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About this report

Health and social care services across the United Kingdom are facing a huge financial
challenge over the next decade — the question is whether they can respond by delivering
more efficient and effective care and, if so, how best to make this happen. A Nuffield
Trust work programme is examining the scale of the longer-term financial challenge and
how it can be met.

This report, A Decade of Austerity in Wales?, replicates previous Nufheld Trust modelling
to calculate the shortfall facing the NHS in England, to study the period up to 2025/26.
It explores the reasons for rising pressures on the NHS in Wales, finding that the ageing
population, rising hospital admissions for people with chronic disease, and increases in
the cost of providing health care, mean that pressures on the Welsh NHS are set to grow.

This is an independent report, which has been commissioned by the Welsh Government.
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Executive summary

Since the introduction of the NHS in the UK in 1948, funding has risen by an average
of 4% a year in real terms. Funding for the NHS in Wales increased in real terms in each
year between 1992/93 and 2010/11 by an average of 4.7% a year. But, in response to the
economic downturn and fiscal consolidation, this trend has now ceased. Instead, funding
for the NHS in Wales fell by an average of 2.5% a year in real terms between 2010/11

and 2012/13. Following an increase in 2013/14, funding is likely to continue to fall until
2015/16, when the total budget for the Welsh NHS is projected to be 3.6% lower in real
terms than it was in 2010/11.

While funding for the Welsh NHS is being reduced in real terms, the demand pressures
on services continue to rise. These pressures come from a growing and ageing population,
and rising unit costs largely due to wage pressures.

The NHS in Wales, which has become accustomed to increases in real-terms funding
to meet demand pressures, must now meet the rising pressures of the population with
a reduced budget. To ensure that the decisions made around providing a high-quality
service with a reduced budget are well informed, it is vital to understand the extent to
which the demand for NHS services is likely to rise.

For this report we explored the recent trends in acute, maternity, community prescribing
and general practice consultations in the period before the austerity measures began in
2010/11. Using these, we created a combined projection for the spending pressures facing
the Welsh NHS up to 2025/26.

The funding that will be made available to the Welsh Government up to 2015/16 is laid
out in the 2010 spending review and the 2013 spending round. The funding available
for Welsh NHS was then determined by the Welsh Government in their budget setting
process. We therefore explored the projected funding gap over this period. We then
looked at the types of efficiencies that have occurred in the two years since 2010/11 for
which we have data, and estimated the impact on this gap of continuing this rate of
efficiency improvement up to 2015/16.

The funding that will be available during the period 2016/17 to 2025/26 is currently
unknown. We therefore explored three scenarios for the potential level of funding that
might be available beyond 2015/16. These scenarios are:

e acontinuation of real-terms cuts represented by holding the funding flat in cash terms
e asteady state represented by holding funding flat in real terms

e areal-terms increase by assuming that funding for the Welsh NHS maintains its share
of UK gross domestic product.

In each case we explored the additional level of efhiciency growth that would be required
beyond 2015/16 to meet the projections for NHS services.

The results of these scenarios will help in understanding the extent of the financial
challenge facing the NHS in Wales in light of the continued austerity, demand pressures
and political decisions made in the next decade.
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Key findings

We estimate that there will be a funding gap of £2.5 billion for the NHS in Wales
by 2025/26, in 2013/14 prices, assuming that the current rate of efficiency savings is
maintained until 2015/16, and that funding is held flat in real terms between 2015/16 and

2025/26. This would require further efficiency savings worth 3.7% a year in real terms after
2015/16.

If the funding available for the NHS in Wales beyond 2015/16 rises at the same rate as
that which is projected for UK national income, the funding gap in 2025/26 would be
reduced to £1.1 billion. However, if the funding available is held flat in cash terms, that
gap could be as large as £3.6 billion in real terms.

Acute services
There are three main drivers of spending pressures on acute services:

e Population: The population of Wales is predicted to grow by 5% between 2012 and
2025. However, the age profile will become much older, with the number of people
aged 65 and over growing by 26% over this period; compared with a growth of 1% for
people aged under 65.

¢ Chronic conditions: Between 2001/02 and 2010/11, the number of people admitted to
hospital with a chronic condition in Wales rose from 105,000 people to 142,000 people.

e Staff pay: Pay for hospital and community health service staff in the UK (including
doctors, nurses, support staff and managers) rose by an average of around 2% a year in
real terms over the 35 years to 2009/10.

Assuming these trends in population, hospital admissions and pay continue, and
non-pay costs rise in line with inflation, spending pressures on acute services would rise
by an average of 3.4% a year in real terms between 2010/11 and 2025/26.

Non-acute services

The rate of prescription items dispensed in the community in Wales rose by an average of
4.0% a year between 2002 and 2010. If recent drug type specific trends in items dispensed
per population continue, spending on community prescribing would rise by an average
of 3.2% a year in real terms to 2025/26, assuming that the unit costs remain at the
2011/12 level.

Between 2004 and 2010, the total number of general practitioner (GP) consultations for
people aged 16 and over rose from 12.8 million to 14.0 million. The number of practice
nurse consultations rose from 6.6 million to 7.5 million. However, the upward trend in
the number of appointments per person a year was fairly flat for most age groups, showing
that most of this increase was due to population growth and ageing.

Assuming the trends in consultations per person a year continue alongside the
assumptions of population growth, by 2025/26 there would be 16.5 million appointments
with a GP and 11.7 million with a practice nurse for people aged 16 and over.

Spending pressures and potential savings between 2010/11 and 2015/16
Funding for the NHS in Wales fell in real terms in both 2011/12 and 2012/13.
Following an increase in 2013/14, funding is budgeted to continue to fall in real terms
until 2015/16. As a result, the budget for NHS services in Wales will be 3.6% lower in
2015/16 than in 2010/11, in real terms.
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The falling value of the budget for the NHS in Wales means that the projection for
spending pressures would lead to a potential funding gap in 2015/16 of £1.2 billion in
2013/14 prices, requiring efficiency savings of 3.9% a year in real terms.

Average annual earning for NHS staff in Wales fell by 0.1% and 0.6% in real terms in
2011 and 2013, respectively, but rose by 0.6% in 2012. This means that annual earnings
for staff in the Welsh NHS were 0.1% lower in real terms in 2013 than they were in 2010.

Between 2010/11 and 2012/13, the NHS in Wales saw a reduction in the number of
emergency inpatient spells per population (1.3% a year) and the related length of stay
(4.5% a year). There was also a decrease in the average length of stay for elective admissions
(0.6% a year), but an increase in the number of elective admissions per person (1.1% a year).
The number of outpatient appointments per population fell by an average of 2.2% a year.

There was a rising trend in the age- and sex-specific probability of receiving inpatient care
related to a chronic condition for people aged 50 and over in Wales between 2001/02 and
2010/11. However, in 2011/12 and 2012/13, there was a fall in this trend such that the
rate seems to have stabilised.

Between 2002 and 2012, the average unit cost of a prescription fell by an average of
5.4% a year in real terms. This trend will not continue indefinitely as the big wave of
patent expiries for high-volume drugs such as statins comes to an end. However, we
have explored the possibility of the unit costs continuing to fall at half the recent trend
between 2010/11 and 2015/16.

Continuation of these trends in NHS salaries, inpatient spells and prescriptions would
reduce the funding gap in 2015/16 to £221 million, in 2013/14 prices.

The remaining funding gap in 2025/26

We have explored three potential scenarios for the level of NHS funding that might
be available in the period from 2016/17 to 2025/26, to show the remaining potential
funding gap in each case.

In scenario one we assume that funding for the Welsh NHS is held flat in cash terms
from 2015/16. This would equate to a cut in funding in real terms of 1.9% a year, as costs
continue to rise with inflation. In this case, there would be an estimated funding gap in
2025/26 of £3.6 billion at 2013/14 prices, requiring real-terms efficiency savings worth
5.8% a year, in addition to the savings made up to 2015/16.

In scenario two we assume that funding is held flat in real terms. In this case the
projected funding gap in 2025/26 would be an estimated £2.5 billion, requiring
additional real-terms efhiciency savings of 3.7% a year.

