcare Services practice. He has completed a
large number of assignments, working closely with
senior management teams in addressing key strategic
issues, developing market entry strategies, improving
commercial effectiveness, and providing transaction
support on both the buy and sell sides.

Jonathan Sparey is a Partner and Head of L.E.K.
Consulting’s European region. He is a member of

the Global Leadership Team and is a longstanding
member of L.E.K.’s European Healthcare Services
practice. Jonathan has more than 35 years of
advisory experience in strategy consulting, and has a
particularly deep understanding of, and wide ranging
experience across, the healthcare market in Europe.

About L.E.K. Consulting

L.E.K. Consulting is a global management consulting firm that uses deep industry expertise and rigorous analysis to help business

leaders achieve practical results with real impact. We are uncompromising in our approach to helping clients consistently make better
decisions, deliver improved business performance and create greater shareholder returns. The firm advises and supports global companies
that are leaders in their industries — including the largest private and public sector organizations, private equity firms and emerging
entrepreneurial businesses. Founded in 1983, L.E.K. employs more than 1,200 professionals across the Americas, Asia-Pacific and Europe.

For more information, go to www.lek.com.

L.E.K. Consulting is a registered trademark of L.E.K. Consulting LLC. All other products
and brands mentioned in this document are properties of their respective owners.
© 2018 L.E.K. Consulting LLC

Page 4 L.E.K. Consulting / Executive Insights, Volume XX, Issue 41

LEK.



