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SUMMARY
The Government’s Resource Accounting and Budgeting Act will change the way public sector bodies record
their finances. The introduction of accruals accounting, the system of financial reporting used by private sector
corporations to show their shareholders how profit has been generated, realised and distributed, means in
essence treating a public sector body as a wealth accumulating entity and accounting for capital via a system of
depreciation, interest and dividend charges. This paper uses the case of the NHS acute trusts to demonstrate
empirically the effects and implications of introducing accruals accounting based on current cost accounting
valuation methods and requiring public sector bodies to make a 6% return on the value of their assets.
In the early 1990s the Government reconfigured the NHS hospitals as public corporations in the public sector
providing acute healthcare services. This paper firstly examines empirically the validity of both the implicit
assumptions and the explicit objectives of introducing capital charging into the NHS Trusts. It compares the
incidence of capital costs and charging; the relative efficiency of the public and private sector in respect of both
asset and labour utilisation; and assesses the value and implications of capital charging as a managerial solution
to the perceived problems of the NHS.
The analysis demonstrates a number of important points. Firstly the original problem definition was wrong.
Capital costs were not a major cost. But the Government’s 'solution' to the 'problem' threatens the financial
viability of a significant number of hospitals and the ability to deliver healthcare services in the future. The real
problem was a lack of revenue. It challenges the myth of public sector management inefficiency.
The paper secondly examines the implications for capital expenditure by showing how the regime operates to
constrain investment options in ways that fly in the face of financial prudence, sound planning and the legitimate
aspirations of the population. It also shows how it paves the way for PFI/PPP solutions to capital investment
decisions – solution that other research has shown to be expensive, poor value for money and unaffordable
without cuts in service provision, asset sales, subsidies and the diversion of resources to the PFI project.
The final section draws out some of the wider implications of this research for the NHS and other public services.
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Policy Implications of Accruals Accounting: The Case of the NHS Acute Trusts
The Government’s Resource Accounting and Budgeting Act will change the way public sector bodies record
their finances. The introduction of accruals accounting, the system of financial reporting used by private sector
corporations to show their shareholders how profit has been generated, realised and distributed, means in
essence treating a public sector body as a wealth accumulating entity and accounting for capital via a system of
depreciation, interest and dividend charges. One of the first public sector organisations to introduce capital
charging as the system has become known, is the NHS. This paper therefore uses the case of the NHS acute
trusts in England to demonstrate empirically the effects and implications of introducing accruals accounting
based on current cost accounting valuation methods and requiring public sector bodies to make a 6% return on
the value of their assets. While the financial arrangements for hospitals in Scotland are slightly different, the
story is essentially the same.
The paper is structured as follows. The first section explains the background to the introduction to capital
charging in the NHS, its meaning, assumptions and objectives. The second section draws on research carried out
a few years ago and outlines how the system works in terms of the Government’s assumptions and stated
objectives, which are essentially the same given for resource accounting in the rest of the public sector. The third
section draws on more recent and up to date analysis that considers the implications of the capital charging
regime in the acute hospitals and its (adverse) impact on the trusts' revenue budget. It then considers the various
'solutions' to the financial dilemma facing the trusts, the implications for capital expenditure, the way capital
charging paves the way for PFI, and lastly some alternative funding mechanisms. This is important given the
Government’s current emphasis on modernising the dilapidated public infrastructure. While the focus of the
sections two and three is different, there is inevitably some overlap between the two. The final section draws out
some of the wider implications of this research for the NHS and other public services.
Introduction of capital charging: its meaning, assumptions and objectives
The 1989 White Paper "Working for Patients"1 laid the groundwork for reconfiguring the NHS as business units
in the public sector, purchasing or providing healthcare services. One little known or understood aspect of that
reorganisation was the introduction of capital charging which, it was claimed, would improve efficiency, from
which all would benefit, and increase patient choice2.
Capital charging means firstly that the Trusts, as healthcare providers, have to charge their purchasers the full
cost of providing healthcare services without any cross subsidies. This includes the cost of capital and a charge
for depreciation. Secondly they have to take responsibility for the repayment of past capital and future
maintenance and enhancement of their infrastructure and equipment. Capital charges are represented in the
financial accounts as the charge for depreciation (for the consumption of productive capital), interest on the debt
which has been assigned to the Trusts as a result of past capital expenditure, and dividends to the Government
on the Public Dividend Capital (PDC), the equivalent of the Government’s shares in the Trusts. The Trusts are
required to make a financial surplus, equivalent to at least 6% of the value of their asset base, after paying out all
the operating expenses, which include depreciation, in order to cover interest and dividends. Although in 1999
the requirement to make interest payments was removed and subsumed into dividend payments - the reasons for
which will become apparent - the system is still essentially the same.
In other words, the 1990 legislation that followed the White Paper required the hospitals to repay the Government
for past capital expenditure on their assets provided 'free' decades ago, on the basis of what it would cost to
replace them today, via interest charges and dividends to the Government as the ultimate owner. It should be
noted that the private sector values its assets on an historic cost basis with occasional revaluation. The effect of
current cost valuation is to increase the value of the asset base and thus make capital charges - to be paid for out
of revenue - cripplingly high. The Government further required hospitals to make a depreciation charge for their
use of equipment, buildings, etc., thereby requiring hospitals to assume responsibility for their capital
consumption and replacement But assets would be revalued every five years and reindexed in the intervening
years to take account of inflation. Thus in a period when land values and building costs were rising, capital
charges would also rise. However, there was no guarantee that revenues would also rise to meet the increased
charges.
NHS hospitals have three statutory duties - all financial. They have to make a surplus, after paying their
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operating costs, equal to 6% of the value of their land, buildings and equipment in order to pay their interest
charges and dividends to the Treasury. A rate of 6% was chosen quite explicitly "in order to ensure that there is
no inefficient bias against private sector supply"3, not in order to reflect the real cost of capital to Government.
Bringing public sector capital accounting in line with private sector conventions in respect of returns on capital
makes the substitution of private capital for public capital provision a logical move. It disguises the most
significant difference between the two sector. Whereas enterprises in the private sector operate in order to
accumulate capital and wealth, the public sector's raison d'etre is to provide much needed services that could
not otherwise be provided so cheaply on a universal basis in the private sector. In addition, hospitals have to
breakeven after paying interest on the debt assigned to them and they had to keep within their external financing
limit (EFL). Hospitals are only allowed to borrow to finance their investment not operating costs.
The capital charges would be circulated back into the healthcare economy. The Government said that NHS
purchasers as a whole were to be fully funded in the aggregate for the total amount that NHS providers as a
whole charged for capital. But the individual Health Authorities were to be funded on a weighted capitation basis
not for the facilities within their area as a whole. Thus individual trusts would not necessarily be fully
recompensed for their capital charges.
Previously the capital for new buildings and equipment came in the form of a Government grant with no dividend
or repayment obligations. The proponents of capital charging, even those who opposed the present system,
argued that as a 'free' good, hospitals had no incentive to use capital efficiently 45678910. Several investigations had
criticised the NHS's surplus property, the under-utilisation of its assets and the poor maintenance of the
estate 11121314.
The White Paper argued that capital charging would make the Trusts more efficient and managers more aware of
the cost of capital; and would enable comparisons to be made between different parts of the NHS and between
the NHS and the private sector. There was little public debate about capital charging and it was presented as a
technical part of a set of health reforms whose centrepiece was the internal market.
But high capital charges may be due to hospital specialisms, the responsibility for teaching the next generation of
clinical staff, research, case mix, geographic location (in city centres or remote areas), and historical, demographic
and social factors beyond the immediate control of management. Inability to reduce or manage high capital
charges would lead to painful service reductions in high cost or low population density areas and the
development of acute services based on the purchasers' ability to pay rather than perceived need derived from
epidemiological information.
There are several assumptions implicit in all this. Firstly, there was the assumption that the NHS was inefficient in
its use of capital and less efficient than the private sector. Furthermore, the problems of the NHS could be solved
by increased efficiency rather than increased funding about which little was said. Secondly, that a public service
providers such as the NHS operate on a similar basis to a commercial enterprise. Thirdly that efficiency could be
increased by the imposition of private sector accounting techniques and lastly that a system of capital charging
based upon current cost valuations represents the cost of the buildings and equipment used to deliver services.
However, the Government provided no evidence to support the validity of any of these assumptions and
assertions. Neither did it demonstrate the importance of capital relative to labour or purchasing costs. Similarly
there was an absence of empirical detail to establish the likely outcomes and problems of implementation and
hence evaluate the claims and promises that were made. Yet the justification for disposing of surplus property
was that it would reduce maintenance costs. But since expenditure on maintenance was between 2.9% and 6.7%
of revenue expenditure in 1985-86, and 6% in 1998, the sale of property, while desirable, would have very little
impact on total costs.
The obligation to pay capital charges would act as a powerful incentive to sell off surplus assets and to refrain
from acquiring expensive new facilities. The financial logic of such a system entails minimising the value of the
capital base. While central Government would still provide the finance for any additional investment, the trusts
would be acquiring a liability and extra expenses in the form of increased depreciation charges, interest charges,
dividends and debt repayment to the Government. The implications for the capital investment programme will be
developed in the third section of the paper.
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Capital charging, asset and labour utilisation, costs and efficiency
This section summarises the results of research carried out to assess the validity of the Government’s
assumptions about capital charging and efficiency, the relative efficiency of the public and private sector
hospitals, the impact of capital charging, and the likely implications for the delivery of healthcare services 1516. It
uses the kind of numbers and measures the Government and accountants use when they talk about efficiency inputs to outputs as measured in financial terms. The data is derived from a compilation of the annual report and
accounts of all the acute hospital Trusts in England since achieving Trust status17 and two of the major private
sector hospital groups. It is supplemented by interviews with finance directors of a few hospitals.
1.