In scenario three we assume that spending on the NHS in Wales maintains its share of
the UK national income beyond 2015/16, based on the Office for Budget Responsibility
forecast of 2.2% a year in real terms. The funding gap in 2025/26 would be an estimated
£1.1 billion in 2013/14 prices, requiring additional efhiciency savings of 1.5% a year in

real terms.

This funding gap could be reduced by £0.9 billion through a combination of releasing
additional cash savings from acute sector efficiencies, and continuation of the
management of inpatient admissions with chronic conditions. But additional savings
would be required beyond this in each of the three funding scenarios.
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1. Infroduction

Funding for the NHS in the UK has risen by an average of 4% a year in real terms since
its introduction in 1948 (Crawford and Emmerson, 2012). As a result, the share of UK
national income accounted for by the NHS has more than doubled from 3.5% in 1949/50
to 7.9% in 2007/08." This is not unusual; it is internationally recognised that as a country
becomes richer, it tends to spend an increasing proportion of its gross domestic product
(GDP) on health (Carrin and others, 2009). In 2011, total spending on health care in the
UK, including public and private spending, as a proportion of GDP, was 9.4%; this is very
close to the Organisation for Economic Co-operation and Development (OECD) average

of 9.3% (OECD, 2013).

The level of NHS funding in the UK is the product of a series of decisions taken by the
UK government and the devolved administrations. Control of the NHS was devolved to
the respective governments of Wales and Scotland in July 1999, and of Northern Ireland
in December of the same year. Before this, the Welsh NHS was under the remit of the
Secretary of State for Wales.

Changes in the funding available for devolved public services in Wales, Scotland and
Northern Ireland are determined by the Barnett formula. The Barnett formula is

based on the change in planned spending for English public services, the comparability
percentage (the proportion of public service spending that falls within the devolved
budget) and the change in population in each country (HM Treasury, 2010a). Wales
received £13.3 billion in 2010/11 for the public services within its control (HM Treasury,
2010b); worth approximately £4,360 per head.

Although changes in the level of funding for public services in Wales are linked to the
specific changes in public spending in England, it is the responsibility of the Welsh

Assembly to determine how to distribute the money among services in Wales.

Funding for the NHS in Wales increased in real terms in each year between 1992/93 to
2010/11 by an average of 4.7% a year (Figure 1.1). The average annual increase accelerated
after 2001, growing by an average of 5.3% a year in real terms between 2001/02 and
2010/11. This meant that the average spend per head grew from £1,389 to £2,110 in
2013/14 prices.

In response to the economic downturn and fiscal consolidation, this trend has now
ceased. Instead, funding for the NHS in Wales fell by an average of 2.5% a year in real
terms between 2010/11 and 2012/13, causing the average spend per head to fall to
£1,988 in 2013/14 prices. Most of this reduction is due to a fall in spending on capital
during this time; the value of resource spending specifically on NHS services fell by 1.1%
in real terms.

In October 2013, the Welsh Finance Minister Jane Hutt AM announced an additional
£150 million for the Local Health Boards in Wales in 2013/14 to “avoid a scandal such as
the one in Stafford Hospital” (BBC, 2013). This resulted in a real-terms increase of 0.8%

1. A 2007/08 figure is used to avoid a one-off impact of the global financial crisis.
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compared with 2011/12. This will be followed by real-terms decreases in 2014/15
and 2015/16.

In England and Scotland, funding for the NHS was ring-fenced, meaning that the
Welsh NHS faces a bigger relative reduction in funding. However, this has meant that
funding for other areas of public spending in Wales has fallen less rapidly, specifically
funding for local government, which fell by 4.5% in real terms between 2010/11 and
2013/14; compared with 7.6% in Scotland and 9.5% in England (Institute for Fiscal
Studies, 2013).

Figure 1.1: Total spending on the NHS in Wales between 1992/93 and

2012/13, in 2013/14 prices
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Note: Based on authors’ calculations using Public Expenditure Statistical Analyses (PESA) reports dating back to 1998,
accounting for changes in methodology.

While funding is falling for the Welsh NHS, the demand pressures for NHS services
continue to rise. These pressures largely arise from a growing and ageing population.

But there has also been a rising trend in the proportion of people living with long-term
chronic conditions, which places an additional burden on the NHS, above that due to the
changing population alone.

Alongside the rising pressures due to additional population demands, over the history of
the NHS the unit costs of delivering services have also risen in real terms, not least due to
wage pressures, with staff pay accounting for over half of all NHS spending.

The NHS in Wales, which has become accustomed to increases in real-terms funding to

meet demand pressures, must now meet the population pressures with a reduced budget
in real terms.
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To ensure that the decisions made around providing high-quality services with a reduced
budget in real terms are well informed, it is vital to understand the extent to which the
demand for NHS services is likely to rise. Projections of these pressures can then be
compared with scenarios for the level of funding that might be available, producing an
estimate for the funding gap that must be closed through efficiency measures in order to
continue to provide a high-quality service.

In December 2012, the Nufheld Trust published A Decade of Austerity?, which used
available data to model the drivers of demand for NHS services in England (Roberts and
others, 2012). Using these models, we produced a projection for the rising demand up to
2021/22. We projected that demand pressures would rise by 3.9% a year in real terms,
compared with broadly flat real-terms funding based on recent trends.

We have used a similar methodology to produce projections for the demand for NHS

services in Wales. By comparing these projections to various scenarios for the available
funding, we can demonstrate the potential size of the efliciency challenge, both in the
period up to 2015/16, and over the longer term to 2025/26.

We have explored the patterns driving demand for NHS services in Wales in 2010/11,
before the current period of austerity. Using these we have created NHS demand
projections based on Office for National Statistics (ONS) projections for populations and
mortality. We have also produced projections for the rates of hospitalisation for people in
Wales with chronic conditions, based on data from 2001/02 to 2010/11.

The funding that will be made available to the Welsh Government up to 2015/16 was laid
out in the 2010 spending review and the 2013 spending round. The funding available for
the Welsh NHS was then determined by the Welsh Government in their budget-setting
process. We have therefore explored the projected funding gap over this period. We have
then explored the types of acute sector efficiencies that have occurred in the two years
since 2010/11 for which we have data, and estimated the impact on this gap of continuing
this rate of efficiency improvement up to 2015/16.

The funding that will be available during the period 2015/16 to 2025/26 is currently
unknown. It will depend on a number of factors, most importantly: the economic
situation for the UK by 2015/16, and the tax and spending decisions of governments in
the spending reviews and budgets that will follow both the next UK general election on
7 May 2015 (parliament.uk, 2013) and the National Assembly for Wales election in 2016.

We have therefore explored three scenarios for the potential level of funding that might
be available beyond 2015/16. These scenarios are:

e acontinuation of real-terms cuts represented by holding the funding flat in cash terms
e asteady state represented by holding funding flat in real terms

e areal-terms increase by assuming that funding for the Welsh NHS maintains its share

of UK GDP.

In each case we have explored the additional level of efficiency growth that would be
required beyond 2015/16 to meet the projections for NHS services.

The results of these scenarios will help in understanding the extent of the financial
challenge that would face the NHS in Wales due to the continued austerity, demand
pressures and political decisions made in the next decade.
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2. Methods

The NHS in Wales provides a wide range of different services for the population, and all
face differing patterns of demand.

We built different models for a number of different service types for which data were
readily available. The level and complexity of the model depended on the data available for
the service type.

The approach can be split into four steps, as shown in Figure 2.1:

e Step 1: Identify which factors are associated with current health service demand using
available data, and estimate the contribution of the different factors to current patterns.
We specifically used activity data from 2010/11, to allow us to explore the patterns
prior to the current period of austerity.

e Step 2: Project future service activity based on projections of the key factors identified
in Step 1, namely population growth (by age, sex and health board), fertility, mortality
and prevalence of selected chronic conditions.

e Step 3: Apply average/unit costs, based on 2011/12 prices, and adjust them to reflect
the long-term trend in health service pay rates. For inpatient care, the projected number
of expected admissions is multiplied by the average length of stay, to which the average
cost per day is applied.

e Step 4: Combine each service-specific projection into an estimate of the total Welsh
spending pressures on health care, with adjustments made to account for services for
which data are not available.

