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GRIFFITHS REPORT ON COMMUNITY CARE k;

1. You asked for a brief note of the present - arra
community care, the problems caused by them, and the Griffiths

proposal.

Summary

2 The clients are mainly elderly people on income support
requiring some degree of care. The problem is the enormously

accelerating burden of social security payments for residential
care for them, from £10 million in 1979 to nearly £1 billion in
1988-89 and (if present trends continue) £1% billion in 1991-92.
The solution (though it would only restrain that growth, not
eliminate it) is to give one authority the full financial
responsibility for all forms of care for such people, and the
powers to assess their needs. Griffiths recommended that the
relevant authority should be the local authorities; other
possibilities are the health authorities or FPS but they are ruled
out by the health review changes; that leaves a new central
government authority (a community care authority). If all these
solutions are unacceptable, a fall-back is to give the social
security local offices the power and the duty to assess need (as
well as means) before granting income support for the full costs
of residential care.
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Present arrangements

3. Community care is currently the responsibility of no single
agency. The principal groups involved - the elderly, mentally
ill, mentally handicapped and physically disabled - generally need
mixed packages of health and non-health services. The health
services required by these groups include community health
services (eg district nursing) and general medical services, and
are the responsibility of Health Authorities and the Family
Practitioner Services. Non-health services, which are the
subject of the Griffiths report and are generally provided by
local authority social services and housing departments, include:

- residential care mainly for the elderly, ranging from
intensive personal care to short term respite care. Around
45% of places are directly provided and managed by local
authorities, which also sponsor people in private and
voluntary residential homes;

- day care services, including adult training centres for
the mentally handicapped and day centres mainly for the
elderly. These services are virtually 100% directly provided
and managed by local authorities;

- domiciliary services, mainly for the elderly - eg home
helps and meals on wheels - also almost exclusively provided
and run by local authorities;

- housing services, mainly sheltered housing units for the
elderly and the physically handicapped, two thirds of which
are directly provided and managed by local authorities.
Housing is not discussed by Griffiths, nor further in this
note.

4. A summary of the costs in 1985-86 in England of the publicly-
funded services, excluding housing and general medical services,
is shown in table 1 attached. Activity levels in 1986 for both
private and public sectors are shown in table 2. The private and
voluntary sector contribution to non-health care includes over
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half of residential care places, and about a third of sheltered
housing places, but very little day or domiciliary care. Table 2
shows also that the large numbers in residential care are the
elderly: the mentally ill, whom Mr Clarke wishes to treat
differently, are fairly few.

The problem

D During the 1980s, supplementary benefit became available to
help meet fees in independent care homes, thus making this form
of care seem artificially cheap to clients and statutory

providers. People may enter private or voluntarily-provided
residential care at will and, if they qualify for income support,
DSS foot the entire bill (board, lodging and care). In other

words, DSS operate a means test but not a care test.

6. As a result, expenditure on social security payments for
residential care has risen dramatically, from £10 million in 1979
to around £980 million by 1988-89, and if present trends continue
will reach £1% billion by 1991-92. Half of those in private
sector homes now have their expenses met from benefit, compared
with only 10 per cent in 1981. Residents in local authority homes
do not qualify for such support, and so the growth of local
authority homes has virtually halted.

The solution

7. The essential method of removing that perverse financial
incentive, and introducing some restraint on the growth in social
security payments for residential care, is as follows. One public
sector authority must be given total financial responsibility for
all forms of non-health care, and the powers to decide what form a
client requires. That is, that authority would assess the need of
the client, whether for domiciliary services, day care services,
or residential care. That authority would then finance the care
required. (All of this applies only to clients who qualify for
income support. That is, DSS could continue to operate the means
test, whatever authority were given the responsibility for

community care.)
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8. The authority given this overall responsibility for
non-health care need not provide the services. It could buy them.
Private sector provision of domiciliary care might take some time
to develop, especially in rural areas, but the management of the
present local authority services could be contracted out.

9. The new authority would be given a budget initially
comprising the present costs of local authorities and the present
social security expenditure on people in residential care, minus
an allowance for ordinary income support and housing benefit for
their clients. That is, in future anyone eligible for income
support - including those in LA homes - would get it from DSS in
the normal way (plus normal housing benefit), but the new
authority would pay for all "care" on top of that.

Choice of responsible authority

10. The various reports which have studied the problem (the
Firth Report, the Griffiths Report, and the recent
Interdepartmental - Halliday - Report have all concluded that the
local authorities should be the responsible authority. Local
authorities have statutory responsibilities for looking after
their residents in various ways; they provide many of the services
required; the assessment of need could most easily be done by
their existing social workers. And the Halliday Report in
particular made various suggestions to ensure that the 1local
authorities did not abuse their new powers: a statutory
requirement on LAs to introduce free competition for the provision
of residential care, and to offer choice to consumers; the same
regulations to apply to both LAs and the private sector; and a
requirement on local authorities to produce salisfactory
management plans, to be approved and monitored by DH, before their
budgets were increased. At the meeting on 29 November, Mr Ridley
added the idea of using the Social Services Inspectorale to
monitor the quality of assessment and the provision of care.

11. But other authorities could be given the job. The ideas for
giving it to an existing health care agency (the health
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authorities or the family practitioners service) now seem ruled
out, since such agencies will have enough to cope with following
the health review. That leaves a new community care authority, ie
a new central government structure or quango.

12. A new community care authority might be organised rather like
the health authorities. It would take over from the local
authorities the financial responsibility for their services, and
would need to set up its own staff for assessing need. It would
however be initially expensive and disruptive, and could cause
problems over the conflict between its responsibility and the
remaining statutory responsibilities of the local authorities.

Half solution

13. If none of the above solutions is acceptable, there is the
half-solution of asking DSS local offices to assess need. It is
not really feasible to think of the DSS taking over full
responsibility for buying and financing all the care services
required. If we headed down that road, we would end up with the
new community care authority, which has really nothing to do with
social security. But it would be better than nothing to give the
social security offices a requirement to assess need for
residential care, as well as to apply the means test. Since they
would have no powers or responsibilities as regards the provision
of alternative services, this is very much a second best solution:
the local authorities could simply refuse or fail to supply the
necessary domiciliary or day care services, and the social
security officers might feel forced to accept the need for
residential care. Any restraint on the growth of the social
security payments would therefore be less than might be expected
under any of the other solutions discussed above.

Specific grant

14. One point to watch is that if LAs should be given the job,
Mr Clarke wants to give them large and continuing specific grant
for the purpose. I have opposed DH's views on this, arguing that
LAs should get only a transitional specific grant, limited to the
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initial care costs of existing residents in private sector homes
(less the income support etc to be given to existing residents of
LA homes), and phased out as they die. Mr Ridley will support you
in preferring block grant.

Conclusion

5% T recommend that preferably the local authorities or
alternatively a new community care authority be given full
financial responsibility for all forms of non-health care of the
elderly on income support. Failing that, however, social security
officers should be given the power and duty to assess need for
residential care as well as means.

g’

MISS M E PEIRSON
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COMMUNITY CARE: PUBLIC EXPENDITURE IN ENGLAND (1985-86) TAHIE 1 ) ‘
£ million
DOMICILIARY SERVICES DAY CARE SERVICES RESIDENTTAL, CARE
IOCAL AUTHORTTY DOMICILIARY LOCAL AUTHORTTY DAY CARE LOCAL, AUTHORITY RESIDENTTAL
SERVICES PROVISION CARE PROVISION
HOME HELPS 327 ELDERLY 60 ELDERLY 655
" MEALS ON WHEELS 56 YOUNG PHYSICALLY DISABLED 26 YOUNG DISABLED 47
AIDS AND ADAPTATICNS 37 ADULT TRAINING CENTRES FOR MENTAL HANDICAP: CHITLDREN 39
MENTALLY HANDICAPPED 117 ¢+ ADULTS 105
S35 MENTALLY ILL 19 MENTAL ILINESS 21
TOTAL 420 e fess. AF:
TOTAL 222 TOTAL 867

IMNITYHEAHH'ISERVICES

DISTRICT NURSING 205 SOCIAL, SECURITY
HEALTH VISITING 12 |
CHIROPODY 31 . INCOME SUPPORT FOR
RESIDENTTAL AND
Rt NURSING CARE 353+
TOTAL 248
TOTAL DOMICILIARY SERVICES 668 TOTAL DAY CARE SERVICES 222 TOTAL RESIDENTTAL CARE 1220

* England only, like rest of table. GB equivalent is over £400 million, rising to an estimated £980 million in
1988-89.
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COMMUNITY CARE: ACTIVITY STATISTICS (1986

TABLE 2

DOMICILIARY CARE

DAY CARE

RESIDENTTAL CARE

jocth A THOMITY
_  DOMICILIARY SERVICES

HOME HELPS: NUMBER OF CLIENTS
: NUMBER OF HOME
HELPS
NUMBER OF MEALS PROVIDED
CASES OF ASSISTANCE PROVIDED
(AIDS-ADAPTATIONS)

COMMUNITY HEALTH SERVICES

DISTRICT NURSING: FIRST VISITS
TO PERSONS 65+ (46% OF ALL
FIRST VISITS)

HEALTH VISITING: VISITS TO
PERSONS 65+ (8% OF ALL
VISITS)

CHIROPODY: NUMBER OF PERSONS
65+ TREATED (90% OF ALL
PERSONS TREATED)

586,000

54,000
44,112,000

655,000

1,584,000

1,133,000

1,644,000

LoCRL AVTHOANTY

DAY CENTRES FOR THE EIDERLY 32,000
DAY CENTRES FOR YOUNG

PHYSICALLY DISABLED 13,000
ADULT TRAINING CENTRES FOR

MENTALLY HANDICAPPED 50,000
DAY CENTRES FOR THE MENTALLY

IIL 8,000
TOTAL 103,000

LOCAL AUTHORTITY PROVISION
(NUMBER OF PLACES)

ELDERLY AND YOUNG PHYSICALLY

DISABLED 115,600
MENTAL HANDICAP 15,800
MENTAL ILINESS 4,500
TOTAL 135,900

VOLUNTARY SECTOR (PLACES)

ELDERLY AND YOUNG PHYSICALLY

DISABLED 36,000
MENTAL ILLNESS 2,200
MENTAL HANDICAP 4,700
TOTAL 42,900

PRIVATE SECICR (PLACES)

ELDERLY AND YOUNG PHYSICALLY

DISABLED 92,600
MENTAL ILLNESS 1,700
MENTAL HANDICAP 3,900
TOTAL 98,200

PRIVATE AND VOLUNTARY NURSING HOMES
(NUMBER OF BEDS)

ELDERLY 41,600

MENTAL ILINESS 1,900
MENTAL HANDICAP 900
TOTAL 44,400
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AUDIT OF THE NATIONAL HEALTH SERVICE

Thank you for copying to me your letter of 8 December to
Roger Bright about the draft minute the Lord President
wishes to send to the Prime Minister following the meetlng
with Ministers on 6 December. I can confirm my Minister is
content.

P I am copying this letter to Roger Bright, Geoffrey Podger
and Carys Evanss”

M%s«» @Q

MISS J M DOMINGUEZ
Private Secretary

Ms Alison Smith

Private Secretary to

The Rt Hon John Wakeham MP
Lord President of the Council
Privy Council Office
Whitehall

LONDON
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FROM: MISS M E PEIRSON
DATE: 8 DECEMBER 1988

CHIEF SECRETARY cc Chancellor
Sir Peter Middleton
Mr Anson
Sir T Burns
Mr Phillips
Mr Beastall

Mr Potter
/‘ Mr Saunders
Mr Call
/
NHS AUDIT
j [ The Lord President's office has circulated a draft minute to

the Prime Minister, reporting the conclusions of the meeting you
attended on Tuesday. He wants clearance before close tomorrow.

y You will know whether the draft is an accurate record of the
meeting. However, you may like to consider the following points.
I attach a draft letter for your private secretary to send,
covering the second and third points below.

3 First, the Lord President is cautious in his presentation.
But that seems right for the business manager, and he has not
overstated the difficulties.

4. Secondly, the first part of the second paragraph is not
strictly accurate, even if that was what was said at the meeting.
There does have to be some provision in the Bill at introduction.
But it would not be impossible for a simple paving provision to be
subsequently expanded (in committee stage) to take in the full
legislation for the transfer of the whole of the NHS audit to the
Audit Commission. There are strong arguments against attempting
such a feat, namely the shortage of time in which to get right
every aspect of some fairly complicated provisions (at most about
6 months), the additional lengthening of the Bill, and the greater
risk of opening up debate both on the health review front and on
the NAO/PAC front. However, since the Prime Minister may
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otherwise ask about the possibility, you might like to suggest an
amendment (see draft letter attached).

5. Third, the last substantive paragraph mentions Mr Ridley's
suggestion that he make a speech in early January, praising the
Audit Commission and announcing the intention of extending their
role into the NHS, in order to play down the provision in his Bill
as an essentially technical issue.

6. However, DH say that Mr Clarke has since had second thoughts
about the wisdom of this idea, and may wish to suggest its removal
from the minute to the Prime Minister. He was talking to
Mr Howard Davies immediately after the meeting with the
Lord President, and Mr Davies said that, since the aim of the
change in responsibility for the NHS audit was to heighten its
profile, a speech by Mr Ridley (which would not be noticed by the
health community) was not the right way to go about things.

T I do not think much of Mr Davies' argument in this instance.
The health review white paper will itself announce the change to
the NHS audit, and get as much publicity as need be, and I have no
doubt about Mr Davies' ability to heighten the profile of the NHS
audit.

8. But I also do not think that Mr Ridley's idea would work. It
could not detract from the impact of the health review white
paper, so the risk that the clause in Mr Ridley's Bill would open
up the debate on the health review would be unaffected.

9. To include Mr Ridley's proposal might therefore raise false
hopes of avoiding difficulties, and you may like to suggest
deletion. I have included that suggestion in the draft

attached, though you may prefer to leave the matter to Mr Ridley
and Mr Clarke.

fuet’

MISS M E PEIRSON
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DRAFT LETTER FROM PS/CHIEF SECRETARY TO PS/LORD PRESIDENT

NHS AUDIT

e 1K Thank you for your letter of 8 December. The Chief Secretary
is content with the draft minute to the Prime Minister, subject to

the following points.

2% First, the second paragraph does not discuss the possibility
that the paving provision mentioned in the last sentence could, in
principle, be expanded at committee stage to encompass the full
legislation required for the transfer of?ﬁHS audit to the Audit
Commission. The Prime Minister will no doubt wish to know the

arguments against that possibility. The Chief Secretary

accordingly suggests the following amendments:-
i) In line 3, delete "this" and insert "it entirely".

ii) In lines 4-5, delete "Any provisions that were agreed"

and insert "some minimum provision".

iii) At the end of the paragraph, insert: "(In principle, it
would be possible for such a paving provision to be expanded
at committee stage to embrace the full legislation required
for the transfer of the NHS audit to the Audit Commission,
but the problems that even a paving provision could create,
as discussed below, would be greatly magnified by such a move

and we concluded that it was not practicable.)”
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3. Secondly, the Chief Secretary has been reflecting since the
meeting on the helpful suggestion by the Secretary of State for
the Environment, recorded in the last substantive paragraph of the
draft. He has some doubts about whether a speech along the 1lines
suggested would have the effect intended, and wonders whether it
would be better not to raise false hopes that some of the
difficulties could be overcome in this way. The Chief Secretary's
point is that, after the suggested speech, the health review white
paper would be published, and would include the proposal to
transfer the NHS audit to the Audit Commission. Therefore the
provision in the Local Government Bill is likely to be seen in
that light, no matter what the Secretary of State for the

Environment had said before the White Paper had issued.

4. I am copying this letter to the recipients of yours.
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AUDIT OF THE NATIONAL HEALTH SERVICE

On Tuesday, the Lord President held a meeting with your Secretary of State, the
Secretary of State for Health, the Chief Secretary and Mr Grist to discuss your
Secretary of State's letter of 28 November and the Chief Secretary's letter of

5 December.

The meeting agreed that the Lord President should report their conclusions to the Prime
Minister and, subject to the agreement of your Secretary of State and the other
Ministers present, the Lord President would now like to write in the terms of the
attached draft. The Lord President would be very grateful if this could be cleared
before close on Friday so that it could go to the Prime Minister for the weekend.

I am sending copies of this letter and enclosure, with a similar request for clearance,
the Private Secretaries of the other Ministers present at the meeting on Tuesday.

VICL\D /
N

ALISON SMITH
Private Secretary

Roger Bright Esq

Private Secretary to

the Secretary of State for the Environment
Department of the Environment

2 Marsham Street

LONDON

SWIP 3EB

CCNFIDENTIAL



CONFIDENTIAL

D R AF T

PRIME MINISTER

AUDIT 6F THE NATIONAL HEALTH SERVICE

In a recent meeting of your Ministerial group on the
review of the National Health Service (NHS) you asked
Kenneth Clarke for a note on the possibilities for using
this session's Housing and Local Government Bill to
provide for the Audit Commission to take over the
external audit of the NHS. In the event, it proved most
convenient for me to take a meeting last Tuesday on this
issue with Kenneth Clarke, Nicholas Ridley, John Major
and Ian Grist. This minute, which I have agreed with

them, reports the conclusions that we reached.

First, we agreed that if any provisions on NHS audit
were to be included in Nicholas Ridley's Bill, it would
not be practicable to do this by way of Government
amendment during the Bill's passage. Any provisions
that were agreed would therefore have to be ready for
the Bill's introduction at the end of January,

ie shortly after the likely publication of the NHS White
Paper. Tt would not be possible to prepare a fully
worked-up set of NHS audit provisions on that timetable,
but we were also clear that there were considerable
objections to the idea of promoting a general power that
would simply enable the Audit Commission's role within

the public sector to be expanded. We therefore

CONF1DENTIAL
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concluded that the only practical compromise would be a
paving provision authorising the Audit Commission to
undertake some audit and value for money work in the NHS
field, so as to enable them to build up experience and
prepare to assume the full role that they would be given
when the main NHS review legislation came forward in a

later session.

A paving provision of this kind should be fairly short,
and Nicholas Ridley is prepared for it to be included in
his Bill. Given the lead-time the Audit Commission
would need to build up its role, and the importance of
the topic in your review group's thinking, Kenneth
Clarke and John Major would ideally have wanted the
Audit Commissioﬁ to be given the full powers in the
present session. Failing that possibility, they view
the paving provision as the bare minimum that should be

done on the issue in 1988-89.

The inclusion of a paving provision of this kind would
require a reference to the NHS in the Bill's long title
and it would clearly enlarge the scope of the Bill in a
way that made it vulnerable to some amendment on NHS
issues. It is impossible to predict quite how far that
vulnerability might extend beyond the immediate areas of
efficiency audit and value for money, as a great deal
would depend on the ingenuity and determination of the
Opposition. If, for example, the NHS review were to

link funding with performance and efficiency, and the

CONFIDENTIAL
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Opposition were determined to debate those issues on
Nicholas Ridley's Bill, then they could probably find a
way to do so. There is, therefore, an unavoidable risk
that Nicholas's Bill could be seized as the first
vehicle for debating the NHS review in a way that might
be difficult to contain. Kenneth Clarke and John Major
both feel that this is unlikely to happen. They see the
extension of the Audit Commission's remit as an
essentially technical matter that is unlikely to attract
a great deal of attention, especially if it is tucked
away towards the end of a very long Bill on local

government matters.

So far as the carriage of Nicholas's Bill itself is
concerned, it is clearly unwelcome to have to contem-
plate a completely new kind of extension of a major Bill
that is already starting very late. In my own view, it
would be too optimistic to assume that the Opposition
would entirely refrain from exploiting the inclusion of
NHS material, and I believe that expanding the Bill in
this way would be bound to add to the difficulties of
managing it. The fact that the Bill is almost certain
to be guillotined is not the end of the story. I know
that Nicholas is anxious that the inclusion of NHS
material should not be allowed to have much impact on
the Bill's timetable, but I am afraid that I cannot
guarantee that. Nevertheless, if it is decided to
include this material, then I am confident that we can

bring the Bill to Royal Assent, albeit at the possible

CONFIDENTIAL
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cost of limiting our room for manoeuvre in other parts

of the programme.

I think it follows from this that, although I see the
business management aspects as quite important, they are
not the decisive factor. The essential thing is the
assessment of the threat that a paving provision in
Nicholas's Bill might present to the overall presen-
tation of the NHS review proposals during the first half
of next year. The majority of the colleagues at my

" meeting this week were confident about this, and I hope
that this minute will provide you with a basis for

reaching a decision on the point.

Finally, if it is decided to include this provision in
the Bill, Nicholas Ridley wondered whether the most
effective way of playing it down as an essentially
technical issue might be for him to make a speech on
audit issues in early January, praising the Audit
Commission's performance and announcing the intention of
extending their role into the NHS as a pragmatic and
sensible next step. I know that Nicholas would welcome
your views on this suggestion if you decide in favour of

taking the paving power in his Bill.
I am sending copies of this minute to Nicholas Ridley,

Kenneth Clarke, John Major, Ian Grist, and to Sir Robin

Butler.

CONFIDENTIAL
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FINANCIAL ARRANGEMENTS FOR SELF-GOVERNING HOSPITALS “"‘

Paper by the Secretary of State for Health and the Chief Secretary
to the Treasury

Introduction

1. Self-governing hospitals will offer better value for money,
higher efficiency, increased choice for patients and closer links
with their local community, providing a spur for the improvement
of standards in the rest of the hospital service. To achieve these
objectives they will need the maximum freedom and flexibility in

managing their financial affairs consistent with maintaining
public expenditure control and accounting propriety. This paper
considers what financial arrangements will be required.

2. Self-governing hospitals will be statutory bodies managed by
boards appointed by and accountable to the Secretary of State for
Health. We envisage a financial framework for these bodies which
would lead to their being treated as public corporations for
public expenditure control purposes. They will be financed mostly
by payments from District Health Authorities (and certain General
Practitioners) for services supplied. Most of these services will
be supplied under contracts: there will be bulk contracts to
enable the necessary 'core' services such as accident and
emergency services to be maintained and omnibus contracts for the
provision of a specified quantity of other services. (It is
envisaged that initially the contracts will simply reflect the
hospital's existing pattern of service and sources of patients.)
The hospitals will be able to negotiate contracts on a fee for
service basis. They will also be able to generate income by
selling their services to the private sector - eg by treating
private patients, franchising space in hospitals etc.

3 Self-governing hospitals will not therefore receive any
specific revenue allocations from the Department of Health. Their
funding will depend on their success in obtaining business from
public and, to a much lesser extent, private sector purchasers of
health care. They will be competing for business with other self-
governing hospitals, health authority-managed hospitals and
private sector hospitals. It will be for them to determine in
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negotiation with the purchasers of their services the prices they
charge and their success in attracting contracts will depend on
their price-competitiveness.

Freedoms of self-governing hospitals

i) Ownership and use of assets

4. Self-governing hospitals will have considerable assets in the
form of land, buildings and equipment. Ownership would be vested
in the board of the self-governing hospital, in keeping with the
overall objective of giving them the maximum possible freedom to
run their own affairs. They should also have the freedom to make
use of their assets to provide the pattern of their service they
think best. This should include the freedom to dispose of assets
subject only to a duty to inform the Secretary of State who would
have a reserve power to intervene if the disposal was against the
public interest.

B To impose the necessary commercial discipline, the hospitals
should not be given these assets as a free good. We propose that -
like Trading Funds - the hospitals should be given an interest
bearing originating debt, equal to the value of their initial
assets at vesting, repayable on terms set out in the enabling
legislation. They would therefore not need to be subject to the
capital charging system. The interest self-governing hospitals
should pay on their inherited assets, the method of valuation and
accounting for depreciation will need to be considered further in
tandem with the details of the capital charging scheme: the
different arrangements should not result in self-youverning
hospitals being placed at a competitive advantage or disadvantage
to the rest of the hospital sector.

6. like other public enterprises, self-governing hospitals should
be set financial targets in the form of a real rate of return on

capital employed which they would be required to achieve.

ii) Retention of Surpluses and Reserves

7. Self-governing hospitals will, if successful, make surpluses on
their activities. They should be allowed to retain these surpluses
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and build up reserves to improve their services and help finance
capital investment. More importantly, it will give the hospitals
an additional incentive to maximise their efficiency and keep
their costs down. (The legislation will need to specify the form
in which these reserves can be held.) Self-governing hospitals
will therefore be free from the normal requirement that surplus
balances need to be surrendered at the end of each financial year.

iii) Deficits

8. We cannot be certain that self-governing hospitals will
invariably be able to balance their budgets every year. A hospital
may end a particular year with a deficit despite being in a sound
underlying financial position. A requirement that hospitals could
not run end-year deficits would be an artificial and unnecessary
constraint on their activities. However, a self-governing hospital
should not be entitled to run a continued deficit: this would
undermine its viability and build up potential liabilities for the
Exchequer. This would clearly be undesirable but could be avoided
by setting a requirement that they should break even taking one
year with another.

iv) Working Capital and Capital Investment

9. Self-governing hospitals' costs will not be directly funded and
their income and expenditure cash flows are unlikely to match each
other at all times throughout the year. They will therefore need
access to working capital through loans/overdraft facilities.
Indeed they will need to have a loan at their foundation to give
them the necessary working funds until the income from their
contracts starts to flow. More significantly, they will also need
access to funds for capital investment so that they can maintain
and expand their facilities to meet demand and provide the
required standard of service. They are unlikely to be able to
finance their capital investment solely from sales of assets and/
or the reserves they have built up. They should therefore be able
also to meet their capital requirements through loans, which they
would have to service from their income in the same way as
hospitals in the rest of the NHS will be charged for their
capital.
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10. The funds used to finance the expenditure of self-governing
hospitals will almost all be public money for which the Department
of Health will be accountable. While the hospitals remain
statutory public sector bodies all their borrowing, or the
expenditure it finances, will be public expenditure.

[To maintain public expenditure control there will therefore need
to be 1limits to the amount the self-governing hospitals can
borrow. The aggregate of these would be settled in the Public
Expenditure Survey. The Department of Health would then decide how
much each individual hospital could borrow. A hospital could
either be given its own borrowing limit for the financial year or
submit bids to the Department for its capital expenditure as
required during the year.]

[Self-governing hospitals should not be constrained by any
specific financing limit but should, within certain boundaries,
have the discretion to borrow etc as they saw fit. This would,
however, mean a very significant relaxation of public expenditure
control.]

11. Self-governing hospitals could be allowed to borrow from the
private sector or the Government. However, the commercial banks
would not offer such fine terms - even if the loans were covered
by Government guarantees - and their loans would therefore be more
expensive. More of a self-governing hospital's resources would be
required to service its debt rather than being available for the
provision of health care and this could also be reflected in the
prices it needed to charge its customers. Borrowing from the
Government would therefore be preferable on value for money
grounds. This would also be more transparent to Parliament.
Depending upon the precise legal status of the hospitals, there
are two options for the source of Government loans: the National
Loans Fund; or voted funds. The latter could be more appropriate
as it would emphasise that the Department of Health would have the
responsibility for satisfying itself that the loan would be
serviced, and repaid, in full. Provision of Government loans at
preferential rates would entail the hospitals' being required to
invest their surplus cash in the public sector (otherwise they
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would have straight arbitrage opportunities which would expose the
Accounting Officer to criticism).

Preventing abuses of self-government

12. Self-governing hospitals should have the maximum freedom
consistent with normal Accounting Officer principles. As they
remain public bodies, the Secretary of State will need some
controls over their exercise of their powers. He will, of course,
be able to dismiss the board of a hospital and remove its seclf-
governing status. However, these are draconian sanctions for use
in extremis if it is clear that a hospital is no longer fit to run
its own affairs. It will also be necessary for the Secretary of
State to have the power to intervene if abuses of self-governing
status are occurring. Since self-governing hospitals will not be
subject to the general direction of the Secretary of State in the
manner of the rest of the NHS, he will need some limited specific
powers, for example, regarding the sale and purchase of assets and
size and use of reserves. These powers would only be for use where
there was a serious risk that a hospital was abusing its freedoms
or getting itself into difficulties.

13. Further controls may need to be provided to prevent any
hospital with a local monopoly of health care provision unfairly
exploiting its position by, for example, charging high prices for
its services. The system of capitation funding for health
authorities will provide some protection. An authority will have a
fixed sum to purchase services for its population which will
constrain what it can pay the self-governing hospital. 1Its
contracts with a self-governing hospital may not by themselves
provide all the funding the latter requires. The hospital may
need to compete for business from outside its home district and
this will affect the prices it can charge. However, it will be
necessary to consider whether this needs to be reinforced by
specific powers|

Other Issues

(i) Corporate Plans

14. Like any commercial enterprise self-governing hospitals will
need to prepare financial and business plans. They should discuss
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and agree corporate plans with the Department of Health covering
matters such as major capital investment and disposal plans or
changes in the provision of services, and performance and
efficiency targets.

(ii) Tax

15. The tax treatment of the surpluses made by self-governing
hospitals needs to be considered. (As the law currently stands,
the view of the Inland Revenue 1is that health authorities are
probably 1liable to tax on their profits from treating private
patients and other income generation activities.) The VAT
treatment of contracts 1let by health authorities to these
hospitals is another issue to be considered.