How important is capital in running NHS hospitals?

Table 1 shows that the amount spent on capital, the sum of depreciation, interest and dividend on the PDC,
accounts for 9% of total income received, whereas purchases of all bought in goods and services account for
28% and labour 63%. Thus the most important cost to control is not capital but labour. Yet the Government
introduced capital charging because capital was assumed to be a major cost. But more importantly, it is hard to
see how introducing capital charging can achieve powerful cost reductions through more 'efficient' asset
utilisation in an activity that like all public services is labour intensive.
Although it is small as a percentage of total income, it is a significant item in a cash strapped service. Since it is a
charge that must be met, and since purchases are already low, then labour must be squeezed to provide the
surplus to cover the capital charges or revenues must be increased. This is its real significance.
2.

How do private hospitals pay for capital?

The three major private hospital groups which account for 50% of the beds in the private hospital sector are
BUPA, General Healthcare (BMI), and Nuffield. BUPA, part of a mutual insurance group and the largest of the
private sector groups, pays no dividends or interest charges and has a policy of reinvesting the surplus. Nuffield
is a charity, a non profit making organisation which therefore pays no dividends. Thus these hospitals do not
pay the full cost of capital and their capital is, to some extent, a free good. Only the General Healthcare hospitals
operate on a 'for profit' basis and pay the full cost of capital.
Two points follow from this. Firstly the Government confused the private sector with profit for distribution to
shareholders and thereby assumed that all the private sector hospitals paid the full cost of capital. Secondly an
examination of the accounts show that BUPA could not breakeven if it had to pay interest and dividends on its
capital. Neither could General Healthcare make an adequate profit if its assets were valued on the same basis as
the Trusts.
3.

If the Trusts are to be compared with the private hospitals, how similar are they?

The private hospitals are much smaller, having typically fewer than 100 beds. Their (rising) income is largely
derived from the insurance policies of their patients. Their prices per case are usually higher than those in the
public sector - as one finance director of a private hospital implicitly admitted when he said that they do not
normally seek work directly from GP fund holders or the Health Authorities, despite the fact that they operate at
about 50% of capacity.
They do not carry out a full range of medical and surgical treatments but concentrate on elective surgery and
acute care, usually of the less complex variety. The public hospitals on the other hand, at least on a regional
basis, carry out a full range of treatments, including accident and emergency, obstetrics, paediatrics,
gerontology, to name but a few, and are required to have contingency plans to meet a wide variety of disasters,
epidemics, etc. The private hospitals perform fewer services 'in house' and buy in more goods and services, often
from the public hospitals. They therefore carry out a very different mix of activities.
Their accounting policies are based on historic cost conventions and management decisions, subject to
conformity with statutory and Accounting Standards Board requirements. That is, they record their assets at the
original purchase price with occasional revaluation. The Trusts' accounting policies, on the other hand, are set
by the Government. The Trusts are required to value their assets at current replacement cost (CRC) which is
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much higher than the original cost. The significance of this will be developed later.
Thus the private sector hospitals differ from the Trusts in terms of their income base and ability to charge
premium prices, their patients and activity mix, as well as their accounting and financial regime.
4.

How well do the Trusts use their assets?

Asset utilisation is typically measured as income divided by total fixed assets or, as is preferable because it
corrects for bought in goods and services, value added or net output divided by total fixed assets. The larger the
ratio, the higher or better is the asset utilisation.
Table 2 compares the Trusts with: private sector hospitals, despite their different mix of activities; hotel groups
because most hospitals are hotels for the ill; and the giant food retailers because they use expensive space to
deliver a service and they are considered as exemplars of private sector efficiency (or at least they were until their
recent fall from grace). Despite the handicap of low income per case, and high asset valuations, the results of this
comparison are really quite surprising: the publicly run hospitals are not inferior. Contrary to the assumptions of
the White Paper, asset utilisation is superior to that in private sector organisations like Marks and Spencer, Forte
and BUPA. Despite the private sector's advantages of historic cost valuation and commercial freedom of
manoeuvre, the public sector's margin of superiority over private sector operations such as Forte and Tesco in
hotels and retailing is greater than 2:1. And this margin has since increased.
The comparison with private sector hospitals is particularly interesting; asset utilisation in acute Trusts is
arithmetically the same as in General Healthcare and twice as good as in BUPA hospitals. Despite the triple
handicap of current cost asset valuation, low income and a huge demand for their services, the Trusts performed
better than BUPA and the same as General Healthcare.
5.

How well do the hospitals use their labour?

