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Executive Summary
To support the extension and increased flexibility of the free entitlement for 3 and 4 year-olds and to address inconsistencies in how the offer is currently funded across the maintained and PVI sectors, the government announced in June 2007 that local authorities (LAs) will be required to use a single local formula for funding early years provision in the maintained and PVI sectors from 2010-11. The task is to arrive at hourly funding rates for the ‘free entitlement’ to early years care.   

This report sets out the steps taken, and the resultant findings, in securing an understanding of childcare provider ‘hourly unit costs’ in Kent in both the maintained and private, voluntary and independent (PVI) sectors. 

In-depth interviews were held with 38 representative providers from across the complete range of early years provision within maintained schools, sessional pre-schools, full day care nurseries, childminders and childcare in children’s centres.

Detailed analysis of childcare operations in the County has revealed that key issues such as the size of settings, their occupancy rates, and the operational and regulatory requirement around minimum staffing levels has real consequences for staff:child ratios in practice. For example, a 24 place pre-school with full occupancy in theory requires just three adults to meet the minimum 1:8 staff:child ratio. However, in practice five members of staff are invariably used in managing the ‘free flow’ between indoor and outdoor spaces – two indoors, two outside, and one to take children to the toilet and manage kitchen duties etc. This gives a 1:4.8 ratio - the average achieved for three and four year old care in this cost analysis. 

There are some advantages to having this ‘headroom’ in the ratio. Most providers reported that they were able to accommodate a number of children with a range of special educational needs (not complex needs) into the normal running of the setting without any addition to staff numbers. Additionally, most providers reported that members of staff were able to carry out the planning of activities, recording of child observations and other record keeping within normal hours at the setting. However, staff planning meetings most usually take place outside normal opening times as it is not possible to take all the staff involved in the meetings out of the ‘live’ environment at once.

Childcare provision has been analysed by type of provision (e.g. sessional care, full day care, childminder, children’s centre), type of provider organisation (e.g. private, voluntary, independent, maintained) and location of settings (urban, rural, coastal, areas of deprivation). The size of setting varies in this sample from 16 childcare places to 136 places. Perhaps, inevitably there are wide variations in unit costs reported. This could help explain the current dissatisfaction among providers with the current ‘one size fits all’ single value nursery education funding level.  

Some full day care providers – open for less than 7 hours per day - exhibit the same characteristics in their operation and cost structures as sessional care providers, rather than day care provision which is open for 10 or 11 hours daily. We have referred to these settings as ‘extended’ day care.

The average hourly unit cost for all early year’s provision in the financial year 2009-10 has been calculated at £4.04 per hour. Within this average there are many variables according to type of provision, size of provision, provider organisation and so on. The cost of full day care provision in children’s centres appears to be well below the average for other day care provision from the available data collected; some further investigation may be required to understand why this may be the case. The unwillingness of childminders to participate in this work has undermined the value of the results around this type of provision.
So called ‘free’ resources – i.e. volunteer staff and other resources in voluntary organisations - as they were reported by providers in our sample were valued at market rates and would add an additional £0.09p to voluntary providers average unit cost should they need to be paid for, perhaps in the event of a change of ownership. 

The analysis of reported costs has shown that the maintained sector has significantly higher costs than the PVI sector, but this appears to be in large part as a result of allocating costs across the total school / early years activity, rather than managing costs strictly in accordance with the resources utilised.

The average unit cost across urban, rural and coastal locations is subject to only the minimum of variation in value in the PVI sector. However, maintained sector settings in this sample are situated in rural and coastal locations and their higher costs have a significant impact on these figures. Therefore, the higher costs exhibited in rural and coastal locations would not appear to be as a direct result of their location, but rather the nature of the provider organisation.

Size (capacity), occupancy levels and the ability to achieve good utilisation of staff and staff:child ratios are usually the biggest factors influencing unit cost.

The DCSF are keen to incentivise improvements in the quality of provision by means of the single funding formula. Consequently, this investigation has considered existing relationships between Ofsted inspection outcomes and the qualifications of staff employed in the various settings, their rates of pay, and ultimately what effect these may have on the unit costs of the providers in this sample.