(iii) Accounts

16. Self-governing hospitals would be required to maintain their
own accounts. These should include provision for depreciation. The
hospitals will not need to be subject to the capital charging
regime since, as noted above, they will pay interest on any loans
they take out. Their situation will therefore be analogous to that
of the rest of the hospital service which, from 1991 onwards, will
also be paying interest on their capital assets.

(iv) Accountability

17. Parliament will expect the Secretary of State for Health to be
accountable for the hospitals' role within the NHS. The operations
of self-governing hospitals must therefore be subject to audit by
the Audit Commission which wé have agreed should be the agents of
the Secretary of State in his management of the NHS.

18. As our intention is that these hospitals should be as
autonomous as possible, they will not be under the same direct
control of the Department as the rest of the NHS. The Department's
Accounting Officer should therefore not be accountable for each
individual hospital but he will have an overall stewardship
responsibility for their use of public funds. (As now he will
will remain accountable for payments, including loans, made from
his votes to the hospitals and, in his capacity of Accounting
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Officer for the NHS, for payments to health authorities.) To
protect the position of the Accounting Officer it will therefore
be necessary to ensure that there are adequate monitoring
arrangements.

19. The NAO will remain responsible for auditing the consolidated
accounts of the NHS and will also scrutinise the Departmental
Vote under which loans are made to the self-governing hospitals.
It is for consideration whether the NAO should be permitted to
carry out value for money studies of these hospitals (as they will
continue to do in the rest of the NHS). It 1is conceivable that
there would be some Parliamentary pressure to subject the affairs
of the self-governing hospitals to scrutiny by the NAO and PAC.
However, if the hospitals are classified as public corporations,
we should oppose this. It is Government policy not to allow the
NAO access to the public corporations and we would clearly not
want to set an unwelcome precedent with self-governing hospitals.

(iv) Privatisation

20. The financial arrangements proposed for self-governing
hospitals go as far as possible in giving them autonomy consistent
with their remaining in the public sector. To go any further would
entail their having to be privatised.

Conclusion

21. The above proposals would offer self-governing hospitals:-

(i) ownership of their assets and the freedom to use them as
they think best subject only to certain reserve powers of
the Secretary of State;

(ii) freedom to retain surpluses and to build up reserves,

(iii) freedom to manage any temporary deficits;

(iv) the power to borrow up to prescribed limits to finance
their working capital and capital investment.
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We consider that the financial regime outlined above can be
created by the legislation establishing self-governing hospitals.



- Conhdenlial

ACCESS TO PRIVATE CAPITAL - NOTE BY DH AND TREASURY OFFICIALS

1. Our paper HC 56 said that we would report back to the Group when we had
completed further work on this question.

2. We have examined a range of projects which have come to the Department's

notice as ventures which individual health authorities would like to

undertake. In many cases, we have been able to establish that they would be :
entirely consistent with the principles governing privately financed i ’f‘
projects, and that there is every reason to encourage them. Examples of

these include:-

- Joint developments between NHS hospitals and private health care
providers, under which facilities are financed by each party in
proportion to the use they plan to make of them.

- Leasing NHS land, buildings or other facilities for use by private
sector health care providers or other ventures. Such leases may
involve conventional fixed repayments, or be linked in some way to
the profits generated by the lessee.

- Schemes under which housing associations take over the provision
of residential accommodation for nurses and other NHS staff, again
using land leased from the health authority.

3. The general principles we have applied in addressing these cases are
that value for money must be secured on behalf of the tax payer, and
that, where the costs of a project ultimately devolve onto the tax payer,
there is a presumption that it should not be additional to the agreed
public expenditure programme. For the most part, the application of
these principles to particular cases is clear, and creates no special
difficulty.

4. But we have identified some areas where we need to do further wark on the
precise ground rules to be applied. One such is contracting out. The
overriding criterion here must be value for money, but there is a further

and separate question whether control total adjustments are needed. If, for
example, a district were to contract out all its hospital services, it would

not need any capital provision, although it would incur more revenue
expenditure to cover the capital element in the fees it paid. At the other

end of the spectrum, however, no question of adjustments has been raised in
the contracting out of catering, cleaning, and laundry services.

5. We have identified one area where there is a clear difference of view.
This is the financing of cost-saving projects of the sort now proposed for
Bromley district health authority. The issues are discussed more fully in
paragraph 7-9 below.



Value for Money

6. There is agreement that the value for money criterion is met where any
higher interest costs of private finance are offset by better management or
superior services. The question raised by the DH examples

circumstances, private financing should also be allowable where public w
finance is perceived by health authorities ‘to be unavailable.

(Examples 1 and 2 in 1 the Annex) is whether, in certain cost-saving o~
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7. The fundamental problem is that certain projects involving (cost saving)or 1
the release of surplus land, but no significant service developme end not 1 f)/\
to go ahead because they are given insufficient priority by regions. The ‘ (\/'
reason is not that these are "marginal" projects but that health authorities \

have no objective basis for comparing projects that meet service objectives ﬁ
with those that offer revenue cost savings. Without such a yardstick public l
opinion and medical pressures will almost always ensure that priority is '
given to projects offering service improvements directly (whereas cost f
savings schemes lead to service improvements indirectly).

“\""“‘"\_.

8. DH argue that practical choice facing health authorities in this

situation is frequently between mounting the cost saving project now using
private finance or mounting it considerably later using public finance. In
the circumstances, even the most rigorous investment appraisal may suggest
that the cost effective option is to use private finance. In the absence of
a specific fund for cost-saving projects, the Department believes there may
be some scope for tolerance of projects which promise exceptional benefits in
cash, service or political terms, through making use of particular financing
opportunities provided by the private sector.

9. The Treasury consider that best value for money must always be the aim
for the health service. In their view it is possible to accommodate such
projects within the agreed capital programme, even if regions do not now give
them high priority. This could be done by keeping back part of the caital
programme for allocation centrally to such projects. A similar idea was
proposed by the department in the course of this year's public expenditure
survey.

Public Expenditure Control

10. Treasury and DH also differ over the situations in which the
introduction of private finance should not involve a change in the public
expenditure control totals.

11. There is agreement that there should be no adjustment where the private
sector finance manage and own of the project and there is no substitution

for NHS provision. For example the private financing and management of shops
or private hospital facilities on NHS land (Example 5). The same would be
true for a jointly funded new hospital complex provided each partner

financed, owned and managed its own defined part ( Example 3).



12. There is also agreement that there should be no adjustments when the NHS
contracts-out services involving limited capital expenditure. Catering,
domestic services and laundries are examples that have already been agreed.

Privatisation of accommodation for nurses (Example 7 in the Annex) is also
accepted as requiring no change to control totals.

13. However, there are other areas where the effect of the private finance
principles on contracting-out need to be given further attention. For
example DH argue that there are good demonstration grounds for allowing the
contracting out of continuing care for the elderly to be exempt from
additionality rules (Example 4). Treasury are willing to consider the
demonstration case on its merits and has been agreed that detailed guidelines
should be drawn up across the contracting-out field.

e

Enterprise and Risk

14. There is agreement that it is acceptable for the NHS to enter into
co-operative or joint venture arrangements that involve limited risks of
revenue loss. (Examples 5 and 6). Arrangements for the leasing of NHS land
or buildings that include a profit or income sharing element are acceptable
provided that the health authority acts with due prudence, by identifying and
assessing the risks of revenue or capital loss, and ensuring that it has the
appropriate management capability to monitor and control such risks. Its
auditors will need to take a particular interest in such arrangements. The
Treasury expect DH to establish mandatory guidance on the kinds of activities
that could be entered into on this basis and safeguards to be applied,

but does not regard the assumption of risk itself as raising a major

point of principle.

15. We understand health authorities currently do not have the power to
establish or participate in formal joint venture companies ie involving
health authorities contributing capital to limited liability companies.

Self-Governing Hospitals

16. Questions relating to access to private capital for self-governing
hospitals have not yet been discussed in detail by officials. Treasury
officials would take the view that the conditions governing access to
private capital should be the same for self-governing hospitals as for
public enterprises. DH officials believe that self-governing hospitals
offer a unique opportunity to encourage entrepreneurial behaviour in the
health service and that they should not be constrained by the conditions
governing other public enterprises.

Conclusions
17. Treasury and DH officials are agreed that:

1 The current opportunities for co-operation

between the NHS and private capital should be

publicised more widely. The new guidelines

for the NHS on access to private capital should
highlight the possibilities, drawing as necessary
on the examples attached to this note;



ii. An illustration of these opportunities is the
‘ wide range of circumstances in which use of or
co-operation with the private sector (including finance)
need not involve changes in the public expenditure capital control
totals, either because there is no substitution for
NHS provision or because contracting-out involves
limited capital expenditure. However, there is a need
to clarify the circumstances in which contracting-out
can be allowed without requiring adjustments to planning totals.

iii. Special measures may be required to encourage health
~ authorities to fully exploit cost-saving opportunities.
\ rTreasury officials believe that these should take the form
jof the Department or Regions earmarking funds for cost-
- Esaving projects. The earmarked funds could be financed
from existing or additional public expenditure provision.
DH officials recognise the transparency of such solutions
but believe that until additional funds can be made available
Ministers may attach such priority to the NHS being seen to co-operate
with private finance in situations such as Bromley that they
would favour special dispensations. The dispensations could be confined
to a limited and carefully defined set of circumstances where there was
a very high payoff and/or confined within a cash limited sum.

18. The position of self-governing hospitals has not yet been discussed

. in detail.



EXAMPLE [1] : NEW DGH FUNDED BY LAND SALE PROCEEDS (BROMLEY)

1. An olu, out-dated DGH is located in a town centre, where land values are
high. If short-term bridging funding could be made available it would be
possible to build a completely new DGH on a cheaper greenfield site
peripheral to the town and to cover the entire cost from the proceeds of the
subsequent sale of the released town-centre site(s). The DGH would enable
the same level of service to be provided in a much higher - quality
environment and _with useful revenue savings as well. The region has many
pressing priorities and does not feel able to provide the necessary bridging
finance.

2. Such a development could be funded in several ways. For example:

a. By the health authority borrowing against the
security of the land which will be released when the
development is completed.

b. By forward selling the land to be released.

c¢. By accepting a proposal from a commercial contractor
who is willing to fund the new development on the basis
of a single contract embracing both the building of the
new hospital and the purchase by the contractor of the
site(s) to be released.

The preferred option would be that which was best in terms of the balance
between overall cost and risk.

3. In any of these cases it is likely that the authority would want to adopt
a fast-track design and build procurement process to minimise the period for
which bridging finance at commercial rates is needed.

Analysis

4. The proposal involves unconventional finance because short-term private
sector bridging finance is being used to fund the building of the new DGH.

5. The proposal offends in two ways. First, the use of private sector
funding implies a second-best in terms of VFM, because bridging finance
provided from public funds must inevitably be cheaper. Secondly, the
provision of bridging finance would be inconsistent with public expenditure
controls, unless there were a control total adjustment. But in that event,
the proposal would fall because the region would have no incentive to fund it
privately.

6. The problem arises because the strategic planning system, combined with
local political and other pressures, tends to give service development
priority over cost-saving or capital-releasing investment in regional capital
programmes. This is in part because there is no objective method for



comparing "rates of return” from service development with those from cost
saving projects. If therc is to be more cost-saving investment, and if
regions will not make room for it within their capital programmes, some other
means of financing it has to be found. Treasury believe the logical way
would be to acknowledge that such investment is of a rather different nature
to service development, and to provide a top-sliced allocation within the
capital programme specifically for the purpose. Regional programmes would
then be explicitly for service development. A proposal for a capital loan
fund on these lines, but involving additional expenditure, was advanced by
Department of Health in the 1988 Public Expenditure Survey.

7. If nevertheless such schemes were to go ahead on a privately financed
basis, the position of the Accounting Officer would need to be considered.

On the face of it, he would be exposed to criticism by the PAC for allowing a
project to go ahead on a basis which was shown on investment appraisal not to
be the most cost-effective. This aspect needs to be addressed in each such
project which is proposed, and is being considered in the present case of
Bromley DHA.

8. DH acknowledge the logic of a separate capital fund for cost-saving
investments. However, existing capital allocations are fully committed
making service improvements. Until an addition to public expenditure is
agreed DH believe that private sector finance represents the only way to
exploit cost-saving opportunities. Moreover, DH note that in these bridging
cases short-term borrowing from the private sector does no more than
facilitate or expedite the release of the value inherent in the land. The
guantum of public sector activity/investment is therefore being determined
not by the private sector borrowing, but by the value of the underlying
publicly owned asset (the land) which is being brought into play. This is
arguably within the spirit of the rules, and additionally should achieve
maximum VFM from assets given into their charge. And health authorities will
certainly regard the ruling out of second best options as incomprehensible
when the consequence is that very worthwhile benefits are foregone.

9., As examples of similar schemes would be rare there need be no undesirable
replications of a concession here. The need for further concessions could be
ended by agreement on a new capital programme in the next PES round. Failing
such an agreement, if permission is limited to cases where the cost of the
development is fully (or within an agreed %) covered by the value of the
asset being redeployed, instances will remain rare. As an additional
protection for public expenditure totals it would be possible to agree a
maximum aggregate figure below which offsets would be waived.

10. The Treasury believe it would be very difficult indeed to defend a more
expensive privately-financed option on the grounds that room cannot be found
for the project within a gross HCHS capital programme of £1.2bn. This is to
argue that hospital capital spending should be at a level higher than that
agreed by Ministers in the Public Expenditure Survey. It is not relevant
that there are offsetting land sales receipts later: activity by the public
sector is still increased, even if it is not financed directly by the
taxpayer. If the rate of return on the project is so good, room should be
found for it within the capital programme; if not, it should not take
precedence over others. The ranking of a project should be determined by its
rate of return, not by method of financing.



11, DH's proposals go well bevond the freedom given to Local Authorities to
undertake Bromley type schemes. Local Authorities are not allocated funds
to finance expenditure to be undertaken in anticipation of receipts to be
realised from an asset sale in a later year.



EXAMPLE 121 : CONTRACT ENERGY MANAGEMENT AND WASTE INCINERATION

Opportunitics for cost saving by cont

cting out ancillary services

(a) Contract Encrgy Management

1. A district has a hospital with an old, outdated boiler and heating plant.
A modern, state of the art installation, which might cost in the region of
£500,000, would yield immediate major revenue savings as a result of (a)
increased efficiency of conversion of fuel into heat, coupled with (b) better
utilisation as a result of "intelligent" electronic sensors and controls.

The potential revenue savings are so large that the capital investment could
be recouped within 2-3 years.

2. For the reason set out in example 1 - HA preference for service
improvements over cost-saving investments - there are cases where the capital
for this clearly highly desirable cost-saving investment is in fact not
forthcoming. Firms specialising in contract energy management (CEM) will
install and manage new equipment in return for an annual charge, by means of
which the firm recoups its annual running costs and recovers its initial
capital investment. At the end of the contract period - say 7 years - the
ownership of the equipment would revert to the health authority.

3. Option appraisal shows that although the conventionally funded option is
best VFM, the private sector (CEM) option is only marginally more expensive.
(This is possible (a) because the specialist CEM firm has more expertise and
achieves greater efficiency in the use of the new plant, and (b) because the
initial capital investment is small in comparison to the ongoing revenue
costs). Both options are far more beneficial than the "do-nothing" option in
providing a return on the investment that handsomely exceeds the test
discount rate. Locally managers, who have tried and failed to win public
funds for upgrading heating systems, cannot understand why they may not enter
into CEM contracts which will yield major and immediate revenue savings at
nil cost to the health authority. The option may be marginally second-best,
but it is highly advantageous and second-best only to what is perceived as a
non-available option.

(b) Waste Incineration

4, Cost saving opportunities (together with greater certainty in meeting an
externally imposed regulatory requirement) are likely to arise from
contracting out waste incineration. During 1989 strict new statutory
controls on emissions will be introduced by DOE. To comply with these new
controls, almost all existing NHS incineration plant will have to be upgraded
or replaced (at an estimated total cost of about £50 million, although the
impact of this expenditure will be mitigated by the provision of a
transitional period for compliance).

5. An obvious alternative to installing new equipment would be to
contract-out the clinical and other waste incineration function to the
private sector, wherever option appraisal indicated this to be preferable to
installing new NHS equipment. Contracting-out has the further advantage that
there is likely to be a progressive tightening of controls on emissions in



vears to come: incineration looks set to become a complex tightly-regulated
high-technology industrial process, best left to specialists to handle.

Analysis

6. A joint note by H M Treasury and the Department of Energy (issued in May
1987) gives specific guidance on the procedures for assessing CEM schemes.
This requires that CEM schemes offer first-best VFM in every case. The
existing guidance presumes that control total adjustments will be made where
CEM schemes involve large capital investments (over £1 million) or where the
cost of financing the capital installed is greater than half the annual costs
paid to the CEM contractor; although de minimis adjustments of less than
£250,000 to annual control totals in respect of all CEM schemes in a year
would not normally be made. There is no specific guidance on waste
incineration but it may be assumed that the same principles will apply.

7. DH believe that the CEM requirements are too restrictive and that their
effect is simply to delay the achievement of significant revenue savings.
They argue that a second best (in cost-benefit terms) option should be
allowable in cases where the ideal option is not readily available and the
default is "do-nothing", especially given the opportunity not only for
substantial savings but also to "roll back the frontiers of the state". This
latter opportunity applies also to waste incineration where if
contracting-out is not arranged the additional statutory requirements will
have to be met within the public sector. In this respect the schemes differ
significantly from other lease/purchase equipment replacement/upgrading
proposals. Because of health authorities practical inability to compare
service improvement and cost-saving projects DH also believe that a higher de
minimis threshold is required. For waste incineration schemes if the new
statutory requirements are to be met increased PE provision (or reduced
service developments) will be necessary unless a relatively high control
total adjustment threshold is set. DH propose that the threshold should be
set at £1 million for individual CEM and waste incineration schemes.

8. The Treasury welcomes the contracting-out of services such as contract
energy management and waste incineration wherever this can be shown to be
more cost-effective than in-house provision. In the case of CEM the
conditions made under which these schemes will behgpproved and their
implications for expenditure control are already,subject of detailed
guidance, agreed as recently as May 1987 with the Department of Energy, and
the Treasury would be content for similar guidelines to apply waste
incineration. In the Treasury's view these guidelines strike the right
balance between encouraging the injection of private sector expertise and
maintaining public expenditure priorities; no case has been established for
saying that they are no longer applicable to the NHS.



EXAMPLE [ 3 ] A JOINT VENTURE: SHARING OF ON-COSTS

A cost saving opportunity

1. The private sector and the NHS could share the construction
of a new hospital on a greenfield site owned by the NHS. Each
sector would own and manage a defined part of the new hospital
complex.

2. The two sectors would share an appropriate part of the cost
of clearing the site, sinking foundations, and bringing in
services thereby substantially reducing the cost to each.

3. There would be opportunities for trading between the private
and NHS ‘sides’ of the hospital. The NHS might generate income
by selling diagnostic services, heating, etc to the private
company. Because the NHS owned the land it would receive rent.

Analysis

4. such a venture offers significant opportunities for the
fruits of capital and revenue economies of scale to accrue to
the NHS (and the private sector) . However, there may be some
~iev +n the NHS if the private company went out of business
causing a temporary loss of income.

5. Treasury agree that offsets to NHS capital expenditure would
not be required 1if the construction costs were shared
proportionately between the private company and the NHS.



EXAMPLE [ 4 ]: CONTRACTING OUT CONTINUING CARE OF THE ELDERLY

A Contracting Out Opportunity

1. A District Health Authority has an old, outdated geriatric
hospital housing [x] dependent elderly people. The building has
reached the end of its useful life.

2% A private nursing home organisation offers to replace the
existing NHS hospital with a larger private nursing home, the
construction to be financed by the private sector, and to
provide [x] contracted beds to the DHA. The price of the long-
term contract will undercut the present running costs to the
health authority. Thus it has a better NPV than if the DHA were
to build the replacement. The major reason for the lower cost
is that the private sector is proposing to provide care in an
innovative institutional form that is not yet widely accepted in
the NHS. It is believed that satisfactory guarantees of quality
of care can be secured in the contract, partly by ensuring
continuing cover by geriatricians.

Analysis

3. This proposal will certainly pass the value for money test,
(given the satisfactory guarantees on quality of care). But it
would equally certainly substitute for NHS provision. The

necessary capital expenditure on the existing building, or a new
one, must form part of the district’s capital expenditure plans.
In principle, therefore, the correct course would be to reduce
the regional capital allocation while increasing the district’s
current expenditure allocation to cover the capital financing
element of the fees paid to the contractor. This realignment of
provision would allow the health authority to retain the current
expenditure savings.

4. The Department of Health believe, however, that the district
would be unlikely to pursue the opportunity in the near future
if an offset to capital expenditure is required. In practice a
project of this kind that is too innovative or controversial in
the NHS will not receive priority in the capital programme
unless the requirement for an offset is waived. In their view
the demonstration value of the project is such that Ministers
should decide to allow it to proceed as an addition to the
programme.

5. The Treasury will be considering the specific case with the
Department of Health. In their view, however, this is a good
illustration of the case for a capital loan fund (example 1)
which would enable the Department to fund projects over and
above regional service priorities.




EXAMPLE [ 5 ]: A JOINT VENTURE PRIVATE PATIENTS FACILITY

An Income Generation Opportunity

; 49 A District Health Authority may decide that it could
optimise the use of its assets by making some provision for
private patients and that this would be best provided by a new
facility (eg a private wing) on the surplus land of a District
General Hospital. There are several options for the building of
a new facility.

(a) Leasing

2. Part of the land could be leased to a private company who
would then build the facility. It would be owned and managed by
the private company. The income generated for the DHA would

come from creation of the leasehold and sale of services (eg
diagnostics) to the private company.

Analysis

3. The risks to the DHA are very low and would arise only if
the private company went out of business causing a delay before
this site could be leased again or sold.

4., Treasury see this example as presenting no problem.

(b)) Joint Venture

5 The facility could be built by a private company and, as
part of a joint venture by the DHA, the land would be provided
on a lease that could provide for a share in the profits from
the venture. The income generated for the DHA would come from a
share in the profits generated by the facility and sale of
services (eg diagnostics) and to a lesser extent from creation
of the leasehold. In other respects the scheme would be the
same as (a).

Analysis

6. The risks to the DHA are low and would arise primarily if
the private company went out of business causing a delay before
this property could be leased again. But there would also be a
risk of forgoing the lower, but more certain, income involved in
a leasehold-only arrangement. The expected income to the NHS is
greater under this option than under option (a) and would grow
through time as demand for private care grew. DH believes the
low risks are acceptable in areas in which health authorities
can claim good product and market knowledge. Thorough financial
appraisal of schemes would be needed and it would be prudent to
include in any contract a getout or renegotiation clause.

7. Treasury see this example as presenting no problem provided
health authorities act with due prudence, by identifying and
assessing the risks of revenue or capital loss and ensuring that

they have the appropriate management capability to monitor and



' control the risks. The authories’ auditors will need to take

particular interest in such arrangements.

(c) Joint Venture Health Resource Centre

8. As an alternative to (b) a prevention-oriented facility
called, say, a community health resource centre could be built
by a private company and, as part of a joint venture by the DHA,

the 1land would be provided at a below-market lease. The
facility would provide screening, investigation, fitness
assessment, sports medicine, health education, and occupational
health services. The income generated for the DHA would come

from a share in the profits generated by the facility and sale
of services and to a 1lesser extent from creation of the
leasehold.

Analysis

9. The risks to the DHA are reasonably low and would arise
primarily if the private company went out of business causing a
delay before this property could be leased again. But there
would also be a risk of forgoing the lower, but more certain,
income involved in a leasehold-only arrangement. The expected
income to the NHS is increased under this option through the
sharing of profits and would grow through time as demand for
private health promotion grew. DH believes the risks are
acceptable in areas in which health authorities can claim good
product and market knowledge. Thorough financial appraisal of
schemes would be needed and it would be prudent to include in
any contract a getout or renegotiation clause.

10. Treasury see this example as presenting no problem provided
health authorities act with due prudence, by identifying and
assessing the risks of revenue or capital loss and ensuring that
they have the appropriate management capability to monitor and
control the risks. The authories’ auditors will need to take
particular interest in such arrangements.



EXAMPLE [ 6 ]: A JOINT VENTURE INVOLVING A NON-HEALTH FACILITY

An Income Generation Opportunity

1. The NHS might lease surplus land to a private company for a
non-health activity such as a hotel or retailing. The private
company would bear the full development cost and would pay a
guaranteed basic rent plus a percentage of the income from the
development throughout the period of the lease. Assessment of
the market potential and the conveyance of the lease would be
pbased on professional advice. The NHS would need to monitor the
lease and would have the option to dispose of it on the
commercial market if it were considered appropriate to do so.

Analysis

2. Such an arrangement would, in some circumstances, produce a
higher return than selling the land or making it available for
rent to an enterprise concerned with health care. The straight-
forward sale of a freehold may not always provide the best
return - particularly where the full development potential is
still to be established. Mandatory guidance will be issued on
the conditions under which health authorities can involve
themselves in non-health activities.

21¢. Treasury see this example as presenting no problem provided

health authorities act with due prudence, by identifying and
assessing the risks of revenue or capital loss and ensuring that
they have the appropriate management capability to monitor and
control the risks. The authories’ auditors will need to take
particular interest in such arrangements.



EXAMPLE [ 7 ]: A COOPERATIVE VENTURE WITH A HOUSING ASSOCIATION

A Privatisation Opportunity

1. In some areas NHS staff have difficulty in finding
accommodation at rates they can afford. A District Health
Authority may find that to recruit and retain sufficient staff
it must provide good quality residential accommodation and in
doing so that better value for money could be achieved by closer
cooperation with a housing association. It is not suggested
that there should be any change in existing policies on the
scale of provision of accommodation for NHS staff. The scheme
might be undertaken in more than one way.

(a) Site Leasing

- 28 part of a hospital site could be leased to a housing
association who would then build the accommodation. It would be
owned and managed by the housing association. There would be

income generated for the DHA from creation of the leasehold.

Analysis

3. This would cost the DHA less than if it were to provide the
accommodation itself. The risks to the DHA are very low and
would arise only if the housing association went out of business

causing a delay before this site could be leased again.

4. Treasury agree that offsets to NHS capital expenditure would
not be required.

(b) Joint Venture

5 The accommodation could be built by a housing association
and, as part of a joint venture by the DHA, the land would be
provided at a below-market lease. Such a subsidy, in this

example, would be necessary to induce the housing association to
take over the provision of accommodation. There might be income
generated for the DHA from a share in any profits and to a
lesser extent than under (a) from creation of the leasehold. 1In
other respects the scheme would be the same as (a).

Analysis

6. The cost to the NHS under this option would be no greater
than if the NHS were to provide the accommodation itself. The
risks to the DHA are low and would arise only if the housing
association went out of business causing a delay before this
property could be leased again. DH believes the low risks are
acceptable.

7. Treasury agree that offsets to NHS capital expenditure would
not be required.



(c) Higher Quality Provision

8. Existing accommodation could be leased to a housing
association who would then refurbish it and improve its quality.
As part of a joint venture by the DHA, the property would be

provided at a below-market lease. Such a subsidy, in this
example. would be necessary to induce the housing association to
take over the provision of accommodation. The costs of

refurbishment and improvement incurred by the housing
association would be recovered in the rent charged to the
residents. The DHA would not feel able to commit its own
resources to this purpose.

Analysis

9. There is no cost to the DHA under this option and there is
the benefit that staff enjoy better accommodation. The risks to
the DHA are very low and would arise only if the private company
went out of business causing a delay before this property could
be leased again.

p o Treasury agree that offsets to NHS capital expenditure
would not be required.



CONFIDENTIAL

&zf\"“- wy

2 MARSHAM STREET
LONDON SWI1P 3EB

01-276 3000

My ref:

Your ref:

Alison Smith

Private Secretary to

The Rt Hon John Wakeham MP
Lord President of the Counci
Privy Council Office
Whitehall

LONDON

SW1A 2AT

CHIEF SECAE

- -..Q.T.._._a
i ©
S —— e
§
“t
g
por
(\
"‘
C

? December 1988

D11 9T
gﬂkV&MMWbl&jhﬁf@xawwl

M Phullap, M Brctedh

4

@@V\ // Zx\g—ﬂ\ s w&m,c,.mjméuﬂ Meig Lot

AUDIT OF THE NATIONAL HEALTH SERVICE

. i S Sl Sart 4. g
o

Thank you for your letter of 8 December attaching a draft of the
minute which the Lord President proposes to send to the Prime
"Minister reporting the canclnsions of the meeting on Tuesday.

My Secretary of State feels that the draft rather labours the
difficulties of including the proposed paving provision in his
Bill. He hopes that it will not prove that difficult and that nis
suggestion for a speech will help set the measure in the context
of making fuller use of a body which has proved its
effectiveness. He believes that the minute should invite the
Prime Minister to give her views on whether this measure should
be in the Bill at Intrcduction so that there is no ambiguity
thereafter about drafting authority.