The private hospitals spend a smaller proportion of their income on labour: BUPA spends 37-39%, General
Healthcare spends 40%, while the Trusts spend 62%. But this is not the result of paying lower wages. Their wage
costs per employee are very similar despite the fact that the private hospitals employ few or no senior medical
staff as patients pay their consultants and anaesthetists directly or via insurance without the payments going
through the hospital accounts. In practice they pay their staff similar wages to NHS staff. Their staffing levels are
much lower than would be expected on the basis of income - about one-third the level of the Trusts. But the
finance directors were adamant, as indeed were their nurses, that there were more staff per comparable case than
in the public sector. This of course must be true since no one pays to go privately to get less personal care. But
this in turn means that the lower staffing levels are not achieved via different and more efficient work practices
but by concentrating on activities which maximise throughput with conveyor belt treatments and cases with a
lower labour content. This is a result of concentrating on elective surgery rather than providing a full service.
Thus their lower labour costs depend upon their ability to choose their case mix - like the privatised buses - not
technically superior efficiency, and farm out the difficult cases to the NHS.
6.

What is the impact of capital charging on the Trusts' financial position?

Table 3 compares three groups of Trusts: those with below average capital charges, average charges and high
charges. The above average group had the lowest income and a high proportion of their assets in equipment that
carries a higher depreciation charge than buildings, and a correspondingly higher depreciation charge. But the
really interesting point is the surplus to income figure. This reflects their ability to manage costs: the higher the
ratio the lower their costs and the more 'efficient' they are. The above average group is the most cost efficient.
But because of capital charges they have a lower than average surplus, the lowest accumulated reserves and are
the least able to meet their financial targets.
Thus the system of capital charging penalises the specialist and small hospitals and the most efficient hospitals.
The source of the problem is the low income relative to their high asset base. The scale of the problem can be
demonstrated as follows. Since the Trusts are required to make a 6% return on their asset base and the average
Trust has a 5% surplus/income ratio, it is quite simple to calculate the total income required for the acute sector
as a whole. In 1995 the hospitals needed an income of £1.43bn more than they actually received - a sum
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equivalent to the income of 22 average size Trusts. And the situation has not improved. Unless they are bailed
out by the Government, some Trusts must sell their buildings and land and/or close to bring their income into line
with their assets.
7.

Implications for service delivery

In effect the reconfiguration of the NHS as business units in the public sector established entities akin to the
former nationalised infrastructure industries. They were required to operate as commercial entities and make a
surplus to cover the cost of capital as though they were normal commercial corporations despite the fact that
they were required at least in principle to provide a universal and comprehensive service. Yet no country in the
world has been able to operate healthcare on a commercial basis for the entire population. This was why there
was a decades long struggle for a publicly funded NHS and other public services.
Increasing the surplus means improving flow or altering the activity mix to improve throughput via conveyor belt
treatments that minimise the need for labour. But the results are perverse from three points of view. Firstly, only
those treatments that maximise patient flow and income will be given. Increasing Trust income when this is
effectively static at a national level means stealing market share and forcing other Trusts out of business: grocery
store economics. It means concentrating services at certain sites, and closing others, especially the more
expensive inner city sites, to reduce costs. There will be ever larger and fewer hospitals, increasingly inaccessible
to those without cars.
Secondly it involves a policy of early discharge and short stay. So the increased efficiency is achieved by
passing the costs onto primary care and the patients' families. While this may be an efficiency gain for the
individual Trust, it is hardly consistent with the notion of social healthcare provision and social efficiency.
Thirdly the reconstitution of hospitals as businesses with financial objectives jettisons any attempt to plan the
provision of health services based on the perceived need derived from epidemiological information. The logic of
a financially driven system entails forms of treatment which are high tech and short stay based; favouring those
living in the suburbs rather than the inner cities; and those who are basically well rather than those who are
chronically sick.
The rhetoric employed to justify charging for capital focused on efficiency and capital or asset usage. But this
research, using the publicly available financial information and forms of analysis used by the Government and
accountants when discussing efficiency, challenges the claims about the importance of the cost of capital and
the assumptions that the hospitals were inefficient in their use of capital and labour. While the system was
resource neutral at the aggregate level, there were winners and losers within the Trusts, and the losers were not
necessarily the ‘inefficient’ Trusts. Finally, far from increasing patient choice, the inevitable reduction in the
number of hospitals and treatments has already reduced patient choice - outcomes far removed from the
promises.
Implications for capital investment programmes
This section summarises the evidence as it relates to the implications for capital investment. Capital charging
cannot be understood without reviewing how it relates to other aspects of Government policy such as PFI/PPP.
Indeed, capital charging is not so much an end in itself but a means of restructuring the public sector. It is part of
a process that leads to different forms of privatisation, via various outsourcing mechanisms, of public services
that cannot be sold as business enterprises for political or financial reasons as they are simply not cash
generative enough.
With much of the NHS stock old and antiquated, billions of pounds of refurbishment and new hospitals are
needed. But the planning of service delivery is affected by the mechanisms used to finance investment
independently of the overall level of resources. In other words, financing mechanisms are about more than
raising money: they shape the decision making process for service planning due to the constraints and
incentives placed on existing stakeholders by the financial systems and the introduction of new stakeholders.
The financial arrangements therefore set the context for investment planning and influence the set of options
available for the service.
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1.

What is the impact of Capital Charging on operating expenditure?

Two main points emerge from Table 4. Firstly, while the Trusts’ average income rose from £61m in 1992 to £78m
in 1998, it failed to keep pace with rising costs, and the average operating surplus, needed to pay interest and
dividends, fell from £4.6m to about £3m in 1998. Secondly, after accounting adjustments (provision for clinical
negligence, book adjustments for loss of assets on disposal, etc.,) and paying interest and dividends the average
Trust surplus disappeared and its deficit rose to £0.4m in 1998. A number of Trusts were unable to pay their
interest charges. Even more were either not paying any or paying dividends equal to less than 6% of their Public
Dividend Capital (the Government’s equity stake) to the Government. Thus many of the trusts were not making
the full 6% return on their assets to the Treasury/Department of Health, as under the system of capital charging
they were supposed to do because they simply could not afford it 18. By 1998, the average accumulated retained
surplus had declined to £0.165m.
Only in 1992 and 1994 did the Trusts as a whole make a sufficient surplus to meet their capital charges. That they
performed best in the early years reflects, in part, the fact that the first wave of Trusts included the most
financially secure hospitals. As all the hospitals became Trusts, the deficits grew. The situation really
deteriorated after 1995. The cause is to be found in the rising value of the estate. While this was stable at about
£60m until 1995, it rose rapidly thereafter to £69m by 1998.
While the accounts revealed that the Trusts as a whole built or acquired £2bn worth of new assets in this period,
this was counterbalanced by £2.2bn depreciation and more than £1bn of asset sales for the three years after 1995
(see second column of Table 5). In other words, the estate was actually contracting. Hence the cause of the
higher capital base is to be found in the rising value of the existing assets after 1995, due to indexation and
revaluation in line with the rising property market.
This meant that capital charges and hence the surplus had to rise simply to keep pace with the rising asset base
as Table 6 shows and the required surplus was usually larger than the actual surplus. Thus capital charging
played a major role in the increasingly parlous state of the hospitals' financial situation since irrespective of any
increase in NHS costs, Trusts had to trim expenditure to meet the rising capital charges consequent upon the
rising value of the assets. Although capital charges only accounted for 9% of income, they were a significant
cost in a cash strapped service.
A rising asset base due to property inflation or rising construction costs therefore has important financial
consequences for public sector entities whose assets are valued on a current replacement cost basis and which
are required to make a return on such assets.
2.

What can Trusts do to resolve the deficit?