Figure 2.1: The steps used to project funding pressures

Step 1 Step 2 Step 3 Step 4

Acute care Average

[ inpsien: ] .
o stay
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Step 1: Analysing current activity

In 2011/12, the NHS in Wales spent £5.3 billion in cash terms' on providing health
services to the population; worth £1,742 per head in cash terms? (Welsh Government,
2013). Figure 2.2 shows the breakdown of how this money was distributed across the
different service types. The majority of money (61%) was spent on secondary services,
which include acute and community services.

We examined each service type separately to reflect the diversity of activity, using data
that were readily available. We were not able to model all service types, specifically
community services were not modelled due to lack of activity data.

Figure 2.2: Breakdown of spending on NHS services in Wales in 2011/12

Prescriptions dispensed in the
Other: 13.0% community: 9.9%

General Medical

Services: 8.7%

Other secondary
care: 2.8%

Other primary
care: 7.4%

Community
services: 12.9%

Maternity: 1.8%

Wl Primary care
Ml Secondary care
Acute and A&E (excl. maternity): 43.6% B Other

Notes: ‘Other’ includes goods and services, continuing care, NHS-funded nursing care and NHS services provided by
voluntary organisations, local authorities and private providers. Values do not add up to exactly 100% due to rounding.

Acute and accident and emergency (A&E) activity was split into four types, each of which
was modelled separately:

e emergency inpatient care
e non-emergency inpatient care
e outpatient care

o A&E.

fu—

£5.5 billion in 2013/14 prices.
£1,795 per head in 2013/14 prices.

»
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Every patient care interaction with the acute sector is recorded in one of the following
datasets:

e The Patient Episode Database for Wales (PEDW) records all inpatient and day case
activity undertaken in Wales, and for Welsh residents treated in England (NHS Wales
Informatics Service, 2014a).

e The Outpatient Attendance Dataset (OAD) records all outpatient appointments that
occur in Wales.

e The Emergency Department Data Set (EDDS) records all attendances at a major A&E
department in Wales (NHS Wales Informatics Service, 2014b).

Each dataset includes a unique pseudonymised patient identifier, which is consistent
across all datasets and years. This has allowed us to track patients across each dataset
through time, while protecting anonymity.

While the PEDW records all data for Welsh residents receiving inpatient care in Wales
or England, the OAD and EDDS only record activity that occurs in Wales. If a Welsh
resident attends an outpatient clinic or an A&E department in England, this would be
funded from the Welsh NHS budget. We have therefore included records for Welsh
residents from the English outpatient and A&E datasets recorded in the Hospital
Episode Statistics (HES). There was substantial variation in the level of activity for Welsh
residents that occurred in England in 2010/11, by health board, as shown for outpatient
appointments in Figure 2.3.

Less than half of 1% of outpatient appointments occurred in England for residents of
Cwm Taf University Health Board, whereas 54% occurred in England for residents of
Powys Teaching Health Board.

Figure 2.3: Proportion of outpatient appointments for Welsh residents

that occurred in England in 2010/11, by health board
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Note: 7A1 = Betsi Cadwaladr University, 7A2 = Hywel Dda University, 7A3 = Abertawe Bro Morgannwg University,
7A4 = Cardiff and Vale University, 7A5 = Cwm Taf University, 7A6 = Aneurin Bevan University, 7A7 = Powys Teaching.
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Similarly, patients treated in a hospital in Wales who are not Welsh residents will not be
funded from the Welsh NHS budget. We have therefore only included patients for whom
the lower super output area (LSOA) of the home address is in Wales.

For each service type we produced person-level regression models to estimate the annual
average activity rates depending on a number of key drivers of demand:

° agc

® SEX

geographical region'

whether it was their last year of life

whether they had received inpatient hospital care with a chronic condition.

The models used to estimate use of acute services were based on data from 2010/11.
This allowed us to explore the potential pattern of service use without the current tight
financial constraints.

The size of the population who had not received hospital care in 2010/11 was calculated using
population estimates based on the 2011 Census by age, sex and health board (StatsWales, 2011).

Alongside population growth, recent rising trends in the proportion of the population
living with chronic conditions are likely to have an impact on the demand for NHS
services. We identified people with a chronic condition receiving inpatient care using
diagnosis codes. The specific conditions that we included were based on the Department
of Health chronic disease management compendium of information (Department of
Health, 2004), with additions based on expert guidance. These were:

e arthritis

e cancer

e chronic obstructive pulmonary disease (COPD) or asthma
e coronary heart disease (CHD) or heart failure

e dementia

e diabetes

e cpilepsy

o mental ill-health

e renal disease

e stroke.

More detail on how we identified people with chronic conditions is provided in the
accompanying technical report (Roberts, 2014).

Prescribing data are collected nationally by the Primary Care Services of NHS Wales
Shared Services Partnership. They cover all prescriptions dispensed by community
pharmacies, appliance contractors and dispensing doctors in Wales. We explored the
trend in the number of items prescribed per population between 2002 and 2012 for
cach type, as defined by the relevant British National Formulary (BNF) chapter (Royal
Pharmaceutical Society, 2014), using least squares regressions’ to create projections.

1. Defined by the health board of the person’s residence.

2. Astandard approach to finding an approximate system trend, where the overall solution minimises
the sum of the squares of the errors made in the results of each single equation.
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The average annual number of consultations with a GP and a practice nurse per
population, split by age and sex, from 2003 to 2011, were estimated from the Welsh
Health Survey (UK Data Service, 2011). Using these, we modelled the trends by age and
sex for the under-16s, 16- to 74-year-olds (in ten-year age bands) and the over-75s.

For maternity we used the projection of the estimated number of births from the ONS.
These estimates were consistently within 3% of the number of births recorded in the
PEDW between 2001 and 2012.

Step 2: Projections

A fundamental driver for health spending in any country is the size and age profile of

its population. Any projection of future spending will be largely influenced by what

is expected to happen to the population over the time period. We used the principal
projections for population and mortality by age, sex and health board (StatsWales, 2011).

Another big driver of demand for NHS services comes from the rising trend in people
living with chronic conditions. As the number of people living with multiple conditions
rises, the impact they have on health services increases. Using diagnosis codes recorded in
the inpatient records in the PEDW, we identified where people have been admitted with
certain chronic conditions. Using data from between 2001/02 and 2010/11, we calculated
the proportion of the population who had received at least one inpatient admission with
each condition, each year, split by age and sex for those aged 50 and over. We explored
the specific trend for the conditions that have the greatest prevalence and impact on total
costs: CHD or heart failure, COPD or asthma, and diabetes. We explored the trend

for each of these conditions on their own, and for each combination of co-morbidities.
For other conditions, we looked at the trend in any single other condition, or any other
combination of co-morbidities.

For each combination of conditions, we calculated the mortality rate for the same period.
We then assumed that these trends continue beyond 2010/11 to 2025/26, and applied
them to the projected population.

For GP and practice nurse appointments, we explored the age- and sex-specific trends in
average annual numbers per population between 2004 and 2011. We applied these to the
future population projections.

For prescription items, we used the trend in items per person a year between 2002 and
2010, split by BNF chapter. Due to the data available, we were unable to adjust for age
and sex. Assumptions for maternity where taken from the ONS projections.

Step 3: Costs

To translate the projected utilisation into a projection for total spending, we applied unit
costs to the activity.

Acute activity was costed according to the 2011/12 Welsh national reference costs (Welsh
Government, 2013). For inpatient data we applied the specific cost to each episode
determined by the Healthcare Resource Group (HRG). The episodes were then grouped
into spells to get the estimated spell costs, and then divided by the length of stay to get an
average cost per day. This allowed us to explore the impact on total spending of a change
in the average length of stay.

The reference costs for outpatient attendances provided an average for all attendances by
specialty. However, we know from our costing work in England that a first attendance
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requires more resources than a follow-up, and so costs about twice as much. We therefore
applied the ratio for each specialty estimated from the English Payment by Results

(PbR) tariff price (see the accompanying technical report — Roberts, 2014 - for more
information). A&E costs were based an average cost per attendance.