I am copying this letter to the recipients of yours.

/Z;g&

R BRIGH
Private Secretary
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.contrary to what they fear) the private finance rules do not
prohibit. The approach of the second draft therefore is to
emphasise the wide measure of agreement and to identify and
isolate the points of difference. This is clearly the right
approach to take with the Prime Minister.

3. On substance, it will be important to keep to the main
issues. Mr Clarke may well want to talk about borrowing by
self governing hospitals from the private sector. But you

should insist that that is taken in the context of the paper
about self governing hospitals, and not here. He may also
argue that the powers of health authorities to enter into
joint ventures with property companies are insufficient.
Again, that is an interesting policy issue, but it has nothing
to do with private finance. It raises completely different
issues about, for example, whether property development is
really an appropriate activity for the public sector to be

undertaking.
4. Ont. DOH objective 1is to allow Bromley (example 1) and
Bolton (example 4) to go ahead. But the existing regime

allows Ministers to decide that they should, if they think
oo i o

5o The DOH paper implies that he would 1like two further
changes. Paragraphs 4 and 7 appear to argue that any project
which can pass the rate of return test should be allowed to go
ahead with . private finance. But that is completely
unacceptable. All will have to be paid for eventually by the
taxpayer, and the effect is simply to drive a coach and horses
through public expenditure controls. You should press
Mr Clarke very hard on this.

6. Paragraph 5 of the paper argues for complete exemption of
all contracting out. We would argue that this is unrealistic.
If - taken to the extreme - all hospital services are

contracted out, then no NHS capital expenditure is needed. So
control total adjustments must be needed in some
circumstances. It is one thing to argue that specific
trail-blazing projects should be additional, but Mr Clarke
does not seem to have thought it through further.
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SPEECH BY BOB GRAHAM - CHIEF EXECUTIVE, BUPA
The Chancellor thought you and others might be interested to read

o the attached speech sent to him by Mr Bob Graham, Chief
Executive of BUPA.

MOIRA WALI.ACE
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NHS REVIEW: ACCESS TO PRIVATE CAPITAL

You will be discussing this issue with Mr Clarke on Monday
morning. The main paper will be the note by Treasury and DOH
officials attached to Mr Phillips' minute of 7 December. L8
attach however two more notes:

(a) a draft note by you and Mr Clarke, which would
cover an agreed note by officials, along the lines
of the earlier paper. This has been prepared by
DOH officials, and has not been <cleared Dby
Mr Clarke;

(b) a longer draft paper which would subsume the note
by officials. This is my draft. It has not been
shown to DOH, although they are aware of its
existence.

25 On handling, the main issue is which type of paper to put
into the meeting of the Prime Minister's group later in the
week. We should argue strongly for a paper along the lines of
my draft. The DOH approach sets up the issues in a much too
combative way. It slides over the fact there is a wide range
of schemes which health authorities want to do and which



CONFIDENTIAL

@
7. There are two possible areas of compromise (other than

simply conceding the Bromley and Bolton cases on pragmatic
grounds within the present rules):

(a) the Chancellor's suggestion that we should take a

(]Nﬂaqu‘» fkﬂ%' more relaxed view of value for money so far as self
C}Vviﬁf &!ﬁqﬂ;r‘ | governing hospitals are concerned, so that, for
!ﬁjﬁﬁgi,a b i example, a Bromley-type scheme could go ahead.

This has attractions in principle, but it would

wt "re U’\)‘ (““‘/ﬁ

e cante€ Tz AF€ pospitals than to other parts of the public sector,
Ce f & @‘iﬁ"”‘¢j? including nationalised industries and local

mean applying a more liberal regime to these

an f5¢¥ ?& /ﬂ authorities;

;@m@;y' ““’Wﬁn?%f conceding some additional public money (say
£50-100m) for a capital loan fund to finance
schemes like those at Bromley or Bolton.

8. Our version of the draft paper offers neither at the

moment. But we might discuss at our pre-meeting whether we
should do so in discussion.

R B SAUNDERS
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NHS REVIEW
CAPITAL

Joint paper by the Secretary of State for Health and the Chief
Secretary to the Treasury

Introduction

bk We were asked to give further consideration to the scope
for freeing up access to private capital by NHS hospitals.
Colleagues were keen that self governing hospitals in
particular should have as much freedom in this respect as
possible. The arrangements for capital financing of self
governing hospitals are discussed in a SsSeparate paper.

Officials have examined the present rules on "unconventional
finance" as they affect directly managed NHS hospitals. The
results of their work are attached at Annex A. This paper sets
out the views of the Secretary of State for Health and the
Chief Secretary on the issues they wish to put before the
Ministerial Group.

Private capital for directly managed hospitals

2. The current rules on DHAsS' freedom to use private capital
require that any project must show best value for money, and
the capital so used must normally be set against allocations of
public expenditure.

3 Qur officials have studied a range of examples of such
projects which illustrate the way in which the present rules
bite, and the way in which they constrain the achievement of
other objectives of the Review, such as greater involvement of
the private sector and income generation. Annex 1, the paper
by officials, sets out the existing scope within existing rules
for allowing greater flexibility for management.

4, The Secretary of State believes that this does not go far
enough. In general, competent NHS management, acting on sound
financial advice, and with the longstop of effective audit,
should have the freedom to identify their own capital needs,
and fulfil them by whatever means makes sense in the particular
circumstances.

5% The Secretary of State welcomes the recognition that
"contracting out"™ projects should be assessed under a more
relaxed approach (paragraph 13 of the officials' paper).
Contracting out is an key element of Government policy and it
will Dbe important to encourage its adoption by means of
"demonstration projects". However he Dbelieves that this
approach should be applied across the board, and not on a case-
by-case basis, which will only hamper health authorities' in
pursuing valuable opportunities. The responsibility for
allowing such projects to proceed should be for higher tiers of
management whether at Region or the Management Board.



6. He also welcomes the interpretation of the rules in
relation to the risk of profit-sharing ventures (paragraph 14
of the officials' paper). This interpretation is not widely

understood by NHS Managers, who will be able to bring forward
effective projects. This is an example of the scope that
should be permitted to prudential managers.

i However the Secretary of State considers that an important
point of principle needs to be established, which so far this
examination of the Treasury rules has not addressed. Where any
scheme in the NHS will yield a net cost saving to the public
purse, and cannot be financed from current allocations of
publiec funds, a health authority should be permitted to use
private capital, where this is available, provided the scheme
yields good (not necessarily "best") value for money. In
addition, in these circumstances, there should not be a
corresponding offset in the allocation of public capital funds,
(which will normally already be allocated elsewhere 1in the
capital programme).

8. Against this, the Chief Secretary [For Treasury draft -
points out that the rules are intended to achieve value for
money in the wuse of public funds, and to <contain publie

‘expenditure within limits set by Ministers. In. that light, > he

considers that it would not only be unnecessary to go further
towards freeing access to private finance, but also contrary to
proper management of- the economy. ]

9. Colleagues are invited to:

- endorse the limited scope for more liberal
interpretation of the present rules, as set out in the
officials' paper

- consider whether there 1is scope for . giving greater
freedom for NHS managers in this field, along the 1lines
set out by the Secretary of State, in the more highly
devolved and competitive environment which we seek to
ereate.
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Note by the Secretary of State for Health and the Chief
Secretary to the Treasury

Our paper HC56 said that we would report back to the Group when
we completed our further work on this question.

2. We have examined a range of projects which individual
health authorities would 1like to undertake. In so doing, we
have applied two general principles: that value for money must
be secured on behalf of the taxpayer; and that, where the
capital costs of a project ultimately devolve onto the
taxpayer, there is a presumption that it should not be
additional to the agreed public expenditure programme.

3. For the most part, the application of these principles to
particular cases is clear, and we have found no reason why they
should impede the projects from going ahead. The following are
among the examples we have considered, and which we see every

reason to encourage:

(a) a joint venture between the NHS and the private
sector, who share the construction of hospital
facilities, with costs apportioned according to the
use they plan to make of them. There would be
opportunities for trading between the two sectors,
with the private sector selling capacity to the NHS
and the NHS selling diagnostic services, etc to the
private sector. The NHS would receive rent trom the
private health care provider in respect of the land;

(b) leasing NHS land, buildings or other facilities to
private sector health care providers. The private
sector would run facilities on an NHS hospital site.
The lease might be on conventional repayment terms,
or might enable the NHS as landlord to share some of
the profits generated by the lessee;



CONFIDENTIAL

(c) as (b), but with the lessee providing a non-health
facility. This might be a hotel, shops, or a sports
centre. It could sell its services to the hospital,
to patients and to visitors. Again, the lease could
either be conventional or involve an element of
profit-sharing. This would be an alternative to the
sale of the freehold, if the health authority
considered that it offered a better deal;

(d) leasing part of a hospital site to a housing
association which would provide low-cost
accommodation for NHS staff. The NHS might

subsidise the lease, and possibly share in the
profits. The housing association could either build
afresh or refurbish existing accommodation.

4. In all these cases, there are no complications resulting
from the private finance principles. The health authority
needs to assess the commercial risks it faces from the venture
(eg if its partner went out of business) and to ensure that it
has the right management capacity and skills to deal with this
as appropriate.

Contracting out

5. Contracting out is an issue, however, which raises
slightly more difficult questions. In principle, if a service
is contracted out to the private sector, the need for capital
in the NHS is reduced. But since the contractor's fees will
involve an element for the cost of financing its capital
expenditure, the health authority should receive a higher
current allocation. In principle, therefore, health authority
capital spending should be reduced, and current spending
increased. Where services have been contracted out so far,
however - mainly, catering, cleaning and laundry services - the
capital element in the contractor's fee has been so small as
not to warrant any ajustment. But, at the other end of the
spectrum, there are cases where adjustments between capital and
current allocations are clearly appropriate - for example, in
the hypothetical case of a health authority which decided to
contract out all its hospital services.
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6. There is a grey area in the middle. It has already been
explored for contract energy management schemes, under which a
contractor takes over the energy management of a hospital,
including perhaps the installation of a new boiler
incorporating modern technology, with the aim of substantially

reducing energy costs. Guidelines for taking account of the
contractor's capital expenditure have been agreed across
government. Rather similar issues will be raised by the need

to upgrade or replace NHS incineration plant to comply with new
statutory controls on emissions. Again, this is an area where
the expertise resides in the private sector, and where
significant capital expenditure by the contractor may be
involved. Another case is that of a health authority which is
seeking to contract out the care of some geriatric patients,
rather than to replace itself an outdated and crumbling
hospital.

7 Our two Departments are in touch bilaterally on these
issues. We propose that officials should continue their work

to clarify the ground rules in such cases.

Private bridging finance

8. There is however one particular case where we have
identified a clear difference of view between us. This is the
financing of cost-saving projects of the sort now proposed for
Bromley District Health Authority. Outdated town centre
facilities would be moved to a greenfield site just outside the
town, thus bringing about expenditure savings as well as
largely financing the cost of the new hospital from the
proceeds of selling the present sites. There is however a
timing problem in that the 1land sales receipts are not
available until after the new hospital has been constructed and
the patients moved into it. A developer has proposed that he
should bear the costs of the construction himself, receiving in
return the vacant land now occupied by the District General
Hospital. In effect, he provides bridging finance.
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9. Such bridging finance is likely to be more expensive to
the government than financing the project in the usual way
through public expenditure. This therefore increases the cost
of the project to the taxpayer. The Secretary of State argues
that the alternative is the project not going ahead at all;
the Region's capital programme is fully committed for several
years ahead, and health authorities have no objective basis for
comparing cost-saving projects of this sort with those that
meet service objectives. In the Secretary of State's view, the
practical choice facing health authorities in this situation is
between mounting the cost saving project now using private
finance or mounting it considerably later using public finance.
In these circumstances, the Secretary of State believes that
the extra costs would be outweighed by the benefit of bringing
the project forward.

10. The Chief Secretary does not accept however that such
projects must inevitably be delayed. When projects promise
such a good return, they should be accommodated within the
level of capital expenditure agreed for the NHS, even 5
regions do not give them high priority. This could be ensured
by keeping back part of the capital programme, which is at
present all distributed to regions, for allocation centrally by
the department to such projects. A similar idea was proposed
by the Department in the course of this year's Public
Expenditure Survey. The Secretary of State's proposal would
mean giving greater freedom to health authorities, than to
local authorities, where we have recently been tightening up.

11. The position of the Accounting Officer also needs to be
considered. If the privately financed route were taken, an
option would be adopted which investment appraisal had shown
not to be the most cost-effective. 1In such circumstances, the
Accounting Officer would be exposed to criticism by the PAC.
This issue is being addressed at present in the Bromley case,
and will need also to be considered in any other such projects
which are put forward.
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Self governing hospitals

12. The principles set out in paragraph 2 - that the taxpayer
must get value for money, and that we must adhere to agreed
public expenditure programmes - apply throughout the public
sector. Approval of capital projects in nationalised
industries and other public enterprises 1is subject to these
considerations. And we have recently taken action to ensure
that local authorities take proper account of them. So in
principle, therefore, they must apply to self govérning
hospitals. The approval procedures will however be different.
Although they will still be expected to abide by the general
principle that public capital projects must deliver value for
money, they will in practice be subject to less detailed
scrutiny and control than the rest of the NHS.

Conclusions

13. In conclusion, we invite colleagues:

(a) to note that private finance considerations are
fully compatible with a wide range of co-operative
adventures which health authorities wish to enter
with the private sector;

(b) to agree that our two Departments should do further
work on the detailed application of the general
principles to the different types of contracting out
which are possible;

(c) to consider the issues raised by projects of the
sort discussed in paragraphs 8-11, including the
idea of a publicly financed capital loan fund;

(d) to agree that self governing hospitals should be
guided by the same principles, although they will
not be subject to detailed control in the way that
health authority managed hospitals are.
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NHS REVIEW : PAY

I had a useful meeting with DH officials this morning as a result
of which we have produced the attached revised version of the
paper on pay. The bulk of the text is now agreed between us (ad
referendum on both sides) and the two main points of dissension
flagged up for discussion between you and Mr Clarke on Monday.
These are:

11 Is it politically feasible to take doctors, nurses and
PAMs in self-governing hospitals outside the scope of the
Review Bodies, if that is what the hospitals want?

ii., Should self-governing hospitals be able to take
advantage of their new freedoms over pay at a pace and time
of their own choosing without any further reference to the
centre, or should they first have to satisfy the centre that
certain conditions are satisfied?

3. You objective on Mohday as far as this paper is concerned
will be to focus discussion on these two questions, if possible to
reconcile the two positions, if not to agree how they should be
handled in the paper, and to avoid any back sliding on the
agreement which has now been reached on the rest of the text.
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4. The judgement about the Review Bodies 1is essentially a
political one. 1In principle it makes just as much sense to give
self-governing hospitals discretion over the pay of eg nurses as
it does over the rest of their staff.

5% The difference between us about the extent to which the
process of change should be managed now appears to be rather less
than it was, subject to one proviso. The Department of Health are
now saying that, 1like wus, they would not expect self-governing
hospitals to depart very far from current pay regimes very
quickly. But they would 1like them to feel that they could, if
they wanted, without having any further bureaucratic hoops through
which to jump. They argue that such hospitals should not have to
prove again the depth of their management expertise since they
will have had to do that when achieving self-governing status in
the first place; and they are not prepared to accept that
delegation should depend upon the reality of competitive pressures
being first demonstrated.

6 The proviso is an important one. His officials think that
Mr Clarke has given up the idea of legislating so that all staff
in self-governing hospitals have new contracts of employment
immediately. But they are not entirely sure. It would be as well
to tease this out at your meeting. If he does favour the
legislative route that would raise a different set of issues which
would have to be dealt with in the papers.

7o The revised paper is going simultaneously to Mr Clarke
tonight. I have sidelined the changes compared with the last
version which you saw. I do not think that any of the detailed
points should cause you any difficulty.

TN,

C W KELLY

enc
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NHS REVIEW

PAY AND CONDITIONS OF NHS STAFF

Joint paper by the Secretary of State for Health and the Chief

Secretary to the Treasury

This paper sets out the scope for devolving responsibility for pay
and conditions to management in the main-stream of the NHS, and in
self-governing hospitals.

Background
4. The present system of negotiation and control of NHS pay and
conditions is highly centralised. National pay scales are

negotiated centrally, or determined on Review Body recommendation.
Conditions of employment are also negotiated centrally. A Dbrief
description of the arrangements is set out in Annex 1. On the
whole this system has proved effective in recent years in keeping
down pay rates in the NHS for non-review body staff, to the
benefit of public expenditure. (Pay accounts for three-quarters
of NHS costs). But one consequence has been the emergence in some
areas of increasing recruitment, retention and motivation
problems, particularly for skilled staff.

K 7 The Government can never stand entirely aside from such an
important part of public expenditure as NHS pay, particularly
since it is indirectly almost the NHS' only customer: and recent
experience has shown this to be an area which can politically be
highly sensitive. But Ministerial involvement in the detailed
determination of pay and conditions is in principle undesirable.
The ideal situation would be one in which managers were given an
overall financial envelope within which to operate and then left
to get on with achieving set objectives within it. The aim would
be to do that in ways which did not lead to escalating pay costs
and continuous increases in the size of the financial envelope
itself.
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Flexible pay systems

4. The general thrust of Government policy towards pay in the
public sector, and indeed in the economy more widely, is towards
introducing a greater degree of flexibility. Greater flexibility
can help to achieve better cost-effectiveness in expenditure on
pay by relating pay rates more closer to local labour market and
other conditions, by making it easier to encourage and reward high
performance by individuals, and generally by providing managers
with greater opportunities to use pay as an instrument of
management. Where greater flexibility is accompanied by greater
devolution or delegation of responsibility for pay and personnel
issues - which in principle is also desirable if the necessary
conditions of management capability and tight financial controls
can be satisfied - that can also help to 1lower the political
profile of such issues.

5. These considerations apply in the NHS as in other areas.

Flexibility in the main-stream of the NHS

6. Some progress has been made in this direction in the NHS in
recent years. But the extent to which individual health
authorities have freedom to vary pay and conditions without
central approval is still relatively limited. Apart from London
Weighting and the London supplements for Nurses and Professions
Allied to Medicine recommended by the Review Body in 1988, about
neither of which they have discretion, the flexibilities available
to individual authorities are confined to:

- performance-related pay for about 2,000 top managers
together with some discretion to vary basic rates
according to job weight. These arrangements are being
extended to cover a further 7,000 staff with provision
for market flexibility elements for hard to fill posts.

- regional variations for IT staff.
- bonus schemes for manual staff and

- greater flexibility for some professional, technical and
scientific staff allowing the possibility of eg moving
pay scales up the spine 0 reflect increased
responsibilities or expertise.

_2_.
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75 Health authorities also have responsibility for grading staff
within centrally agreed grading structures, which affords some
flexibility of a kind which varies between different groups of
staff. There is some evidence that some authorities, particularly
in London and the South East, have been exceeding the proper
limits of this flexibility in order to overcome recruitment and

retention difficulties.

8. Officials are already looking at the feasibility of
introducing further flexibilities into the pay determination
arrangements for the main-stream of the NHS. In the immediate
future it seems unrealistic politically to do anything other than
to retain the Review Bodies for doctors and nurses. But the DH
have been working on proposals for an important group of the
non-review body staff - the administrative and clerical
grades - which, while retaining central negotiation of basic
rates, would allow local managers to vary these rates by up to a
given percentage, which could vary in different parts of the
country, to meet proven market difficulties. The new arrangements
would also provide scope for productivity bargaining and extend
performance-related pay.

9% More detail on these proposals is given in Annex 2. They
have not yet been discussed in detail with other departments.
Unless carefully managed, local variation in pay could lead to a
general escalation of pay levels rather than a more finely
targeted, and hence more cost-effective, outcome than across the
board increases, particularly since NHS managers have very little
experience of pay bargaining and will be dealing with trade union
officials who are likely to have much more.

10. A radical internal review by DH of conditions of service is
also nearing completion. Greater devolution is a key objective,
giving managers greater freedom to devise employment packages more
suited to local needs. The review has highlighted a number of
central controls which could readily be abolished - for example
where at present an authority wishes to appoint an officer above
the starting point on the relevant pay scale, perhaps because of
special skills, individual approval and a "variation order" must
be sought from the DH. Local management currently has few
responsibilities in any of these areas. But it ought to be
possible to give them progressively greater freedom as they gain
experience and develop the expertise to run a more highly devolved

system.
_3_
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Self-governing hospitals

11. Self-governing hospitals will be , or ought to be, those with
the strongest management. They will also be expected to win their
business by virtue of their greater efficiency. In order to
behave entirely commercially and make full use of the potential
advantages of their status, they ought to be given complete
freedom over the pay and conditions of their staff.

12. There are, however, a number of considerations bearing on
this.

13. First, however desirable in principle, there is a question as
to whether in the immediate future at least it is politically
feasible to take doctors and nurses working in self-governing
hospitals out of the remit of Review Bodies. [Drafting to be
amended in light of discussion].

14. Second, self-governing hospitals will not be starting from
scratch. They will be taking on their existing staff who, even in
the non-review body groups, will have existing contracts of
employment which explicitly or implicitly relate to pay and
conditions determined under the existing mechanisms. Attempts
unilaterally to vary the method of pay determination could be held
to be a breach of contract which could lead to unfair dismissal
claims, and redundancy payments. It might be possible to deal
with this to some extent by legislation. But that would involve
taking away existing public and common law rights and for that
reason would be likely to be controversial. The alternative would
be negotiation by each hospital of new contracts of employment
with particular groups or individual members of their staff, which
will take time to produce results.

15. Third, it will be important to ensure that the arrangement
does not simply generate higher pay costs which are passed on to
the health authority as customer, and touch off a pay spiral which
affects not only the hospital in question but also main-stream
hospitals in competition with it for staff.

16. In principle, genuine competition for the provision of

services ought to be an effective constraint on hospital
management against letting pay get out of control. They would

-4 -
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simply lose business if they did. But in some parts of the
country, and in some specialities, the competition would be
limited, particularly in the immediate future. It would therefore
be necessary to rely upon some combination of:

e Cash limited funding to the DHAs, which are the buyers
in the market place; and

ii. The fact that hospital managers will be under
performance-related contracts which will provide pay
incentives to maintain and increase their volume of sales and
the sack if they fail, for example because pay rises restrict
the volume of service the DHA can buy.

17. Finally, even in self-governing hospitals management capacity
will constrain the pace of change which can be managed. They will
have little or not experience of, or capacity for, driving hard
pay bargains. It will almost certainly be necessary for them to
buy this in initially.

Conclusion

18. There is general acceptance of a need to introduce greater
flexibility into the pay determination system of the NHS,
irrespective of the creation of self-governing hospitals.
Proposals are in the course of being worked up which ought to help
to achieve this, though there are important constraints related to
the capability of NHS management to exercise discretion of this
kind without creating unacceptable upward pressures on the pay
hill. These proposals will be brought forward for discussion in
due course. The DH review of conditions of service also seems
likely to lead to a number of proposals which could increase local
management discretion and improve the cost-effectiveness of the
NHS salary bill.

19. If they are to achieve their full potential, and because this
is consistent with their underlying philosophy, there is a strong
argument for giving self-governing hospitals much greater
flexibility in the pay and personnel management area, not
excluding complete freedom for determining their own pay and
conditions, [at least for the non-review body groups]. But going

_5_
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down this road does depend upon having sufficient confidence both
in the ability of the managements concerned - to manage pay
negotiations with trade wunions and in the effectiveness of
competition and other mechanisms to prevent it leading to pay
leap-frogging and increases in the NHS salary bill which it would
in practice be difficult not to fund.

20. [Reference to position of Review Body Groups].

21. There is also a very difficult problem relating to the
existing contractual position of staff in hospitals given
self-governing status.

22. Against this background there are three broad options for
- self-governing hospitals:

Option 1: remove from self-governing hospitals any obligation
to observe centrally determined pay and conditions,
leaving them free to follow central arrangements,
introduce entirely different arrangements, or adopt
some intermediate position. Satisfying the
Secretary of State that the hospital had the
managerial and personnel capacity to handle this
degree of freedom would be one of the conditions of
self-governing status.

Option 2: keep self-governing hospitals within the general
system but give them much greater freedom within
it. For example, under the A&C arrangements
described in Annex 2 they could be required to use
the new national (and very flexible) grading
structure and to operate within the 20-30 per cent
limits, but would be subject to no other direct
constraints or controls.

Option 3: enable self-governing hospitals individually to
propose to the Secretary of State what new
arrangements they wished to adopt, from withdrawal
from the general arrangements to specific changes
going beyond those available to main-stream
hospitals.

o~
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23. [The Secretary of State for Health prefers Option 1, the
Chief Secretary Option 3].

24. Colleagues are invited:

Aty To note that further proposals will be coming forward in
due course to increase the extent of flexibility in the
main-stream of the NHS affecting both pay and other
conditions of service.

ii. To endorse the conclusion that no attempt should be made
in the immediate future to exclude from the scope of the
Review Bodies staff currently within their remit, [ whether
in self-governing hospitals or more generally in the
main-stream of the NHS/but allowing self-governing hospitals
to do so if they wished].

iii. To agree that self-governing hospitals should be given
as much flexibility as possible over the pay and conditions
of their other staff, not stopping short of complete freedom

to determine these for themselves.

iv. To agree that the appropriate way of doing this is ....

9 December 1988
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ANNEX 1
DETERMINATION OF PAY AND CONDITIONS OF SERVICE FOR REVIEW BODY éROUPS

1. There are two Review Bodies, one for doctors and dentists (DDRB) and one
for nursing staff, health visitors, midwives and professions allied to
medicine (NPRB). (The protessions allied to medicine - PAMs - are
physiotherapists, radiographers, occupational therapists, chiropodists,
dietitians and orthoptists.)

2. The Review Bodies are independent bodies appointed by the Prime Minister.
Their terms of reference are to aivise the Prime Minister on the remuneration
of the staff groups concerned. (But London weighting is at present dealt with
separately - see 4 below.)

3. Conditions of service and grading questions are determined separately from
pay. In the case of doctors and dentists they are negotiated between the
professions and the Health Departments. For the NPRB groups there are two
negotiating Councils, one for nursing staff, health visitors and midwives and
one for the PAMs. Changes in the structure of allowances (as well as of
grades) would normally be negotiated in the Councils and then submitted to the
Review Body for pricing (although the new London pay supplements recommended
this year by the Review Body for nurses and PAMs - see below - had not been so
negotiated).

4. The Review Body groups are also represented on the General Whitley
Council, which deals with conditions of service which are of general
application to all NHS staff. It also deals (via a sub-committee, the London
Weighting Consortium) with London weighting allowances for all NHS staff. The
respective roles of the London Weighting Consortium on the one hand and the
Review Bodies and Negotiating Councils on the other in determining special
arrangements for pay 1in London are currently under review, against the
background of the 1988 Review Body award of London supplements (payable on top
of London weighting) to nurses and PAMs.
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ANNEX 2

PROPOSALS FOR INTRODUCTION OF GREATER LOCAL FLEXIBILITY

The problem

1. Central bargaining with tight negotiating limits has led to increasing
problems of recruitment and retention in most staff groups not covered by
Review Bodies. Administrative and clerical staff are the major non-Review
Body group. They include managers below general managers and board-level
senior managers in regions and districts and below general managers in units.
Many authorities are facing acute problems in recruiting and retaining
suitable staff across the whole range from senior finance, computing and
personnel to secretarial and other clinical support staff. Because of the
importance of administrative and clerical staff in implementing change and
securing better management of resources they have been selected as the
flagship for the introduction of greater local flexibility 1in pay. Their
occupations are particularly sensitive to labour market influences.

Senior manaaers

2. The current senior manager’s pay arrangements are to be extended to two
further levels of management including managers in units. The change is to be
achieved without negotiation but individual managers will have the right to
retain their existing pay and conditions of service. Key elements of the new
arrangements are:-

- general managers will decide which posts they consider have responsibilities
for corporate management and therefore come within the scope of the new
arrangements;

- a 12-point pay range, based on a 30-point pay spine with 4% steps, will be
set for each management level;

- general managers will be required to assess the relative weight of posts and
propose the appropriate pay point;

- spot salaries will be authorised by the next managerial level (ie by the RHA
for posts at DHA level and by the Department of Health for posts in RHAs);

- there will be local flexibility to increase basic salaries by up to the
value of 2 spine points above the maximum of the range for vacant management
posts which cannot otherwise be filled;

- performance-related pay based on an annual process of individual performance
review can add up to 4% of salary annually and up to 20% over a minimum of 5
years.

