REPORT TO THE CHIEF EXECUTIVE, SOUTH MANCHESTER UNIVERSITY HOSPITAL TRUST (SMUHT)

EXPLAINING GENERAL AND SPEICIFIC FINANCIAL PROBLEMS AND THEIR CAUSES FACING THE TRUST, AND EVALUATING PROPOSALS FOR CONCENTRATING ACTIVITIES AT WYHTNSHAWE, ANALYSING ITS          IMPACT ON SAVINGS, SERVICES, STAFF AND INFRASTUCTURE.

N

HS was founded as “a universal provider of high quality health service” (Maxwell, 1995). However, the 1990 NHS and Community Care Act has marketised and corporatised it. The Economist (1991) calls it the biggest shake up in National Health Service after its foundation in 1948. Marketisation means (Shaoul, ?: 4):

“separating the responsibility for the provision of healthcare from that of purchasing health care”

while corporatisation stands for (Shaoul, ?: 4):

“ reconstituting the hospitals as business enterprises or self - governing trusts within the NHS.”
Hospitals at Withington and Wythenshawe applied for trust status in April 1993 and started working as South Manchester University Hospital Trust  (SMUHT) in 1995. 

This report is about financial problems facing SMUHT. Section-1 is about general and specific financial problems and their causes. Section-2 followed by a conclusion, analyses proposals to concentrate activities at Wythenshawe and its implications. 

Section 1: Financial Regime for SMUHT:

The trust (SMUHT) is being run on “business-like lines.” It has adopted corporate accounting reports forms like income statement, balance sheet and cash flow statement etc. that means changing from cash base accounting to accrual base accounting practices.

The trust is fully independent in managing its affairs. Assets above certain value in different categories are depreciated on the basis of current value for land and current replacement cost for buildings, plants and equipment.

Assets are financed through Interest Bearing Debt (IBD) and Public Dividend Capital (PDC). There is a certain charge for this provision to cover the opportunity cost of diverting funds from private to public sector.

The government has imposed a tight accounting and financial regime on the trusts through mandatory compliance of three statutory financial duties:

a) They must earn a 6% return on their net relevant assets,

b) They must breakeven after paying interest,

c) They must remain within their cash limit or external financing limit (EFL),

Borrowing for deficit financing is not allowed and hospitals are expected to provide service on a universal basis as determined by public expectations.

Section 1: Financial Problems and Their Causes:

An analysis of accounts for the years 1995-96 and 1996-97 shows that SMUHT has not been successful in fulfilling all its statutory obligations. For the years 1995-96 and 1996-97, it remained within its external financing limit (EFL), its first statutory obligation. Though permitted to undershoot by £75,000, It undershot by only £11,000 in 1995-96 and £37,000 for the year 1996-97. However, it failed to breakeven in both financial years and also could not earn 6% return on net relevant assets as demanded of it by statute. For the year 1995-96, it suffered a net deficit of £5.962 million and an operating deficit of £2.69 million. The main reason for this is the element of treating 3000 patients above contracted levels for which no income was received. This also meant an additional operational expenditure of £2.2 million. This is besides a loss of £1.8 million sustained due to problems with purchasers and less than expected extra contractual referrals. However, after ignoring technical adjustments and operational issues discussed in note 9 of the Accounts, the trust would have earned an additional £4.55 million sufficient to achieve 6% return on net relevant assets. Since the management failed to solve operational problems, the result was a (-) 3.5percent return. In 1996-97, the story is not much different either. It sustained a net loss of £4.732 million and net operating deficit of £0.93 million, which is a substantial improvement over the previous financial year, but still is not good enough to make a 6% return. Due to decrease in deficit, its return on net relevant assets improved to (-) 1.3%. The hospital lost £1.3 million due to delayed patient discharge problem that resulted in 4% fewer admissions from previous year. An added cause for deficit was the cost of PFI, £0.82 million, charged to revenue. This cost is expected to go up as PFI project proceeds. Since it will take some years to operationalise, it is not expected to generate any revenue for quite a number of years. It is interesting to note that for the financial year, 1994-95, the hospital was also able to earn a 7.2% return on net relevant assets. Since detailed accounts for the year have not been provided, it is not possible to comment on them.