Outpatient and A&E data that were taken from the English HES data were costed
according to the PbR tariff.

Maternity spells were costed in the same way as the inpatient data. We identified all
inpatient activity for antenatal treatment and birth, and calculated the average annual
cost for someone giving birth at £2,135, which we applied to the principal ONS fertility
projections. This estimated average cost was similar to the value estimated in England

of £2,156.

The cost for consultations at a GP practice were taken from the 2011 Personal Social
Services Research Unit (PSSRU) English unit costs (Curtis, 2010) at £36 for a
consultation with a GP, and £13 for a consultation with a practice nurse. However, this
overestimated the total spend on GP practices in Wales, so we re-adjusted the values to
£24 and £9 respectively, to maintain the English ratio.

We applied the average cost for an item in each BNF chapter in 2011/12 to the activity
projection. The average costs for most chapters have been falling steadily in recent years,
however we elected to assume that this trend came to an end in our base case.

To explore future funding pressures, we looked at the impact of rising real wage costs on
the unit cost of health care. Data from the Department of Health provider economics
impact assessment model show that the workforce accounts for 64% of hospital costs
(Department of Health and NHS Confederation, 2010). For the 36% of hospital costs
that are non-pay, we assume that unit costs will increase in line with inflation. Similarly,
unit costs for items prescribed were assumed to increase in line with inflation.

All monetary values in the report are given in 2013/14 prices, using the March 2014 GDP
deflator (HM Treasury, 2014). This means that we explored the real-terms impact of the
projected funding pressures, after accounting for inflation.

Step 4: NHS spending

The final step was to combine the projections for each of the service types (acute care and
A&E; maternity; prescribing; and GP consultations) to create an estimate of total NHS
spending on services in Wales.

We first applied an adjustment for the results of each service type. We were not able to
account for the total cost for some service types due to a lack of data, such as critical care
for inpatients. We accounted for this by applying an aggregation factor so that the value
estimated in 2011/12 matched the amount spent on the service type in the same year.

We then made a final adjustment to account for the service types that we did not model
(other primary care, community services and other secondary care), assuming that these
sectors grow in line with those modelled. The resulting final figure therefore relates to
aggregate NHS spending on activity in 2010/11 (£6.0 billion') from PESA in 2013/14
prices (HM Treasury, 2013).

1. This figure is higher than the £5.5 billion from the Welsh reference costing return as PESA
includes funding for education and training, research and development, and public health (Welsh
Government, 2014).
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3. The financial challenge

to 2025/26

Spending pressures on NHS services in Wales will grow by 3.2% a year in real terms
between 2010/11 and 2025/26, assuming recently observed patterns of service use and
costs continue for the forecasted demographic trends. Spending pressures would therefore
be £3.6 billion higher in 2025/26 than in 2010/11 (Figure 3.1). This is equivalent to

an extra 59% of the total spend on NHS services in Wales in 2010/11. This spending
requirement is due to the combined effect of rising pressures across the different service
types, which we explore in more detail on the following pages.

Figure 3.1: Projection of NHS spending pressures to 2025/26,

in 2013/14 prices
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Acute services

The acute sector is the largest area of spending on NHS services, accounting for over
£4 in every £10 spent on services in Wales. In our modelling we explored the impact of
three drivers for spending pressures on acute services: population, chronic conditions and

staff pay.

A growth in the size of a population will clearly lead to an increase in the demand for
health services. Additionally, a person’s likelihood of need for hospital services, and
therefore the associated spend required, rises as a person ages (Figure 3.2). So a population
with an older age profile will have higher costs than a population of the same size with a
younger age profile. The population of Wales is predicted to grow by 5% between 2012
and 2025 (StatsWales, 2011). However, the age profile will become much older, with the
number of people aged 65 and over growing by 26% over this period, compared with a
growth of 1% for people aged under 65 (Figure 3.3). These projections are lower than
those for the UK population as a whole, which is projected to grow by 8%; 4% for people
aged under 65, and 30% for those aged 65 and over.

Figure 3.2: Average annual hospital cost in 2011/12, by age and sex,

excluding maternity
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Figure 3.3: Projected 2025 population of Wales, by age and sex, compared

with the 2012 population
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Population growth alone would result in an estimated £457 million in additional
spending pressures for acute services by 2025/26 in real terms, an average annual increase
of 1.2% a year, based on the patterns observed in 2010/11 (Figure 3.6, page 21).

Figure 3.4 shows the expenditure in 2011/12 for admissions related to the chronic
conditions that we explore in this report. Admissions for people with one or more of
these chronic conditions accounted for 54% of total inpatient spending in 2011/12.
This is higher for those aged 50 and over (66%) and for those aged 75 and over (76%).
Expenditure was substantially higher for admissions for people with CHD or heart
failure, COPD or asthma, and diabetes, than for the other conditions.
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Figure 3.4: Total cost of inpatient admissions in Wales related to chronic

conditions in 2011/12, in 2013/14 prices
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The number of people admitted to hospital with a chronic condition in Wales rose from
105,000 people in 2001/02, to 142,000 people in 2010/11. One cause of this is the ageing
population; the likelihood of developing a chronic condition rises with age, therefore a
population with more older people will have a higher number of people living with at
least one chronic condition. This is accounted for in the population-only projection in

Figure 3.6 (page 21).

A second reason is that, in addition to this, we have seen an increase in the likelihood of
a person with a chronic condition receiving inpatient care within age bands. So, in one
extreme example, a male aged 75 or over was twice as likely to have a hospital admission
with diabetes in 2010/11 than in 2001/02 (Figure 3.5). It is worth highlighting that this
is partly due to increased life-expectancy' and improved survival rates for people with
chronic conditions. There have also been advances in treatments available for certain
conditions, which result in additional hospital visits. Continuation of this trend would
lead to an additional spend on acute care of £484 million by 2025/26, in 2013/14 prices,
on top of that due to population alone. This results in a combined average increase of
2.2% a year (Figure 3.6, page 21).

1. The longer a person lives, the higher their likelihood of developing one or more chronic condition.
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Figure 3.5: Proportion of the Welsh population aged 50 and over receiving inpatient
care for diabetes and no other chronic condition between 2001/02 and 2012/13,

by age and sex
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Pay for hospital and community health service staff in the UK (including doctors, nurses,
support staff and managers) rose by an average of around 2% a year in real terms over

the 35 years to 2009/10 (authors’ calculations, based on Department of Health, 2011).
Assuming that this trend continues, average annual earnings would rise from £29,305 in
2010/11, to £38,097 in 2025/26, in 2013/14 prices.

Data from the Department of Health provider economics impact assessment model show
that the workforce accounts for 64% of hospital costs (Department of Health and NHS
Confederation, 2010). Assuming the long-term trend in real-terms pay continues, and
that non-pay costs rise in line with inflation, spending pressures on acute services would
rise by an additional £608 million due to the population and chronic conditions effects,
in 2013/14 prices. The combined effect of these three trends would be that acute spending
pressures would rise by an average of 3.4% a year in real terms between 2010/11 and

2025/26 (Figure 3.6).
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Figure 3.6: Impact of projected total spend on acute services due to

population, chronic conditions and staff pay, in 2013/14 prices
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The rate of prescription items dispensed in the community in Wales rose by an average
0f 4.0% a year between 2002 and 2010; from 16.7 to 22.9 items per head of population.
The rate increased for all but one drug type, as defined by the BNF chapters (Figure 3.7).
The only type for which the rate fell was for dressings, which accounted for 2% of the
total cost in 2010/11.

The conditions that accounted for the most items were for cardiovascular system

(7.2 items a year per head of population, accounting for 18% of total spend on prescribing
in 2010/11) and central nervous system (4.3 items a year per head of population,
accounting for 22% of total spend on prescribing in 2010/11). Both of these also showed
the greatest rate of growth in items per head of population between 2002 and 2010.