There are essentially three ways that the Trusts (or indeed any business enterprise) can meet their financial
targets: reduce costs, increase income and if all else fails, reduce their assets since this reduces the required
surplus. This is because the 6% return on the asset base is derived as follows:
6% financial target or surplus = Income-expenditure
Capital stock
We consider income first. When aggregate income is set by Government, individual Trusts can only increase
their income at the expense of neighbouring Trusts - if demand and capacity exists. Trusts tried to boost their
income by increasing charges for non-healthcare services such as canteens and car parks, opening shops and
increasing the number of private beds. While Government funding did increase as Table 4 showed, this was
insufficient to meet either the increase in capital charges consequent upon the rising asset base or rising NHS
costs. This can be demonstrated by calculating the necessary income to generate the required 6% surplus on
their asset base, assuming that Trusts could keep costs down to 95% of their income - something they were
unable to achieve after the first few years. So this is a very conservative estimate. Table 7 shows that by 1998,
income would have had to rise to £18.5bn, to meet the costs of their capital stock. In other words, throughout
most of the period from 1992-1998, the acute Trusts faced significant underfunding relative to their asset base.
And even this £18.5bn would not take into account the rising cost of drugs, wages, etc.
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Alternatively, Trusts must reduce their costs. While the average cost of all external goods and services rose from
£17m in 1992 to £24m in 1998, a rise of 50%, internal or labour costs, which account for 61% income, rose from
£37m to £47m, a rise of only 25%. This was achieved by reducing staffing levels, outsourcing domestic services
and altering the composition of staff as Table 8 shows. While medical and dental staff rose, the number of
nurses, midwives and ancillary staff fell.
But reducing staff in a labour intensive service may be self-defeating. The increasing workload for those who
remain leads to errors, high staff turnover and absenteeism. In some cases hospitals reported that they lost
income due to a shortage of staff in key areas and lack of staff to process the throughput. Another option is to
alter the case mix in favour of treatments that are short stay and less labour intensive. But this is hardly
consistent with most people's notion of a public healthcare service.
Finally, if all else fails, wards or hospitals must close, and patients must wait for treatments. Thus capital charging
exerted pressures to downsize hospitals, as the proponents of the 1990 had intended. Using the same
methodology described above, it is possible to estimate the size of the NHS estate the funding was capable of
supporting. Table 7 demonstrates that funding supported a much smaller asset base, equivalent to the closure of
one quarter of the Trusts. It is this that lies behind the hospital or ward closures that most Trusts have made.
Asset sales generally rose throughout the period as Table 5 shows. However, this is not an option open to all
hospitals all the time. Trusts were encouraged to downsize, although the gains were less than expected. At least
two trusts were advised by healthcare planning consultants that:
"Since 25%-30% of an average NHS trust’s funds are expended purely on the maintenance of real estate
and capital equipment the financial advantages to be gained from appropriate downsizing in line with
clinical trends are considerable. These financial advantages are also of course service advantages,
because the less money spent on supporting physical infrastructures, the more money can be redirected
to treating more patients." 19
But premises costs, as defined for NHS purposes, including the costs of energy, water, computers, software etc.,
average a mere 6% of Trust income and capital charges, which are included in the above quotation, a further 10%
of income, making a total of 16% not 25-30%. Some studies have shown that the reduction in costs due to bed
and ward closures are small and one showed that there were no further economies of scale once hospitals had
600 beds20.
The trusts were told that there had already been a ‘significant downsizing of acute hospitals in the UK’ and that
due to the cost of maintaining the estate ‘there are very compelling reasons not merely to welcome this trend but
also to actively accelerate it where possible and appropriate’21.
3.

How does Capital Charging Impact on New Investment?

First of all, the 1990 Act made capital financing the responsibility of the trusts not the Government. As Table 5
shows, since 1996-97, the bulk of NHS capital expenditure has been financed by resources generated internally
by hospital and community health service sectors (efficiency savings and land sales).
Secondly the capital charging system allows the Government to substitute the circulation of debt for the issue of
new capital in the public sector. The impact on the finances of the NHS of this circulation of debt, and any
receipts on land and property sales, can be seen in Table 9: capital refunds represent a return to the Government
from revenue. In 1998-99, capital refunds from internally generated resources accounted for 7% of the entire NHS
budget (not just hospitals).
Thirdly capital charging means that any capital expenditure that increases the value of the assets is only
affordable if offset by lower operating costs. An identical new hospital will necessarily be more expensive than
the existing one as Table 10 shows since the net book value of an old Trust is less than the current replacement
cost of a new one. New hospitals will be cheaper to run in terms of maintenance and utility costs - a relatively
small proportion of income. But in the absence of new technologies that change the mode of service delivery and
reduce costs significantly, the scale of the increase in capital charges means that a new hospital or a new wing
must lead to cuts in staffing, the main cost.
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Not surprisingly, the Trusts were reluctant to undertake new capital investment and did not make full use of their
ability to borrow from Government sources. Between 1992-95 alone, they underspent on their EFL or capital
budget by an average of £200,000 per annum and the backlog of repairs and maintenance has since risen from
£2.4bn to £3.4bna consequence of underfunding and the reluctance to take on an additional long term
commitment for debt servicing.
In the former state owned monopoly enterprises such as water, rail and energy, the regulator is required by
statute to ensure that the companies can continue to finance their activities, which include investment and
returns to the providers of finance, by allowing prices to rise. But the hospitals are not able to raise their prices.
Indeed the system of reference costs introduced by the Government means that they will only be reimbursed on
the basis of the average price for healthcare treatments.
In Durham, Carlisle, Worcester and Norwich, plans for new hospital building programmes that had already
received approval in principle from the Treasury before 1990, were therefore radically altered. The Business Cases
squared the circle with 'challenging performance targets', a euphemism that meant increased work effort by staff,
and smaller facilities. But even these smaller facilities to be built under PFI are more expensive than either the
present (net book) value or the replacement value of the existing hospital (Table 10). Thus new facilities come at a
cost - reduced service provision - when waiting lists lengthen and demand by any measure is not set to decline.
So although the Government routinely boasts that it is embarking on the largest hospital building programme in
the NHS, this is being accompanied by the largest bed closure programme.
Any honest, objective appraisal of capital charging would have to conclude that their outcomes have been
perverse from a healthcare perspective. In future, decisions on new capacity will be made on basis of accident of
geographic location, land values, etc., as opposed to healthcare needs and equity. Furthermore, the
reconstitution of hospitals as trading entities along the lines of the old nationalised industries has fragmented
the healthcare system and made planning and co-ordination more difficult. The problem lies in the use of the
value of existing assets as the key determinant of financial planning rather than clinical need and clinical supply
measures.
4.