Those childcare settings enjoying the highest Ofsted ‘scores’ – i.e. Outstanding or Good – invariably have the highest numbers of qualified staff, pay the highest salaries to employees, and consequently tend to have higher unit costs. 

If this type of incentive were to be used to promote increased quality in Kent’s early year’s provision, there is a question about how this might best be achieved; by rewarding providers and / or settings who attain a ‘good’ or ‘outstanding’ Ofsted – or by incentivising the providers to sign-up to quality improvement initiatives and / or send employees onto leadership and management courses or to increase employees qualifications, for example.    

Whilst the current ‘single value payment’ of Nursery Education Funding (NEF) for everyone is not necessarily representative of the actual unit cost of any of Kent’s childcare providers – it just being an historically arrived at figure which has undergone inflationary revisions over the years, any change to an alternative method of calculation will inevitably see ‘winners and losers’ in terms of payments received. 

This report attempts to achieve a good understanding of provider’s current costs, and proposes that as a first priority a number of sustainable ‘cost models’ are developed from the data collected representing the different types of provision. Future changes to the ‘free entitlement’ – the extension to 15 hours, introducing ‘flexibility’ into its delivery – together with the aspiration to make higher qualifications and graduate leaders mandatory in settings, for example, will almost certainly change the cost base of most provision. The introduction of a ‘single funding formula’ will need to support providers make the necessary changes to their operations. Before launching any new funding formula it should be subject to an impact assessment for stakeholders in the provision of the ‘free entitlement’.

1. Background to the report

1.1 As part of its reform of Early Years funding, central government requires all local authorities to have a formula-based approach to the funding of the free entitlement to early years provision by April 2010. To support the extension and increased flexibility of the free entitlement for 3 and 4 year-olds and to address inconsistencies in how the offer is currently funded across the maintained and PVI sectors, the government announced in June 2007 that local authorities (LAs) will be required to use a single local formula for funding early years provision in the maintained and PVI sectors from 2010-11 and encouraged LAs to introduce the formula from April 2009 wherever possible. 
1.2 The Department for Children, Schools and Families (DCSF) has issued guidance – Implementation of a single funding formula for early years, interim guidance for local authorities July 2008 -  recommending a staged approach to the development of a single local formula which includes understanding the costs incurred by providers in delivering the free entitlement to early years provision.
1.3 Currently, payments of Nursery Education Funding (NEF) are made to the private, voluntary and independent sectors (PVI) – whatever the type of provision (e.g. sessional, full day care etc) - by means of a ‘one size fits all’ single figure amount of £3.60 per hour for the financial year 2008-9.
1.4 Kent County Council and the Kent Early Years Sub-Group has commissioned this investigation and report into the costs attaching to the delivery of childcare, and most particularly the cost of provision for three and four year olds receiving the free entitlement, as the precursor to developing a funding formula to be applied across the county to childcare providers – taking into account those factors which are found to be key determinants of cost. 
1.5 The DCSF has issued guidance (as above) stating that the development of a single formula should:

· Support effective and efficient distribution of resources at a local level 

· Facilitate greater flexibility of provision so that parents have greater choice in how they use the free entitlement; 

· Preserve diversity and choice in the market; 

· Incentivise improvements in the quality of provision. 

1.6 This investigation and report has sought to collect and collate data such that it is able to 
inform choices which preserve the integrity of these aims. 

2. Process and methodology

2.1 Kent Early Years Sub-Group had previously invited private, voluntary and independent (PVI) childcare providers in the county to volunteer to take part in some detailed work in establishing costs in the delivery of childcare across different types of provision. There were 51 positive responses to this request. From this, it was decided that a sample of around 40 – a sample size representing 6% of the total of the PVI sector in Kent - would be sufficient to establish ‘typical’ costs. 

2.2 In addition to the PVI providers, KCC requested that the same exercise be carried out on a similar sample size (i.e. 6%) of maintained schools in the county. Three schools were nominated to be included in this investigation.