If these trends continue, spending on community prescribing would be 60% higher in real
terms in 2025/26 than in 2010/11, assuming that the unit costs remained at the 2011/12
level. This is an average real-terms increase of 3.2% a year.
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Figure 3.7: Trend in prescribing items per head of population in Wales

for the ten British National Formulary chapters with the highest rates in
2012,2002 to 2012
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3.3 General Medical Services

The average annual number of consultations with a GP in Wales rises with age, and is
higher for females than for males. In 2010, people aged 16 to 24 had an average of 3.9
consultations with a GP a year per head of population (2.3 for males, 5.5 for females). The
average rose to 8.4 for people aged 75 and over (8.1 for males, 8.6 for females). The pattern
was similar for consultations with a practice nurse: people aged 16 to 24 had an average of
1.4 consultations a year per head of population (0.7 for males, 2.2 for females), compared

with 6.6 for people aged 75 and over (7.5 for males, 6.1 for females).

Between 2004 and 2010, the total number of consultations at a GP practice for people
aged 16 and over rose from 12.8 million with a GP to 14.0 million (a total increase of
8.8% and an average annual increase of 1.4% a year), and 6.6 million with a practice nurse
to 7.5 million (a total increase of 12.9% and an average annual increase of 2.0% a

year). However, the upward trend in the number of appointments per person a year was
fairly flat for most age groups, showing that most of this increase was due to population
growth and ageing,
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Data on the number of GP consultations a year for people aged under 16 are only
available from 2007, falling from 4.4 a year per head of population in 2007 (4.1 for males,
4.6 for females), to 4.3 in 2011 (4.1 for males, 4.4 for females). Data on the number of
consultations with a practice nurse were not available for people aged under 16.

Assuming the trends in consultations per person a year continue alongside the
assumptions of population growth, by 2025/26 there would be 16.5 million appointments
with a GP (6.7 million for males, 9.8 million for females), and 11.7 million with a practice
nurse (5.9 million for both males and females)! for people aged 16 and over (Figure 3.8).

Figure 3.8: Annual number of consultations with a GP or practice nurse in Wales

for people aged 16 and over, by sex, between 2004/05 and 2011/12, with projected
number up to 2025/26

Number of attendances a year (million)

Actual GP attendances — female

Projected GP attendances — female

°

Projected GP attendances — male ® Actual GP attendances — male
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1. Sum of values do not match due to rounding.
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4. The financial challenge
to 2015/16

Figure 4.1 shows the projection of total health spending pressures in 2015/16 compared
with the 2010/11 level of spend, assuming no additional efficiency or cost savings during
this period. However, funding for the NHS in Wales fell in real terms in both 2011/12
and 2012/13. Following an increase in 2013/14, it is budgeted to continue to fall in real
terms until 2015/16. There are currently a number of initiatives in place to try to increase
efficiency and to realise savings in order to maintain levels of service provision and quality,
despite the reduced real-terms budget. To reflect this we have looked closely at the period
between 2010/11 and 2015/16, exploring what has happened in the most recent years, and
to what extent the current savings may close the financial gap in the period in which the
available funding is known.

The potential funding gap in 2015/16

If pressures continue to rise in line with the patterns observed up to 2010/11, funding
would need to rise by 16.8% to £7.0 billion in 2015/16, in 2013/14 prices, assuming that
no efficiency savings are made. This is an average real-terms increase of 3.1% a year.

However, in 2011/12, the budget for NHS services in Wales fell by 1.4% in real terms,
and a further 0.7% in 2012/13. There was a real-terms increase in 2013/14 of 0.8%, but
this will be followed by further real-terms decreases of 1.7% in 2014/15, and 0.6% in
2015/16 (Table 4.1). This means the budget will be 3.6% lower in real terms in 2015/16
than it was in 2010/11.

Table 4.1: NHS Wales current spending between 2010/11 and 2012/13,

and forecast to 2015/16

Year NHS budget in 2013/14 prices Real-terms percentage change
2010/11 £6.03 billion -

2011/12 £5.94 billion -1.4%

2012/13 £5.90 billion -0.7%

2013/14 £5.95 billion 0.8%

2014/15 £5.85 billion 1.7%

2015/16 £5.81 billion -0.6%

The falling value of the budget in real terms means that the projection for NHS spending
pressures would lead to a potential funding gap in 2015/16 of £1.2 billion in 2013/14
prices. The rising pressures and decreasing budget mean that closing this estimated gap
would require savings worth an average of 3.9% a year in real terms (Figure 4.1).
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Figure 4.1: The projected funding gap in 2015/16 in real terms
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Our projections show that the funding pressures for the Welsh NHS will grow at a slower
rate than those projected for the English NHS.! But while the funding for the Welsh NHS
has fallen, the funding for the English NHS has been protected in real terms, so the size of
the efficiency challenge facing both countries is similar in the short term.

Closing the NHS funding gap in 2015/16

The impact of pay restraint

The assumption that staff pay continues in line with the long-term average of 2% in real
terms beyond 2010/11 is a major contributor to the projected funding gap. However,

this trend has been put on hold with the introduction of the government public sector

pay policy. The pay policy froze pay awards for all public sector workers, including NHS
staff, earning basic salaries of more than £21,000 a year for 2011/12 and 2012/13; staff
carning less than £21,000 were awarded £250 a year cash uplifts in April 2011 and 2012
(NHS Employers, 2012). For each of the two years following this pay freeze (2013/14 and
2014/15), public sector pay awards were to be capped at an average of 1% a year in cash
terms (HM Treasury, 2011). As a result, the average annual earnings for NHS staffin
Wales fell in real terms in 2011 and 2013, but rose by 0.6% in 2012 (Table 4.2). This means
that annual earnings for staft in the Welsh NHS were 0.1% lower in real terms in 2013
than they were in 2010. Over the same period, the average earnings for staff in the English
NHS rose by 0.1% in real terms.

1. 3.2% ayear in Wales, compared with 3.9% in England, in real terms.
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Table 4.2: Change in observed average real-terms annual earnings for
Welsh NHS staff (earnings per full-time equivalent for clinical and

non-clinical staff), June 2010 to June 2013

Total 12-month GDP Total 12-month earnings HEREIELLS
Date S . : . real-terms

earnings in cash terms deflator in 2013/14 prices

change

June 2010 £27,829 96.7 £29,305 -
June 2011 £28,429 98.9 £29,274 -0.1%
June 2012 £28,937 100.0 £29,458 0.6%
June 2013 £29,288 101.8 £29,288 -0.6%

* A measure of general inflation in the domestic economy, usually expressed in terms of an index figure.

Figure 4.2: Long-term trend in NHS pay compared with current pay

settlement, in 2013/14 prices
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We replaced the initial assumption of 2% increases with these observed pay changes, and
assumed that the most recent decrease of 0.6% continues up to 2015/16. This means that
annual earnings would fall from £29,305 in 2010/11, to £28,937 in 2015/16, in 2013/14
prices, instead of rising to £32,236 in our base case (Figure 4.2).!

Staff costs account for around three fifths of total hospital costs (Department of Health
and NHS Confederation, 2010); we therefore assume that only 60% of the unit costs are

1. We have not included the impact of pension payments in this, but the employer contributions are now
only increasing from 14% to 14.3%, instead of the proposed increase to 18% (NHS Employers, 2014).
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reduced by the value of the wage reduction. We assume that the other areas grow in line
with inflation.

Applying these assumptions reduces the projected funding gap in 2015/16 by £383
million in 2013/14 prices; and so is worth nearly a third of the total estimated funding
gap. The remaining gap would be an estimated £842 million in 2013/14 prices

(Figure 4.4, page 30).

Acute sector efficiency

The base assumption includes no continued growth in health service efhiciency. Evidence
for the UK suggests that health service productivity increased on average by 0.5% a year
between 1997 and 2010 (Massey and Caul, 2014). Work by the Health Foundation
suggests there is scope for additional ongoing productivity gains. Accounting for nearly
half of total spending on services, with the highest unit costs for activity, the acute sector
arguably has scope to contribute further to savings through additional productivity
improvements (Churchill and Dixon, 2014). A recent report published by the Nuffield
Trust and the Health Foundation showed that the mean length of stay for inpatient spells
in 2008/09 was higher in Wales than for any of the other countries of the UK (Bevan
and others, 2014). Assuming that this is still the case, this would suggest that there is
further scope for acute sector efficiency savings in the Welsh NHS.