Administrative and clerical staff

3. Proposals are being considered by Ministers which would need to be
negotiated in the Whitley Council for administrative and clerical staff who
are not covered by the senior managers’ option outlined in paragraph 2 above.
The key elements of the proposed arrangements are:-

- new tighter definitions for 10 grades on a 44-point pay spine with 4% steps
(to replace over 500 pay points);




- shorter incremental scales (4 or 5 points) with eiimination of age-related
points from age 18;

- assimilation to the new stucture to be prescribed by reference to existing
grades with personal protection where necessary;

- a facility for local management to supplement pay points where this would
assist in redressing proven problems in recruitment or retention;

- flexibility to be limited initially by amount payable to individuals (up to
30% in Thames Regions and 20% elsewhere for posts up to middle management
level and 10% at higher levels);

- overall use of flexibility to be controlled initially (5% of A&C paybill in
Thames regions and 3% elsewhere);

I lTocal proposals to be included in short-term plans and cleared at next

management level (RHA for Districts and Department of Health for RHAs);

- use of flexibility to be monitored by separéte identification of payment of
supplements in annual accounts;

- system designed to permit the easy introduction of individual
performance-related pay when appraisal systems fully effective.

Nursing and midwifery staff

4. Proposals have been put to the Review Body for a sum of #5m to be set
aside in 1989/90 for a pilot exercise in supplementing national rates of
basic pay where deemed appropriate on recruitment and retention grounds. Key
elements of the proposal are:-

- aim to help to meet a small number of particularly difficult cases and to
pilot the criteria and help in development;

- allocation of funds to be controlled centrally; and likely in practice to be
targeted on Southern Regions (including East Anglian) but to exclude inner
and outer London pay areas where universal supplements recommended by Review
Body in 1988 are already payable;

- supplement to be either a percentage of basic pay or a flat-rate addition to
annual salary or an additional point or points on pay spine (eq 24%/5% of
basic pay or #250/£500).

Other staff groups

5. For professional, technical and scientific staff local flexibility has
been encouraged by recent settlements for certain staff groups (eg speech
therapists and MLSOs) and negotiations continue for pharmacists. The concept
of pay spines has been introduced and local mangers provided with flexibility
in moving pay scales up the spine to reflect increased responsibilities or
expertise. There is also much less prescription in the grading criteria to
facilitate more flexible working arrangements. The new structures have been
designed to permit easy translation to the A&C model described in paragraph 3
above.
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NHS REVIEW: SELF-GOVERNING HOSPITALS )w) v

I attach a further draft of the paper on the financial
arrangements for these hospitals which has been sent to Mr Clarke
and will form the basis for discussion on Monday. The paper has
been shortened, with the proposals outlined at the start, and
makes clear our view that the public corporation model is the best

available.

Handling of the paper

2. We consider that it would be desirable to submit a paper along
these lines to the Ministerial Group meeting on 16 December unless
we can reach agreement with Mr Clarke on the financial regime for
these hospitals. (In which case it would only be necessary to
submit a short note or even simply reflect the agreement in
general terms in the draft White Paper chapter on self-governing
hospitals.) However, we regard this as rather unlikely, given the
reports we have of Mr Clarke's thinking. But we should aim for a
joint paper if at all possible. -

Public Expenditure

3. Another issue has come to light since yesterday's discussion.
This is that public expenditure - as measured by the planning
total and GGE - could increase as a rewsult of changing the status
of hospitals to public corporations and requiring them to pay
interest charges on originating debt. This is because payments by
health authorities will have to cover the hospital's loan charges,
but hospitals' payments of interest to the government will be
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'evenue (not negative expenditure) . While the effect on PSDR is
neutral, the planning total and GGe are higher than they otherwise
would be. In view of the 1likely net value of the hospitals'
initial assets, the size of the annual interest charge is likely

to be substantial.

Points of Contention

4. We have not had a full report of Mr Clarke's views but he is
likely to press for even greater freedoms for self-governing
hospitals than we have proposed. In particular, he may arque that
there should be no restriction on the hospitals' borrowing powers.
His line may be that if the hospitals' loans are not guaranteed by
the Government, there is no reason why they should score as public
expenditure and hence no need to control their borrowing. He is
likely to quote the example of universities. Although the great
bulk of their running costs comes from public funds, they are free

to borrow as they see fit.

5. This is a false analogy. Universities are private sector
bodies. While a body is in the public sector its borrowing
inevitably scores as public expenditure and there clearly must be
some control over the amount it can borrow. Even leaving aside the
question of whether it is the intention of the Ministerial Group
that self-governing hospital should be private sector bodies, it
is very doubtful whether, on the basis of current proposals, they
would be eligible for this status. A majority (though not all) of
the board of a self-governing hospital will be appointed by the
public sector (either the Secretary of State or the RHA). This
will mean that the hospital is deemed on control grounds to be in
the public sector. Similarly the reserve powers of the Secretary
of State and particularly his right to withdraw self-governing
status would probably be construed as giving him control over the
hospital hence leading it to be classified as a public body.

6. We are also clear that while self-governing hospitals remain in
the public sector the Department will retain a general stewardship
responsibility for their use of public funds, besides any specific
accountability for loans from their votes to the hospitals. Nor
can the hospitals escape from the scrutiny of the NAO.
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'. An issue which may exercise DH officials more than Mr Clarke is
the source of any government loans to these hospitals. They may
want the loans to come from the NLF rather than voted funds. We
should resist this. DH are accountable for the loans and voted
funds are therefore the proper source. As the Treasury would be
accountable for 1loans for the NLF there would be a dual
accountability which would not be a satisfactory arrangement.

D P GRIFFITHS
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FINANCIAL ARRANGEMENTS FOR SELF-GOVERNING HOSPITALS

Paper by the Secretary of State for Health and the Chief Secretary
to the Treasury

Introduction

1. Self-governing hospitals will offer better value for money,
higher efficiency, increased choice for patients and closer links
with their local community, providing a spur for the improvement
of standards in the rest of the hospital service. To achieve these
objectives they will need the maximum freedom and flexibility in
managing their financial affairs consistent with maintaining
public expenditure control and accounting propriety. This paper
considers what financial arrangements will be required.

2. We consider that the best available model- for the financial
framework for these bodies is that of the public corporation. Thus
self-governing hospitals would have:

(i) ownership of their assets and the freedom to use them as
they think best subject only to certain reserve powers of
the Secretary of State;

And, subject to an annual financing limit:
(ii) freedom to retain surpluses and to build up reserves;

(iii) freedom to manage any temporary deficits;

(iv) freedom to horrow to finance their working capital and
capital investment.

Freedoms of self-governing hospitals

i) Ownership and use of assets

3. The assets of self-governing hospitals would be vested in
their boards, in keeping with the overall objective of giving them
the maximum possible freedom to run their own affairs. They should
also have the freedom to make use of their assets to provide the
pattern of service they think best. This should include the
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'freedom to dispose of assets subject only to a reserve power for
. the Secretary of State to intervene if the disposal was against
the public interest.

4. To impose the necessary commercial discipline, the hospitals
should not be given these assets as a free good. We propose that -
like Trading Funds - the hospitals should be given an interest
bearing originating debt, equal to the value of their initial
assets at vesting. This would have the same financial management
advantages as but be outside the capital charging system to be
introduced into the rest of the hospital system from 1991 onwards.

5. Like other public enterprises, self-governing hospitals should
be set financial targets in the form of a real rate of return on

capital employed which they would be required to achieve.

ii) Retention of Surpluses and Reserves

6. To give self-governing hospitals end-year flexibility on their
operating surpluses, they should be allowed to retain these

. surpluses. They should also have the freedom to build up reserves
to improve their services and help finance capital investment.
This will give them an additional incentive to maximise their
efficiency and keep their costs down. (The legislation will need
to specify the form in which these reserves can be held.)

iii) Deficits

7. We cannot be certain that self-governing hospitals will
invariably be able to balance their budgets every year. A hospital
may end a particular year with a deficit despite being in a sound
underlying financial position. A requirement that hospitals could
not run end-year deficits would be an artificial and unnecessary
constraint on their activities. However, a self-governing hospital
should not be entitled to run a continued deficit: this would
undermine its viability and build up potential liabilities for the
Exchequer. This would be avoided by setting a requirement that
they should break even taking one year with another.
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viv) working Capital and Capital Investment

8. Self-governing hospitals' income and expenditure cash flows are
unlikely to match each other at all times throughout the year.
They will therefore need access to working capital through loans/
overdraft facilities. (They will need a loan at their foundation
to give them the necessary working funds until the income from
their contracts starts to flow.) More significantly, they will
also need access to funds for capital investment so that they can
maintain and expand their facilities to meet demand and provide
the required standard of service. They are unlikely to be able to
finance their capital investment solely from sales of assets and/
or the reserves they have built up. They should therefore be able
to meet their capital requirements through loans, which they would
have to service from their income in the same way as hospitals in
the rest of the NHS will be charged for capital.

9. The funds used to finance the current expenditure of self-
governing hospitals will almost all be public money for which the
Department of Health will be accountable. As public corporations,
all their borrowing from whatever source and their other external
finance would also be public expenditure. To maintain public
expenditure control there will therefore need to be limits to the
amount the self-governing hospitals can borrow. The overall limit
for the self-governing hospital sector would be set in the Public
Expenditure Survey. This would then be disaggregated by the
Department of Health into annual financing 1limits for the
individual hospitals, taking into account their capital
investment /disposal plans and internally generated resources. (The
hospitals will anyway need to produce corporate plans.)

10. Self-governing hospitals could be allowed to borrow from the
private sector or the Government. However, the commercial banks
would not offer such fine terms - even if the loans were covered
by Government guarantees - and their loans would therefore be more
expensive. Borrowing from the Government would therefore be
preferable on value for money grounds and it is expected that in
practice the hospitals would use the Government for their capital
borrrowings. (This would also be more transparent to Parliament.)
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.'hl. Loans from voted funds, rather than the National Loans Fund,
would be the appropriate source of borrowing from the
Government. This would reflect the Department of Health's
responsibility for the NHS and for self-governing hospitals in
particular. It would be for the Departmental Accounting Officer to
satisfy himself that the loan would be serviced, and repaid, in
full. Otherwise, if borrowing was from the NLF, the Treasury would
share this responsibility, which would unacceptably muddle
accountability to Parliament for the hospitals.

12. There would need to be arrangements to ensure that funds
borrowed from the Government could not be put on deposit at higher
rates of interest since the Accounting Officer would be open to
criticism if loans were used for this purpose.

Preventing abuses of self-government

13. Self-governing hospitals should have the maximum freedom
consistent with normal Accounting Officer principles. As they
remain public bodies, the Secretary of State will need some
controls over their exercise of their powers. He will, of course,
be able to dismiss the board of a hospital and remove its self-
governing status. However, these are draconian sanctions for use
in extremis if it is clear that a hospital is no longer fit to run

its own affairs. It will also be necessary for him to have the
power to intervene if abuses of self-governing status are
occurring. Since self-governing hospitals will not be subject to

the general direction of the Secretary of State in the manner of
the rest of the NHS, he will need some limited specific powers,
for example, regarding the sale and purchase of assets and size
and use of reserves. These powers would only be for use where
there was a serious risk that a hospital was abusing its freedoms
or getting itself into difficulties.

14. Further controls may need to be provided to prevent any
hospital with a local monopoly of health care provision unfairly
exploiting its position by, for example, charging high prices for
its services. The system of capitation funding for health
authorities will provide some protection. An authority will have a
fixed sum to purchase services for its population which will
constrain what it can pay the self-governing hospital. Its
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contracts with a self-governing hospital may not by themselves
provide all the funding the latter requires. The hospital may
need to compete for business from outside its home district and
this will affect the prices it can charge. However, it will be
necessary to consider whether this needs to be reinforced by
specific powers.

Other issues to be settled

(i) Tax

15. The tax treatment of the surpluses made by self-governing
hospitals needs to be considered. (As the law currently stands,
the view of the 1Inland Revenue is that health authorities are
probably liable to tax on their profits from treating private
patients and other income generation activities.) The VAT
treatment of contracts let by health authorities to these
hospitals is another issue to be considered.

(ii) Accounting for Capital

16. Self-governing hospitals would be required to maintain their
own accounts. These should include provision for depreciation. The
interest self-governing hospitals should pay on their inherited
assets, the method of valuation and accounting for depreciation
will need to be considered further in tandem with the details of
the capital charging scheme: the different arrangements should not
result in self-governing hospitals being placed at a competitive
advantage or disadvantage to the rest of the hospital sector.

(i1i) Accountability

17. The operations of self-governing hospitals will be subject to
audit by the Audit Commission like the rest of the NHS. As our
intention is that these hospitals should be as autonomous as
possible, they will not be under the same direct control of the
Department as the rest of the NHS. The Department's Accounting
Officer will not be accountable for each individual hospital but
he will have an overall stewardship responsibility for their wuse
of public funds. (As now, he will will remain accountable for
" payments, including loans, made from his votes to the hospitals



L SECRET

.and, in his capacity of Accounting Officer for the HCHS, for

payments to health authorities.) To protect the position of the

. Accounting Officer it will therefore be necessary to ensure that
there are adequate monitoring arrangements.

18. The NAO will remain responsible for auditing the consolidated
accounts of the NHS and for scrutinising the Departmental Vote
under which loans are made to the self-governing hospitals. They
will have right of access to papers relating to the accounts and
audit of self-governing hospitals and will also be able to include
self-governing hospitals in their value for money studies of the
NHS. in each self-governing hospital there will therefore need to
be a single person with overall financial and accounting

responsibility.

Conclusion

19. We consider that the financial regime outlined above can be
created by the legislation establishing self-governing hospitals.
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NATIONAL HEALTH SERVICE AUDIT

Thank you for your letter of 8 December. The Chief Secretary is
he Prime Minister, subject to

content with the draft minute to t
the following points.

First, the second paragraph does not discuss the possibility
that the paving provision mentioned in the last sentence could, in
principle, be expanded at committee stage to encompass the full
legislation required for the transfer of the NHS audit to the

The Prime Minister will no doubt wish to know

Audit Commission.
nst that possibility. The Chief Secretary

the arguments agai
accordingly suggests the following amendments:-

i) In line 3, delete "this" and insert "it entirely".
lines 4-5, delete "Any provisions that were agreed" and
insert "some minimum provision”.

iii) At the end of the paragraph, insert: "(In principle, it
would be possible for such a paving provision to be
expanded at committee stage to embrace the full
legislation required for the transfer of the NHS audit

to the Audit Commission, but the problems that even a
te, as discussed below, would

paving provision could crea
be greatly magnified by such a move and we concluded
that it was not practicable.)"

ii)
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Secondly, the Chief Secretary has been reflecting since tQ
meeting on the helpful suggestion by the Secretary of State for
the Environment, recorded in the last substantive paragraph of the
draft. He is fairly neutral about this although he does have some
doubts about whether a speech along the lines suggested would have
the effect intended, and wonders whether it would be better not to
raise false hopes that some of the difficulties could be overcome
in this way. The Chief Secretary's point is that, after the
suggested speech, the health review white paper would be
published, and would include the proposal to transfer the NHS
audit to the Audit Commission. Therefore the provision in the
Local Government Bill is likely to be seen in that light, no
matter what the Secretary of State for the Environment had said
before the White Paper had issues.

I am copying this letter to Roger Bright (Environment), Andy
McKeon (Health) and Jan Dominguez (Welsh Office)

ouss,
P Wadar
f giisaEeEgégietary
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NHS REVIEW: WHITE PAPER

Thank you for the copy of your letter of 7 December to Peter Walker
about the way in which the territorial departments' interests are to be
handled in the White Paper.

I will be unable to be present at the Group's meeting on 16 December
because I shall be fulfilling engagements in the Western Isles which I had
to cancel at short notice earlier in the year and cannot cancel a second
time. My view, however, is that the main part of the White Paper should
be drafted with the minimum of complicated cross references to the
territorial interests; and that given the differences between Scotland,
Wales and Northern Ireland, the three countries should each have a short
chapter devoted to them.

My officials have already circulated a brief outline of what the Scottish
chapter will contain. I shall aim to circulate an expanded version of that
outline for the meeting on the 22 December; but clearly it will require
further work to take account of the shape of your main text on which
work will have been proceeding in parallel.

I am sending copies of this letter to the Prime Minister, Nigel Lawson,
Peter Walker, Tom King, John Major and David Mellor, to Sir Roy

Griffiths, to Professor Griffiths and Mr Whitehead in the No 10 Policy
Unit, and to Mr Wilson in the Cabinet Office.

MALCOLM RIFKIND

EML344G7 SECRET
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NHS REVIEW — GP BUDGETS AND PRIVATE PRACTICE

At the Prime Minister's meeting on 23 November the Secretary of
State agreed to circulate a note about the effects of rates of
’ private insurance on GP budgets. :

The two points raised in discussion were:
firstly, that if patients knew that the GP would refer them to
a private hospital as NHS treatment this would act as a
disincentive to taking out private insurance; and
secondly, that a simple capitation approach to budget setting
would lead to overfunding practices with existing high rates of
usage of the private sector.

On the first, the Secretary of State believes that in practice the

incentives will be quite the other way. Any NHS patients referrcd
\yi to Lhe private sector will be a charge on the practice budget in
Nl just the same way as patients referred to NHS hospitals. The GP
MAS " will wish to protect his budget and ,this may well provide the GP
Ammz with an incentive to be more assiduous in enquiring whether the
wd'] patient has private insurance cover before making his referral.

This could lead to greater usage of private sector facilities,
though not at NHS expense, than previously. This incentive to make
sure that existing insurance cover is fully used will be

/particu}a{{y effective where the budget already takes account of the

propensity ?f patients to use the private sector.



. E.R.

This in turn suggests that the budgets should not be based on an
unvarying capitation,system. Rather budgets need to take account
not just of expected levels of referrals but also actual or
historical levels.  When the RHA agrees with the GP practice the
level of the budget it needs to have 'information about referral
practices, at least to NHS hospitals, in the previous year. Where
the "expected" referral level - based on weighted capitation - is
higher than actual rates, the RHA would rely mainly on the latter.
They would have no interest in unnecessarily overfunding a practice
at the expense of other participating practices or DHAs. The GP
practices need to be able to feel that they can "beat the budget” -
that after all is their incentive to participate - but that should
arise from more careful referral practices rather than overfunding.
This use of both expected and actual referral rates in setting the
budget, in the Secretary of State's view, meets the second point
above.

I am sending copies of this letter to the Private Secretaries to the
Chancellor, Chief Secretary, the Secretaries of State for Scotland,
Wales and Northern Ireland, the Minister for Health,
Sir Roy Griffiths, Sir Robin Butler, Mr Wilson (Cabinet Office) and
Mr Whitehead (Policy Unit).

U oW

o

A J McKEON
Private Secretary









Cilex.ui/aa/l.13.14 PEROUNAL AND CONFIDENTIAL

FROM: A C S ALLAN
DATE: 12 DECEMBER 1988

MR CULPIN

NICs

When Mr Moore came to see the Chancellor on Friday he gave the
Chancellor, in strict confidence, the attached papers. The
Chancellor would be interested in any views you have, copied to
him only at this stage.

2. As you know, the Chancellor does not see this as a Budget for
NICs - indeed, he is inclined not to return to NICs until we can
afford to abolish the steps altogether. But, while he is not
attracted to linking the LEL to earnings, he 1is interested in
unlocking the UEL somehow, so as to create an extra option.

e, Meanwhile, it 1is clear that we ought to use Mr Moore's
forthcoming Social Security Bill as a means of enabling us,
without further primary legislation, to divert more NIC
contribution money to the NHS, thus avoiding an embarrassing
build-up on the NI Fund.

ENC



NICs - OPTIONS FOR CHANGE

pro

cons

pros

cons

con

con

Smoothing

removes cliff edges

presentationally complex
involves higher standard NIC rate

(query: open up debate on this issue in the future?)

Abolition of UEL substantial increase to UEL

removes/reduces anomalous drop in marginal tax rates
between UEL and higher tax rate

makes NIC structure more progressive

removes major obstacle to merging tax and NICs

creates substantial "tax" increases to all earners
above current UEL unless offset by significant cut in

tax rates
break with contributory principle; employees pay more

for no extra benefit

Reducing all rates

reduction in 9 per cent main rate unsustainable for
NI fund

Raising LEL to single person's tax threshold or above

'big problem for contracted-out and their employers.

raising LEL increases NICs that contracted-out have to

pay



KEY ELEMENTS OF PREFERRED (AFFORDABLE) PROPOSALS

i

pros -

con

pro

con

LEL/UEL linked to earnings

pensions

- NICs is a tax on earnings. Logical to increase limits

in liability for NICs in line with earnings growth
rather than prices growth

- earnings increasing by more than prices so earnings
link means fewer paying NICs over time

- linking UEL with prices has meant it becomes less and
less a measure of higher earnings

- linking LEL to earnings removes benefit title from

some low earners

Reduce lower rates Yo cewwn ancdl baads (acreased

- "tax" cuts aimed at low paid

- increasing height of cliff edge to higher rate

Money

(a) Surplus

For 1989-90 Fund surplus of £1/2 bn. predicted by
Actuary, based on conservative assumption on growth of
earnings (7.5%). Surplus in 1989-90 could be as high as
£lbn if earnings grew at 9.5%.

allows SERPS contribution to be protected and personal



(b) Balance

Balance end 1989-90 predicted to be £10.5bn by Actuary.
Minimum target balance 1989-90 one sixth of benefit

expenditure about £4.5bn.

(c) Resources must be left in fund for coét of extra
contracting out arising from the DISABILITY Review.

Legislation: Secondary legislation only needed to change

reduced rates and increase earnings brackets.

Primary legislation need to increase LEL and UEL in line

with earnings - currently limits linked to basic pension.



OPTION

a Lower and Upper Earnings limits linked to Earnings

b. 1 per cent reduction in the reducedurates for low

earners and their employers.

Ci Expansion of reduced rate earnings brackets, for

employees and their employers.

a s Employers pay 10.45 per cent in respect of people

earning above £165 a week, as proposed from April 1989.

Proposed Proposed Current
Rates Brackets Rates
4% £44 (LEL)-£100 5
6% £100 —-£130 7
9% £130 =£330(VEL) 9

o\

o\@

Brackets
1588-89 1889-90
(NOW) ( PROPOSED)

€41 (LEL)-£70 £43-£75

£70-£105 £15-£115

£105-£305(UEL) £115-£325
(UEL)

Employers pay 9% in respect of people earning between £130
a week and £165 and 10.45 per cent in respect of people

earning at or above £165 a week.

-y



% EFFECT ON THE NATIONAL INSURANCE FUND IN 1989-90+ £MILLION

Option 1l(a)

Gross Class 1 contribution

effect -815
Offset (Higher UEL) +30
Contracted Out sy

Rebate effect:

Net Class 1 -785
Contribution effect:

Class 2/3 effect: +++ - 45
Total receipts -830
Total full year cost -955

(accruals)

+ Receipts in 1989-90 into the NI Fund. (Part year
changes would mean lower estimates). Receipts effect
approximately 87 per cent of full year effect). All figures
rounded to nearest £5 million. All comparisons with
announced 1989-90 proposals.

e Negligible

+++ The combined effect of a slightly higher LEL and a lower
NIC rate for the lowest earnings bracket, would reduce
Class 2 and Class 3 rates. (8 per cent of £44 equals
£3.50 a week giving a reduction in the Class 2 rate of
about £0.75 a week).



3. NUMBER OF CONTRIBUTORS AFFECTED (MILLION)

Option 1(a)
Affected by cut +
in rates to:-

4% :

6% 0.9

Total removed from NIC++ -
Liability by higher LEL

Affected by increased +++

earnings brackets

4% bracket TR
6% bracket 3150
Total 5.1

All comparisons with the 1989-90 announced re-rating proposals.

+ This group remain in the same earnings band but

they benefit from lower reduced NIC rate.

A+ This group removed from NIC liability through the
higher LEL. Less than 0.1 million

+++ This group switch brackets. Those paying 6% would have
formerly paid NIC at 7%.



. ’

Losers

Estimated numbers of losers

i Above the current UEL

Approximately 2.8 million earners above the UEL would pay
more under all of the options. Most would pay an extra
£0.45 pw.

2.2 million of these are likely to be married men, 1.4
million with families.

Total offset (GAD estimate): £30 million.

ii contracted -out losers below the UEL

Contracted-out employees earning above £130 pw

would pay slightly more under the option.
because the rise in the LEL reduces the tranche of earnings to
which the contracted-out rebate applies. In this case, where the
LEL only rises by £1 a week, the loss is negligible; 2p for the
insured person and 4p for his employer.

Earning £130 to £325 > 6 to 6.5 million



4. TYPES OF PEOPLE AFFECTED

The characteristics of the gaineryis as follows:

Total gainers (millions) Bied
Married men 0.5
Married women 2.2
Single people 2.4
Part-time workers 156
Full-time workers 3.5

2438H/ME/5



Further analysi

ion 1

Option 1la, Range of gains by earnings level

Earnings Numbers Range of gain(l)
band affected (per week)

£43 to £44 less than 0.1lm £2,15 to' £2.20 pw
£44 to £75 1.9m £0.44 to £0.75 pw
£75 to £100 1.3m £2.25 to £3 pw
£100 - to- £115 0.9m £1 ‘to £1.15 pw
£3115 to . £130 1.0m £3.45 to £3.90 pw

(1) Changes shown for contracted-in employees, Gains for contracted-out

employe#s lower in some cases.

Charts 1 and 2 give a graphical representation of gainersand losers for .

" contracted-in (Chart 1) and contracted-out (Chart 2) respectively.

2438H/ME/6

.
.



Gain/loss (Epw)
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NATIONAL INSURANCE CONTRIBUTIONS

Gains from option 1a — contracted in
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Gain/loss (Epw)
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NATIONAL INSURANCE CONTRIBUTIONS

Gains from option 1a — contracted out
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.’. . BENEFIT IMPLICATIONS

Numbers floated

off benefit: 2500

Reduction of

expenditure: £10 million
(ASsuml\g Current Ezbl wp of Fa,p\”? Credit.)

Housing Benefit

The numbers affected are likely to be too small to give reliable

estimates; Housing Benefit effects negligible.

Short-term contributory benefits

Increased LEL would have negligible effect on benefit claims during the

PES period.

2438H/ME/7

.
3



6. EFFECT ON INCENTIVES

The effects of the option can be summarised as follows:

as Unemployment Trap

Replacement ratios reduced: fall of 0.9 percentage
points to 84.6 per cent (Married couple + 2 children),
and 2.3 percentage points to 44.8 per cent (single
householder) at £125 a week.

b Poverty Trap

Combined deduction rate reduced at around £125 a week:

Fall of 1 percentage point to 79 per cent (Married couple +
2 children) of 3 percentage points to 31 per cent (single
householder) at £125 a week.

Married couple earning £125 a week £1.13 better off, single
householder earning £125 a week £3.76 better off. Comparison in
terms of net income after housing costs.

Net income gains of low income families negligible because of
benfit tapers: effect particularly true whilst Housing Benefit is
in payment - until around £75 a week for a single householder and
£90 a week for a married couple with children.
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CHILD BENEFIT/FAMILY CREDIT: PQ BY THE COUNTESS OF MAR

I attach a PQ for Oral Answer put by the Countess of Mar to DSS
Ministers on the increase in family credit and the freezing of
child benefit. The attached reply has been agreed by Lord
Skelmersdale this morning (though we do not yet know whether
Mr Moore and Mr Scott are content).

2 Our view is that, although the draft reply says nothing we
could strongly object to, it is laborious and not very clear. We
have suggested a simpler alternative to DSS on the following
lines, but it has not found favour:

R
"Yes. An upratiggkff child benefit would have!}évenmbhoseqon
/ . L . W .
i ﬁamITY“credrESan extra 45p per child. Instead, we are

increasing fémily credit by an extra 95p per child, over and

above the uprating for prices"

3 Notes for supplementaries are also attached, though DSS are
still revising these. The main change will be to ensure that the
response to any supplementary on take-up levels will point out
that expenditure on family credit (at jnst over £400 million this
year) is running at or above the level 1initially expected. DSS?
Ministers are however reluctant to use the 60 per cent figure for§
take-up in expenditure terms, which contrasts with the 30- | \
| 40 per cent estimate for take-up in terms of caseload. This is| /
((7Ad) J because they want to switch the focus of debate away from thek /

\

\F W

hant lelie ,
N than Wiine
Opposihm Wil que )

take-up percentages.



4. I would be grateful to know if you are content with the DSS
draft reply or whether you wish to press for amendments, for
example in the lines suggested in paragraph 2. Lord Skelmersdale
will be answering the Question on Thursday, so we need to go back

to DSS tomorrow (Wednesday).

; %y_ A

P FRANCIS
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The Countess of Mar

To ask Her Majesty's Government whether they consider that the
increase in family credit announced in the Autumn Statement will
adequately compensate families on low pay for the 1lack of an
increase in child benefit.

Draft Reply approved by Lord Skelmersdale

Yes, the increase in Family Credit announced in the annual

uprating statement will more than compensate lower paid f iiies\\ipJ(
e

The procedure for uprating Family Credit ensures that anﬁ\z::;fzg////)
from freezing Child Benefit is added to the uprating and, d

above that, we have included an extra 50p per child.
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1. Mr AlL;eﬁ(Z)i(!”v

2. Parliamentary Clerk

PQ73: THE COUNTESS OF MAR

l. A suggested reply and briefing is attached.