Tables 1to 3 analyse various financial aspects of SMUHT. Average has been calculated for NHS hospitals and is then compared with SMUTH and two private hospital chains. The comparison is between different years, which means that results should be taken with a pinch of salt. 

Analysis of table-1 shows that ratio of ‘other income’ with ‘core income’ in case of SMUHT is 3%, while for NHS, average is 12.3% for 1992-94, which is substantially higher. It has increased over the years by 13% with some hospital’s share of ‘other income’ as high as 20% (Shaoul). This shows that SMUHT’s share of 3% is quite meagre and there is lot of room for improvement in this area.

Analysis of Table-2 shows that Purchase/Sales ratio for SMUHT is higher than NHS average though lower than private hospitals. Higher P/S ratio means less surplus. This situation can be improved by either increasing sales or lowering purchases by keeping the other factor constant. Private hospitals have a higher P/S ratio, but they have a far lower LSVA, which accounts for their profitability. LSVA for SMUHT is on average 93% against 85% for NHS and 62% for two private hospital chains. This is because SMUHT has been operating at two different sites. The situation should improve after hospital activity is concentrated at Wythenshawe. The other reason is that like other NHS hospitals, SMUHT provides universal and comprehensive level of service, while private hospitals concentrate only on value added health service provisions. Since labour share is very high for SMUHT, labour cost containment is a crucial factor in making SMUHT a viable entity. Depreciation/ VA ratio for SMUHT is lower than NHS average, which means that SMUHT has to spend less on it and is better positioned than other NHS and private hospitals. Though, average surplus for NHS hospitals is 9%, it is 0.49% for SMUHT in 1995 but goes into negative in later years. This shows that SMUHT has earned a negative rate of return except for 1995. Private hospitals were able to meet the cost of capital charges mainly because of lower LSVA. 

Capital charges (Table-3) for SMUHT are less than NHS average and private hospitals. The reason is that SMUHT depreciation/VA ratio and interest & dividend payments on account of previous capital provision are less than the others’ are. But it has started a PFI project, so they will go up in forthcoming years and will be a great burden on its resources.

Discussion above explains some specific reasons for non-achievement of three statutory financial duties imposed on SMUHT. Some general causes for this failure are discussed below: -

The others are pursuit of standard and customary policies by the management and expectation from the hospital to provide a universal and comprehensive medical cover as in the old NHS days.

SMUHT follows a more stringent depreciation policy than private hospitals. SMUHT depreciates its assets like buildings, plants and equipment on depreciated or current cost replacement basis while private sector hospitals use historic cost method of depreciation. The result is that SMUHT has to allocate more money for depreciation. Though SMUHT cannot change this policy on its own, it should impress on the government the need to change it in accordance with market principles. This will make comparison of NHS trust hospitals with private trust hospitals more meaningful and will save additional money.

Major purchaser of SMUHT is Manchester Health Authority (MHA), which contributes 45% patient income to SMUHT. Unlike NHS hospitals, SMUHT has not tried to cap into private health insurance market, which now covers 11% of UK population (Harrison, 1996). NHS as a whole has increased its share by 50% over the years (Suzman, 1996) and has become the largest provider of private patient service (Timmins, 1996). Director Finance, SMUHT also agreed to this view that the trust should concentrate on private health insurance market and increase the number of private beds. 

SMUHT patient turn over rate has not been good. In 1996-97, equivalent to four wards remained occupied with people medically fit for discharge but who had to stay in hospital due to delays in funding for nursing home care. The result was a 3% reduction in the number of patients admitted compared with last year. This meant an estimated financial loss of £1.3 million
.  The hospital should solve these problems if it has to improve its financial performance.