2.3 A series of ‘focus group’ meetings was held with a sample from across the provider spectrum to establish the range of issues providers felt impacted on their costs. From these an interview format, list of questions to be asked and topics for discussion was drawn-up to guide investigations into the costs attaching to childcare provision. This document has been used for the guidance of the interviewer and for the recording of data and information during interviews, and is not a questionnaire to be completed by the provider (See Appendix A).

2.4 A total of 47 providers were approached to participate in the exercise – 43 from the original ‘volunteer’ PVI provider list as provided by KCC - with the addition of three maintained sector schools, and an additional independent school. In all, we were able to complete the process with 38 of these. Eight providers were unable or unwilling to complete the process, and one dataset could not be validated.

2.5 Providers taking part in the investigation were sent a one page form to complete setting-out their costs over a 12 month period (see Appendix B). This provided the basis for discussion at the subsequent interview stage of the process.

2.6 Individual one and a half hour interviews were set-up with the providers to establish the basis on which cost data submitted had been arrived at, and to facilitate a more detailed understanding of the operations that were driving the costs.  

2.7 Expenditure data was collected from each provider from a combination of the previous year’s final accounts, current year-to-date performance, year-end forecasts and next financial year budgets – as appropriate and / or available. Where expenditure for 2009-10 has not yet been budgeted, a 3% increase has been built in to costs. All early years and childcare cost figures in this report (and appendices) relate to expenditure in the financial year 2009-10.

2.8 Expenditure in a given 12 month period has been established for each provider. A ‘unit cost’ for ‘one hour of childcare’ has been calculated for each age group accommodated at the particular setting – i.e. 0-2 years, 2-3 years, and 3 and 4 year olds - as appropriate, as well as the ‘overall unit cost’. 

2.9 All providers were asked what difference it made to the cost of 3 and 4 year old provision whether a child was attending under the ‘free entitlement’ or fee-paid childcare. Without exception all agreed there was no difference, and that inclusive care and education was now embedded into practice under the Early Years Foundation Stage (EYFS). The extension of the ‘free entitlement’ – to be offered in a ‘flexible’ way throughout the day -required a ‘seamless offer’. Therefore, no distinction is made between the costs attaching to ‘funded’ and ‘non-funded’ hours in this analysis.

A number of ways of arriving at the unit costs were explored. In order to maintain 
consistency of approach and results, and avoid some of the distortions inherent in the application of some of the methods, the following calculation was employed in all cases:

· Room-based staff costs have been apportioned in accordance with average staff numbers operating in the different child age groups and / or rooms – based on actual child numbers attending.

· All other operational costs (e.g. management / admin staff, premises and building costs, nursery consumables) have been apportioned between child age groups and / or rooms in accordance with the registered number of children – providing the ‘best match’ with allocation of resources in the setting.

This analysis has sub-divided full day care settings into two categories of day care – Extended Day Care and, Full Day Care. For the purposes of this report, Full Day Care refers to settings offering 7 hours or more of continuous care each day. Extended Day Care refers to settings offering less than 7 hours care per day. 

Staff pay rates per hour have been collected for each setting investigated. Average rates of pay for childcare employees are included in this report.
2.13
In addition to cost data, staff qualifications attained – both qualification levels and numbers - have been recorded by setting – allowing the opportunity to investigate as follows:

· the relationship between qualifications and pay

· the relationship between qualifications and Ofsted Inspection Report outcomes

A suggestion has been made by the DCSF that ‘quality’ outcomes may be one useful measure in apportioning Nursery Education Funding under the ‘Single Funding Formula’.

Data has been collected, collated and analysed under the following categories: 

a) Type of provision

· Sessional 

· Extended day care

· Full day care

· Children’s centre

· Childminding

b)  Provider (ownership or organisation) type:

· Maintained school

· Independent school

· Private 

· Voluntary

c) Area / county district:

· Dartford

· Gravesham

· Sevenoaks

· Tonbridge & Malling

· Maidstone

· Tunbridge Wells

· Ashford

· Swale

· Canterbury

· Shepway

· Dover

· Thanet

d) Location:

· Urban / suburban

· Rural

· Coastal

· Deprivation

2.15

All providers taking part in this investigation have been assured of complete anonymity due to the confidential – and potentially competitively sensitive – nature of the disclosures made. No individual data sheets are included with this report.
3. Provider sample and ‘profiles’