In our base case projection we explored the potential demand and cost pressures assuming
that the patterns of service use observed in 2010/11 continue, without the impact of the
current period of austerity. However, we have data from 2011/12 and 2012/13, which
allowed us to determine how the NHS in Wales has responded to the current period

of austerity. Table 4.3 shows that in the first two years of reduced budgets, the NHS in
Wales saw a reduction in the length of stay for emergency inpatient spells, which fell by
an average of 4.5% a year, from 10.4 days to 9.5 days.

At the same time, the average number of elective admissions per person increased by an
average of 1.1% a year. This was driven by an increase in the number of day cases, which
rose by an average of 2.6% a year. As a result, over half of the elective inpatient episodes
in 2012/13 were performed as day cases: 50.9% in 2012/13, compared with 49.5% in
2011/12, and 49.4% in 2010/11.

We have used these as an estimate of the level of acute sector efficiency that can reasonably
be assumed over the period 2010/11 to 2015/16, to explore the extent to which this would
reduce the potential funding gap.

Estimating the savings associated with these efficiency estimates is not straightforward.
Unit costs for activity in the NHS, as for other industries, are made up of variable,
fixed and semi-fixed costs, estimated to be worth approximately 13%, 23% and 64%
respectively (Department of Health and NHS Confederation, 2010).

The variable costs, such as consumables that are directly related to the unit of activity, can
be saved in full following any reduction in activity over the time period to 2015/16. The
fixed costs, associated with the use of buildings and so on, will be very difficult to release
over this time period, as they would require cessation of all activity associated with the
source of the cost. The semi-fixed costs consist largely of staff costs. While these cannot
be released in direct proportion to the activity reductions, they can be released in a more

1. 6.3 days in Wales, compared with 4.3 in England, 5.7 in Scotland and 5.5 in Northern Ireland.
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2010/11
2011/12
2012/13

Average
annual change
2010/11 to
2012/13

Table 4.3: Observed changes in activity rates since 2010/11

A decade of austerity in Wales? The funding pressures facing the NHS in Wales to 2025/26

Outpatient Non-elective Elective Average bed

. . . Average bed days

appointments per  admissions per admissions per  days per non- .
. per elective spell

person a year person a year person a year elective spell
1.024 0.117 0.158 10.39 3.22
1.047 0.118 0.163 9.65 3.25
0.979 0.114 0.161 9.48 3.18
2.2% -1.3% 1.1% -4.5% -0.6%

gradual manner over the longer term. We have assumed that one third of the semi-fixed
costs related to the activity reductions can be released by the end of this period.

If these observed trends in efficiency continue, the funding gap in 2015/16 would be
reduced by a further £212 million,' which is worth an average of 0.6% a year, leaving
an estimated gap of £629 million in real terms (Figure 4.4, page 30).

Better management of chronic conditions

Between 2001/02 and 2010/11, there was a rising trend in the age- and sex-specific
probability of receiving inpatient care related to a chronic condition for people aged 50
and over in Wales. This means that, alongside the impact of more people living with
chronic conditions due to the ageing population, there is also a higher probability of each
of these people receiving inpatient care with a condition. In our projection of demand
pressures, we assumed that these trends will continue to 2025/26. The impact of this on
health care spending pressures would be almost as large as for population growth alone.

However, in 2011/12 and 2012/13, we saw a fall in this trend such that the rate seemed
to stabilise. By assuming that the rate of admissions related to chronic conditions remains
at the level observed in 2010/11, the gap in 2015/16 would be closed by a further £205
million in real terms, leaving an estimated gap of £425 million (Figure 4.4, page 30).

Price of prescription drugs

In our base case projection, we hold the cost of prescribed drugs at the 2011/12 price.
Between 2002 and 2012, the average unit cost of a prescription fell by an average of 5.4%
a year in real terms (Figure 4.3). Much of the fall in cost can be explained by patents
expiring, so the NHS is able to dispense cheaper generic alternatives. This trend will not
continue indefinitely as the big wave of patent expiries for high-volume drugs such as
statins comes to an end. Because of this, we haven’t assumed that the unit costs continue
to fall at the recently observed rate. However, if between 2010/11 and 2015/16 the unit
costs continue to fall at half the recent trend, the funding gap would be reduced by a
further £204 million, leaving an estimated gap of £221 million in 2015/16, in 2013/14
prices (Figure 4.4, page 30).

1. The model assumes that savings made in any of the services included in the model are matched by
areas not included, therefore these savings for the whole NHS are slightly higher than the specific
savings for the sector.
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Figure 4.3: Average cost of prescription items in Wales between 2002 and

2012, in 2013/14 prices
£15
£12
X
(]
=
z
£9
£6 | T T N T T . T T T T T T |
) D 9) Q S O Q N YV
N N N N Q N N S N N N
» » A Ay A Gy 6 G

Unlike the other potential savings that we have explored, these are based on an observed
long-term trend prior to 2010/11. Therefore, it is likely that these savings would have been
made anyway, rather than being a direct response to the current period of austerity.

These assumptions for potential savings bring the spending projections to within 4% of
the likely funding available in 2015/16, but do not fully close the funding gap. We have
decided to continue the modelling from this point, rather than apply any additional
savings that become more obscure.
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Figure 4.4: The cumulative effect of projected savings on the funding gap in 2015/16,

in 2013/14 prices
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5. The financial challenge
between 2016/17 and 2025/26

In the previous chapter we looked at plausible scenarios for how the level of projected
spending pressures could be reduced towards the level of funding that is likely to be
available in 2015/16. For the remainder of this report, we assume that these savings have
been made, and estimate the size of the additional funding challenge beyond 2015/16, to
2025/26.

Funding for the Welsh NHS has been planned for the period up to 2015/16. However,
the level of funding available beyond then is less clear. Decisions about future funding
will depend on the UK fiscal outlook, policy decisions in the UK and the Welsh
budget-setting process following the UK General Election in May 2015 (parliament.uk,

2013) and the Welsh Assembly elections in 2016.

We have therefore explored three potential scenarios of the level of NHS funding that
might be available in the period from 2016/17 to 2025/26, to show the remaining
potential funding gap in each case (Figure 5.1).

First we assume that funding for the Welsh NHS is held flat in cash terms from 2015/16.
This would equate to a cut in funding in real terms of 1.9% a year, as costs continue to
rise with inflation. In this case there would be an estimated funding gap in 2025/26 of
£3.6 billion in 2013/14 prices, requiring real-terms efhiciency savings worth 5.8% a year,
in addition to the savings made up to 2015/16. In this projection, the real-terms funding
would fall at a greater rate than the current funding plans.

In our second scenario, we assume that funding is held flat in real terms. This would
be an increase in cash terms, but if the NHS in Wales delivered the same level and
quality of services, to a larger population, with the same relative level of funding, the
projected funding gap in 2025/26 would be an estimated £2.5 billion, requiring
additional real-terms efhiciency savings of 3.7% a year.

Our final scenario assumes that spending on the NHS in Wales maintains its share of

the UK national income beyond 2015/16, reflecting international evidence that the
income elasticity of health spending is broadly between 0.8 and 1.0." The Office for
Budget Responsibility (OBR) has forecast that, in the UK, economic output will
potentially grow by 2.2% a year in real terms from 2016 (OBR, 2014). We therefore
assume this is true for Welsh NHS funding after 2015/16. In this scenario, the funding
gap in 2025/26 would be an estimated £1.1 billion in 2013/14 prices, requiring additional
efliciency savings of 1.5% a year in real terms. We have used this as our best-case scenario,
although the level of increase is lower than that observed in any year between the first year
of the devolved parliament and 2010/11.

1. Thatis, as countries become richer, they will spend more of their income on the provision of
health care.
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Figure 5.1: The funding gap in 2025/26 following savings made by 2015/16
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Potential savings between 2015/16 and 2025/26

Between 2010/11 and 2015/16, we have assumed that only a third of the semi-fixed
costs associated with acute sector efliciency savings would be realised. Over the longer
period between 2015/16 and 2025/26, it is reasonable to assume that the savings from
these semi-fixed costs can be fully released. This would reduce the spending pressures in

2025/26 by £368 million in 2013/14 prices.