Director Finance, SMUHT disclosed his desperation when doctors show disinterest and disregard for reducing clinical costs. This, they view as administration’s headache. The fact is that “unless doctors decide to conserve resources, managers could fail to justify their own salaries” (Kuper, 1995). The solution is to improve doctor - administration relationship by making them understand each other. This means that a doctor will be wearing two hats – one that of a doctor and the other that a business-manager (Tyler, 1995). Likewise, business managers will have to transform themselves into “patient process directors”. This “business process re-engineering” has been successfully carried out in Leicester Royal Infirmary and has greatly improved the working of the hospital (Suzman, 1996). SMUHT should also work on these lines.

NHS is working on the basis of internal market. It is recommended that this principle be taken a step further, and a sort of quasi – internal market be introduced within SMUHT, where different medical departments be encouraged to compete for more funds on the basis of economy, efficiency and effectiveness gained by them. This should not be difficult, since NHS is already planning “a national schedule of ‘reference costs’” which will itemise the cost of individual treatments (Labour Government’s White Paper, 97). Every department should improve on national average and be allocated greater funds on the basis of that. This will ensure that each department strives for greater efficiency. 

Director Finance, SMUHT pointed out that his hospital could save more money by resorting to Compulsory Competitive Tendering (CCT). He referred to the example of canteen, which could be contracted out to get good value for money. National Audit Office (NAO) findings reported by Timmins (1996) also show the sloppy way certain services like hospital waste disposal are being managed. Similarly, Mr. Pike (1993) quotes Director Finance, NHS who recommends more joint ventures in areas like waste incineration, energy conservation, patient hotels etc. SMUHT should also resort to more innovative management techniques for saving money. It can contract out nursing care of convalescing patients who do not need extensive nursing attention. 

Section 2: Evaluation of Proposals to Concentrate Activities at Wythenshawe and its Implications:

SMUHT consists of two hospitals, at Wythenshawe and at Withington. In July 1994, the trust prepared proposals for concentrating activity at Wythenshawe. This change, management thinks, will be good both for the hospital and its customers: -

Director Finance, SMUHT pointed out that the presence of two hospitals meant employing twice the number of consultants for each medical speciality. Administration also had two wings. The result is that fixed and overhead costs for running the two hospitals have been unbearable. This is reflected in high LSVA for SMUHT and high maintenance costs. By concentrating activities at Wythenshawe, costs will be reduced in these two areas.

Withington hospital site has a building area almost twice the size of Wythenshawe. Half of the buildings at Withington hospital date back to Victorian times and are generally inadequate for the modern functions of a hospital and are bulky and expensive to maintain. Since the buildings at Wythenshawe are better than those at Withington, and development at Withington would involve additional cost for demolition of old buildings, the decision to construct a modern state of the art hospital at Wythenshawe is correct and rational. Then Wythenshawe site provides more vacant land for the construction of new buildings.

In Wythenshawe, most of the housing is council owned, while Withington is a residential area of good quality housing. This implies that in Withington relatively rich people live who can afford to go to other hospitals at a greater distance, while people living in council housing at Wythenshawe are less likely to own private transport. So their need to have a hospital in their vicinity is greater. So this decision also has social benefits.

Data provided for analysing two sites is aggregated and confusing. It is difficult to draw conclusions on its basis. According to the proposal for shifting of site, Withington hospital has old buildings and demands substantial maintenance expenditure. However, data shows that per m2 property overheads are 42% more in Wythenshawe than in Withington. This is perhaps because Wythenshawe site is being maintained while Withington’s is not. Though Wythenshawe has 27 day case beds, it shows nil earning in that category. Per patient cost per day is 55% more in Wythenshawe than in Withington. However, numbers of FCEs per bed are 58 in Withington and 74 in Wythenshawe, 26% more. Perhaps this explains higher per patient expenditure at Wythenshawe. Proposed plan for combined activity shows 50% increase in day case beds, but the number of day case FCEs almost remain the same. This means increased cost in per day case bed since day case FCEs activity will come down from 401 to 274. However, in-patient FCEs activity goes up from 43 in combined hospitals to 50 in a single hospital. Analysis above shows no clear picture and it is difficult to determine whether decision to shift to one site at Wythenshawe has any specific economic benefit?