3.1 The sample of 38 childcare provisions in this investigation was made up as follows:

· 14 sessional

·   8 ‘extended’ day care

· 10 full day care

·   5 children’s centres

·   1 childminder

3.2 The same sample is represented by different organisation types:

· 18 private settings

· 15 voluntary settings

·   2 independent settings
·   3 maintained schools
3.3 The location of these provisions can be described as below:

· 21 urban / suburban 

·   9 rural

·   8 coastal

3.4 The following profiles set out the key characteristics of providers in this investigation:

3.4.1 Sessional provision:

· One or two 2.5 / 3 hour sessions daily 

· Operating out of one room 
· Typical place numbers = 20 – 26 

· Staff per session 4 – 5 

3.4.2 ‘Extended Day’ provision:

· One or two 2.5 / 3 hour sessions daily – ‘bridged’ by lunch club 

· Open for less than 7 hours daily – usually 38  weeks of the year 

· Operating out of one room 
· Typical place numbers = 20 – 26 

· Staff per session 4 – 5 

· Often sessional demand for childcare places 

3.4.3 Full Day Care provision

· Open 10 – 11 hours daily – all year 

· Increased child age profile – i.e. 0-5 years 

· Sells places on ‘per day’ / ‘ per half-day’ basis – rather than sessions 

· Sole use of premises 

· Increased flexibility in utilisation of staff 

4. Key findings relating to costs

4.1 Key factors affecting the cost of childcare delivery

This investigation has revealed a number of key factors affecting the ‘unit cost’ of childcare provision:

4.1.1 Capacity 

The size of the setting as measured by the total number of childcare places available at a setting. It is difficult to obtain economies of scale in small settings. This is particularly limited by the regulations on meeting minimum staffing levels and staff:child ratios.  

The smallest setting in the sample was 16 places, and the largest 136. The smallest number of three and four year-old places at a setting was 16, and the largest 40.  
4.1.2 Occupancy 

This is the number of children actually attending a setting in relation to the capacity available. Occupancy can be compared to the volume output achieved on a factory production line; there will be a reduction in the amount of materials used (i.e. consumables such as paper, colouring pens, play dough etc) if fewer numbers are produced (i.e. fewer children attend), but critically, it is the degree to which overheads can be varied which will have an impact on the unit cost. 

Staff and premises costs, accounting for 84% of all costs in our sample, are usually ‘fixed’ in the normal course of current operations. Minimum staff numbers are required for a setting to both function at a basic ‘safe’ level and to operate within the prescribed regulatory framework. Low, or reducing, occupancy levels has the effect of increasing the cost of producing each unit of childcare produced – sometimes quite dramatically.

In the case of childcare, the number of units sold is exactly the same as the number of units of production. An hour of childcare is a ‘perishable’ commodity; once that particular hour has gone – it has gone forever. It cannot be stockpiled and sold on another occasion – unlike a physical product made on a factory production line. In this respect, childcare has much in common with the operation of an airline or train operator; carrying ‘unsold’ or empty capacity is a very expensive practice. 

For this reason we have attempted to capture each hour of ‘purchased’ childcare in a daily childcare ‘slot’, rather than count slots as full-time where only part of the day has been utilised (unless the full day has been paid for, of course) which can distort true occupancy levels and true unit cost. The lack of consistency in the way providers record occupancy presented challenges in the collection of data. Individual sample registers across the year have been interrogated in a number of cases in an attempt to obtain more accurate data. 

The average occupancy reported in this sample is a little over two-thirds at 70%.

4.1.3 Staff ratios – in practice 
When asked, nearly all providers in this sample reported that they planned their staffing rotas around the minimum standards as laid down by the DCSF and policed by Ofsted – that is, one adult to eight children of  three and four years old. In only one setting was this found to be the case in practice. On average, a ratio of 1:4.8 was achieved in this sample.