Capital charging and PFI

In the absence of new capital, NHS Trusts have no alternative but to pursue the Private Finance Initiative (PFI) to
finance new investments. The introduction of capital charges provides a funding stream within the revenue
budget to pay for private sector finance. In principle, investment via PFI has the same effect as capital charging
except that the annual payments are made to the private sector not recycled back in the healthcare economy - a
point that will be developed later – as the Trusts will no longer own the assets.
But PFI has proved to be more expensive than both the cost of replacement (Table 10) and traditional public
procurement 22. This raises questions about the validity of the whole system of capital charging based on current
replacement cost. It means that the annual fee paid to the private sector will finance a considerably smaller facility
than would have been the case if funded by the Treasury. Costs are higher due to the higher cost of capital in the
private sector, the enormously high transaction costs (both parties' advisors fees and bidding costs), and the
profit margin that the private sector requires. A number of PFI consortia have been able to refinance their
projects and considerably reduce their costs.
Most PFI projects involve centralising hospitals on a single, usually cheaper site and releasing land for sale. The
Royal Infirmary at Edinburgh provides an example of this.23 However the unequal bargaining power of the trusts
and the PFI consortia mean that the assets are often sold below their market value. Even with land sales, PFI
projects have been unaffordable resulting in even further downsizing and reduction in service provision under
conditions where the hospitals are already unable to cope.
A fuller explanation of both the costs and implications of PFI in the NHS can be found elsewhere 24. But the point
is that as yet, little thought has been given to the financial implications of this for the NHS as a whole. Unless the
Government makes good the leakage of capital charges, trusts operating under the PFI will draw funding from the
system as a whole at the expense of providers remaining under public ownership. The capital charging system
will continue to require the remaining NHS Trusts to fund new investment in the private sector. From financing to
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resourcing, the playing field is tilted towards the private sector. It provides the mechanism for back door
privatisation and running down of the NHS. Thus capital charging cannot simply be considered on its own but in
conjunction with other public policy measures that have both followed its introduction and for which it paves the
way.
5.

Debt Financing as an Alternative to PFI

Dissatisfaction with PFI has led to a number of alternative proposals. But most of these reduce to calls to allow
Trusts to borrow money, either through bond issues or through loans from financial institutions. The NHS is
almost totally dependent on national taxation for its funding, and consequently does not have a stream of
revenue coming from other sources that can be used to underwrite loans.
The Government could in principle allow capital to be raised directly from the capital markets at the local level.
Indeed the inter-war period saw a rapid expansion of local authority hospital provision largely financed in this
way. But the local authorities borrowed against revenues from local taxation. One of the defining elements in the
1948 settlement was the transfer of responsibility for general hospital provision from local to central Government,
with a concomitant movement from local to national taxation as the basis of funding. In other words, where funds
are raised locally, there may be a case for local borrowing. Where they are raised at national level, as is required
for the purposes of a National Health Service, there is no such case.
But as we have already shown, the hospitals are already struggling to breakeven. As it is, they have refrained
from making use of their full powers to borrow from Government at what must be assumed are lower rates of
interest than can be obtained on the capital markets. Thus additional debt financing of any kind is simply not
financially feasible.
Not only does debt finance not alleviate the role that capital charges have played in healthcare planning and
downsizing service provision over the last 10 years (and would continue to play), it would exacerbate it. It is clear
from the foregoing that new arrangements for financing the capital infrastructure need to be put in place. It is to
this we now turn.
6.

Alternative Financial Arrangements for the NHS

Firstly, in the absence of sufficient income to finance the cost of capital, capital grants with no repayment
obligations remain the only financially viable alternative to PFI. Secondly, the system of capital charging should
be scrapped. Its effect on healthcare planning at individual Trust level has been highly destabilising. The cost of
capital as reflected in capital charges amounts to less than 10% of income. As such it is not a major cost and not
worth the disruption it has caused as others, who favour it in principle, have said.
If reversing the transformation of NHS Trusts into trading bodies seems imperfect from the perspective of
business theory, the financial regime needs to reflect the fact that the NHS is a non-market entity. The capital
charging regime requires the Trusts to behave like private firms. But they do not have private firms’ freedom to
adjust costs by curtailing services, generating extra income, and creating surpluses. It encourages competitive
behaviour between neighbouring Trusts despite the need to act in concert to provide a comprehensive range of
services at a regional level. One of main, if not the only, functions of turning hospitals into trading bodies has
been to make it easier for the private sector to gain access to NHS revenues via the PFI.
Thirdly, the National Beds Enquiry used supply measures as the key determinants in planning services, not asset
values as the capital charging requires. The contradiction between these two policies has not yet been addressed
by Government, in spite of strongly-worded criticisms of the negative effects of Trusts’ statutory financial duties
on healthcare provision in the most recent White Paper, the New NHS: Modern, Dependable (1999).
Conclusion
While this paper has concentrated on the NHS acute sector, many of the issues as they relate to resource
accounting for the rest of the public services are very similar. The financial evidence has refuted the assertion
about the importance of capital costs in determining operating efficiency or the operating surplus and the
hospitals' poor asset utilisation. It casts doubt on the implicit assumption of their inefficiency. These results are
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relevant for the rest of the public services since hospitals and the Universities are likely to be the most capital
intensive of the public services.
The key cost to control in public services is labour not capital. The asset base would have to fall quite
dramatically before it had an appreciable impact on costs. Manufacturing industry has long understood this and
aims to keep labour rather than machines busy. To take the example of the operating theatres: Maximum use of
the theatres would require more beds and nursing staff resulting in higher overall costs when revenues are
largely fixed. Some might claim that the reorganisation of the NHS has resulted in a higher level of patient
episodes and other measures of healthcare activity with a reduced level of funding in real terms. But it is difficult
to see how capital charging, which was only one of a series of measures encompassed by the reorganisation has
been responsible for it. Indeed, this was not one of the stated objectives.
The comparison with the private sector was instructive because it showed that private hospitals were no more
efficient in the use of either their physical capital or labour. It showed that there are two ways of reducing labour
costs: alter the case mix and/or improve patient flow. But both of these solutions lie outside management's
control and in any event are hardly congruent with any notion of public service provision. But in any event,
short stay and early discharge means increasing the hospitals' efficiency by displacing the burden onto social
services or the patients' and their families, if it is not to lead to re-admissions. In other words, while efficiency is
normally seen as an input/output relationship, this analysis suggest that efficiency may be more appropriately
conceived as involving the (re)distribution of the inputs and outputs between different stakeholders. The
alternative solution, as exemplified by Britain's rapidly disappearing manufacturing industry, entails
rationalisations, mergers, closures, etc. But under the accounting rules, asset sales result in accounting losses
that count as a charge against the surplus that trusts must make to meet their financial target rate of return, as a
result of valuing assets on a current replacement basis that is higher than its market value. After all, hospital
buildings and equipment have little value outside the hospital sector. Thus the sale of assets means eroding the
surplus created by operating activities.
It refutes the image promoted so long and hard that it became axiomatic that the public sector in general and the
NHS in particular is wasteful and inefficient. The financial evidence has shown firstly that the public hospitals
were far less wasteful than the private sector and secondly that the private sector is not more efficient than the
public sector. Yet all the emphasis has been on the importance of increasing the efficiency of the NHS and
bringing it up to the best levels of the private sector that lags behind it.
This study also shows the difficult nature of the concept of efficiency. There are several sources of efficiency:
technical progress, relative autonomy to minimise costs and managerial efficacy. Private hospitals are not
distinguished by efficiency (or inefficiency); and their facilities are usually less technically advanced than the
public hospitals. Their advantage lay in their ability to choose their case mix, unhampered by any public or social
obligations. The implication for the NHS hospitals is that they too must throw off the shackles of socially
necessary service provision.
Capital charging is not so much an end in itself but part of a process whereby public services are in effect
reconstituted as business units operating on a for profit basis in the public sector. Yet public services differ
markedly from Plcs in several important ways. They have unusually high labour costs, despite low wages, which
makes them non-cash generative. With incomes set by the Government, they can only increase their income at
the margin and at the expense of others. They operate in a sector that must be able to provide a wide variety of
services on a national or regional basis - in a sector that requires planning not competition. Finally they provide
services that have never anywhere been provided for more than a small fraction of the population on a 'for profit'
basis because they were not commercially viable.
In the context of static or declining resources where capital charges must be met, then some combination of a
reduction in labour costs, service provision and capital base must follow. It is this that lies behind the
lengthening waiting lists, the increase in staff turnover and staff shortages, and hospital and ward closures.
Capital charging is being introduced across the public sector with the explicit aim of selling off surplus assets for
which the National Asset Register has been produced. It facilitates a method of financing the procurement of
public services via PFI/PPP that is more expensive and poor value for money and must result in higher costs and
lower service provision. As more and more of public services are procured in this way, it will become
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increasingly difficult to scrutinise public expenditure or even to know what does constitute public expenditure.
The logic and significance of this accounting regime in the context of declining or static revenues and increased
demand means that the Government has established the preconditions for a financially driven healthcare system.
As yet however, political pressure has meant that this system has not been allowed to run on autopilot. The
additional charges arising from the system have to some extent at least been mitigated by additional payments:
unfettered market forces have not always been allowed to operate, particularly in London; and some of the trusts
have been cushioned from the full effects of the logic of the financial system, for a short period, at least. But this
is not set to continue.
There is no reason to think that the results will be materially different across the rest of the public sector. This
analysis does not augur well for the introduction of capital charging elsewhere. It virtually guarantees that the
social and welfare services will become an arena of intense political struggle and re-ignite the tensions that were
to some extent at least assuaged under the post-war regime.
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Table 1 : Income and Cost Structure of The NHS Trusts