From: I Williams B2A
Date: $' December 1988

Copies: Mr Taylor B
Mr Brereton PEIX v 4
Mrs Thorp B2B
Mr Miller B2C
Mma Brasn AL

B

I WILLIAMS
Room 537
New Court
Ext 2515
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Thursday 15 December 1988 PQ73 1988/89
Lords Oral Han Ref Vol
Col

% The Countess of Mar

To ask Her Majesty's Government whether they consider that the increase in
family credit announced in the Autumn Statement will adequately compensate

families on low pay for the lack of an increase in child benefit.

Suggested Reply

Yes. Child Benefit and child credit rates must be added together for the true
picture. Thus the increase for all Family Credit children's rates will be
significantly higher than the rate of inflation. The biggest group - those
under 11 - will get 9.3 per cent.

£ e i T
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NOTES FOR SUPPLEMENTARIES

Uprating Child Benefit best way of targetting help on families with children?

Next April's uprating targets extra help on the neediest. The majority of any
Child Benefit uprating would go to families who are better-off - including
wealthiest. Amongst families who stand to gain from an increase in Chilad

Benefit, seventy per cent of Child Benefit goes to those with incomes above

average earnings.

Boosting Family Credit gives more to those who are already claiming. Also, it
will encourage those who have been undecided, so far, whether to claim. We
have to ensure that these, and the ones newly brought into Family Credit

eligibility, do make a claim.

Amounts payable

Amounts payable by way of Family Credit are considerably more generous than

FIS. For example:

- a couple with 2 children aged 11 and 14, with the father earning
about £135 a week gross, would qualify for about £14.70 a week at
present, [they would get about £20.70 from next April after the

proposed uprating.]

- a lone parent with one child aged 5, and gi&;g earnings of £75 a;wcek
would get about £25 now, [over £30 after the uprating].
?amilies on higher levels of earnings are eligible for Family Credit. For

example:

- at present, a family with 2 children aged 11 and 14 will usually be
eligible if their gross earnings are less than about £166: from
April 1989 this will become £179;



- for a lone parent, one child aged 5, the upper limit is now £130, and
becomes £139 gross:

- for a couple with 2 children, aged 4 and 6, it goes up from £143 to
£155 gross:;

- for a couple with 3 children, aged 3, 8 and 11, it goes up from £150
to £183 gross.

: isting recipien nl he incr from the n renewal

rating: i nefit would h n ightaw

Awards of Family Credit are made for 6 months at a time and are not then
changed - either for any changes in family's circumstances or for upratings.
This often works in the claimant's favour - eg, increases in earnings are not
taken into account until the next renewal claim. This carries forward what
happened in Family Income Supplement but it is better in Family Credit because
the award period is shorter (6 months instead of 12): therefore people don't

have to wait as long to get the upfating.
Fami i ke- is much low n n im

It is true that the caseload is not yet approaching the estimate of 450,000.
But it is growing steadily. Apart from the months affected by the postal
dispute, the caseload has grown each month. With the number of claims still

in the pipeline, the underlying caseload is now approaching 300,000. o

[IF PRESSED ABOUT WHEN TARGET OF 450,000 WILL BE REACHED: As I have said, the
number of recipients is growing steadily. We are taking steps to get the

message over to all who are eligible but I cannot speculate how quickly the

gt

number of recipients will grow.] R s

B2

WA
n

One cannot jump to this conclusion. Earnings and, therefore, incomes have
increased more rapidly than we expected when the original estimates were made
in October last year. Higher incomes mean fewer people may now be eligible
than we thought originally. We will not know the true take-up rate until we
have analysed the Family Expenditure Survey for this year and subsequent

years. That will be in several years time.



(IF PRESSED: But even on the basis on which the Noble Lord, and others, have
arrived at their figure of [35] per cent, this is almost certainly too low.

We believe that the underlying caseload is now approaching 300,000 which would
indicate a take-up rate, based on last year's estimates, nearer 40 per cent

than 35 per cent.]

Indications are that Family Credit expenditure is running at or slightly above
the level expected for the full 450,000 caseload estimate. This suggests that
those entitled to high amounts have already claimed and that those who have

not yet claimed are generally entitled to lower amounts.
M ur incr ke-

A major exercise began at the end of last month and will run until Christmas.
Everyone who collects their child benefit from the Post Office will receive a
leaflet about Family Credit. This gives more information, particularly on
points where there is evidence of misunderstanding, and invites people to make
a claim. We are also advertising on local radio and taking other local

initiatives.

For the future, we plan to have a further major advertising campaign,
including television. We shall continue to publicise Family Credit and,

especially, to make clear the levels of income at which it can be paid.
D in 1i with Famil i laim

There were some problems in the early weeks of the new scheme, but average
clearance times have now reduced to about 23 working days. The target is

18 days and as staff become more experienced I am confident that we shail‘aoon
hit that targeﬁ.

ize of the F ' FC1Y =

I accept that it is long and looks complicated, but it has been designed to be
simple to complete. There are full explanations about what is required and
most claimants can skip whole sections which do not apply to them.
Nevertheless, we are looking at ways of shortening the form and simplifying it

still further.



Uprating: No separate uprating of cash compensatiqn for free school meals

The cash addition was a once-and-for-all change wﬁen the new scheme was
introduced. It is not appropriate to carry it forward as a separate element -
no other items of expenditure are identified in this way within the rates.

new children's rates do increase the overall cash provision for each child in

Family Credit compared with cash provision in Income Support - from £2.55 for

each child to £2.80.

The higher rates of Family Credit will benefit existing claimants when they
next renew their award after April 1989 - and will bring new families into
eligibility. Up to 45,000 more families could get Family Credit under the new
rates. Family Credit uprating costs about £25 million more as a result of the
further increase in the children's rates over and above that indicated by the

uprating factor and the adjustment because of the child benefit standstill.



7621n

Why Family Credit rates for children rise above the rate of inflation

Uprating the Family Credit rates for children had three elements. There was
the normal rise to allow for inflation, and to this was added an increase to
compensate for the freezing of Child Benefit. Finally the rates were
increased by an extra 50p as a result of the Governments policy to target

resources on those most in need.
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NOTES FOR SUPPLEMENTARIES

REASONS FOR FREEZING CHB

* We are making £70 million of extra resources available to neediest
families through income-related benefits - in addition to £135 million being
spent on the annual uprating of income related benefit child allowances.
These families will gain more from these extra resources than would have done
had CHB been uprated. Thus we shall be spending over £200 million to the
greater benefit of some 3 million children in lower income families.

* Higher CHB would mean resources going into more benefit for benefit off
families, who cannot be said to need it.

* £7.25 per week still worthwhile contribution to cost of bringing up a
child.

* CHB already accounts for nearly a tenth of all social security benefit
expenditure over 541/2 billion this year. Altogether, will be spending
over £2 billion more on social security next year - total budget of £51
billion.

3. y e : B A X g
to wither on the vine
Future level of CHB will be determined at the annual review of benefit rates.

honovur
This is in accordance with existing law and fullyiﬁggifesto pledge. e hoe

3. Manif it £ ; ] 5

It is very early to consider this when the Government was re-elected only last

year.

REQUESTS FOR A DEBATE ON THE FREEZING OF CHB

The 1986 Social Security Act requires that an uprating order must state the
rates of benefits not being uprated, and the draft order in its entirety is
subject to approval by resolution of each House after a debate. The House
will, therefore, have opportunity to debate the rate of child benefit for next

year.



Section 5 materially duplicates provisions of Section 63 of 1986 Social
Security Act which already requires a review benefit rates annually, [but not

at any one specific date. In practice it is obviously sensible to conduct the

review at the same time as other benefits, in the autumn. A review in April
would be unhelpful, since it is a full year before the next uprating would

actually take effect.)

The Section 5 sits squarely within existing law and no Practical purposes
would be served by bringing the Section into effect. The Government have no

plans to lay a Commencement Order to bring the Section into force.

6. Adequacy of CHB rate

CHB is.not, and never ha been, intended to meet the full costs of a child.
We consider that it remains a worthwhile contribution towards the cost of
bringing up children. Its level does not affect overall child provision for
families on income-related benefits because those benefits are adjusted to

take CHB into account.

e e i

For just a month before it lost office, Labour increased child benefit in
April 1979 to the rate. in April 1988 prices, of £7.80. For the rest of
labour's five years in office the value of child tax allowance and family
allowance/child benefit was less, in real terms, than at any time under this

Government.

GOVERNMENT'S RECORD ON CHB/CHILD SUPPORT COMPARED WITH LABOUR

Until its last month in office, under the last Labour Government the combined
value of child tax allowance and family allowance or child benefit for a
family on average earnings was less, in real terms, than at any time under
this Government. Only in April 1979 did it increase to a level comparable
with the Government's record since 1979.

AMOUNT SAVED BY NOT UPRATING CHB

The net annual saving from not uprating CHB will be around £200 million but we
are making available an extra £70 million to the neediest families over and
above the £135 million which the normal uprating of income related bemefit
child allowances will cost. The overall social security budget is going up by
over £2 billion.



\0 Incr ing income-rela nefits means mor for im

By concentrating resources on neediest families we shall be providing extra
help, even though this increases numbers entitled. Is a better use of
resources than putting extra into universal benefit which would go also to

wealthier families.

Some 45,000 families drawn into benefit (FC and IS) but

- 1.6 million families [1.1 million IS and 450,000 FC] able to receive

more help:;

- most of the 45,000 are people in work and on the margin of
entitlement - might be £1 or £2 better off than if CHB had been

uprated;

- the extra cash provided through Family Credit ensures that overall
families will almost 2always be better off by taking a low paid job

than staying employed.
S r - i me- nefi

Need to encourage take-up, and further publicity is planned. Fact that some
do not claim their entitlement to income-related benefits is not valid reason

for putting even more resources into a universal benefit.

12. Increasing CHB alleviates poverty

CHB continues to provide mothers with worthwhile contribution towards costs of
bringing up children. Those on income-related benefits do not gain from
increases in CHB, whereas we have increased help for low income families
through income-related bemefits. So we are making a range of support

available to families while targeting resources on those in greatest need.

ek



\! FAIRER TO MAINTAIN VALUE OF CHB FOR FAMILIES GENERALLY WHILE ENSURING IT IS
NOT PAID TO THE WEALTHIEST

We made a commitment in our Manifesto that CHB would continue to be paid as
now, and we intend to honour that commitment. The level of Child benefit will

be reviewed each year, as the law requires. i

Family Credit goes to mothers. Two-parent families getting income support are
able to choose who makes the claim - although it will generally be the father
who is more available for work. It would be nonsense to increase child
benefit for everyone to help out the minority of wives in better-off working

families where the income is not shared equitably.

15 wi ing r o income-r nefits wor work i iv nd

incr s n with high MTR

We have already done a good deal to improve work incentives by basing
income-related benefits on net rather than gross incomes, which ensures an
increase in wages means a real increase in net spending power. Under old
system, higher gross pay meant people could be worse off because of higher
taxes and less benefit. Giving more help to low income families with children
has led to an increase in the numbers affected by higher combined rates of tax
and benefit withdrawal; but the only practical and affordable alternative

would be to cut the amount of help we give these families.

Lo those without

About 80 per cent of families with children pPay tax and therefore benefit from
tax cuts. Those who don't pay tax will generally be entitled to Income

Support or Family Credit and the level of their CHB will have been taken into

account.

17. llowan n hi nefi

Families with children - like taxpayers generally - have benefitted from
reduced rates of tax and higher personal allowances under this Government.
Child benefit has been in its present form for 9 years and must now be judged

in terms of its effectiveness as a benefit.



1.

CHB remains a worthwhile contribution towards the costs of bringing up
children and its level will be reviewed annually along with other Social
Security benefit rates. Any changes in the taxation system would be a matter
for the Chancellor of the Exchequer. But we have no plans to change the form

of CHB.

{4 CONSERVATIVES NO LONGER "PARTY OF FAMILY"
We are concerned to see that help goes to those families who really need it.

That is why from next April we are putting a further £70m into income-related
benefits for children over and above what the ordinary uprating will cost.

20, i mparison

Levels of family benefits vary considerably between European countries and they

are not always available in respect of all children eg, in France family

benefits not available for first child.

‘Not unusual in other countries to exclude family allowance from general
obligation to uprate social security benefit in line with cost of living. No

automatic adjustment in France or Germany.

No other country has equivalent of Family Credit and Income Support system is

far more comprehensive than any other country's system.
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BACKGROUND NOTE

Family Credit replaced Family Income Supplement (FIé) in April 1988.
Published estimate was that 450,000 would receivevhelp, compared with just
over 200,000 on FIS. Estimate based on an assumption of 60 per cent take up
(FIS take up had been around the 50 per cent mark for many years;:; and
percentage take up had stayed the same through various changes which had
changed the actual numbers on the benefit). By end of November Family Credit
caseload had reached 260,000, with 47,000 claims will uncleared. Family
Credit expenditure estimated at £409m for 1988-89 (FIS had been about £150m,
with a further £40m on free school meals and free milk: these latter replaced
by extra cash in Family Credit). Family Credit expenditure is already running
at or slightly above the sort of level which had been expected for the full
caseload estimate. This probably indicates that those families who are
entitled to the greatest amounts of Family Credit are those who have claimed
so far: and that those failing to take-up are those entitled to smaller

amounts.
PUBLICITY MEASURES

* We have had two major advertising campaigns, using TV commercials and
national press. First one coinciding with the start of the scheme in
March/April, and then a follow up in July. Cost was nearly
£2.5 million.

* During the Summer, Department of Employment's campaign 'How to be
better off in work' featured Family Credit as ope of thae major

in-work benefits.

* Last Spring, before the new scheme started, we sent a leaflet about
Family Credit to all employers (with the annual distribution of new
national insurance tables, etc) so that they could tell their

eﬁbloyeos. and prospective employees, about the help available.

* A new generation of publicity leaflets introduced from April 1988,
covering all the new income-related benefit schemes, including Family

Credit (includes a free 66 page Technical Guide to Family Credit). e

® On-going local publicity through Regional Information Officers, local T

office contacts, etc. =



From the end of November until Christmas, Post Offices are issuing a
leaflet about Family Credit to all chilg benefit recipients when they
cash their order book. This exercise is being backed up adverts on

local radio and other local initiatives. .

FOR THE FUTURE. We plan to have a major advertising campaign,
probably to coincide with the uprating next April, coupled with other
publicity measures aimed Particularly at those who may not at present

consider themselves poor enough to be eligibie.
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Background o

In last year's uprating CHB was frozen an‘the net-amount saved was

£120 million. But £200m was put into extra income-related benefits for
families. This year the net saving from not uprating CHB is about £200 million
of which £70 million is to be used to make available extra help for low income
families. However, the Government's Manifesto commitment to CHB has been
reaffirmed and at £7.25 per child per week CHB continues to provide a

worthwhile contribution towards the costs of bringing up children.

Key facts

Rate: £7.25 per child per week.

Numbers: 6.7 million families with 12 million children.

Cost: £4.5 billion in 1988/89 (nearly 10% of total social security budget).
Each 10p increase in the level of CHB costs about £45 million net
(£63 million gross) a year.

Amount saved by not uprating CHB: £200 million a year net.

Extra amount being paid to low income families for children over and above

what an ordinary uprating would have been: £70 million.
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KEY FACTS

NUMBERS

Published estimates were that 450,000 families would get Family Credit - more
than twice as many as on FIS (200,000+). Estimates based on a take up rate of
60 per cent: FIS had only around 50 per cent take up. Claims, caseload, etc,

«

since the start of the scheme are as follows:-

Claims received Awards Claims Average clearance *Live
during the made outstanding time for claims caseload at
month at month end decided in the month end
month
April 96,505 ) 78,257 Not available 194,418
) 40,213
May 41,721 ) 74,357 o 215,260
June 52,293 36,145 73,383 " 236,248
July 46,100 37,912 63,836 26.6 242,998
August 46,376 40,249 46,031 18.1 255,627
September 47,759 24,158 62,978 29.7 241,957
October 56,373 44,944 55,223 25.2 248,216
November 57,850 46,234 46.773 22.9 260,710
Cumulative 444,977 269,855 * includes cases
transferred
from FIS

The September figures reflect the effects of the postal strike in reducing the
number of claims received and the number cleared and also increasing the
claims outstanding. This had the effect of reducing the caseload. About

70 per cent of claims are successful, and applying this to the 46,773 cases
outstanding at the end of November could indicate that the underlying caseload
is now approaching 300,000.

EXPENDITURE" (1988/89)

Estimate in Public Expenditure White Paper was £409 million. Already running
at this sort of level even on lower claims load. Indicates that those who are

entitled to higher amounts are the ones who are claiming.



UPRATING 1989

Family Credit is uprated by Rossi (4.7%) like all the other income-related

benefits.

The new Family Credit rates

Present rate New rate Percentage Percentage increase
Increase taking Child Benefit
and child credit

together

Adult Credit 32.10 33.60 4.7 -
Child credits,

aged under 11 6.05 7.30 21.7 9.3

aged 11-15 11.40 12.90 13.2 8.0

aged 16-17 14.70 16.35 11.:2 7.5

aged 18 21.35 23.30 9.1 6.8
Threshold Y 51.45 Y 54.80 6.1

(level at which
maximum family
credit is payable)
Y Same as income support rate for a married couple
over 18.



MOVEMENTS IN TEE VALUE OF CHILD BENEFIT

CHILD BENEFIT

Date
ACTUAL REAL INDEX

LEVEL VALUE (2)

(1) .

£ £ %
APRIL 1979 4.00 7.79 100.0
NOV 1979 4.00 7.02 90.1
NOV 1980 4.75 723 92.8
NOV 1981 5.25 7.14 91.7
NOV 1982 5.85 7.49 96.1
NOV 1983 6.50 7.93 101.8
NOV 1984 6.85 7.97 102.3
NOV 1985 7.00 7.72 99.1
JULY 1986 7.10 7.70 98.8
APRIL 1987 7.25 7.53 96.7
APRIL 1988 7.25 7.25 93.1

(1) Based on the movement in the General Index of Retail Prices between April
1979 and April 1988.

(2) Based on the real valuations - April 1979 = 100 per cent.



CHILD SUPPORT

LABOUR'S RECORD AND GOVERNMENT'S RECORD <
1. Labour

= - resisted index-linking of CHB;

- were slow to accept annual review of the rate of CHB;

- delayed introducing CHB in fuil. Originally, full introduction planned
for April 1977. In May 1976, proposed to merely extend Family
Allowance to the first child allowing child tax allowances to be
retained to avoid jeopardising pay policy by reducing take home pay.

In September 1976, accepted joint Labour Party/TUC recommendation to
introduce CHB in phases. CTAs phased out between April 1977 and April
1979.

2. Value of CHB/Child Support - for those on average earnings with young

children, value of child tax allowance and family allowance/CHB higher in real

terms under Conservatives than under Labour except for Labour's last month in

office.

3. Robin Cook, in interview with "Poverty" magazine this summer (attached),
said he couldn't say at what level Labour would pay CHB in the future; it
would have to be assessed against competing priorities. So why criticise

Government now for not prejudging the future?

4. Law requires annual review of the rate of CHB, in the light of

circumstances at the time, Labour would be inviting the Government to break

the law if they ask now for statements about future CHB rate.

S. Government's Manifesto commitment is being fully honoured. Statutory

requirement to review rate of child benefit each jear has been and will

continue to be met.

RERCRRCY 35 SETH
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o henefs:
T.rosae unempioved 16- and 17-year-old hHut wouws

soowant oosee the level of that benefit in 1molation
Ir..m our other package relauing to educational main-
renance provision. At the last eiection we did propose
a comprehensive allowance for all 1&- and 17-year-olds
and I wish to see that retained. It then cecomes much
easler to take a comprehensive overview ang piainly
any other sort of benefit has to more or less match
the educational allowance.

PH: The government again froze child benefit this
vear.” Are you fully committed to retaining it as a
universal benefit?

RC: Yes.
PH: Have you thoughts on the sort of level it should

" -be, and the question of taxation?

RC: At some future date it may or may not be appro-
priate to tax child benefit. But there is no case for
taxing it until you get to a level which actually matches
the cost of a child and we are a long way away from
that.

The government’s philosophy of shifting from
universal to means-tested benefits logically compels
them to tackle child benefit, and I would be astonished
if they don’t actually do it openly within this parlia-
ment. One thing I would guarantee, there will be no
review of it, because every single such review has always
come back and said keep it as a universal benefit.
Therefore they won’t review it, they will just do it,

‘and that’s going to be a major battle in the next two

or three years.

We are committed to universality but at what level
we would pay it I plainly can’'t answer now because
we are talking about three years’ time. We don’t know
what will happen and it would have to be assessed
against competing priorities. But there can be no case
for allowing the real value of child benefit to declin

as this government has — that value has to increase :

not go down.

PH: Your document questions mortgage tax relief: are
you talking about more than just limiting it to the
standard rate of income tax?

RC: It is patently absurd that those who have the
largest incomes and buy the largest houses should
have the largest subsidy. We will be examining with
Clive Soley, our housing spokesman, over the next
year, how we can introduce a new system of housing
finance. We shall be seeking a solution which enables
us to achieve greater social equity and which also
provides for a wider housing programme. In thg mean-
time, we have committed ourselves quite explicitly to
withdrawing mortgage tax relief from those paying
the higher rate of tax and confining their benefit to
the standard rate.

-PH: What generally do you think is the relationship

between your programme to tackle poverty and the
question of income and capital taxes?

RC: I think it’s fair to say that the policy review
document is written as two halves, but it is the result
of common work by a common team. We did have
extensive discussion about a negative income tax and

‘eit tha: negative mcome tax institutionalises the
Tieans test right the way through the income scale.
Either1t is very expensive or 1t generates a very power-
ful poverty trap at one point in the scale.

We therefore rejected negative income tax and went
instead for the principie of coordinating the tax and
benefit system. That means you have to look very
vigorously at the thresholds so that people in work are
not paying tax on levels of income that are below their
entitlement to benefit out of work — the grotesque
anomaly of the present situation. One of the best ways
of relieving poverty among the low paid would be a
sharp increase in the thresholds for tax payment which
would remove them from the net: also, tackling the
very heavy burden of national insurance contributions
which they pay. That is going to be the prime focus,
and we will be looking at exactly how we can integrate
the two systems over the next year.

PH: The ‘poor' are a minority and Labour has to win
@ majority — how much of a political probilem do you
see there?

RC: The numbers on all benefits are enormous — you
are talking about a cohort of something like eight
million, not taking account of adult dependants within
those families. Now we only got ten million votes at
the last election. Not all those eight million voted for
us and some people who work did vote Labour at the
last election. I don’t accept that we aren’t going to get
elected by concentrating on the poor. Vast numbers
of the poor are not tumning out to vote for any party.
If I'm going to put in a full year’s work devising a
system of benefits which I believe will be of great
assistance to those who are on benefits, then I want
them to be given every opportunity to know about it
and to vote for it. If they don't, we are going to have
great difficulty getting an opportunity to implement
it. If each of them were to vote Labour we could
rapidly change the electoral arithmetic.

On average there are 7,500 losers from housing
benefit in each Tory-held constituency. That 1s greater
than the majority of over a hundred Tory MPs. It is
not the case actually that those who are dispossessed
or are in receipt of benefit have no psephological
power; they have a great deal if they would only use
1t in a coordinated and self-interested way.

It only becomes a political problem for us if we
allow welfare to be perceived as a matter for the
‘poor’. The whole thrust of my remarks is that we '
should resist the government’s attempt to talk about
welfare benefits as a system targeted on the poor to
relieve poverty. The opinion polls show that the
concept of social insurance is held in extremely high
regard in the electorate — much higher than one might
think from a superficial look at Margaret Thatcher’s
parliamentary majority. She couldn’t comprehend the
row that broke out around her ears in April because
she herself has none of that fellow-feeling and sense
of the need for common community protection. She
couldn’t get her mind round the fact that millions of
people in work, not drawing housing benefit, possibly
with iheir own private superannuation scheme and
therefore not solely dependent on future expectations :

of the state scheme, were nevertheless outraged at ' -

seeing what was being done in their name to people .
whom they regarded as part of their community and
part of their society. That sense of common humanity
is still very very strong and something to build on.

Poverty 70/ 1"
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NHS REVIEW: ACCESS TO PRIVATE CAPITAL

The Chief Secretary is content with the draft paper attached to
your minute of yesterday.
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Copy No: 72
HC62
NHS Review
DRAFT WHITE PAPER
Note by the Secretary of State for Health
1. I attach for the Group's consideration on 16 December:

* a suggested outline of the White Paper.
* a first draft of the two introductory chapters.
* a first draft of the chapter on self-governing hospitals.

2. Work on the other draft chapters is proceeding as quickly as
possible.

December 1988
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WHITE PAPER: SUGGESTED OUTLINE

Chapter 1: Foreword

Chapter 2: Delivering a better service

Chapter 3: GP practice budgets

Chapter 4: Self-governing hospitals

Chapter 5% Managing resources

Chapter 6: The role of doctors

Chapter 7: Funding hospital services

Chapter 8: A better organisation

Chapter 9: Working with the private sector

Chapter |0: Health services in Scotland, Wales and Northern

Ireland

Chapter 11: A programme of change

Note Subject to the outcome of the Group's discussion of HC63,
1t may be desirable to add a chapter on managing the FPS.
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Draft White Paper

CHAPTER 1: FOREWORD

] This White Paper explains how the Government plans to
reform, strengthen and revitalize the National Health Service to
make it fit for the 1990s and beyond.

152 Underlying everything we propose is a simple aim - a
service that puts patients first. To achieve that, we must build
on all that is best in the NHS, while standing by the principles
on which it was founded. Our Health Service must continue to be
available to all, regardless of income, free at the point of
delivery, and financed out of general taxation. The society it
serves today, however, is very different from that of the 1940s
when it was created. Nowadays, we all quite rightly expect
better service, higher quality, more choice. It is to those ends
that this White Paper is directed.

13 To deliver the highest standards of care that we all want
the NHS must be run more efficiently. In this respect, it is
just like other businesses. Like them, it will benefit from
stronger and more flexible management. The spur of competition
will sharpen its performance. The quality of its service will be
improved if it listens to what its customers want. Greater
efficiency is the key to a better, more caring service for
patients.

1.4 Change on the scale we propose is never easy. Nor will it
happen overnight, for we must be certain that the new, modern NHS
has strong and secure foundations. It will require huge effort
and commitment from management and staff. I am confident that
those who serve the NHS will make that commitment on behalf of
those who use it.

B:DC6(D7.40/4) QFTZET
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Draft White Paper

CHAPTER 2: DELIVERING A BETTER SERVICE

Introduction

251 The NHS has an enviable record of success. Since it was
established in 1948 it has played a major part in improving the
nation's health. Immunisation and vaccination have virtually
wiped out previously common diseases such as diphtheria and
poliomyelitis. Perinatal mortality has fallen by three-quarters
since 1948, and maternal mortality is down to 5% of its 1948
level. Medical advances have meant that people not only Tlive
longer but can enjoy a better quality of life. Transplant
surgery, for example, is now commonplace, and it has become
possible to carry out hip replacements for people in their
seventies and eighties. The introduction of antibiotics has
revolutionised the treatment of many diseases.

252 The NHS itself has grown out of all recognition. 1Its total
gross expenditure has increased from £433 million in 1949 to
nearly £24 billion in 1988/89, a fourfold increase in real terms.
The number of hospital and community doctors and dentists has
grown from £11,0003 in 1949 to £43,0001 in 1986, and the number
of nurses and midwives from £130,0003 to £403,0001. These staff
now care for £33 millionl more in-patient cases than their
counterparts in 1949. ([The square-bracketed figures are for
England and Wales only. UK figures are in preparation.l

2.3. Progress has been even faster in recent years. The service
is treating 12 million more in-patients, 4 million more
out-patients and over half a million more day cases than it was a
mere ten years ago. Improved productivity and a substantial
increase in the money provided by Government have made this huge
stride forward possible. The NHS now employs 15,000 more doctors

B:DC6(D7.40/4)
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and dentists and 70,000 more nurses than it did in 1978.

2.4 But although medical advance has been spectacular since
1948, the organisation that provides that care has not developed
at the same rate. That is why the Government announced early in
1988 that it was undertaking a thorough review of the NHS. This
announcement has in turn stimulated a wide-ranging debate. Many
people share the Government's view that now is the time to bring
the Health Service up to date.

The business of caring

2.5 Experience shows that direct, central government
intervention and control is not the most effective way of
delivering the services that customers want. By the same token,
it is not the best way to deliver services for patients. It is
essential that those whose job it is to meet the changing needs
and wishes of those patients have the authority, flexibility and
incentive to innovate and adapt.

2.6 Whilst remaining unique, the NHS must be run more like other
businesses. The best businesses are geared to putting their
customers first. They also know that their customers will get a
proper service only if the unseen parts of the organisation are
working well - if resources are properly managed; if talented
people are found and given their head; if everyone working for
the organisation is encouraged to give of their best, and
rewarded for doing so.

% Making the NHS more business-like will not make it less

caring. It will mean that it can deliver better care and more
care to more people than every before.