	Overall average 3 & 4 y/olds
	1:4.8

	  
	 

	 Sessional care
	1:4.8

	Extended day care
	1:4.7

	Full day care
	1:4.9


Table 4.1 Average ratios achieved in practice in the sample – 3 & 4 year olds only
The average adult:child ratio achieved in the full day care sample above is somewhat lower than might have been expected. It is difficult for sessional and extended day care settings to fully utilise the ratio because of size. The larger day care settings achieved around a 1:6 ratio, but 8 of the 14 day care settings in this sample are less than 40 places – which is generally small for day care settings and explains why, on average, their places for three and four year olds are slightly less than sessional groups at 24 places.  
4.1.4 Employee rates of pay 
Typically, staff costs for the sector represent 65-80% of total costs in childcare settings. On average in this sample, staff costs equate to 75% of all costs. Paying just a small premium above the local market rate on staff salaries / wages can impact significantly on costs.

4.2 How the key factors affecting the costs of delivering childcare impact on the 
       different types of provision

4.2.1 Sessional settings:

· Sessional settings are the most vulnerable to all of the above factors. In our sample a 16 place pre-school, with 100% occupancy has a unit cost of £4.90. Two adults employed (i.e. maximising the 1:8 ratio) are not able to manage both inside and outside space safely, deliver the curriculum, manage observations and organise food and drinks. The setting operates with a minimum of 4 staff – giving a ratio of 1:4. The setting cannot increase its occupancy (full already), its capacity (restricted by the size of the building), nor reduce staff numbers (operationally unsafe).

· The best performing ratio of a sessional setting in this sample is at 1:6. The setting in question has 45 places and achieves a unit cost of below £3.00 per hour.

· The average ratio of all sessional settings in this sample is 1:4.8

· With one exception, no sessional setting with less than 30 places achieved a unit cost per hour below £4.00. 

· It is usual for these settings to take a few 2 year-olds in the mix of children where vacant spaces permit. This can be done easily within the existing adult:child ratio.

· The average number of places is 25.7

· The average occupancy is 75%
4.2.2 Extended day care settings:

· In large part, extended day care settings share the characteristics of sessional pre-schools rather than full day care settings. All but one operate from just one room, they do not accommodate 0-2’s, and they take 2 year old’s on the same ‘ad-hoc’ basis as sessional pre-schools. They have ‘bridged the gap’ between the morning and afternoon pre-school sessions with a lunch club.

· The average ratio of all extended day care settings in this sample is 1:4.7 

· The average number of places is 26.5

· The average occupancy is 75%
 4.2.3 Full day care settings:

· Full day care settings usually operate to a different business model to the aforementioned sessional and ‘sessional-type’ settings. The day care on offer is for all age groups 0-5 years, and is usually offered on a full day or half-day only basis – rather than sessions. 

· The day care settings in this sample are generally larger than the sessional settings and are able to benefit from economies of scale (limited though these may be in childcare). They are able to move staff flexibly from one room to another as the operational requirements of the business dictate – making better use of adult:child ratios. 
· The average number of all age group places in full day care settings in this sample is 42

· The average number of 3 & 4 year-old places at full day care settings in this sample is 24

· The average occupancy is 62%. 
4.2.4 Day care in children’s centres:

· The children’s centres in this survey are all operated by the voluntary sector. None has as yet made a surplus. Most are operating in a deficit position.

· Salaries and wages are higher than the norm in the sector.

· The Average occupancy is 55%.

4.2.5 Early years and childcare provision in maintained schools

For the schools invited to participate in this investigation, there was the additional challenge of having to identify costs specifically relating to the nursery or pre-school activity and separate these out of the school activities and expenditure as a whole which is funded from an ‘allocation’ of monies largely arrived at based on pupil numbers.

Adding up the costs of the different resources input into the nursery provision as a result of this exercise has produced some surprises for those involved about the high level of
expenditure on their early years provision. This can have a disproportionate effect on some of the results in this report – particularly where there are small numbers of providers in a sub-set of the sample. To counter this effect, where appropriate we have published two sets of results – i.e. with and without the maintained sector included.

4.2.6 Settings operating from a single room only

96% of sessional and extended day care settings were found to operate from just one room only. They predominantly cater for three and four year olds. On average the number of two year olds attending per setting is just three (16% of the total children attending sessional or extended day care settings), with one-third of these settings taking no two year olds at all.