Averages for Trusts
£000s
1992

1993

1994

1995

42

92

168

234

Number of Trusts

61,712

60,560

62,878

65,894

Purchases/Income

0.29

0.29

0.30

0.30

Labour costs/Income

0.61

0.62

0.61

0.61

Capital charges/Income

0.10

0.09

0.09

0.09

Average Income per Trust

Source: Fitzhugh Directory of NHS Trusts

Table 2 : Asset Utilisation
Value-Added/Tangible Fixed Assets
1989

1990

1991

1992

1993

1994

Hotels
0.14

0.07

-0.89

0.37

0.29

0.27

0.32

0.26

0.10

0.10

M&S (Retail food and clothing)

0.57

0.56

0.52

0.53

0.56

Tesco (Retail food)

0.46

0.41

0.38

0.37

0.34

Sainsbury (Retail food)

0.48

0.48

0.46

0.44

0.38

0.66

0.87

0.74

0.78

0.42

0.39

0.38

0.74

0.75

QMH (Hotel)

0.14

Forte (Hotel)
Ladbroke Hotels

0.10

0.23

Retailers

Hospitals
General Healthcare Group
(Hospital)
BUPA Hospitals
NHS Trusts
Sources: Annual Report and Accounts (Various), MicroExstat 1994
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Table 3: Comparison of Capital Charges in 1995
Capital Charges as %
Income 1995
Number of Trusts
Average

Below
average
4-7%

About
average
8-10%

Above
average
11%+

72

131

31

£000s

£000s

£000s

63,281

68,657

60,183

Depreciation

1,949

2,835

3,096

Capital charges

4,014

5,704

6,621

Surplus/income

0.04

0.05

0.07

Equipment/fixed assets

0.05

0.10

0.09

Income/assets

0.73

1.05

0.85

Net surplus for the year

477

898

681

1,125

1,013

320

Income

Cumulative
surplus/deficit

Source: Fitzhugh Directory of NHS Trusts

Table 4: Financial performance of acute trusts in England
(£000)
No of Trusts
Average total
income per Trust
Average operating
surplus
Net interest paid
Dividends paid
Average net
surplus after
paying interest
and dividends
Average
cumulative
surplus
Average value of
assets

1992
42
61,712

1993
92
60,560

1994
169
62,690

1995
235
65,743

1996
241
69,586

1997
239
74,081

1998
238
77,745

4,578

3,400

3,828

3,468

2,904

2,950

3,315

2,516
982
1,026

2,665
77
561

2,415
601
736

2,358
471
515

2,433
356
63

2,536
637
-297

2,427
1306
-423

1,001

140

687

940

856

547

165

60,123

58,665

61,534

59,996

62,089

64,838

68,745

Source : Fitzhugh Directory of NHS Trusts
All acute hospital trusts in England
The number of Trusts increases between 1992-1995 when nearly all hospitals acquired Trust status
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Table 5: Financing of Hospital and Community Services (HCHS) capital expenditure 1986-7 to 1998-98

HCHS capital
(£m)
1986-87
1987-88
1988-89
1989-90
1990-91
1991-92
1992-93
1993-94
1994-95
1995-96
1996-97
1997-98
1998-99

1,051
1,106
1,191
1,423
1,551
1,639
1,785
1,782
2,049
1,996
1,711
1,514
1,449

Charges and
receipts from land
sales (£m)
149
201
280
232
178
169
113
213
208
282
393
446
561

Internally
generated
resources (£m)

Net HCHS
expenditure (£000)
902
905
912
1,191
1,372
1,470
1,309
895
951
984
318
-139
-348

363
674
890
930
1,000
1,207
1,236

Internally generated resources refers to "that element of trusts' capital expenditure which they fund directly from their charges to
healthcare purchasers." Expenditure in excess of internally generated resources is funded through loans from the secretary of state
for health (trusts' external financing). Only the latter constitutes additional Government expenditure.

Table 6: Capital Charges

(£m)
Required capital
charges
Required capital
charges/income
Required capital
charges/assets
Actual Capital
charges
Actual Capital
charges/income
Actual Capital
charges/assets

1992
6,593

1993
6,328

1994
6,183

1995
6,189

1996
6,586

1997
7,010

1998
7,372

0.11

0.10

0.10

0.09

0.09

0.09

0.09

0.11

0.11

0.10

0.10

0.11

0.11

0.11

6,484

5,550

5,530

5,418

5,650

6,293

6,979

0.11

0.09

0.09

0.08

0.08

0.08

0.09

0.11

0.09

0.09

0.09

0.09

0.09

0.10

Source: Fitzhugh Directory of NHS Trusts
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Table 7: Three potential solutions to rising capital charges

(£000s)
(1) Reduce costs by
(2) Total hospital
funding needed to
match the asset
base
(3) Reduce
hospital assets to
match the funding
level to:
Or number of
Trusts to close

1992

1993

1994

1995

1996

1997

1998

3,030,180

11,046
6,476,600

12,405,320

29,567
16,846,900

197,848
17,956,220

224,769
18,595,400

192,781
19,633,680

3,204,700

5,213,067

10,757,783

13,546,300

11,666,050

11,750,017

13,148,383

8

53

58

47

3

Source :Fitzhugh Directory of NHS Trusts
All acute hospital trusts in England
Note: Solutions assume surplus/income=5%
All acute trusts in England
The number of Trusts increases between 1992-1995 when nearly all hospitals acquired Trust status

Table 8: Staff Composition of the Acute Trusts

1992

1993

1994

1996

1997

1998

42

92

169

241

239

238

179

171

174

184

198

206

1,056

1,012

986

891

889

890

Allied professionals

166

138

122

289

304

311

Ancillary staff

314

287

253

243

249

250

Admin/clerical

373

363

365

436

445

447
0

Number of trusts
Medical and dental
staff
Nurses and midwives

Works
Senior professionals
Other
Total staff

48

45

41

0

0

163

156

166

0

0

0

19

22

27

50

39

37

2,319

2,192

2,135

2,093

2,125

2,141

Source : Fitzhugh Directory of NHS Trusts
All acute hospital trusts in England
The number of Trusts increases between 1992-1995 when nearly all hospitals acquired Trust status
Data not available in 1995