B:DC6(D7.40/4)



SECRET

Competition and choice

2.8 Doctors, nurses, managers and others who work in the NHS are
committed to improving services for patients, and know how to do
so. But they are often held back by the rigid way in which the
service is presently organised and financed. The Government
intends to free up the system by introducing more competition and
more choice.

2.9 The most fundamental reforms proposed in this White Paper
are directed to this<end. “In particular:

* large GP practices will be able to opt to have their own
budgets for buying a range of services direct from
hospitals. This will enable GPs and their patients to
back their own choices with money, and the size of each
practice's budget will depend on how many patients its
GPs attract. GPs will be encouraged to compete for
patients by offering better services. Hospitals will be
encouraged to compete for the custom of GPs.

* hospitals will be given much more responsibility for
running their own affairs. Major hospitals will be able
to apply for self-governing status within the NHS. This
means that they will be free, for example, to set the
rates of pay of their own staff Cand, within limits, to
raise capital in the private marketl. They will be free
to sell their services to other parts of the NHS, to the
private sector and to patients. Because they will have
an incentive to attract patients, they will want to make
sure that the service they offer is what their patients
are looking for.

* funding arrangements will be changed so that each health
authority's duty will be to buy the best service it can
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from its own hospitals, from other authorities'
hospitals, from self-governing hospitals or from the
private sector. Conversely, hospitals will be free to
sell their services to different health authorities. In
this way money will in future go more directly to where
the work is done best. At present a hospital or service
which becomes more efficient and could treat more
patients may be prevented from doing so by its budgetary
limits. At the same time, one which is failing to
deliver is still paid its share of NHS resources,
calculated by means of a complicated formula. Any
exercise of choice by patients and their GPs is thereby
made ineffective. The Government's proposals will change
this.

218 These and related reforms are set out fully in chapters
(3,4 and 73. They represent a shift of power and responsibility
to people whose job it is, at local level, to advise patients, to
provide services to them, or to fund services for them. By
placing the patient centre-stage, they will improve the standard
of service he or she receives.

Giving management the freedom to manage

2.11 In recent years the Government has given a high priority to
strengthening the management of the NHS, most importantly through
the introduction of general management following a report by Sir
Roy Griffiths in 1983. The reforms outlined in paragraph £2.81
will build on this progress and take it further. It will become
all the more important that objectives for improving services,
and responsibilities for achieving those objectives, are clear;
and that money is not spent ineffectively or inefficiently when
it could be used to buy more or better services in other ways.
Achieving objectives through the efficient use of resources is
the job of management. Local managers in particular must be both
freer and better equipped to do that job.

B:DC6(D7.40/4)
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2.12 Chapters £5,6,8 and 91 propose a range of important changes
to strengthen Tocal management. They will build on the
introduction of general management, and on the proposals for the
better management of the family practitioner services (FPS) set
out in "Promoting Better Health" (Cm 249). Among the most
important aims behind these changes are:

* ensuring that hospital consultants - whose decisions
effectively commit substantial sums of money - are
involved in the management of hospitals; are directly
responsible and accountable for their own use of
resources; and are encouraged to use those resources more
effectively.

* ensuring that GPs too take greater responsibility for
their use of resources.

* introducing new arrangements for the effective monitoring
of medical care by doctors themselves.

* providing the audit support which management needs,
through a stronger and more independent source of
financial and value-for-money audit.

* improving the information available to local managers,
enabling them in turn to make their budgeting and
monitoring more accurate, sensitive and timely.

* contracting out more functions which do not have to be
undertaken by health authority staff and which could be

provided cost effectively by the private sector.

* turning both District and Regional Health Authorities
into tighter, more effective management bodies.

B:DC6(D7.40/4) SECRET
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* restructuring the national management of the service to
provide for a corporate management team which is freer to
manage the service within policy objectives and financial
targets set for it by Government.

Customer care

2.13 A1l these reforms will in time improve the quality of the
service that the NHS is able to offer those who use it. The
quality of the medical and nursing care itself is widely
recognised as excellent, but there are other changes which will
make a real difference to the day-to-day services which patients
receive.

2.14 Many people are still having to wait too long for
treatment, and still have little if any choice over the time and
place at which treatment is given. The Government has already
done much to tackle this problem. Over the past two years, for
example, an additional £55 million has been spent on reducing
waiting lists and waiting times, allowing over 200,000 patients
to be treated. A half of all waiting list patients are now
admitted from the 1ist in five weeks or less. But the problem
remains.

2.15 The service provided by a hospital is still too often
impersonal, inflexible and even stressful. Patients should be
treated much more like valued customers. The practical
improvements that may often be needed include:

* appointments systems which give people individual
appointment times which they can rely on. Waits of two
or three hours in out-patient clinics are unacceptable.

* quiet and pleasant waiting and other public areas, with
proper facilities for parents with children, for
counselling worried patients or relatives, and so on.
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* clear information leaflets about the facilities available
and what patients need to know when they come into
hospital.

* once someone is in the hospital, clear and sensitive
explanations of what is happening: on practical matters,
such as where to go and who to see; and on clinical
matters, such as the nature:-of an iTlness andi .its
proposed treatment.

* clearer, easier and more sensitive procedures for making
suggestions and, if necessary, complaints.

* rapid notification of the results of diagnostic tests.

* a wider range of optional extras and amenities for
patients who are prepared to pay for them - a choice of
meals, single rooms, personal telephones, TVs and so on.

2.16 The Government has prepared detailed proposals for making
the NHS much better able to offer shorter waiting times for
treatment and an improved quality of service. The chapters which
follow set out these proposals in full.
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CHAPTER 4: SELF-GOVERNING HOSPITALS

Introduction

4.1 There are currently over 320 major acute hospitals in the UK
- "major" defined as having more than 250 beds. This chapter sets
out the Government's proposals for enabling as many of these
hospitals as are willing and able to do so to run their own
affairs.

4.2 Major acute hospitals are substantial businesses. Even the
smallest of the management units which currently run these
hospitals may have revenue budgets in excess of £10 million a
year. The largest may have budgets in excess of £30 million.
Yet none of these hospitals can employ its own staff or enter
into contracts in its own right. Nearly all of them are run by
health authorities which have other responsibilities as well -
psychiatric and other single-specialty hospitals, community
health services, and so on. In England alone 66 District Health
Authorities (DHAs) are responsible for two or more major acute
hospitals.

4.3 It is already a central plank of Government policy to push
down decision making to local, operational level. Some of the
larger acute hospitals now have substantial responsibilities
delegated to them for running their own affairs. The Government
intends to take this process a significant stage further by
providing for a new, self-governing status within the NHS.

4.4 The Government believes that greater independence for
hospitals will encourage a stronger sense of local ownership and
pride, building on the enormous fund of goodwill that exists in

BiB7.37/13
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Tocal communities. It will stimulate the commitment and harness
the skills of those who are directly responsible for providing
services. Supported by a funding system in which successful
hospitals can flourish, it will encourage local initiative and -
particularly in urban areas - greater competition. A1l this in
turn will ensure a better deal for the public, improving the
choice and quality of the services offered and the efficiency
with which those services are delivered.

Hospital Trusts

4.5 The powers and responsibilities of each self-governing
hospital will need to be formally vested in a board of
management. The Government will bring forward legislation
enabling the Secretary of State to establish such boards, to be
known as Hospital Trusts. The Government proposes that Hospital
Trusts should be constituted as follows:

* each should have ten members, five executive and five
non-executive, and in addition a non-executive chairman.

* the chairman should be appointed by the Secretary of
STate.

* of the non-executive members at least two should be drawn
from the Tocal community, for example from hospital
Leagues of Friends and similar organisations. These two
"community" members should be appointed by the Regional
Health Authority (RHA). The remaining three
non-executive members should be appointed by the
Secretary of State on the advice of the chairman. All
the non-executive members should be chosen for the
contribution they can make to effective management of the
hospital. None should be an employee of a health
authority or hospital, of a trade union with members who
work in the NHS, or of a major contractor or other

SECRET
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hospital supplier. For teaching hospitals, the
non-executive members will need to include a
representative of the relevant medical school.

* the general manager, as chief executive, should be
appointed by the non-executive members.

* the remaining four executive directors should include a
medical director, the senior nurse manager and a finance

director.

4.6 Hospital Trusts will assume all the powers and
responsibilities previously exercised by the hospital's health
authority. Specifically, they will be empowered by statute to
employ staff; to enter into contracts both to provide services
themselves and to buy in services and supplies from others; and
to generate income within the scope set by the Health and
Medicines Act 1988.

Funding and accountability

4.7 A self-governing hospital will need to generate income by
selling its services. The main buyers will be health
authorities. Other buyers will include GP practices with their
own budgets, private patients or their insurance companies, and
perhaps other self-governing hospitals. This form of funding
will be an opportunity for growth and a stimulus to better

performance.

4.8 It will be an opportunity for growth because the money will
flow to where the patients are going. If a hospital attracts
more patients it will get more income. A successful hospital
will then be able to invest in providing still more and better

services.

SECRET
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4.9 The funding arrangements will be a stimulus to better
performance for two reasons. First, they will inject an element
of competition. There will not always be an alternative provider
of, say, local accident and emergency services. But for some
services - and in some areas for many services - the hospital
will be at risk of losing business if it does not meet the needs
of its customers. Secondly, the hospital's contracts will need
to spell out clearly what is required of it, in terms of both
price and quality, by those who entrust patients to its care.

4.10 Each Hospital Trust's line of accountability will be
through these contracts. The consequences of a failure to meet
the terms of a contract - potential loss of future business .for
example, or renegotiation of the contract - will be for the buyer
to settle. The arrangements set out in chapter £71 will ensure
that patients who are in need of urgent treatment are not turned
away from a hospital simply because their treatment is not, or
,may not be, covered by a contract with that hospital.

Freedom and responsibility

4.11 The Government proposes to give Hospital Trusts a range of
powers and freedoms which are not, and will not be, available to
health authorities generally. The Government believes that
greater freedom for self-governing hospitals will create more
scope for competition, diversity and innovation within the NHS.
Greater freedom for their leadership will stimulate greater
enterprise and commitment, which will in turn improve services
for patients. Self-governing hospitals will be a novel part of a
system of hospital care alongside health authority-managed and
private sector hospitals, and will increase the range of choice
available to patients and their GPs.

SECRET
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Employment of staff

4.12 The Government intends that Hospital Trusts should be free
to employ whatever staff they consider necessary, irrespective of
any manpower controls which may apply to health authorities. The
only exception should be junior doctors' posts, which will
continue to need the approval of the relevant Royal College for
training purposes. The Government sees it as particularly
important that Trusts should employ their own consultants. Where
consultants work also for other NHS hospitals or in the private
sector, a Trust will need to employ them on a part time basis
consistent with their commitment to the Trust's hospital.

4.13 The Government also intends that Hospital Trusts should be
free to settle the pay and conditions of their staff, including
doctors, nurses and others covered by national pay review bodies.
LExpand and/or modify in the 1ight of the Group's decisions on
pay flexibility.3

Capital assets

4.14 €This section will need to be expanded and modified in the
light of the Group's decisions on "Capital".1 The Government
intends that the assets of a self-governing hospital should be
vested in the Hospital Trust, as follows:

* the Trust will be free to use the hospital's assets to
provide health care, in accordance with stated purposes
lTaid down by the Secretary of State when self-governing
status is granted.

* the Trust's management of its assets will be subject to

independent audit in accordance with the proposals in
chapter [53.

SFORET
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[L* sub-paragraph on disposal of assets.l

L* sub-paragraph on charges/"interest" payments on the
Trust's initial “debt".l

* the hospital's assets will revert to the ownership of the
Secretary of State if for any reason the Trust is wound

up.
Capital investment

£4.15 Paragraphtsl to be drafted following the Group's decisions
ofnstCapital™.d

Achieving self-government

4.16 The Government will lay down a simple, flexible process for
establishing a Hospital Trust. A hospital has no definable
constituency equivalent to, for example, the parents of children
attending a school. It will therefore be open to a variety of
interests either to initiate the process or to respond to any
initiative taken by the Secretary of State. These interests
could include the DHA, the hospital management team, a group of
staff, or people from the local community who are active in the
hospital®s. support.

4.17 Similarly, the Government is not proposing a rigid
definition of what a "hospital" should be for the purposes of
self-government. For example, it will often be sensible for two
neighbouring hospitals to combine, or for a hospital to retain
its existing obligations to run a range of community-based

services.

4.18 The Government intends that hospitals should have to meet
only a few essential conditions to achieve self-governing status.

SECRE
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It has two main criteria in mind. First, management must have
the skills and capacity to run the business, including strong and
effective leadership, sufficient financial expertise and adequate
information systems. Secondly, senior professional staff,
especially consultants, must be involved in the management of the
hospital, and there should be a comprehensive system of medical
audit along the lines proposed in chapter £63. The Secretary of
State will also need to satisfy himself that self-governing
status is not being sought simply as an alternative to an
unpalatable, but necessary, closure.

4.19 The Government will Took to RHAs to play an active part in
guiding and supporting hospitals which can be expected to meet
these criteria and are interested in achieving self-government.
In each case the Secretary of State will need to satisfy himself
at an early stage that there is a good prospect of being able to
approve the creation of a new Hospital Trust. With the advice of
the RHA, he will also need to identify a "shadow" chairman who
can act for the hospital in preparing the ground.

4.20 The RHA will be responsible for establishing the precise
range of services and facilities for which the proposed Trust
will be responsible; for ensuring that the proposal to seek
self-governing status is given adequate publicity locally; and
for preparing and submitting a formal application to the
Secretary of State. No-one will have the right to veto such an
application.

Implementation

4.21 The Government believes that self-governing hospitals have
a major role to play in improving services to patients. It will
therefore encourage as many major acute hospitals as possible to
seek self-governing status as Hospital Trusts. The Government's
aim is to establish a substantial number of Trusts with effect
from April 1991, in the wake of the necessary legislation. The
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experience gained will then inform the process of establishing
more Trusts in later years.

4.22 In the meantime the Government will take the initiative,
with the help of RHAs, in identifying suitable candidates for
self-government and encouraging them to seek and prepare for
self-governing status. The Secretary of State will be publishing
shortly a more detailed document which will form a basis for
discussion with interested parties. The aim will be to ensure
that the hospitals concerned make productive use of the next two
years by building up their capacity to run their own affairs
effectively and by securing the maximum devolution of management
responsibility from their DHAs. Self-government will then be -
as it should be - a natural step forward from devolved management
within the present structure.

4.23 The establishment of self-governing hospitals will mean a
substantial change in the responsibilities of the DHAs which were
previously responsible for their management. The Government does
not believe that this implies a wholesale reorganisation of the
NHS. But as more and more proposals come forward for
establishing Hospital Trusts, RHAs will consider the viability of
existing DHAs and, if appropriate, propose mergers of
neighbouring Districts. The implications for the role of DHAs
are set out more fully in chapters £7) and £8).
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HC63
NHS Review
MANAGING THE FPS: OUTSTANDING ISSUES
Note by the Secretary of State for Health

1. This paper addresses three issues which are outstanding
from the Group's discussion of my last paper on managing the
FPS- (HCET ).

* the timetable for changes in budgeting and
organisation.

* options for controlling GP numbers.

* dincentives to join the GP practice budget scheme.

' I BUDGETING AND ORGANISATION

Budgets for prescribing costs

2. MWe are agreed in principle that we should move towards a
system of setting reasonable budgets to cover the costs of
prescribing by GPs.

3. We must first be clear about how such a system would work.
I suggest that the most practicable scheme to develop and
implement would be one along the following lines:

i. a single, national drug budget would be negotijated
tor each country as part of the annual public expenditure
round. It would be set at a Tevel which was designed to
achieve the effect described at (iii) below. Forecasting
’ the drug bill is notoriously difficult, and to the extent
! that the forecasts underlying the budget provision fell
short of out-turn, in-year increases would be necessary.
Under the present arrangements these are voted through in
Supplementary Estimates. It would be necessary to
continue this arrangement to ensure that practitioners,
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and patients, did not pay the penalty for forecasting
errors or, rarely, increased incidence of disease because
of an epidemic.

ii. the Department would allocate budgets to Regions.
Each budget would constitute that Region's share of the
money available nationally for FPS drug spending. If we
go down this route we shall need to do more work before
the White Paper is published on two important, practical
issues:

= the calculation of each Region's share. 1In
principle, some form of simple, weighted
capitation would be the best approach, as for the
funding of hospital services. At present the
(unweighted) average, per-capita cost of drugs
prescribed by GPs varies from just over £30 in the
MAN Oxford Region to £39 in the North Western Region.

We shall need to develop an approach to coping

ith these variations without an adverse impact on

o )
Qum44thﬂﬂﬁfhiW%;atients.

&
i whak /

)

- each Region's information needs for budgetary
control purposes. The time lags which are
inherent in the present information system would
make budgetary control difficult. We might need
to invest in establishing an adequate information
system.

iii. Regions would then allocate budgets to FPCs (or in
due course, if this is the route we decide on, to merged
FPCs/DHAs). Each budget would be negotiated with regard
to the FPC's "expected" level of drug spending, based on
weighted capitation and average unit costs, and their
actual current spending (with whatever allowance was
agreed generally for increases in costs). The FPC would
be accountable to the RHA for ensuring that the
prescribing costs of their GPs were held within the
budget. As a further incentive tn hring down prescribing
costs, it would be open to an FPC to agree with its
Region a target level of savings, with a proportion of
any such savings being returned to the FPC to finance
primary care initiatives in their area.

iv. FPCs would in turn allocate indicative budgets to GP
practices outside the practice budget scheme. These
budgets would be negotiated in broadly the same way as
FPCs' own budgets. .There would be scope for adjustment
to match particular circumstances which might affect a
practice's prescribing costs. (In the first year of the
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scheme's operation, "current" spending for the purpose of
negotiating budgets might be taken to be spending at
1988-89 levels. This would avoid giving GPs an incentive
to push up their prescribing costs in the meantime.) We
would need to impose a change to the GP contract to spell
out a requirement to conform to their FPC's policies on
effective and economical prescribing. To make indicative
budgets "bite" at practice level, FPCs would also need

~ to buy in independent, medical support, in
practice mainly from the Department's Regional
Medical Service, and

= to be empowered by Regulations to impose financial
penalties where GPs persisted on over-prescribing.

More detailed proposals in each case are set out in
HE 551

4. An approach along these lines would have the following,
important characteristics: | oxle cf LSl W
p (L( e OPF e 0}

i. it would keep the drug budget separate from other FPS
or hospital spending. This separation would reflect the
fact that there is a particular, and widely recognised,
justification for driving down prescribing costs. It
would also ensure that excessive prescribing was tackled
in its own right and not deflected into unjustified
pressures on other services.

o 1

ii. the use of indicative budgets for GPs would
recognise the difficulty - which we have acknowledged in
the context of practice budgets - that real budgets would
be difficult and expensive to manage at the level of the
small or average-sized practice. Giving them to FPCs
allows more scope for absorbing unexpected pressures.
whilst controlling overall expenditure.

ii1i. negotiating indicative budgets for FPCs in the way I
propose would allow the overall rate of growth in drug
spending to be steadily ratcheted downwards by focusing
on the highest spending practices.

5. We can expect vociferous opposition from the profession.
It would be wise to try to defuse some of this opposition by
being willing to consult on the detailed application of the
scheme, for example the basis on which budgets might be
adjusted for individual practices. A willingness to consult
might also help to deal with accusations that the Government
was reneging on the implied commitment in the Primary Care
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White Paper to rely for the time being on "voluntary means" to
more effective and economical prescribing.

6. Subject to the outcome of such consultations, I suggest we
aim if we can to bring the new scheme into operation from
April 1991. It would necessarily be a 1ittle rough-and-ready
to begin with, and we shall need to invest in the management
as well as information capacity to make it work. A 199]
target date should allow adequate time not only for
consultation but also for any necessary renegotiation of the
Pharmaceutical Price Regulation Scheme. It should also allow
time for FPCs to gain at least some working experience of the
new "PACT" information system, which will be available to all
FPCs by 1990-91. With improved timeliness, "PACT" information
could then be used for monitoring expenditure against budgets.

The future of FPCs

7. A majority of the Group is in favour of merging FPCs and
DHAs in England and Wales, and it was suggested at our Tlast
meeting that the case for doing so should be set out as an
option in the White Paper.

8. I have given this further thought since our last meeting.
My firm view is that, whatever conclusion we reach on its
merits, this must not be a "green" issue. Politically, the
Government must be seen to know its mind. We have already
consulted once on the subject, and the responses to
consultation are entirely predictahle. It would not be
difficult for our opponents to caricature a consultative
proposal as indecision about whether to reverse a decision (or
even about which decision to reverse). We can expect no
public interest in yet another debate about administrative and
boundary changes, merely another protracted argument with the
profession. Managerially, consultation would simply generate
wasteful effort and uncertainty.

9. I do not rule out the possibility that merger may become
desirable in due course. But I believe the White Paper should
say. at most, that 1t 1s Tar too 500n fto redpen the jssugss 1
shall not repeat here the arguments I have advanced before for
keeping FPCs separate in England, but two further points are
relevant in the context of my proposals for drug budgets:

i. merger is not necessary to achieving the objectives
set out in paragraphs 2-6 of this paper. Merger and
budgets are quite separate issues. In so far as the

purpose of merger is to create the scope to vire between
drug budgets and HCHS spending, the same flexibility
could be achieved in practice through my proposal to give
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the cash for drug spending to Regions. In any event, as
I have argued in paragraph 4(i), there are strong
vy arguments for keeping drug spending separate, at least in

WW 2 the first instance.

ii. developing and implementing drug budgets will be a
substantial additional challenge to FPS management. By
distracting attention, merger would get seriously in the
way of these and other steps which are needed if GP
contracts are to be effectively managed along the lines
which were set out in the Primary Care White Paper and
which will be reinforced by the outcome of the present
review. I do not believe that administrative and
boundary changes are our real priorities.

10.: In short] ‘T-urge colleagues to agree that we can and
should achieve our objectives whilst leaving FPCs separate.

We shall still need primary legislation to secure the
accountability of FPCs to RHAs, but that is a much more
Timited - though still essential - change. I believe we

should also strengthen FPS management along the lines proposed
in HC51, in brief by

i. taking powers to reduce the size of FPCs and make Tay
members a clear majority over professional members, and

ii. recruiting higher quality chief executives.

IT GP NUMBERS

Options

11. At the Group's Tast meeting I was asked to circulate a
further note on options for controlling GP numbers, including
in particular the possibility of doing so through increasing
the capitation element in GPs' remuneration.

12. I have identified two options for the Group to consider.
The first is that of imposing direct, statutory controls along
the 1ines proposed in HC51. The second is to use the
remuneration system, partly but not exclusively by increasing
the capitation element. The two options are not necessarily
mutually exclusive. The following paragraphs spell out how
the second option might work.

B:DC6.7/38

SECRET



SECRET

Using the remuneration system

3%
This
cost

The average GP received an income of £55,000 in 1987/88.
covered remuneration and all expenses, and was the total
of delivering general medical services, excluding drugs,

to 2000 patients. In round terms it was made up as follows:

14.
made

153

- remuneration through fees -and allowances £27,000
- expenses met through fees and allowances £12,000
- expenses directly reimbursed £16,000

The £39,000 which is paid through fees and allowances 1is
up as follows:

£ %
Basic Practice Allowance
(paid in full for 1000 or more
patients and prorated for fewer
numbers) 8,000 21
Capitation fees 18,000 46
Allowances (eg seniority payments,
group practice allowance, training
allowances) 6,000 15
Fees (eg childhood immunisation,
cervical cytology) 7,000 18
39,000 100

There are two levers here which we could pull to exert

downward pressure on the growth in GP numbers:

i. dincreasing the proportion accounted for hy capitation
fees. Colleagues are familiar with the arguments here.
The Government is already committed to this policy,
although not specifically as a means of reducing the rate
of growth in GP numbers. The position as stated in the
Primary Care White Paper is:

"It is the Government's intention to make the NHS
contract with family doctors more sensitive to the
range of services provided. This will be achieved
over time by adjusting the balance between the

doctor's income from capitation fees and the income
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from allowances. A basic core of health provision is
expected for the payment of capitation fees which 1in I,
turn will be complemented by incentive payments /~@$)
designed to encourage the provision of services /
targeted at specific health care objectives (for
example, high levels of vaccination, immunisation/and
cervical cytology). At present capitation fees form

an average 47 per cent of the dOCtO€:S income The

Government intends to raise this tofat least (50)per
cent in the first instance. As pub%fc awareness
increases and services improve, the Government intends
to move further in this direction in order to
encourage doctors to practise in ways that meet
patients' needs."

~a AN

A 317 dii. dincreasing the number of patients needed for a GP to

Noi] 2 qualify for the basic practice allowance (BPA) (which is
w A in effect a form of capitation, paid to meet running

\x¥ costs). Under present arrangements a full BPA of £8,560
i is paid into the practice for each GP if the average

number of patients exceeds 1000. So if by dividing the
number of patients by the number of GPs in the practice
plus one the result is still 1000 or more, the practice
has a strong incentive to recruit another GP. Increasing
the qualifying number would tend to discourage practices
. from expanding and from replacing retiring partners.
This in turn would reduce the growth rate, although at
the expense of reducing the incentive to increase
practice sizes.

16. Changes along both these Tines are currently being
discussed with the profession as part of the negotiations
flowing from the Primary Care White Paper. Specifically, we
have proposed that

i. capitation fees should be increased, as a proportion
of fees and allowances, to over 50%.

ii. qualification for the full BPA should be changed from
1000 to 1500 patients.

The potential impact of these changes on the rate of growth in
GP numbers has not been modelled, but we might reasonably
expect a reduction from 1.9% to, say, 1.0% a year over a
number of years. Assuming that such a reduction were achieved
steadily over a period of 5 years, the revenue saving by year
5 would amount to about £45 million, with further cumulative
savings of £15 million a year thereafler.
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17. By pursuing this approach we could change the structure
of remuneration to something along the following Tlines:

Current Future_(apprq&ff
—< ~

P

Basic Practices Allowance (213 259~

Capitation fees 46% 60%

.Allowances 15% (

Fees 18% (15%
00% 00%

This would still allow scope for targeted incentive payments,
for example for childhood immunisation or cervical cancer
screening. But there is little doubt that the profession
would oppose changes on this scale, so that we would almost
certainly have to impose them.

chb%} 18. Other developments which will tend to depress growth in

A e the numbers of GPs are: compulsory retirement of GPs on

ﬁgwgvv reaching the age of 70; the retirement over the next few years
Ydovoal of the post-war bulge in GPs (having attained 40 years' NHS
fxt service); and the departure of GPs unwilling to give the extra

(¢ (g commitment which will be necessary under the new contract to
L& ;nmaintain current levels of income.

o Ipko GPpraiice, | W
WVJ‘&Sw{'f#gactrof the Review Body

19. Colleagues have raised the question whether the impact of
such changes could be negated by the Review Body's
recommendations. The Review Body's job is to recommend
changes in GPs' income due to inflation and workload. Each
year it recommends an intended average net income and average
expenses, both to be reimbursed through fees and allowances.
If capitation fees are to form a greater proportion of income,

detqn'F

Al . : . .
stake | Review Body to set fees and allowances so that capitation

e Wwid represented on average the required percentage of income from

o

me&} fees dand allowances.

20. The Review Body would need some help over the transition,
and officials are meeting the Review Body secretariat to
discuss ways and means in respect of the chdnges currently
being discussed with the profession. But I do not think that
the Review Body's activities need frustrate the Government's
aims. If the average GP's workload and expenses increase, the
Review Body will recommend an appropriate increase in the
intended average income including indirectly reimbursed
expenses. But to meet the workload and expenses costs of the
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Primary Care White Paper, £48 million (from the new charging
arrangements) is already to be made available from April 1990.
Our discussions with the Review Body secretariat are designed
to ensure that the Review Body does not exceed that amount in
its recommendations. We can and should try to maintain this
lTine, although there remains a risk that the Review Body will
make consequential recommendations with a total cost exceeding
this sum.

Conclusion

‘be a surer approach, and e

21. Tackling the growth in GP numbers through the
remuneration system would be feasible. It would also be
consistent with the approach we are taking generally to
reforming the NHS through changing incentives and increasing
competition. But it would be uncertain in its effects, and
changing the qualification for the BPA would tend to depress
the size of practices. Takin i anpewer controls would
ier to fine-tune. ~RBut it would be
The Group
take a view

bureaucratic and would ne¢d primary legislation’
will wish to discuss these\relative advantages
on them.

22. Under either approach we would need to secure an adequate
number of practice vacancies for good, young doctors wishing
to enter general practice. (At present there is a more than
adequate supply of such candidates everywhere.) I shall need
to give further thought to this, too. The best approach, as I
suggested in HC 51, might be

s in due course, to reduce from 70 to 65 the retirement
age for GPs which we are introducing through the Health
and Medicines Bill.

ii. to ensure that, when filling single-handed practice

((Wm\ubqj) vacancies, FPCs give priority to younger doctors who are

keen to work as members of primary health care teams.

I am looking separately at ways in which FPCs could have more
influence over the ti11ling of vacancies in partnerships.