These two year old children are accommodated to take up otherwise vacant places, to accommodate siblings of three and four year old children already attending, and to help provide the setting with a minimum number of children when the rising 5’s leave (often in one ‘hit’) to attend primary school, helping to ‘smooth’ demand.

There are no additional costs in accommodating two year olds - over and above three and four year olds – as settings already have adequate staff numbers in place to take extra children and most are already operating at closer to the minimum 1:4 ratio required for two year olds anyway.    

As is the case in practice, we have not varied the costs attaching to children attending sessional or extended day care in one room settings in the analysis which follows.

However, chapter 6 of this report considers an alternative methodology in arriving at the unit cost of childcare in single room settings by attempting to allocate costs by age range by applying a revised (but subjective) staff:child ratio by allocating staff against particular groups of children (by age). 

4.3 Childcare costs – 2009/10
4.3.1 All early years and childcare cost figures in this report relate to expenditure in the 

financial year 2009-10.

4.3.2 No adjustment for financial surpluses or deficits has been made to cost data. Existing surpluses or deficits have been rolled into 2009-10 calculations. 
4.3.3  Average unit costs across all age groups (0-5 years) by type of provision 
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Fig. 4.3 Unit costs for 0-5 years places
Table 4.3
	 
	FDC
	EDC
	Sessional
	Childminders
	CCs

	0-2 's
	£4.69
	n/a
	n/a
	£3.34
	4.64

	2 year olds
	£4.71
	£4.04
	£4.55
	£3.34
	3.55

	3 & 4 Year Old Costs
	£3.77
	£3.95
	£4.27
	£3.34
	3.05


4.3.4 This investigation has highlighted the range of possible unit costs incurred by different providers in delivering the ‘free entitlement’. Fig. 4.3 below shows the range of cost values recorded across all types of provision in this sample – from the lowest at £2.24 to the highest at £9.69. Even if values at the extremities are discarded, the range extends from £2.51 to £5.50.
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            Fig.4.3
4.3.5 The average unit cost of delivering one hour of childcare in 2009-10 for 3 and 4 year olds across all settings in the sample analysed is £4.04.  This average varies by type of provision as under:

	Sessional Care
	£4.27

	Extended Day Care 
	£3.95* (*excludes data from one maintained setting which is distorting the        overall picture)

	 Full Day Care
	£3.77

	Children’s centres
	£3.05

	Childminder
	£3.34


4.4 The ‘median’ as the childcare cost indicator for 3 and 4 year olds
In view of the wide range of cost values found for the provision of 3 and 4 year old childcare, we have considered ranking these values – then selecting the mid-point or ‘median’. A comparison with the previous arithmetic average results is shown below: 
	3 and 4 year old costs
	FDC 
	EDC
	Sessional
	CM
	CC 

	Average cost
	£3.77
	£3.95
	£4.27
	£3.34
	£3.05

	Median position
	£3.34
	£4.00
	£4.37
	£3.34
	£3.17


It can be seen, however, that the results are very close - with the exception of the full day care figure.

4.5  Average cost of 3 & 4 year old provision by type of organisiation

The chart below shows comparative costs of provision in the private, voluntary, independent and maintained sectors. 
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Fig. 4.5
	 
	Voluntary 
	Independent 
	Maintained
	Private

	Average 'unit' cost
	£3.62
	£4.54
	£6.33
	£3.94


4.6 Average unit cost by location type

4.6.1 Providers have been grouped together by ‘location type’ – i.e. urban / suburban, rural, coastal and additionally, those operating within designated areas of deprivation.

