Paper TRR22

Excess Cost Adjustment: Completeness and development
1. The last meeting of the Remote and Rural Sub-group discussed the excess cost adjustment (ECA) element of the formula (paper TRR 19).  This is a follow-up note which is intended to stimulate discussion of the potential weaknesses in the ECA.  Explicitly identifying cost factors which may not be fully captured in within the ECA is an important step towards deriving amendments, whether based on the ‘de minimis’ or the ‘hospital costs functions’ work.  
2. The complete excess cost adjustment has a number of elements reflecting differences between service programmes.  To make this examination tractable we will focus on one part of the ECA – hospital costs.  The hospital cost element has a substantial weight and has been the subject the ‘de mininis’ analysis and the ‘hospital costs functions’ work.  

3. There are two main parts to the ECA method for hospital services: first, the calculation of the cost ratios at the data zone level; second, the estimation of the average cost ratios for the urban/rural categories.  These are considered separately below. 

Excess cost adjustment – calculating local cost ratios:
4. The hospital ECA compares the actual costs of treating patients in a data zone with the cost of treating them had the unit costs of care been national average unit costs (rather than the actual costs).  That is, it calculates the ratio of actual treatment costs to national average costs (at the speciality level)
.  Details of the cost ratio calculation approach from NRAC Technical Report E are presented in the Annex for reference. 
5. The specific data used for the hospital costs ratio combines activity data (SMR) with the speciality level cost data in SFR 5.2.  Thus the unit costs will encompass all the costs
 of treating patients at a board including the fixed costs of the board and the hospital – which are allocated to patient treatment services.  
6. The basic expenditure source used for the calculation of costs is the Costs Book.  See the following link to the Costs Book Manual (and reconciliation to the Annual Accounts) for definitions of the cost data.  http://www.isdscotland.org/Health-Topics/Finance/Costs/Reference-Information.asp
7. A board which had to maintain a large hospital or number of hospital beds or hospital staff, relative to its number of patients (because it had a small population), will have a high average cost per patient.  That is, it will have a high cost per patient compared to the national average cost – and this will be captured as high cost ratio.  

8. In practice there are cross (health board) border transfers of patients and the ECA average cost of treating the patients in a data zone reflects this: it is the cost of treatment for data zone residents irrespective of where the treatment occurs.  The cost ratio for the data zone will reflect an average of the costs of the board of residence for patients treated in the home board and the costs of the board of treatment for patients treated in another board.  

9. That ensures that the estimated cost ratio reflects the average cost to the board of treating its resident population, ceteris paribus.  Possible exceptions are considered below in the section on transfer costs and the section on cross-border charging.  Note that the methodology for estimating the unit costs of treatment will shortly be reviewed as part of TAGRA’s work programme. 
Qu: Can members identify gaps in the coverage of costs included in the costs ratio or weaknesses in the method of calculating the ratio. 
Excess cost adjustment – averaging cost ratios:

10. The ratio of local to national costs at the data zone level are not simply averaged across all the data zones within individual health boards.  The NRAC approach seeks to relate service requirements and costs to objective factors such as, for example, deprivation and to abstract from the differences in the models of service delivery between boards.  In the case of the ECA the determinants of cost are held to be the degree of rurality of the local areas and therefore the SG urban/rural classification is used as a basis for the averaging of costs.  It is assumed that the effect of rurality on costs is broadly constant within the particular urban/rural category.  
11. By averaging costs across the urban/rural category the formula seeks to identify unavoidable costs – those which relate to real differences in the environment within which local services are delivered.  As such the allocation may not fully reflect the observed variation in costs as some of that variation may be avoidable (e.g. it may arise from inefficiencies).  However, it does require that the urban/rural categories provide a reasonably robust stratification of geographical regions respect to unavoidable costs of service delivery.  
12. The sub-group has already uncovered an example where it was deemed that the categorisation did not adequately reflect the variation in costs – in respect of the SDIA.  In this case an urban/rural category spanned SDIA and non-SDIA areas and this generated an average cost of treatment which did not fully reflect the costs faced by a board which was fully in the SDIA category.  
13. We plan to undertake some work to examine data zone cost ratios to see the pattern of costs suggest any further anomalies in relation to the urban/rural categories 
Qu: Are members aware of any reasons (aside from the SDIA) which might imply that we should examine the urban/rural classification further?
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Annex: NRAC Technical Report E – extract relating to cost ratios.
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� Note that for the calculation of the ratio the same (volume of) health care is used in the numerator and denominator – but with actual unit costs or national unit costs of those treatments applied.  Differences in the level (i.e. volume) of treatments per person are captured by the MLC and the age-sex elements of the formula. 


� All costs relevant to the NRAC formula – i.e. not including capital costs.