ITT GP PRACTICE BUDGETS: INCENTIVES

23. 1 was asked to consider further what could be done to
strengthen incentives for GP practices to opt into the
practice budget scheme.
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Incentives currently envisaged

24. As we have so far developed the scheme, the main
incentive to participate is the opportunity it gives GPs to
improve the services they offer. For example, it enables them

i. to use hospitals which might discourage referrals if
the money did not go with the patient.

ii. to generate funds to improve their practice by viring
within the scope of the budget, for example by employing
more staff or improving practice premises.

25. We have not so far introduced any element of direct,
financial incentives to GPs personally. But there will be an
important, indirect incentive of this kind to the extent that
participating practices attract more patients and therefore
increased remuneration through capitation fees. Any increase
in the capitation element of the remuneration structure would,
of course, increase this incentive effect.

Possible additional incentives

26. The possibility of introducing a personal, financial
incentive of a continuing kind needs careful consideration.
In earlier papers I have taken the view that direct, personal
gain should not be permitted. My concern has been that we
could be accused of diverting into GPs' pockets money which
was intended - and had been voted - to provide services to

lpatients. We would need to be sure that we had good answers
|to such a charge.

L27. I proposed in HC 47 that, in addition to viring within

the scope of the budget itself, practices within the scheme
should be able to

i. carry forward any underspend, up to a limit of, say,
20% of their budgets, so that they could save up for,
say, premises improvements.

ii. spend any surplus on aspects of the practice which
fell outside the budget, but only subject to the
agreement of the FPC.

One approach to incentives would be to offer practices within
the scheme an optional, performance-related variant. Under
this approach, practices which met specified performance
standards would be free to retain without restriction up to,
say, 5% of their budget in any one year, on condition that an

B:DC6&. 71738
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equivalent sum was clawed back by the Region. (On the basis
of the assumptions in HC47, 5% would amount to around £3,000
or so for each GP.) We would need to develop and present this

carefully as a way of buying high standards, not as a way of
cutting costs at the expense of patients, and we would need to
select the performance standards carefully with this in mind.

28. The Group will wish to consider whether we should float
something along these lines in the White Paper. If so, I
shall need to work up the detail, including some possible
performance standards, in the meantime.

December 1988

B:DC6.7/38
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PAY AND CONDITIONS OF NHS STAFF

Joint paper by the Secretary of State for Health and the Chief

Secretary to the Treasury

This paper sets out the scope for devolving responsibility for pay
and conditions to management in the main-stream of the NHS, and in
self-governing hospitals.

Background
2 The present system of negotiation and control of NHS pay and
conditions 1is highly centralised. National pay scales are

negotiated centrally, or determined on Review Body recommendation.
Conditions of employment are also negotiated centrally. A brief
description of the arrangements is set out in Annex 1. On the
whole this system has proved effective in recent years in keeping
down pay rates in the NHS for non-review body staff, to the

benefit of public expenditure. (Pay accounts for three-quarters
of NHS costs). But one consequence has been the emergence in some
areas of increasing recruitment, retention and motivation

problems, particularly for skilled staff.

3 The Government can never stand entirely aside from such an
important part of public expenditure as NHS pay, particularly
since it 1is indirectly almost the NHS' only customer: and recent
experience has shown this to be an area which can politically be
highly sensitive. But Ministerial involvement in the detailed
determination of pay and conditions is in principle undesirable.
The ideal situation would be one in which managers were given an
overall financial envelope within which to operate and then left
to get on with achieving set objectives within it. The aim would
be to do that in ways which did not lead to escalating pay costs
and continuous increases in the size of the financial envelope
itself.
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Flexible pay systems

4. The general thrust of Government policy towards pay in the
public sector, and indeed in the economy more widely, is towards
introducing a greater degree of flexibility. Greater flexibility
can help to achieve better cost-effectiveness in expenditure on
pay by relating pay rates more closer to local labour market and
other conditions, by making it easier to encourage and reward high
performance by individuals, and generally by providing managers
with greater opportunities to use pay as an instrument of
management. Where greater flexibility is accompanied by greater
devolution or delegation of responsibility for pay and personnel
issues - which in principle is also desirable if the necessary
conditions of management capability and tight financial controls
can be satisfied - that can also help to lower the political
profile of such issues.

57 These considerations apply in the NHS as in other areas.

Flexibility in the main-stream of the NHS

o) Some progress has been made in this direction in the NHS in
recent years. But the extent to which individual health
authorities have freedom to vary pay and conditions without
central approval is still relatively limited. Apart from London
Weighting and the London supplements for Nurses and Professions
Allied to Medicine recommended by the Review Body in 1988, about
neither of which they have discretion, the flexibilities available
to individual authorities are confined to:

- pertormance-related pay for about 2,000 top managers
together with some discretion to vary basic rates
according to job weight. These arrangements are being
extended to cover a further 7,000 staff with provision
for market flexibility elements for hard to fill posts.

- regional variations for IT staff.

- bonus schemes for manual staff and
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- greater flexibility for some professional, technical and
scientific staff allowing the possibility of eg moving
pay scales up the spine to reflect increased

responsibilities or expertise.

7 Health authorities also have responsibility for grading staff
within centrally agreed grading structures, which affords some
flexibility of a kind which varies between different groups of
staff. There is some evidence that some authorities, particularly
in London and the South East, have been exceeding the proper
limits of this flexibility in order to overcome recruitment and

retention difficulties.

8. Officials are already looking at the feasibility of
introducing further flexibilities into the pay determination
arrangements for the main-stream of the NHS. 1In the immediate
future it seems unrealistic politically to do anything other than
to retain the Review Bodies for doctors and nurses. But the DH
have been working on proposals for an important group of the
non-review body staff - the administrative and clerical
grades - which, while retaining central negotiation of basic
rates, would allow local managers to vary these rates by up to a
given percentage, which could vary in different parts of the
country, to meet proven market difficulties. The new arrangements
would also provide scope for productivity bargaining and extend

performance-related pay.

9% More detail on these proposals is given in Annex 2. They
have not yet been discussed in detail with other departments. The
changes will need to be carefully managed to avoid the risk that
local variation in pay could lead to a general escalation of pay
levels rather than a more finely targeted, and hence more
cost-effective, outcome than across the board increases,
particularly since few NHS managers have direct experience of pay
bargaining and they will be dealing with trade union officials who
are likely to have much more.

10. A radical internal review by DH of conditions of service is
also nearing completion. Greater devolution is a key objective,
giving managers greater freedom to devise employment packages more
suited to local needs. The review has highlighted a number of
central controls which should be abolished. It ought to be

_3_.
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possible to give local management progressively greater freedom as
they gain experience and develop the expertise to run a more

highly devolved system.

Self-governing hospitals

11. Self-governing hospitals will be , or ought to be, those with
the strongest management. They will also be expected to win their
business by virtue of their greater efficiency. In, order : to
behave entirely commercially and make full use of the potential
advantages of their status, they ought to be given complete
freedom over the pay and conditions of their staff.

12. There are, however, a number of considerations bearing on
this.

13. First, self-governing hospitals will not be starting from
scratch. They will be taking on their existing staff who will
have existing contracts of employment which explicitly (o
implicitly relate to pay and conditions determined under the
existing mechanisms. These cannot be altered unilaterally and
changes can realistically only be brought about by negotiation at
hospital level of new contracts of employment.

14. Second, any proposal to take the staff of self-governing
hospitals out of national pay bargaining processes will be
contentious politically and will create pressure for a commitment
not to pay less than Review Body or Whitley Council rates.

15, sThivd:, it will be important to ensure that the new
arrangements do not simply generate higher pay costs which are
passed on to the health authority as customer, and touch off a pay
spiral which affects not only the hospital in question but also
main-stream hospitals in competition with it for staff. There are
particular risks in relation to the Review Body groups. LE
self-governing hospitals attract these staff away from other
hospitals, there will be pressure on review bodies to match the
pay rates which self-governing hospitals agree.

16. In principle, genuine competition for the provision of
services ought to be an effective constraint on hospital

management against letting pay get out of control. They would

- ) -
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simply lose business if they did. But in some parts of the
country, and in some specialities, the competition would be
limited, particularly in the immediate future. In addition it
will be necessary to rely upon the combination of:

s B Cash limited funding to the DHAs, which are the buyers
in the market place; and

ii. The  fact :that ‘hospital managers will be under
performance-related contracts which will provide pay
incentives to maintain and increase their volume of sales and
the sack if they fail, for example because pay rises restrict
the volume of service the DHA can buy.

17. Finally, even in self-governing hospitals management capacity
will constrain the pace of change which can be managed. Existing
managers will have little or no experience of, or capacity for,
driving hard pay bargains and it will almost certainly be
necessary for them to buy this in initially.

Conclusion

18. There is general acceptance of a need to introduce greater
flexibility into the pay determination system of the NHS,
irrespective of the creation of self-governing hospitals.
Proposals are in the course of being worked up which ought to help
to achieve this, though there are important constraints related to
the capability of NHS management to exercise discretion of this
kind without creating unacceptable upward pressures on the pay
bill. These proposals will be brought forward in due course. The
DH review of conditions of service also seems likely to lead to a
number of proposals which could increase local management
discretion and improve the cost-effectiveness of the NHS salary
bill.

19. If they are to achieve their full potential, and because this
is consistent with their underlying philosophy, there is a strong
argument for giving self-governing hospitals much greater
flexibility in the pay and personnel management area, not
excluding breaking away entirely from existing mechanisms for
determining pay and conditions, if that is what they want. Going
down this road does, however, depend upon having sufficient

._5_
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confidence both in the ability of the managements concerned to
manage pay negotiations with trade unions and in the effectiveness
of competition and other mechanisms to prevent it leading to pay
leap-frogging and increases in the NHS salary bill which it would
in practice be difficult not to fund.

20. Against this background we propose that self-governing
hospitals should have removed from them any obligation to observe
centrally determined pay and conditions. This would leave them
free, by agreement with their staff, to continue to follow central
arrangements, to introduce entirely different arrangements, or to
adopt some intermediate position. Satisfying the Secretary of
State that the hospital had the managerial and personnel capacity
to handle this degree of freedom would be one of the conditions of
self-governing status. The Secretary of State could also retain
reserve powers to reintroduce controls if necessary.

21. Colleagues are invited:
3= To note the Secretary of State's intention to bring
forward proposals to increase the extent of flexibility in
the main-stream of the NHS affecting both pay and other

conditions of service.

ii. To agree that self-governing hospitals should be dealt
with as in paragraph 20 above.

12 December 1988



ANNEX 1

ODETERMINATION OF PAY AND CONDITIONS OF SERVICE FOR REVIEW BODY GROUPS

1. There are two Review Bodies, one for doctors and dentists (DDRB) and one
for nursing staff, nealth visitors, midwives 3ina orotessions zllied to
medicine (i{{PRB). .ine protessions alliea to meaicine - PAMs -~ are

physiotherapists, radiographers, occupational therapists, chiropodists,
dietitians and orthoptists.)

2. The Review Bodies are independent bodies appointed by the Prime Minister.
Their terms of reference are to ailvise the Prime Minister on the remuneration
of the staff groups concerned. (3ut London weighting is at present dealt with
separately - see 4 below.)

3. Conditions of service and grading questions are determined separately from
pay. In the case or doctors and dentists they are negotiated between the
professions and the Health Departments. For the NPRB groups there are two
negotiating Councils, one for nursing staff, heaith visitors and midwives and
one for the PAMs. Changes in the structure of allowances (as well as of
grades) would normally be negotiated in the Councils and then submitted to the
Review Body for pricing (although the new London pay supplements recommended
this year by the Review Body for nurses and PAMs - see below - had not been so
negotiated).

4. The Review Body groups are also represented on the General Whitley
Council, which deals with conditions of service which are of general
application to all NHS staff. It also deals (via a sub-committee, the London
Weighting Consortium) with London weighting allowances for all NHS staff. The
respective roles of the Lonaon Weighting Consortium on the one hand and the
Review Bodies and Negotiating Councils on the other in determining special
arrangements for pay 1in London are currently under review, against the
background of the 1988 Review Body award of London supplements (payable on top
of London weighting) to nurses and PAMs.




ANNEX 2

PROPOSALS FOR INTRODUCTICN OF GREATER LOCAL FLEXIBILITY

Centrai Ctargaining with tight negotiating limits has led to increasing
problems of recruitment and retention in most staff groups not covered by
Review Bodies. Administrative and clerical staff are the major non-Review
Body group. They include managers below general managers and board-level
senior managers in regions and districts and below general managers in units.
Many authorities are facing acute problems in recruiting and retaining
suitable staff across the whole range from senior finance, computing and
personnel to secretarial and other clinical support staff. Because of the
importance ot administrative and clerical staff in implementing change and
securing Detter management of resources thev have been selected as the
flagship for the introduction of greater loca' flexibility in pay. Their
occupations are particularly sensitive to labour market influences.

Senior managers

2. The current senior manager’'s pay arrangements are to be extended to two
further levels of management including managers in units. The change is to be
achieved without negotiation but individual managers will have the right to
retain their existing pay and conditions of service. Key elements of the new
arrangements are:-

- general managers will decide which posts they consider have responsibilities
for corporate management and therefore come within the scope of the new
arrangements;

- a 12-point pay range, based on a 3C-point pay spine with 4% steps, will be
set for eacn management level;

- general managers will be required to assess the relative weight of posts and
propose the appropriate pay point;

- spot salaries will be authorised by the next managerial level (ie by the RHA
for posts at DHA level and by the Department of Health for posts in RHAs);

- there will be local flexibility to increase basic salaries by up to the
value of 2 spine points above the maximum of the range for vacant management
posts wnich cannot otherwise be filled;

- pertormance-related pay based on an annual process of individual performance
review can add up to 4% of salary annually and up to 20% over a minimum of 5§
years.

Administrative and clerical staff

3. Proposals are being considered by Ministers which would need to be
negotiated in the Whitley Council for administrative and clerical staff who
are not covered by the senior managers’ option outlined in paragraph 2 above.
The key elements of the proposed arrangements are:-

- new tighter definitions for 10 grades on a 44-point pay spine with 4% steps
(to replace over 500 pay points);

iz
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- a facility for Tlocal management to supplement pay points wnere this would
assist in redressing proven problems in recruitment or retention;

- flexibility to be limited initially by amount payable to individuals (up to
30% in Thames Regions and 20% elsewhere for posts up to middle management

level and 10% at higher levels);

- overall use of flexibility to be controlled initially (5% of A&C paybill in
Thames regions and 3% elsewhere);

- local proposals to be included in short-term pians and cleared at next
management level (RHA for Districts and Department of Health for RHAs);

- use of flexibility to be monitored by separate identification of payment of
supplements in annual accounts;

- system designed to permit the easy introduction of individual
performance-related pay when appraisal systems fully effective.

Nursing and midwifery staff

4. Proposals have been put to the Review Body for a sum of #£5m to be set
aside in 1989/90 for a pilot exercise in supplementing national rates of
basic pay where deemed appropriate on recruitment and retention grounds. Key
elements of *he proposal are:-

- aim to help to meet a small number of particularly difficult cases and to
pilot the criteria and help in development;

- allocation of funds to be controlled centrally; and likely in practice to be
targeted on Southern Regions (including East Anglian) but to exclude inner
and outer London pay areas where universal supplements recommended by Review
Body in 1988 are already payable;

- supplement to be either a percentage of basic pay or a flat-rate addition to
annual salary or an additional point or points on pay spine (eq 23%/5% of
basic pay or £250/£500).

Other staff groups

Bk For professional, technical and scientific staff local flexibility has
been encouraged by recent settlements for certain staff groups (eg speech
therapists and MLSOs) and negotiations continue for pharmacists. The concept
of pay spines has been introduced and local mangers provided with flexibility
in moving pay scales up the spine to reflect increased responsibilities or
expertise. There is also much less prescription in the grading criteria to
facilitate more flexible working arrangements. The new structures have been
designed to permit easy translation to the A& model described in paragraph 3
above.

4
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FINANCIAL ARRANGEMENTS FOR SELF-GOVERNING HOSPITALS

Paper by the Secretary of State for Health and the Chief Secretary
to the Treasury

Introduction

1. Self-governing hospitals will offer better value for money,
higher efficiency, increased choice for patients and closer links
with their local community, providing a spur for the improvement
of standards in the rest of the hospital service. To achieve these
objectives they will need the maximum freedom and flexibility in
managing their financial affairs consistent with maintaining
public expenditure control and accounting propriety. This paper
considers what financial arrangements will be required.

2. We consider that the best available model for the financial
framework for these bodies is that of the public corporation. Thus
self-governing hospitals would have:

(i) ownership of their assets and the freedom to use them as
they think best subject only to certain reserve powers of
the Secretary of State;

(ii) freedom to retain surpluses and to build up reserves;

(iii) freedom to manage any temporary deficits;

(iv) freedom to borrow to finance their working capital and
capital investment.

The Secretary of State and the Chief Secretary agree that the
hospitals' access to private sector capital should not be subject
to over-rigid public expenditure constraints. The Chief Secretary
considers that, like other public corporations, self-governing
hospitals should be subject to an annual financing limit.
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Freedoms of self-governing hospitals

i) Ownership and use of assets

3. The assets of self-governing hospitals would be vested in
their boards, in keeping with the overall objective of giving them
the maximum possible freedom to run their own affairs. They should
also have the freedom to make use of their assets to provide the
pattern of service they think best. This should include the
freedom to dispose of assets subject only to a reserve power for
the Secretary of State to intervene if the disposal was against
the public interest.

4. To impose the necessary commercial discipline, the hospitals
should not be given these assets as a free good. We propose that -
like Trading Funds - the hospitals should be given an interest
bearing originating debt, equal to the value of their initial
assets at vesting. This would have the same financial management
advantages as the capital charging system to be introduced into
the rest of the hospital system from 1991 onwards. Self-governing
hospitals would be set financial targets designed to cover the
cost of capital employed.

ii) Retention of Surpluses and Reserves

5. To give self-governing hospitals end-year flexibility on their
operating surpluses, they should be allowed to retain these
surpluses. They should also have the freedom to build up reserves
to improve their services and help finance capital investment.
This will give them an additional incentive to maximise their
efficiency and keep their costs down. (The legislation will need
to specify the form in which these reserves can be held.)

iii) Deficits

6. We cannot be certain that self-governing hospitals will
invariably be able to balance their budgets every year. A hospital
may end a particular year with a deficit despite being in a sound
underlying financial position. A requirement that hospitals could
not run end-year deficits would be an artificial and unnecessary
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constraint on their activities. However, a self-governing hospital
should not be entitled to run a continued deficit: this would
undermine its viability and build up potential liabilities for the
Exchequer. This would be avoided by setting a requirement that
they should break even taking one year with another.

iv) Working Capital and Capital Investment

7. Self-governing hospitals' income and expenditure cash flows are
unlikely to match each other at all times throughout the year.
They will therefore need access to working capital through loans/
overdraft facilities. (They will need a loan at their foundation
to give them the necessary working funds until the income from
their contracts starts to flow.) More significantly, they will
also need access to funds for capital investment so that they can
maintain and expand their facilities to meet demand and provide
the required standard of service. They are unlikely to be able to
finance their capital investment solely from sales of assets and/
or the reserves they have built up. They should therefore be able
to meet their capital requirements through loans, which they would
have to service from their income in the same way as hospitals in
the rest of the NHS will be charged for capital.

8. There is a degree of disagreement between us when it comes to
the arrangements for controlling the scale of the borrowing of
self-governing hospitals. As public corporations, all the
hospitals' borrowing from whatever source and their other external
finance would be public expenditure. Moreover, the liability for
any borrowing by the hospitals would 1lie ultimately with the
Government. The Chief Secretary considers that to maintain public
expenditure control there will therefore need to be annual limits
to the amount the hospitals can borrow. The overall limit for the
self-governing hospital sector would be set in the Public
Expenditure Survey with each individual hospital then receiving an
annual financing limit.

9. The Secretary of State considers that this remains too
restrictive. He considers that self-governing hospitals' access to
private sector capital should not be subject to public
expenditure constraints. Discipline would be exercised by audit;
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by the need to cover costs at price levels which attract business
and therefore income (which in the case of contracts with district
health authorities would come from within the cash-limited
allocations for health authorities' revenue); and by the existence
of certain reserve powers requiring, for example, hospitals to
obtain the approval of the Department if they wished to borrow
above given levels. The Secretary of State believes that self-
governing hospitals will prove at least as capable as Universities
and Polytechnics at managing their investment programmes and these
higher education bodies have considerably greater freedom. The
Chief Secretary notes, however, that these are private sector
bodies.

10. The Chief Secretary considers that the arrangements for self-
governing hospitals proposed by the Secretary of State would leave
their impact on public expenditure entirely open-ended. The
absence of any financing 1limit on private borrowing would
seriously undermine control of public expenditure and set a very
unwelcome precedent for other public sector bodies, which are not
absolved from annual expenditure control, still less allowed to
borrow as they see fit.

11. Self-governing hospitals could be allowed to borrow from the
private sector and/or the Government. Loans from commercial banks
would be more expensive - even if covered by Government guarantees
- and in practice the Chief Secretary believes that the hospitals
would almost certainly want to use the Government for their
capital borrowing. (This would also be more transparent to
Parliament.)

12. Loans from voted funds, rather than the National Loans Fund,
would be the appropriate source of borrowing from the
Government. This would reflect the Department of Health's
responsibility for the NHS and for self-governing hospitals in
particular. It would be for the Departmental Accounting Officer to
satisfy himself that the loan would be serviced, and repaid, in
full. Otherwise, if borrowing was from the NLF, the Treasury would
share this responsibility, which would unacceptably muddle
accountability to Parliament for the hospitals.
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13. There would need to be arrangements to ensure that funds
borrowed from the Government could not be put on deposit at higher
rates of interest since the Accounting Officer would be open to
criticism if loans were used for this purpose.

Maintaining financial standards in self-qoverning hospitals

14. Self-governing hospitals should have the maximum freedom
consistent with normal Accounting Officer principles. As they
remain public bodies, the Secretary of State will need some
controls over their exercise of their powers. He will, of course,
be able to dismiss the board of a hospital and remove its self-
governing status. However, these are draconian sanctions for use
in extremis if it is clear that a hospital is no longer fit to run
its own affairs. It will also be necessary for him to have the
power to intervene if abuses of self-governing status are
occurring. Since self-governing hospitals will not be subject to
the general direction of the Secretary of State in the manner of
the rest of the NHS, he will need some limited specific powers,
for example, regarding the sale and purchase of assets and size
and use of reserves. These powers would only be for use where
there was a serious risk that a hospital was abusing its freedoms
or getting itself into difficulties.

15. Further controls may need to be provided to prevent any
hospital with a local monopoly of health care provision unfairly
exploiting its position by, for example, charging high prices for
its services. The system of capitation funding for health
authorities will provide some protection. An authority will have a
fixed sum to purchase services for its population which will
constrain what it can pay the self-governing hospital. Its
contracts with a self-governing hospital may not by themselves
provide all the funding the latter requires. The hospital may
need to compete for business from outside its home district and
this will affect the prices it can charge. However, it will be
necessary to consider whether this needs to be reinforced by
specific powers.
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Other issues to be settled

(i) Tax

16. The tax treatment of the surpluses made by self-governing
hospitals needs to be considered. (As the law currently stands,
the view of the Inland Revenue is that health authorities are
probably liable to tax on their profits from treating private
patients and other income generation activities.) The VAT
treatment of contracts 1let by health authorities to these
hospitals is another issue to be considered.

(ii) Accounting for Capital

17. Self-governing hospitals would be required to maintain their
own accounts. These should include provision for depreciation. The
interest self-governing hospitals should pay on their inherited
assets, the method of valuation and accounting for depreciation
will need to be considered further in tandem with the details of
the capital charging scheme: the different arrangements should not
result in self-governing hospitals being placed at a competitive
advantage or disadvantage to the rest of the hospital sector.

(iii) Accountability

18. The operations of self-governing hospitals will be subject to
audit by the Audit Commission like the rest of the NHS. As our
intention is that these hospitals should be as autonomous as
possible, they will not be under the same direct control of the
Department as the rest of the NHS. The Department's Accounting
Officer will not be accountable for each individual hospital but
he will have an overall stewardship responsibility for their use
of public funds. (As now, he will remain accountable for
payments, including loans, made from his votes to the hospitals
and, in his capacity of Accounting Officer for the HCHS, for
payments to health authorities.) To protect the position of the
Accounting Officer it will therefore be necessary to ensure that
there are adequate monitoring arrangements.
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19. The NAO will remain responsible for auditing the consolidated
accounts of the NHS and for scrutinising the Departmental Vote
under which loans are made to the self-governing hospitals. They
will have right of access to papers relating to the accounts and
audit of self-governing hospitals and will also be able to include
self-governing hospitals in their value for money studies of the
NHS. In each self-governing hospital there will therefore need to
be a single person with overall financial and accounting

responsibility.

Conclusion

20. The Group needs to decide whether self-governing hospitals
should be subject to annual limits on all their finance or whether
these should not apply to their access to private sector capital.
With the exception of this issue, we are in agreement that the
financial regime outlined above should be created by the
legislation establishing self-governing hospitals.



vl 9 12
CONFIDENTIAL

HC66
ACCESS TO PRIVATE CAPITAL

Note by the Secretary of State for Health and the Chief
Secretary to the Treasury

Our paper HC56 said that we would report back to the Group when

we completed our further work on this question.

2% We have examined a range of projects which individual
health authorities would 1like to undertake. In so doing, we
have applied two general principles: that value for money must
be secured on behalf of the taxpayer; and that, where the
capital costs of a project ultimately devolve onto the
taxpayer, there 1is a presumption that it should not be
additional to the agreed public expenditure programme.

3. For the most part, the application of these principles to
particular cases is clear, and we have found no reason why they
should impede the projects from going ahead. The following are
among the examples we have considered, and which we see every

reason to encourage:

a. a joint venture between the NHS and the private
sector, who share the construction of hospital
facilities, with costs apportioned according to the
use they plan to make of them. There would be
opportunities for trading between the two sectors,
with the private sector selling capacity to the NHS
and the NHS selling diagnostic services, ctc to the
private sector. The NHS would receive rent from the
private health care provider in respect of the land;

b leasing NHS land, buildings or other facilities to
private sector health care providers. The private
sector would run facilities on an NHS hospital site.
The lease might be on conventional repayment terms,
or might enable the NHS as landlord to share some of
the profits generated by the lessee;
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s as b., but with the lessee providing a non-health
facility. This might be a hotel, shops, or a sports
centre. It could sell its services to the hospital,
to patients and to visitors. Again, the lease could
either be conventional or involve an element of
profit-sharing. This would be an alternative to the
sale of the freehold, if the health authority
considered that it offered a better deal;

d. leasing part:.‘of - a: hospital ' site  to:.a . housing
association which would provide low-cost
accommodation for NHS staff. The NHS might

subsidise the 1lease, and possibly share in the
profits. The housing association could either build
afresh or refurbish existing accommodation.

4. In all these cases, there are no complications resulting
from the private finance principles. The health authority
needs to assess the commercial risks it faces from the venture
(eg if its partner went out of business) and to ensure that it
has the right management capacity and skills to deal with this

as appropriate.

Contracting out

5% Contracting out 1is an issue, however, which raises
slightly more difficult questions. In principle, if a service
is contracted out to the private sector, the need for capital
in the NHS 1is reduced. But since the contractor's fees will
involve an element for the cost of financing its capital
expenditure, the health authority's current costs rise. 1In
principle, therefore, health authority capital allocations
should be reduced, and current allocations increased. Where
services have been contracted out so far, however - mainly,
catering, cleaning and laundry services - the capital element
in the contractor's fee has been so small as not to warrant any
adjustment. But, at the other end of the spectrum, there are
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cases where adjustments between capital and current allocations
are clearly appropriate - for example, in the hypothetical case
of a health authority which decided to contract out all its

hospital services.

6. There 1is a grey area in the middle. It has already been
explored for contract energy management schemes, under which a
contractor takes over the energy management of a hospital,
including perhaps the installation of a new boiler
incorporating modern technology, with the aim of substantially
reducing energy costs. Guidelines for taking account of the
contractor's capital expenditure have been agreed across
government. Rather similar issues will be raised by the need
to upgrade or replace NHS incineration plant to comply with new
statutory controls on emissions. Again, this is an area where
the expertise resides in the private sector, and where
significant capital expenditure by the contractor may be
involved. Another case is that of a health authority which is
seeking to contract out the care of some geriatric patients,

rather than to replace itself an outdated and crumbling

hospital.
T Our two Departments are in touch bilaterally on these
issues. We propose that officials should continue their work

to clarify the ground rules in such cases.