We have also assumed that the trend in the likelihood of someone with a chronic
condition receiving inpatient care remains at the level observed in 2010/11, between
2010/11 and 2015/16. After this we have assumed that the trend continues to rise again
at the rate observed between 2001/02 and 2010/11. However, if this likelihood could
be held at the 2010/11 level beyond 2015/16 up to 2025/26, the spending pressures in
2025/26 would be reduced by a further £541 million in 2013/14 prices.

The combined impact of both of these would reduce the spending pressures in 2025/26
by £909 million in 2013/14 prices (Figure 5.2). This would still leave a slight funding gap
against the best-case scenario of £0.2 billion, requiring additional savings of 0.3% a year.
If funding is held flat between 2015/16 and 2025/26, then following these additional
savings the funding gap would be £1.6 billion, requiring efhiciency savings of 2.5% a year.
Against the worst-case scenario, where funding is held flat in cash terms, the remaining
funding gap would be £2.7 billion, requiring efficiency savings of 4.5% a year.
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Figure 5.2: Potential for additional savings beyond 2015/16
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6. Discussion

Through the last decade, the NHS in Wales, as in the rest of the UK, became accustomed
to receiving significant real-terms increases in funding, which kept pace with the rising
pressures from a growing and ageing population, increasing expectations and higher costs
of care. This is no longer the situation, following the global economic crisis. The NHS

in Wales is now required to meet a growing demand for services with less money, while
sustaining high-quality care. Understanding the size of the potential gap in funding
facing the NHS in Wales will be vital in planning how to maintain a sustainable NHS.

In our initial scenario, exploring how funding pressures would rise following the patterns
observed in 2010/11, we estimated that the additional pressures would rise by 3.2% a
year in real terms. This is below the estimate of 3.9% a year in real terms we estimated for
health spending pressures in England over the decade up to 2021/22, suggesting that the
cost pressures in Wales may not be as great.

The key difference relates to population. The rate of population growth is a big factor
with regard to the future demands on a health service. The population of Wales is
forecast to grow by 5% between 2012 and 2025, with the population aged 65 and over
forecast to grow by 26%, while the population aged under 65 is forecast to grow by just
1%. In England, the overall population is forecast to grow much faster at 10% over the
same period, with the population aged 65 and over, and the populations aged under 65,
growing by 28% and 7%, respectively. The higher rate of population growth goes a long
way to explain the difference in projections. However, the relatively similar rate of growth
for those aged 65 and over explains why the pressures are not so much higher for England,
given the double rate of overall population growth.

Regional variations across Wales

Demand pressures on the NHS will not necessarily be distributed evenly across the seven
health boards in Wales. Each will face different challenges depending on the relative size,
distribution and projected increases in population.

While we included health board as a factor in our models for acute services, we were

not able to account for it in our projections for admissions related to chronic conditions
(due to low numbers), consultations at GP practices or trends in prescribing costs (due

to limitations in data availability). But to provide an estimate of the relative growth in
NHS spending requirements, we have applied our Wales models to health board-specific
population projections.



35

A decade of austerity in Wales? The funding pressures facing the NHS in Wales to 2025/26

Figure 6.1 shows the increase in projected NHS spending requirement up to 2025/26,
from 2010/11.! Powys Teaching Health Board (HB) has the greatest rate of increase,
growing by a total of 67% in real terms between 2010/11 and 2025/26; an average
increase of 3.5% a year. The slowest rate of increase is for Cwm Taf University HB, with
a total increase of 53%; an average of 2.9% a year in real terms. While the increase is
substantial for all health boards, there is a difference of 14 percentage points between
the projected increases in spending pressures.

Figure 6.1: Projected increase in NHS spending need, by health board

from the base year of 2010/11 to 2025/26
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1. These projections use the base-case assumptions that pay continues to rise with the long-term average
of 2% a year in real terms; that the rate of admissions for people with chronic conditions rises with
long-term trends; that there are no acute sector efficiency savings; and that prescription unit costs do
not continue to fall.
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Population growth clearly has an impact on the rate at which the demand for NHS
services will grow. Cwm Taf University HB, which has the lowest rate of projected increase
for NHS spending pressures, also has the lowest projected increase in population, growing
by 2.2% between 2010/11 and 2025/26 (Figure 6.2); an increase of just 0.1% a year.

Cardiff and Vale University HB is projected to have the biggest growth in population
of 15.5% (1.0% a year), and also has the second highest projection for health spending
pressures (63% total increase; an average of 3.3% a year in real terms).

But, while Powys Teaching HB has the highest rate of projected increase in NHS

spend, it has the second lowest increase in total population, with a total increase of

2.7%; an average of 0.2% a year. This is because average annual spending per head rises
with a person’s age (as shown carlier in Figure 3.2, page 17), so we can expect a growth

in the population aged 65 and over to have a bigger impact on NHS spend than a growth
in the population aged under 65. For people aged 65 and over (Figure 6.3), Powys
Teaching HB has the highest rate of population growth, increasing by 40% in total; an
average of 2.3% a year. This shows that an ageing population has a much bigger impact on
projection for health spending pressures than total population growth.

Figure 6.2: Projected increase in total population between 2010/11 and

2025/26, by local health board
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Note: 7Al = Betsi Cadwaladr University, 7A2 = Hywel Dda University, 7A3 = Abertawe Bro Morgannwg University,
7A4 = Cardiff and Vale University, 7A5 = Cwm Taf University, 7A6 = Aneurin Bevan University, 7A7 = Powys Teaching.
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Figure 6.3: Projected increase in population aged 65+ between 2010/11

and 2025/26, by local health board
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Note: 7A1 = Betsi Cadwaladr University, 7A2 = Hywel Dda University, 7A3 = Abertawe Bro Morgannwg University,
7A4 = Cardiff and Vale University, 7A5 = Cwm Taf University, 7A6 = Aneurin Bevan University, 7A7 = Powys Teaching.

Input cost savings

Our analysis of demand and cost pressures for the first four years of austerity in the NHS
in Wales up to 2015/16 suggests that the service will need to make savings of around £1.2
billion in 2013/14 prices. We estimated that almost two thirds of these savings will come
from one-off reductions in the real-terms cost of two key inputs to health care: the pay of
the workforce and the prices paid for prescription medications. It is worth noting that the
change in workforce pay is a direct effect of the financial crisis and associated recession
(through the depression of private sector wages). But the reduction in unit costs for
prescriptions is not, so these savings would have occurred anyway.

The government has set out its approach to public sector pay up to 2015/16. As part of
this, NHS employees in Wales will see further falls in their real-terms earnings. Beyond
2015/16, it will be very difficult to continue to hold down real-terms pay, with average
annual earnings projected to be 1.3% lower in real terms than in 2010/11. NHS pay

is set in a very different way from pay in most of the private sector, as it is determined
by national, independent pay review bodies that take into account a range of factors,
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including the government’s view of affordability. Despite these very different pay-setting
mechanisms, trends in NHS pay are linked to long-term wage trends for comparably
skilled workers in the wider economy. Since 2008, real earnings across the economy
(public and private sectors) have been falling. The OBR has forecasted real earnings
growth up to 2018 (OBR, 2014). These forecasts suggest that whole economy earnings
will not start to outpace whole economy inflation (the GDP deflator) until 2015.

Table 6.1 shows the OBR estimates for UK-wide whole economy earnings from 2015

to 2018.

Table 6.1: OBR forecast for UK whole economy average earnings growth,

2015 to 2018

Year 2015 2016 2017 2018
Nominal increase in whole 3.2% 3.6% 3.7% 3.8%
economy average earnings

GDP deflator* 1.6% 1.8% 1.9% 2%
Real increase in whole 1.6% 1.8% 1.8% 1.8%

cconomy average earnings

* A measure of general inflation in the domestic economy, usually expressed in terms of an index figure.