Benefits can be social for the residents of Wythenshawe who will gain in terms of better and healthy hospital environment. However, any savings expected from maintenance expenditure and labour charges would be more than offset by the payment of capital charges on account of PFI deal. Payment of interest will put extra burden on an already cash-starved hospital. 

Conclusion:-

The discussion above proves that SMUTH is in deep and troubled waters. Most of the reasons for this are beyond the control of the management. It has no say in determining depreciation policy, and as in the old days, it is expected to provide a universal and comprehensive medical cover. This means that SMUHT is supposed to work like a business without enjoying the privileges of being a business. However, management has also shown lack of initiative and generally adopted conventional management techniques, which have not helped the hospital. They should resort to “business process re-engineering” and adopt innovative methods for resolving the crisis SMUHT is in.

Table – 1

ANALYSIS OF INCOME

	
	Average for NHS Trust
	SMUHT

	
	1992
	1993
	1994
	1996
	1997

	Total Income
	61.712
	60.56
	62.878
	148.56
	155.59

	Core Income
	55.628
	54.289
	55.211
	144.278
	151.776

	Other Income
	6.048
	6.271
	7.666
	4.276
	3.815

	Core/Total Income
	0.90
	0.90
	0.88
	0.975
	0.97

	Other/Core Income
	0.0.11
	0.12
	0.14
	0.03
	0.025


Source: NHS Trusts – A Capital Way of Operating






Table – 2

VALUE ADDED RATIOS

	
	Average for NHS Trust
	SMUHT
	General Healthcare
	BUPA Hospitals

	
	1992
	1993
	1994
	1995
	1996
	1997
	1992
	1993
	1992
	1993

	Purchase/ Sale
	0.28
	0.27
	0.29
	0.33
	0.35
	0.35
	0.35
	0.35
	0.40
	0.50

	Labour/VA
	0.83
	0.86
	0.86
	0.91
	0.98
	0.96
	0.61
	0.61
	0.64
	0.75

	Dep./VA
	0.07
	0.06
	0.06
	0.04
	0.049
	0.052
	0.11
	0.13
	0.13
	0.12

	Surplus/VA
	0.10
	0.08
	0.09
	.0049
	-0.06
	-0.047
	0.28
	0.29
	0.23
	0.13

	Surplus/Total Income
	0.07
	0.06
	0.06
	0.0033
	-0.04
	-0.03
	0.18
	0.19
	0.14
	0.06


Source: NHS Trusts – A Capital Way of Operating



Table – 3

CAPITAL CHARGES and COST/ EMPLOYEE ANALYSIS

	
	Average for NHS Trust
	SMUHT
	General Healthcare
	BUPA Hospitals

	
	1992
	1993
	1994
	1996
	1997
	1992
	1993
	1992
	1993

	Capital Charges/ Total Income
	0.11
	0.09
	0.09
	0.055
	0.059
	0.17
	0.19
	0.08
	0.06

	Capital Charges/ VA
	0.15
	0.13
	0.13
	0.086
	0.091
	0.26
	0.30
	0.13
	0.13

	Cost/employee
	16.04
	17.32
	18.02
	20.326
	21.371
	16.879
	16.600
	15.232
	16.830


Source: NHS Trusts – A Capital Way of Operating


TABLE-4

COMPARISON BETWEEN WYHENSHAWE AND WITHINGTON

	ACTIVITY
	WITHINGTON
	WYTHENSHAWE
	COMBINED
	SINGLE
	RATIOS

	Staffed In-patient Beds
	809
	510
	1319
	881
	

	Day Case Beds
	26
	27
	53
	78
	50%

	Patients Per ‘Day Case Bed’
	401
	274
	
	
	

	Cost Per Patient Per Day
	£174
	£270
	
	
	55%

	No of FCEs/GPEs Per Bed
	58
	74
	
	
	26%

	No of In-patient FCEs/ Bed
	
	
	43
	50
	

	Per m2 Property Overheads
	96.59
	112.53
	
	
	42%
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� Quoted from Annual Financial Accounts, SMUHT, 1997, pp. 3 & 25
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