Table 9: NHS sources of finance 1993-4 to 2000

1993-94
1994-95
1995-96
1996-97
1997-98
1998-99

Total NHS
expenditure
(£m)
31,275
33,266
34,878
36,330
38,110
41,369

Public (%)

Charges (%)

94.7
94.5
94.3
93.7
94.2
88.3

3.1
2.4
2.3
2.1
2.1
2.1

16

Miscellaneous
(%)
1.1
1.0
1.0
1.2
1.0
1.7

Capital
Refunds
1.2
2.2
2.5
3.0
2.7
7.9
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1999-2000
2000-01

43,068
45,680

91.9
91.9

2.1
2.1

17

4.0
N/A

2.0
N/A
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Table 10: Asset valuation of a sample of hospitals

(£m)

Carlisle (2000)
Bishop Auckland (1998)
University College London
Hospital (2000)
Norfolk and Norwich (1998)
Swindon and Marlborough
(2000)
Greenwich (2000)
Bromley (2000)

Net book value
(after
depreciation)
87
18
295

Cost or valuation

PFI construction
cost

33
24
308

65
41
400

18
21

39
37

144
105

47
67

56
83

84
118

Source: Annual report and accounts
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INSTITUTE OF CHARTERED ACCOUNTANTS OF SCOTLAND
WRITTEN SUBMISSION
Finance Committee, Scottish Parliament

We are fully supportive of the Scottish Executive’s move to Resource Accounting and
Budgeting (RAB).
Adoption of accrual accounting
We recognise the importance of appreciating the difficulties likely to be posed by the
adoption of full accrual accounting. In listing below our appreciation of the difficulties
and implications, we firmly believe the benefits of RAB will outweigh any
disadvantages.
•

crucial to good management is the adoption of accrual budgeting and accounting
throughout the year in order that managers can assess the resources available
during the year, not just after the year end.

•

timely preparation and audit of year end financial statements based on the
accrual basis is essential if they are to be useful (published not later than say 6
months after the year end). This will however present practical problems of
carrying out all the audits required within that timescale.

•

whilst RAB has been piloted and progressively applied, it is questionable whether
there has been sufficient acceptance of the benefits to be gained by its full
implementation and whether are a sufficient number of trained personnel to
implement the full proposals.

•

full and cost effective implementation of the RAB proposals is likely to require new
systems and procedures in order that regular accounting adjustments can be
consistently applied.

•

we are concerned that many managers may continue to believe that RAB brings
no benefits and that they can carry on under the old system.

Recognition and reporting of resources
We believe RAB will bring important benefits most importantly in informing managers
as to resources available. The principle benefit gained by the charities sector from
adopting accrual accounting including asset valuation, has been the recognition of
the total resources available. This has helped managers and trustees to manage the
organisation better and to plan their future with greater confidence.
Obtaining results on an accruals basis will take more time to prepare in the short term
whilst there is investment in more sophisticated IT systems. During this period it may
appear that there will be greater need for accounting judgement and accounting
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information may take longer. The decision to adopt RAB should however recognise
that an investment in new IT systems and procedures may be essential.
Adoption of accrual accounting consistently from one year to the next will mean that
the results for one year will not be distorted by expenditure that relates to different
years, which is possible in cash accounting. This may not be a significant change if
there are constant levels of expenditure. Where large projects are contemplated or
significant savings in spending patterns are planned, accrual accounting will make a
difference.
Asset valuation
•

the recognition of all assets under management will of itself be a benefit although
it may also bring cost and resource implications in the short term.

•

there may be some difficulty in valuing some categories of assets, particularly for
specialist properties and assets. There may be some direct benefits e.g. the
valuation of the roads network which is valued on the basis of current
replacement cost, adjusted to reflect the overall condition of the network.
Changes in value due to variations in condition will be reflected in the operating
cost statement, ie deterioration would show up as a cost.

•

policy making will need to consider and understand the effect on policy of asset
values being written down e.g. a fall in value of a newly constructed hospital;
school and other building closures.

Accounting ramifications and effects for policy makers
•

where property values are increasing generally, as in Edinburgh at present and
these increases are also reflected in public sector assets, this can bring real
increases in the cost of capital. If cost of capital is to be deemed to be a real cost
in the income and expenditure account, in a standstill economy the two ways in
which increases in the cost of capital can be absorbed are by decreases in other
running costs, the most significant of which is staff costs or reduce the capital
resources that are being used. Policy makers will need to recognise this cause
and effect.

•

the adoption of accrual accounting will require the full cost of future liabilities of
early retirement to be recognised. These can be significant. This will also be the
case in accounting for pension costs of employees.

•

accounting for all fixed assets, in terms of recognition and measurement, will
enhance management’s understanding of the resources at its disposal. However,
the recognition of capital costs associated with the use of these assets should
help management understand the cost of using these assets. These should be
significant matters when management plan the future provision of these
services.
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•

the adoption of accrual accounting will require a reconsideration of the way in
which some accounting and financial control regulations are included in primary
legislation.
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A current example is the adoption of the proposed new accounting standard for
accounting for pension costs. This may present difficulties for local government
where current legislation prohibits deficit budgeting.
There are also proposals to change the accounting standard for leases. The
current proposals would undermine the present capital expenditure controls
included in legislation; for example, Local Government Act 1973 Section 94 sets
out the criteria by which local authorities have “consent to spend”. These
criteria are based on SSAP21 which is most likely to fundamentally change as a
result of the new proposals.
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The Scottish Parliament Finance Committee
From the Convener, Mike Watson MSP

Ms Wendy Alexander MSP
Minister for Enterprise and Lifelong Learning
Meridian Court
5 Cadogan Street
Glasgow
G2 6AT
22 December 2000

Education (Graduate Endowment and Student Support) (Scotland) (No 2) Bill
Under Standing Orders Rule 9.12.5, the Finance Committee is required to prepare a
report on the provisions of a Bill which either (1) introduce new, or increase existing,
expenditure charged on or payable out of the Scottish Consolidated Fund or (2)
impose or increase, or confer a power to impose or increase, any tax or charge, or
otherwise requires any payment to be made.
The Finance Committee considered the above-mentioned Bill on 19 December and
was not content with the terms of the financial memorandum which accompanied the
Bill. This memorandum does not set out the best estimates of the administrative,
compliance and other costs to which the provisions of the Bill would give rise.
On several previous occasions the Committee has express concerns about the
layout and content of financial memoranda. Jack McConnell, the then Finance
Minister, wrote to me in September agreeing that it was vital for financial memoranda
to be laid out in the clearest possible terms. He said that he had asked officials to
look at internal guidance on the preparation of financial memoranda with a view to
improving information on the possible impact on departmental budgets.
The Committee noted that Nicol Stephen, in oral evidence to the Enterprise and
Lifelong Learning Committee, indicated that preliminary costing for the
implementation of the scheme of around £53 million. Bearing in mind, the significant
effect this package will have on the budget of the Enterprise and Lifelong Learning
Department, the Committee wishes to receive a written breakdown of the costs that
will be incurred as a result of the Bill.
We would also be grateful for clarification on a couple of other points:
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•

How will the income which will be received from the endowment be scored
against the public accounts?