Further reductions in pay beyond 2015/16 would be difhcult for the government to
implement without impacting on recruitment and retention (Institute for Fiscal Studies,
2013). In our analysis we have therefore assumed that the average earnings of NHS staff
in Wales will start to increase in 2016/17, rising by 2.2% a year in real terms. This will
lead Welsh NHS staff pay to follow a very similar path to earnings growth across the
whole economy. We have made no allowance for additional ‘catch-up awards’ for NHS
staff to restore the real-terms value of the earnings. There is clearly a risk of such awards,
but research suggests that by 2015/16, public sector earnings, while lower in real terms,
will not have fallen behind their private sector counterparts, reducing the need for catch-
up awards to deal with recruitment and retention problems (Cribb, 2013).

With regard to prescriptions, the reduction in cost per prescription that has occurred

in Wales is not unique to Wales; it has occurred in each of the four countries of the UK
(Figure 6.4). However, the reduction has been greatest in Wales (a 5.8% a year real-terms
reduction in the cost per item, compared with 5.2% in England and 3.4% in Scotland).

The reduction in cost per item is largely the result of a significant number of high-volume
products, such as statins, reaching the end of their patent protection, so that generic
products are a growing share of dispensed medicines. Research undertaken by the Office
of Health Economics suggests that across the UK the cost of primary care prescribing
will continue to fall in real terms up to 2015, after which it will be broadly flat to 2018
(O’Neill and others, 2014). Our modelling work shows unit costs of drugs dispensed in
the community continuing to fall to 2015, although at a slower rate to that observed up to
2010. The true extent to which drug spending can fall at such a rapid rate for another five
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Figure 6.4: Net ingredient cost per item prescribed in the UK between 2003/04

and 2011/12
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Note: Data for Northern Ireland for 2011/12 were not available at the time of writing.

years is uncertain and presents a risk to the health budget up to 2015. We have assumed
that after 2015 the unit cost will stabilise and grow in line with whole economy inflation.

We observed a fall in the number of outpatient appointments and non-elective inpatient
admissions per person a year between 2010/11 and 2012/13, alongside a reduction in

the average length of stay for all inpatient spells. At the same time, there was an increase
in the number of elective inpatient admissions, largely driven by an increase in day case
admissions. We estimated the potential for further savings from improved acute sector
efficiency by assuming that these trends continue up to 2015/16. We assumed that it is not
feasible to realise the full unit cost of this reduced activity as a saving to providers, given
the evidence on the nature of hospitals’ costs — many of which are fixed (Department of
Health and NHS Confederation, 2010). Instead we factored in a saving equivalent to

the variable cost component and one third of the semi-fixed element of cost by 2015/16.
We later explored the impact of releasing the remaining two thirds of semi-fixed costs

by 2025/26. In essence, these semi-fixed costs are the cost of staff required to deliver the
activity. Following the publication of the public inquiry report into Mid Staffordshire
NHS Foundation Trust (Francis, 2013), there has been a focus on the numbers of frontline
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staff employed in NHS hospitals (Thorlby and others, 2014). The result of this may be
that the NHS in Wales will look to increase staff numbers, and so potential savings from
reduced activity may be even more difhicult to realise in practice.

Efficiency improvement in the Welsh NHS

The scale of the funding challenge implied by our demand pressures will depend not only
on decisions about the level of NHS funding in Wales, but also crucially on the rate of
efficiency improvement of the NHS in Wales over the coming years.

Across Welsh acute hospitals, the last two years have seen:

e anincrease in the rate of day case operations

e afallin the average length of stay for inpatient spells

e areduction in the ratio of first to follow-up outpatient appointments

e lower rates of emergency admissions.

In the English NHS these were all metrics used in the ‘Better Care, Better Value’ (NHS
Institute for Innovation and Improvement, 2012) series as indicators of improved hospital
efficiency. Our estimates for the size of the potential cost savings in Wales by 2015/16 are
based on these observed changes between 2010/11 and 2012/13. We have shown that if
these trends can be maintained up to 2015/16, they will contribute towards, but not fully
close, the projected funding gap.

Beyond 2015/16, we have seen that even in our most optimistic funding scenario, whereby
Welsh NHS funding grows in line with forecast GDP growth, further efhiciency savings
of 1.5% a year in real terms would be required on top of those made between 2010/11

and 2015/16. This is below the trend rate of potential productivity growth across the
whole economy, which is estimated at 2% a year (OBR, 2014). In our worst-case funding
scenario, the rate of efficiency growth requirement to bridge the funding gap would be
5.8% a year, which is several times greater than the whole economy trend rate

of productivity improvement.

The scope for high rates of productivity improvement is generally considered more limited
in the health sector than the economy as a whole due to the labour intensive nature of
health care (Baumol, 2012). Notwithstanding this, NHS productivity has been improving
over recent years. The ONS estimates that across the UK, NHS productivity rose by 0.5%
a year between 1997 and 2010 (Pope, 2013). More recent estimates for the English NHS
show a higher rate of productivity growth at an average of 1% a year since 2005, but most
notably productivity between 2010 and 2012 increased by just over 2% a year (Bojke and
others, 2014). It remains to be seen whether this level of productivity can be sustained
over a longer time period.

There may be other potential areas for productivity improvement. A study by the Health
Foundation for Monitor (the NHS financial regulator for England) suggests that across
existing services in England there is scope for further productivity savings (Churchill and
Dixon, 2014). But although saving opportunities were identified, they could not bridge
the gap between pressures increasing at around 4% a year and a flat real-terms funding
settlement in the longer term. Figure 6.5 shows the sources and scale of productivity
improvements and financial savings in England under a flat real-terms funding scenario,
which results in a funding gap of £30 billion up to 2021/22.
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Figure 6.5: Sources of potential NHS productivity gains and savings in the English

NHS t0 2021/22
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For this report we have not explored a scenario whereby the trend in the number of
consultations at GP practices changes substantially from the pre-2010/11 trend, due to a
lack of evidence on which to base an assumption. There are fewer whole-time equivalent
GPs per 1,000 population in Wales than in England and Scotland (Bevan and others,
2014). This provides one example where there may be scope to reduce the overall cost
burden on the Welsh NHS through additional investment in primary sector services, to
reduce activity from the relatively more expensive acute sector.

The strategy for productivity improvement in Wales was set out by the Minister for
Health and Social Services through the implementation of ‘a prudent health care
approach’ (Drakeford, 2014, p. 9). In addition to principles for avoiding waste, this would
require ‘minimum appropriate intervention’, whereby ‘treatment should begin with

the basic proven tests and interventions, calibrating intensity of testing and treatment
consistent with the seriousness of the illness and the patient’s own goals’ (2014, p. 10).
The Bevan Commission (Mansel and others, 2013) advised that the best outcomes can be
achieved for Welsh patients by ensuring that:

e health care fits the needs and circumstances of the citizen
e waste and harm are actively avoided
o care that brings little or no benefit is abandoned

o limited financial resources that can be drawn on are fully exploited.
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The ‘1000 lives’ White Paper (MacArthur and others, 2012), published in 2012, provides
a series of local initiatives that are being used to save money while providing a higher
quality of service through measures such as enhanced recovery after surgery, and early
supported discharge following stroke. Although the quoted value of savings is small in
relation to the total funding gap (around £1 million a year was saved by one health board
through re-organising the delivery of continuing health care), they demonstrate that in
Wales — as in England - there is scope for further productivity improvement within the
current system.

Our results suggest that, if input costs can be reduced in real terms as planned, and
current rates of productivity improvement continue, the NHS in Wales should be able

to reduce spending to within 4% of the planned budget by 2015/16, but there would still
be a funding gap of £220 million in 2013/14 prices. If funding were to continue to be
held below inflation after 2015/16, unprecedented and unidentified productivity gains
would be required at a rate greater than those we have estimated will be achieved between
2010/11 and 2015/16. These would need to be sustained for a period not seen either in the
history of the NHS or in other countries.

If Welsh NHS funding grew in line with GDP for the decade after 2015/16, further
sustained productivity growth of around 1.5% would be required. This is above the UK
trend, but in line with evidence from studies of recent short-term trends in the English
NHS, although we do not know how long the English NHS will be able to maintain this.
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