Cost-saving projects

8. we have however identified one more difficult case. This
is the financing of cost-saving projects of the sort now
proposed for Bromley District Health Authority. 1In this case,
outdated town centre facilities would be moved to a greenfield
site just outside the town with the capital costs largely
financed from the proceeds of selling the present sites. There
would be recurrent savings from rationalisation. There is
however a timing problem in that the land sales receipts are
not available until after the new hospital has been constructed
and the patients moved into it.
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9. We are agreed about the desirability of such projects
going ahead. In principle, there are three ways in which they

could be financed:

a. by making room in the region's capital programme to
finance the expenditure, taking credit for the

associated receipts in later years;

B by expenditure from a separate "fund" which is held
back for allocation centrally rather than by
regions, to which the eventual receipts are also
scored. Such a "capital loans fund", which could be
expected to be self-financing after about three
years, was proposed by Department of Health in this
year's public expenditure survey;

cr. to enter into an arrangement with a contractor under
which he builds the new hospital in return for
vacant possession of the land so released. 1In
effect he provides bridging finance between the
construction costs and the land sales receipts. But
such finance would carry a higher rate of interest
than if the project were financed conventionally, as
Ineptieons ja. wor. bi.

10. The Secretary of State considers that the Region's capital
programme is fully committed for several years ahead, and
health authorities have no objective basis for comparing cost-
saving projects with those that meet service objectives. So
service development inevitably tends to take priority in
regional capital programmes. In the Secretary of State's view,
the practical choice facing health authorities in this
situation is between mounting the cost-saving project now using
private finance or mounting it considerably later using public
finance. In these circumstances, the Secretary of State
believes that the extra costs would be outweighed by the
benefit of bringing the project forward.
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11. On the other hand, the Chief Secretary would argue that
projects promising such a good return should be accommodated
within the 1level of capital expenditure agreed for the NHS,
even if regions do not give them high priority. This could be
ensured by an arrangement on the lines of option b. Option c.
would also mean giving greater freedom to health authorities
than to local authorities, where we have recently been
tightening up.

12. The responsibility of the Accounting Officer to secure
best wuse of resources also needs to be considered. This issue
is being addressed at present in the Bromley case, and will
need also to be considered in any other such projects which are
put forward.

13. We will be considering these options carefully in the
Bromley case, with a view to agreeing how to proceed, with if
possible an announcement around the time of the White Paper.

Conclusions
14. 1In conclusion, we invite colleagues:
a to note that private finance considerations are

fully compatible with a wide range of co-operative
ventures which health authorities wish to enter with
the private sector;

b to agree that our two Departments should do further
work on the detailed application of the general
principles to the different types of contracting out
which are possible;

(o to note that we shall be considering further the
options for cost-saving schemes in the light of the
specific Bromley case, with a view to reaching a
conclusion next month.
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NHS REVIEW: MEETING ON 16 DECEMBER 1988

There are five papers for this meeting, which are expected to be
taken in the following order:

- Pay
- Self-governing hospitals
- Access to private capital

- { Managing the FPS

| Draft White Paper.

3

The first three are joint papers by the Chief Secretary and Mr
Clarke. The other two were circulated under cover of the letter of
9 December from Mr Clarke's private secretary.

Pay (HC64)

2. The paper circulated to the group now has agreed conclusions.
Mr Clarke has dropped his earlier idea that self-governing
hospitals should have freedom over pay and conditions forced upon
them, and indeed now claims that this was never what he had in
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mind. In return we have agreed that self-governing hospitals
should have removed from them any obligation imposed from the
centre to observe either Review Body recommendations or Whit@ly
agreements, leaving them free to decide for themselves whether to
do this voluntarily or to adopt some other arrangements.
Satisfying the Department of Health that they have the necessary
management capability to determine their own pay and conditions
would be one of the conditions of achieving self-governing status
in the first place. The Secretary of State would also retain
reserve power to reassert control if that proved necessary.
Whether self-governing hospitals will be in a rush to make use of
this kind of flexibility to any significant extend remains to be
seen. The Department of Health rather doubt that they will.

3 This is an acceptable outcome from our point of view. But it
does require a leap of faith that the degree of competition
experienced by self-governing hospitals will, together with cash
constraints on district budgets, be sufficient to provide an
alternative discipline on pay costs, and that any increases in
rates will be offset by greater efficiency as the result of the
release of managerial energies. The flexibility will inevitably
only be used in one direction, to pay more than nationally agreed
rates.

4. As far as we know, there is no reason to expect discussion of
this item to be controversial now that we and the Department of

Health are in agreement.

The financial arrangements for self-governing hospitals (HC65)

5 The proposals in this paper remain broadly as discussed at
your meeting last week. Mr Clarke has only one objection, to the
proposal that individual self-governing hospitals should be
subject to EFLs. He argues that it is the intention to set self-
governing hospitals free of government control, and this would be
negated by placing an overall limit on their ability to raise
funds. He proposes that there should be a 1limit on their
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borrowings from the public sector, but not on their borrowings
from the private sector, although there might be some reserve
powers, eg that they should ask the Secretary of State's
permission before borrowing more than a certain amount.

6. This is not acceptable to us. Self-governing hospitals will
be statutory public bodies, and as such their borrowing - from
whatever source - will count as public expenditure. This is a
classification issue, not a policy issue. In the course of
discussion, Department of Health have tried to quote various
precedents to the contrary, and I attach a note by Mr Griffiths
dealing with them. Since the borrowing is public expenditure,
then it must clearly be subject to a 1limit. Otherwise, their
borrowing would be effectively treated as demand-led. There are
no grounds for treating self-governing hospitals any differently
from the generality. Mr Clarke's suggestion of limiting borrowing
from public sources only is no limit at all, since the hospitals
could easily switch to borrowing privately when their public
allocations had been used up.

7. This is an absolute point of principle for the Treasury. To

| concede to Mr Clarke would drive a coach and horses through public

expenditure controls.

Access to private capital (HC66)

8. We have made good progress on this issue, and Mr Clarke has
agreed to the circulation of a paper which sets out the large
measure of agreement which exists between us, and does not seek to
debate specific proposals (eg Bromley). He has also come off his
earlier enthusiasm for letting health authorities +take on high
risk business 1like property development. The paper is however
short on specific proposals, and may therefore provoke a difficult
discussion.
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The main points we need to get across are the following.

The private finance rules have a much less inhibiting
effect than many health authority managers believe.
This is made clear in the paper. There is a useful job
to be done in explaining to health authorities what they
can do rather than what they cannot do.

It is much better to deal with concrete examples than
theory. This is how we have established such a good
measure of agreement so far. So it is better to discuss
cost-saving projects in the specific instance of Bromley
than in the abstract.

On the Bromley scheme itself, we have still not had
proposals from Department of Health (although we
understand that South East Thames region have made a
submission to the Department). We cannot Jjudge them
until we have seen what is proposed. Assuming DOH
deliver these in time, we will aim to announce a
decision at the same time as the White Paper.

As to Bolton (the health authority where it is proposed
to contract out care of the elderly to the private
sector), we are still in discussion with the Department
of Health about the scheme, some of whose financial
details are a bit obscure. If pressed, however, you can
indicate that, subject to satisfactory resolution of the
outstanding points, we will not be seeking a control
total adjustment in this case.

The paper is mainly about district-managed hospitals.
The same principles should apply to self-governing
hospitals, just as they do in the rest of the public
sector: the Ryrie rules for nationalised industries and
the action recently taken by Mr Ridley to tighten up on
local authority schemes. But they will be subject to
much less tight regulation on capital, and in practice
can be expected to be able to exercise greater freedom
in particular types of scheme.
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Managing the FPS: outstanding issues (HC63)

v/

10. This paper is however awful. There are four main issues.

A e o
e e

11. First, drug budgets. Paragraph 3(i) says that there would be

a national drug budget. But if it is overspent it will be

increased. If that is to be the case, what 1is the point of
setting a budget? The paper goes on to propose methods for
allocating this budget first to regions, then to FPCs, and then
"indicative" budgets for GP practices. This seems pointless
bureaucracy if the budgets are not intended to exert any real
downward pressure on expenditure.

12. To have any effect, budgets would have to be real, with FPCs
able to take action against persistent over-prescribers. They
would form part of a cash-limited total, so that overspending on
drugs would have to be offset, for example, by reduced spending on
accommodation. The approach to allocating drugs budgets suggested
in paragraph 3(ii) seems too simplistic: the distribution should
surely reflect the pattern of spending across the country, which
presumably results from factors such as age structure and
morbidity. By all means let us start with shadow budgets, but the
intention should be to move, within a defined timetable, to real
budgets.

13. Second, Mr Clarke reopens merger of FPCs and districts. This

will presumably mean a re-run of the earlier discussion. The
arguments are familiar to you.

14. Third, GP__numbers. The paper discusses the possibility of

increasing the proportion of GP remuneration accounted for by
capitation fees, and of increasing the number of patients needed
in order to qualify for the basic practice allowance (BPA). Both
are being discussed with the GMSC following the primary care White
Paper. On capitation fees, however, the proposal is very modest -
to increase the proportion from 47 per cent to "over 50 per cent".
It is also suggested that it might be "reasonably expected" that
increasing the BPA threshold should roughly halve the rate of
qgrowth in GP numbers. But no evidence is offered for this.

—————
QSR —~—
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‘ 15. But nowhere is the option of abollshlng the basic practice
‘Qlldﬁénce' dlscussed This would have a much more dramatlc effect

on the proportion “accounted for by capitation fees than suggested
in the table in paragraph 17.

16. Moreover, the arguments in paragraph 21 against taking direct
manpower controls - "it would be bureaucratic and would need
primary legislation" - are feeble in the extreme. The second is
particularly silly when the outcome of the review is going to be a
substantial Bill in the 1989-90 Session.

(can'l Na~ §O -3
Q/?&Jef T,CA{w/wwwa" ,,,,,
17. Getting control over GP numbers is an essentlal prerequisite
of cash limits or otherwise controlling FPS expendlture = The

obvious way is to take direct controls, and we have yet to see any
convincing argument against this.

18. Fourth, GP practice budgets. The discussion in this paper

reinforces our doubts about this scheme. For example:

‘ a. Paragraph 24(ii) says that underspending on drugs and
referrals could be switched to staff and accommodation
expenses. But 70 per cent of such expenses are already

covered by directkgmbursement. The balance of 30 per
cent is expected to be covered by the GPs themselves out
of the fees and allowances they receive. If underspends
ﬁ&can be wused in this way, then in practice the GPs
W%themselves are pocketing the money, since their need to
xcontribute from their other income is reduced.

b Paragraph 27(i) suggests that there should be 20 per
cent end-year flexibility on practice budgets. This is
far in excess of anything allowed elsewhere. It has
never been discussed with the Treasury. You should say

\ it is unacceptable.

- 4 Paragraph 27(ii) says that surpluses could be spent on
other "aspects of the practice", presumably in addition
‘ to those covered by the direct and indirect
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reimbursement systems. What will be allowed? And, if
they are not covered by present reimbursements, are they
an appropriate use of public funds?

d. Paragraph 27 goes on to suggest that GPs would be free
to retain up to 5 per cent of the budget for themselves
if they underspent. But surely this runs into the same
problem as identified in paragraph 26 - Mr Clarke's
concern not to divert into GPs' pockets money voted to

provide services to patients. In any case, as argued at
a. above, his existing proposals will have the same
effect.

19. A 1lot more work is needed on GP practice budgets before we
can say we have a viable scheme. I have already sent Department
of Health a six page examination paper about how contracts between
districts and hospitals will work. I shall be sending them
something similar on practice budgets before long.

Draft White Paper (HC62)

20. These draft chapters are broadly like those we discussed last
week, although there has been some reordering. I suggest the
following main points to make on them.

& There is a need for a chapter on value for money
immediately after chapter 2

b. Chapter 2 ends with the point about improving the
service to patients, presumably because there are
relatively few specific proposals. This is wrong. It
should start with the patients. There should also be
some specific proposals for getting waiting 1lists down
and for achieving the objectives listed in paragraph
2.15. Setting target waiting times, as suggested in
Mr Parsonage's minute of 7 December, would be a start.

4% Paragraph 2.4 1is still a pretty unconvincing answer to
the question why the review was needed, if the NHS is
doing as well as paragraph 2.1-2.3 say it is.
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d. The emphasis on GP practice budgets (eg paragraph 2.9
and the outline) seems unwise in view of the serious
questionmarks remaining over them, for example those
identified above.

e. The chapter on self-governing hospitals will need a lot
of rewriting in the light of the paper HC65.

21. We will also have a large number of more detailed comments,
not least on the style at some points. But they would better
await the next draft.

R B SAUNDERS
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ANNEX

FINANCIAL ARRANGEMENTS FOR UNIVERSITIES, POLYTECHNICS AND OPTED-
OUT SCHOOLS

Universities, polytechnics and opted-out schools are all
classified as private sector bodies and nearly all have charitable
status. They receive all or most of their funding from the
Exchequer but own their assets and are not subject to the direct
control of the Government. Their boards are not appointed by the
Government, although there is provision for the Secretary of State
for Education if necessary to appoint up to two members of the
board of self-governing schools. Nor does the Government have the
power to dismiss the boards.

The institutions have the freedom to retain surpluses and build up
reserves. But this is subject to certain constraints: any carry-
over of funds by opted-out schools from one year to the next must
be 1in accordance with the accounting practices of their local
authority; and the financial memoranda between the University
Funding Council and the Polytechnics and Colleges Funding Council
and their respective institutions are expected to set general
limits to this freedom. Universities and polytechnics are not
subject to any specific controls over their borrowing since, as
they are private sector bodies, this does not score as public
expenditure, although again the financial memoranda are expected
to lay down certain ground-rules. City Technology Colleges also
have the power to borrow but must obtain the specific approval of
the Department of Education beforehand. However, opted-out schools
are expressly prevented by legislation from borrowing.
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I enclose the remaining papers for the meeting of the Ministerial
Group on Friday 16 December. As to agenda, I suggest that the
Prime Mlnlster may wish to take the items in the following order:
Nis
1. Pay and Conditions of,Staff (HC64, attached): joint
paper by the Secretary of"State for Health and the Chief
Secretary to the Treasury.

13 December 1988

NHS . REVIEW

2. Financial Arrangements for Self-governing Hospitals
(HC65, attached): joint paper by the Secretary of State for
Health and the Chief Secretary to the Treasury.

3. Access to Private Capital (HC66, attached): joint paper
by the Secretary of State for Health and the Chief Secretary
to the Treasury.

4. Managing the Family Practitioner Service (HC63,
circulated on 9 December): paper by the Secretary of State
for Health.

5. Draft White Paper (HC62, circulated on 9 December):
paper by the Secretary of State for Health.

I would be grateful if recipients would ensure that the papers are
seen only by those with a strict operational need to do so.

I am copying this letter and the enclosures to the private
secretaries to the Chancellor of the Exchequer, the Secretary of
State for Wales, the Secretary of State for Northern Ireland, the
Secretary of State for Health, the Secretary of State for
Scotland, the Chief Secretary to the Treasury, the Minister of
State (Department of Health), and Sir Roy Griffiths and to Sir
Robin Butler and Ian Whitehead.

R T J WILSON R\M—
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HEALTH TECHNOLOGY ASSESSME

You drew to my attention a case study produced by the Office of
Technology Assessment in the United States and asked what I could
find out about the organisation that produced it. The case study
concerned was on the Effectiveness and Costs of Continuous
Ambulatory Peritoneal Dialysis. As I have mentioned to you
separately I thought this was a clear and well presented piece of
work helpfully free of jargon with the minimum of technical
explanation.

Health Technology Assessment in the United States

25 There are two main national agencies in the USA which are
engaged in the business of assessing developments in health
technology. The one you drew to my attention the Office of
Technology Assessment (OTA), serves the Congress; the other, the
Office of Health Technology Assessment (OHTA) does some similar
work but from within the US Department of Health and Human
Services. Both bodies publish their reports but the~”fact of
publication does not represent endorsement of the recommendations
* either by Congress or by the Federal Administration.

3. The OTA has a bipartisan Congressional Board of 6 Senators
and 6 Representatives; an Advisory Council of 10 distinguished
outsiders; and permanent staff of about a 100 mainly specialists
in physical, life and social sciences, engineering, the 1law, and
medicine. It has been going since 1972 following a long period of
debate in Congress and outside on the lack of relatively objective
information about the complexity, cost, and implications, of



developing health technology. Our Embassy's assessment of the
OTA, after some experience of dealing with them, is that it
produces high quality reports which a well respected by Congress
and by the informed public outside. The permanent staff, I am
told, are of very high calibre and are regularly supplemented by
outside professional expertise. The health and life sciences
division of the OTA has published a substantial range of reports
including ones on technology and ageing; on payment for physician
services; on payment for hospital services; on specific proposals
to increase competition in healthcare; and on Aids etc. All the
assessments that the OTA has undertaken take about one or two
years to complete.

4. As far as I can tell our Department of Health's main contact
with health technology assessment in the United States is not with
the OTA but with the OHTA. My impression is that their assessment
process is based more on a comprehensive review of medical
literature and of talking to practitioners in the field than I
think the more original and lengthier approach of the OTA. The
OHTA's assessments are concentrated on the safety and
effectiveness of new or unestablished medical technologies that
are being considered for coverage by the publicly funded medical
programme. Their emphasis is primarily on clinical assessment
rather than on the consideration of cost effectiveness which seems
a particular hallmark of the OTA.

Health Technology Assessment in the United Kingdom

S There is no comparable body to the OTA in the UK. A
significant amount of health technology assessment is organised
and funded by the DoH, where it 1is coordinated by the Health
Technology Assessment Committee chaired by the Chief Scientist.
Most of the Department's work in this field is organised by the
supplies technology division of its procurement directorate but
some is arranged by the Chief Scientist's research management
division. The assessment of new medical equipment takes place in
DoH-designated clinical centres and is mainly technical/clinical
in nature but it does also consider costs. The assessment does
not extend to clinical evaluation of the effects on patients



health outcomes as was the case with the OTA study which you
passed on to me.

6. The majority of health technology assessment 1is undertaken
independently of the Department of Health: principally by
interested clinicians in university medical schools and in the NHS
generally. Other academic bodies such as the King's Fund
Institute carry out some evaluations of new medical technologies
and equipment manufacturers fund some assessment work.

T The Medical Research Council is most involved with clinical
evaluation but has tended to concentrate on new and existing

therapies rather than trials of new technologies.

Conclusion

8. The quantity of health technology assessment taking place in
the United Kingdom seems small relative to the health technologies
that remain to be evaluated so the risk of duplication of effort
by the different groups involved here is probably small. I would
judge that there is certainly room for a better focus in the UK on
the cost effectiveness of health technology than now exists, and
the work and approach of the OTA seems a useful model.

9 As a next step we could get the DoH to explain to us what
their plans are for developing work on cost-effectiveness in this
increasingly important area. Do you want to mention this in the
Review Group, or write to Mr Clarke? Or would you prefer me to

W,

Ay

take it up at official level?

HAYDEN PHILLIPS
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Do Alaim,

AUDIT OF THE NATIONAL HEALTH SERVICE

The Prime Minister was grateful for
the Lord President's minute of 12 December.
She is content for a paving provision to
be included in the Housing and Local Government
Bill on the lines set out. She also thinks
it would be helpful for the Secretary of
State for the Environment to make a speech
on audit issues in early January along the

Mﬁ.it«f.uﬂu ifelllines proposed.
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I am copying this letter to Stephen
Williams (Welsh Office), Roger Bright (DeparlL-
ment of the Environment), Flora Goldhill
(Department of Health), Carys Evans (Chief
Secretary's Office), Alex Allan (HM Treasury),
David Crawley (Scottish Office), Mike Maxwell
(Northern Ireland Office) and Trevor Woolley
(Cabinet Office).

L G
[~
(PAUL GRAY)

Ms. Alison Smith,

Lord President's Office.
CONFTNDENTTAT.
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NHS REVIEW: WHITE PAPER

‘ ' Thank you for copying to me your letter of 7 December to Peter
Walker. My understanding has been as you suggest, that the first
draft of the White Paper will be in terms appropriate to England,
and that we shall discuss at the next meeting the shaper of the
chapter covering Scotland, Wales and Northern Ireland.

I have indeed been thinking about what the White Paper may need to‘
say in relation to Northern Ireland, and I am putting a note to the
Prime Minister on the local implications of the Review, taking
account also of Peter Walker's paper of 21 November. When we have
seen the shape of the first draft of the White Paper, we shall need
quickly to prepare a chapter relating to the other three countries,
and work on this is in hand here.

I am copying this letter to recipients of yours.

-

—_—

b= ciad D e~ 5\,\;5

(Approved by %&e Secretary of State
and signe8 in his absence)
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. Prime Minister

NATIONAL HEALTH SERVICE REVIEW

1 The timetable for the completion of the NHS Review will leave
little opportunity for d{scussion of particular Northern Ireland
issues. I therefore felt that it would be useful to highlight now
those local issues which I should like to see addressed in the
relevant chapter in the White Paper or in a supplementary local
paper. In doing so, I am taking account of the points made by Peter
Walker in his memorandum of 21 November.

IMPROVED SERVICE TO THE CONSUMER

25 The main recommendations of the Review will, of course, apply
equally to Northern Ireland as to other parts of the United

Kingdom. My intention is to build on existing initiatives designed
to improve management performance and services to patients. 1In
particular I want to delegate responsibility further to hospital
level, and to provide the medical profession with the information
and tools for them to become more involved in management not only in
hospital but also in the community.

35 I am sure we should preserve and strengthen the present
integrated service in Northern Ireland which, uniquely in the United
Kingdom, brings together not only hospital and community health
services (including the family practitioner services) but also the
personal social services, within a unified management structure.
While the full potential of this structure has still to be realised,
I am confident that it provides substantial benefits to the consumer
in terms of continuity of care and is a significant advantage in
driving forward our strategy of a shift in the balance of care
towards the community services.
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4, My pfincipal objective is, as elsewhere in the United Kingdom,
to obtain discernable improvement in the services to patients and
clients. I want to see reductions in waiting times for outpatient
appointments, diagnostic tests and inpatient care, together with
better screening services. I also intend to encourage the
publication by Health and, Social Services Boards of guides to the
services available in individual hospitals and GP practices,
including an iﬁdication of the quality of the care to be expected,
in terms of waiting times, etc.

MORE EFFECTIVE MANAGEMENT

5% The completion of the NHS Review coincides with the completion
by the four Health and Social Services Boards in Northern Ireland of
a detailed management audit. As expected, the audit has identified
various weaknesses which I wish to correct speedily. 1In particuiar,
I wish to build on the introduction of general management by pushing
further decision-making to the local level. General Managers have
been in place for some years at board level, but Units are currently
managed by Unit of Management Groups. This arrangement reflects the
belief at that time that it would be counter productive to impose
general management on services at the local level, where no general
management culture existed and that its imposition would risk
alienating those professions whose co-operation and support was
required to implement effective management change, not least the
medical profession.

6. I now believe that the emerging management culture at local
level would support the appointment of Unit General Managers in
major acute hospitals, where the process of driving down and
controlling costs is particularly important. Similarly, within the
psychiatric field there is a growing realisation that the process of

change from institutional care to care in the community requires a

more effective management focus in a Director of Psychiatric
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Services. I am encouraged in the belief that a change in the

.management culture is taking place through the increasing

willingness of hospital consultants to assume management
responsibility and to take the lead in developments in the
information field, including resource management projects which are
underway in two of our hogpitals.

7 I.-do not,‘however, propose at this stage to introduce Unit
General Managers in community care where the existing management
arrangements, which include social services staff, are operating
reasonably well. What is decided on the future organisation of
community care nationally will affect how we proceed in Northern
Ireland.

MANAGEMENT OF CONSULTANT CONTRACTS

8. I should like to emphasise the importance which I attach to
better arrangements for the monitoring and control of consultants'
contracts. I welcome the thrust of the relevant papers, but would
be anxious to underline the need for a strong management involvement
in the process, including the revised Distinction Awards System.

The role of medical audit is of course an essential ingredient in
ensuring high quality and cost-effective care.

SELF-GOVERNING HOSPITALS

9. The introduction of Unit General Managers in major acute
hospitals will also enable us to progress towards self-governing
status for a small number of hospitals. As in Wales, most of
Northern Ireland's major acute hospitals are widely dispersed and
hence the scope for competition in elective surgery is limited.
Only two or three hospitals would fit the criteria outlined by the
Department of Health; these hospitals are located in Belfast and



provide most of the Province's regional medical services, together
with acute services for the local population.

10. The management of these major teaching hospitals requires
significant improvement and I would wish to ensure that their
arrangements for financial control are substantially improved before
I would contemplate self-governing status. Initiatives are in train
to improve théir management, including the implementation of
improved information systems for both management and clinical
purposes, which will take time. But more needs to be done.

11. I therefore intend to create a new divisional structure within
the Board responsible for the major Belfast teaching hospitals, led
by a Divisional General Manager. The latter's first task will be to
bring forward proposals for the rationalisation of their services
and their complementary working, as a first step in their possible
development to self-governing status. Another step will be the’
implementation of effective financial and clinical information
systems enabling the other Boards to "buy" the regional and other
services they require for their resident populations. As elsewhere
in the United Kingdom, effective safeguards would be required to
prevent these hospitals abusing their position as monopoly supplier,
including the Department acting as an arbitrator. This risk is
particularly significant in a market isolated from the rest of the
United Kingdom. Nonetheless Boards could still shop around for
services, including in the Republic of Ireland, with whom I wish to
develop a market in health care.

12. The final stage in the route to self-governing status would be
the definition of a strategic framework which would ensure the
continued delivery of a range of basic services to the local
community and their continued linkages with community services. The
framework would also secure the place of their teaching and research
responsibilities.



. GP PRACTICE BUDGETS

13. There are only 10 GP practices in Northern Ireland with more
than 11,000 patients and the majority of them are just above this
"cut-off" figure. Like Peter Walker in Wales, I doubt the capacity
of GPs in Northern Ireland to assume responsibility for practice
budgets. A substantial training programme in the requisite
management skiils would be required, together with a substantial
investment programme in information systems and personnel. For a
relatively small number of GPs it is doubtful if the necessary
investment could be justified, although it might be possible to take
advantage of parallel developments in Great Britain. I also share
Peter Walker's concern over the investment of underspends,
arrangements for monitoring the quality of care and the problem of
determining budgets.

14. While I am keen to explore the potential for opting-out, I am
anxious that the initiative should not detract from our current
efforts in Northern Ireland to improve our primary care services by
a range of initiatives, including the greater involvement of GPs in
the délivery of community health and social services, and
improvements in prescribing habits and referral patterns.

MEMBERSHIP OF HEALTH AND SOCIAL SERVICES BOARDS

15. I face special difficulties in Northern Ireland on the proposal
to remove local political representatives from the membership of
health authorities. There are few opportunities for elected
representatives in Northern Ireland to contribute to the discussion
of local issues. Their removal from Health and Social Services
Boards will be widely interpreted as a further erosion of local
democracy. Moreover, with local authorities in Great Britain
continuing to administer personal social services, it will be argued
that I am breaking parity with Great Britain.
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16. On the other hand the contribution of District Councillors has
generally been ineffective. 1In general, they have opposed
government policy and promoted sectional interests. I am therefore
disposed to apply the national policy in Northern Ireland and
weather the resulting political storm.

17. To balance the removal of District Council representation from
the Boards, I‘would wish to strengthen existing consumer committees
- the equivalent of Community Health Councils in Great Britain.
These District Committees currently shadow particular Units of
Management and include in their membership representatives of the
District Councils as well as voluntary and other interests. Their
limited remit and highly localised focus has not given them an
effective consumer voice. I therefore intend to replace the
existing network of 16 District Committees by four area based
Committees which would shadow each of the four Boards, with
significant local authority representation.

AUDIT

18. On the audit of health authorities, I agree with Peter Walker
that the government should set minimum standards in order to lessen
the risk that audit will drive up costs. I support the new role for
the Audit Commission, but its activities do not currently extend to
Northern Ireland. Instead, I propose to continue progressively to
privatise the external audit function in Northern Ireland against
audit standards set nationally.

FINANCIAL SYSTEMS

19. I intend to replace the present PARR formula (a derivative of
RAWP) for the allocation of revenue resources to Health and Social
Services Boards by a simpler capitation-based formula, as in Great
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.Britain. The adoption of the new approach will require, as in the

rest of the United Kingdom, better and more timely financial
information on the cost of treating patients in other Board areas.

20. I understand that a paper on pay will be available for the next
meeting of the Review Group. Despite the outcome of this year's
Survey, I belieye that pay remains a major uncertainity for health
authorities throughout the United Kingdom. The position would be
eased if the date for non-Review Body settlements could be brought
forward, as happened recently with Review Body settlements. The
Northern Ireland position is exacerbated by the timing of pay awards
for social services staff who are employed on the same terms and
conditions as their counterparts in local authorities in Great
Britain. If pay settlements were made in advance and over an
extended period, health authorities would know where they stood and
have a more stable base on which to plan.

CONCLUSION

21. Whether I publish a more detailed supplementary paper for
Northern Ireland will obviously depend on the space.

I am copying this minute to Nigel Lawson, Kenneth Clarke, Peter
Walker, Malcolm Rifkind, John Major and David Mellor; to Sir Roy
Griffiths, Professor Griffiths and Mr Whitehead in the No 10 Policy
Unit, and to Mr Wilson in the Cabinet Office.

TK
(Approved by the Secretary of State
and signed in his absence)