•

A more detailed explanation of the extra administrative costs that are referred to
in paragraph 27 of the financial memorandum.

The Committee will be considering this issue again on 16 January and I would
therefore be grateful if you would respond on these issues by 10 January (with a
copy sent to the Clerk to the Finance Committee).

CONVENER
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Deputy Minister for Education, Europe & External
Affairs

Victoria Quay
Edinburgh EH6 6QQ

Nicol Stephen MSP

Mike Watson Esq MSP
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The Scottish Parliament Finance Committee
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Telephone: 0131-556 8400
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10 January 2001

__

_____

EDUCATION (GRADUATE ENDOWMENT AND STUDENT SUPPORT) (SCOTLAND)
(NO 2) BILL
Thank you for your letter of 22 December 2000 to Wendy Alexander seeking clarification on various
points relating to the Education (Graduate Endowment and Student Support) (Scotland) No2 Bill. I
have been asked to reply.
I note and understand the Committee’s concerns and I am keen to be as helpful as I can. The £53m to
which you refer is the cost of implementing the full package of financial support for higher education
students which was set out in our consultation document “Scotland The Learning Nation – Helping
Students”. I attach a breakdown of the £53m with a short narrative which I hope you will find selfexplanatory. I should make it clear however that that these costs are not the “administrative,
compliance and other costs” arising from the provisions of the Bill. The income from the Graduate
Endowment will partly offset the full cost of the package.
It is estimated that around 15,000 graduates will be liable to pay the Graduate Endowment each year
once the scheme is fully on stream. The Endowment will be set at £2,000 for those starting their
degrees in 2001/02 and liable graduates will be required to pay this amount in the April following
successful completion of their degree. The total income will be around £30m and this will be the
amount included in the budget proposals each year. It does of course take no account of the cost to
the Executive of making student loans available to graduates to pay the Endowment. Currently
budget figures are compiled on the assumption that the resource cost of making a loan will be 50% of
its value. This cost is scored in the Executive’s accounts at the time a loan is issued. On that basis,
assuming that all liable graduates use the loan system, the real value of the income from the Graduate
Endowment is estimated at around £15m a year. We do not expect that there will be a significant
contribution towards the £53m until the payment date after the end of the academic year 2003/04
when we will see students graduating with ordinary degrees.
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The only provision in the Bill that affects the financial support available to students is contained in
section 3. The change proposed here will allow the Executive to extend support currently available to
part-time students to those who are studying part-time on a distance learning basis. The costs
associated with the change are being calculated separately as information about the student
population is gathered. Available data does not enable us to offer an estimate for this cost.
Finally, the costs associated with collection of the Graduate Endowment, including those referred to
in paragraph 27 of the Financial Memorandum which relate to the administrative process by which
information will be gathered about liable graduates, are not yet available. Work is currently
underway to determine estimates and I anticipate being able to provide provisional figures at stage 2.
There will be start up costs and ongoing administrative costs but we believe these will be minimal
because we are building on existing systems.
I hope my reply is helpful to the Committee, I will be happy to provide further information if
required. A copy of this letter has been sent to the Clerk to the Committee as requested.

NICOL STEPHEN
Enclosure
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ANNEX

Detailed Breakdown of £53 M Additional Funding
1.
2.
3.
4.
5.
6.

Contribution to tuition
£25.5 million
Living cost bursaries
£29 million
Mature Students’ Bursary Fund
£10 million
Additional (£500) loan entitlement
£2 million
Means test changes
£1 million
Reduction in Loans Issued (Saving)
(£14.0 million)
(Due to introduction of bursaries and reduction in minimum loan)
7. Reduction in Access funds (Saving)
(£8 million)
8. Further education bursaries: alignment
£7 million
9. School Meals Grant
£1 million
Total Cost:

£53.5 million

1. Contribution to tuition
From Autumn 2000 all eligible Scottish full time higher education students will have their fees paid
by the Scottish Executive when they study in Scotland. Universities and colleges in Scotland will
therefore have their income secured. Cost £25.5 million (£49m less saving of £23.5m from
redirecting parental and spouse contribution from fees to living costs and consequent reduction in
loans.)

2. Living cost bursaries
Bursaries will be provided to low income students to partly offset the amount of loan taken out. The
full bursary of £2,000 will be payable to students from families earning below £10,000, reducing to
£1,170 for those earning below £15,000. Entitlement to a bursary will end at family income of
£25,800.
Over 7% (7,000 students) of full-time undergraduates will qualify for the full bursary. A further 5%
(5200 students) will get a bursary between £2,000 and £1170. In total, we estimate that over 27.5%
(27,100 students) of full-time students will get a bursary as part of their student support.
The amount of bursary due will not be affected by whether the student lives with his/her parents or
away from home and will not be reduced in the final year of a course. The residual loan amount will
vary, however, depending on whether students stay at home or live away and the year of the course.
Cost: £29 million

3. Mature Students’ Bursary Fund
A £10 million Mature Students’ Bursary Fund will be targeted on mature or independent students
studying for the first time. The Universities and colleges will administer the fund to target those
most in need. There will be maximum amounts for help available with particular items of
expenditure. We are discussing the detailed arrangements with the Student Support Technical
Advisory Group (members include COSHEP and NUS Scotland). (Mature students will also be
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exempt from the Graduate Endowment.)

4. Additional Loan Entitlement
In order to assist young students from less well-off families with their living costs and to encourage
them into higher education, the total package of bursary and loan will be increased by £500 to £4,225
a year for students from families with an income below £15,000 a year. The additional sum will
reduce in steps, with the minimum of £50 at an income of £17,500-£18,000, then to zero at an
income of over £18,000 a year. Cost: £2 million
5. Means Test Changes
The parental and spouse contribution thresholds will be increased to £20,000 and £17,000
respectively. This increase in the threshold level will result in fewer parents/spouses making a
contribution and a reduction in contribution for other parents/spouses. Cost: £1 million

6. Reduction in Loans Issued
The introduction of the bursary has an offsetting effect on the student loan thus reduces the amount
of loan which the Executive is required to provide. Furthermore, as recommended by the
Independent Inquiry into Student Finance, parents of students from well-off families will be asked to
contribute more towards the students’ living costs. However, everyone will get a minimum loan of
at least £750 (if they live away from home) or £500 (if they live at home) irrespective of income.
Saving: -£14.0 million
7. Access Funds
Reduction in Access funds will be reduced, reflecting that the package of measures the Executive is
introducing will reduce the call on these funds. Saving: -£8 million.

8. FE Alignment
Tuition fees for eligible full time FE students have been abolished. The Executive is taking steps to
align FE and He student support. Around 40,000 full time FE students have their fees paid: about
5,000 more than previously: further announcements will be made on the arrangements for 2001-02.
Cost: £7 million
9. School Meals Grant
The School Meals Grant will be worth £250 to a parent student for each primary school child they
have under the age of 11 when the relevant school year begins; and £270 for each secondary school
child. It will be payable to new and existing students who receive Dependants’ Grant for children
between the ages of 3 and 16 years. This will particularly help those who are moving from benefit to
enter full-time study who are especially vulnerable to the financial impact. This grant is additional to
original package of measures proposed in response to Cubie. Cost approx: £1 million
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