4.6.2 The average unit cost appears significantly higher in rural and coastal areas of the county. 
4.6.3 The average unit cost across the PVI sectors in urban, rural and coastal settings is remarkably similar. Deprived areas have the lowest unit cost at £3.51; this seems at odds with a general perception in the sector that providing childcare in these locations attracts additional costs.
4.6.4 The schools in this sample are situated in rural or coastal locations. Typically school unit costs have been at the higher end of costs recorded and have a disproportionate effect on these particular results, raising the average unit costs significantly – see Table 4.6 below.
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             Fig. 4.6    Average ‘unit cost’ by type of location
	 
	Urban
	Rural
	Coastal
	Areas of Deprivation

	Average unit cost (Inc. maintained)
	£3.81
	£4.48
	£4.12
	£3.51

	 
	 
	 
	 
	 

	Average Unit cost (exc. maintained)
	£3.81
	£3.83
	£3.94
	£3.51


             Table 4.6   Average ‘unit cost’ by type of location
4.6.5 Whilst maintained schools tend to have higher than average costs in this sample, we should also consider the effects that both the size (i.e. capacity) and occupancy levels may have on the respective results in location types considered.

	 
	Cost
	Places
	Occupancy

	coastal
	£3.94
	40
	50%

	rural
	£3.83
	30
	66%

	urban / suburban
	£3.81
	32
	76%

	deprivation
	£3.51
	40
	59%


Table 4.6.5   Relationship between unit cost, size (places) and occupancy – PVI only
4.6.6 In Table 4.6.5 above, on average coastal settings are amongst the largest in this survey at 40 places, occupancy is the lowest at 50% and the unit cost is the highest. 

4.6.7 Rural settings are the smallest in size on average, are two-thirds full (66% occupancy), yet still achieve an average unit cost on a par with urban / suburban settings with occupancy rates which are the best in this survey. 

4.6.8 Settings in areas of deprivation are amongst the largest in the survey (40 places on average), have one of the lowest occupancy rates, yet still produce the lowest unit cost.
4.7 Unit cost by Kent Local Authority District

4.7.1 Whilst we have been able to sort the data into local authority districts, publishing any figures is likely to be misleading as the number of providers by district may be as low as one and is therefore unlikely be representative.

4.8 Unit cost and ‘break even’

4.8.1 All providers interviewed were asked whether they knew, or had attempted a calculation to establish, their ‘unit cost’. Just one provider (2.5% of the sample) was able to provide that figure – but subsequent to the interview.

4.8.2 All providers interviewed were asked whether they knew where their ‘break even’ point is? 17 providers (45% of the sample) felt they knew how many units they needed to sell to break even.
5. Analysis of Provider Costs by cost type

5.1 Provider cost data was collected under the following categories:

Staff costs
· Staff salaries (including on-costs) – room based

· Staff salaries (including on-costs) – management / admin / ancillary

Premises costs

· Premises costs

· Utilities

Consumables
· Play / education consumables

· Food, drink, snacks

· Nappies / wipes / toiletries

· Cleaning materials etc

Administration & Marketing (exc. Staff costs)
· Office admin / postage / telephone

· Marketing & promotions

Other

· Transport / trips out

· Other expenses

Capital equipment

Management, audit, legal, banking

Irrecoverable VAT

Retained profit / surplus / reserves

TOTAL COST

5.2 Some notes on the collection and recording of cost data
The range of headings selected is intended to be broad enough to be able to see the key areas of expenditure, but not to be ‘bogged-down’ in the full line-by-line breakdown of those cost areas.

The intention has been to measure each setting on a like-for-like basis wherever possible. However, there are some inevitable differences in the way childcare providers account for their costs due principally to the different  business models employed by type of provision, and their size and scale. 
For example, owner-managed businesses may include their time in general staff costs (and these will, therefore, appear as management staff costs), or may pay themselves a dividend or other non-salary forms of payment (perhaps recorded under ‘retained profits’). Settings which form part of a chain of providers, or are part of a larger multi-faceted organisation may have a management fee (or similar) that is charged to the setting’s account, appearing under the heading ‘management, audit, legal and banking’ in our ‘model’. 
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Fig. 5.2  Type of cost as a proportion of ‘total cost’ across all providers

5.3 Staff Costs
Staff costs are the largest and most significant cost element for childcare providers, representing three-quarters of all costs in the sector. Looking at this in the context of staff:child ratios achieved in practice - i.e. 1:4.8, rather than the commonly assumed 1:8 ratio for three and four year old children – this area of cost is by far the biggest challenge in managing operational costs.

The highest individual provider proportion of staff costs to total costs in the sample is 93% and the lowest 62%. Both examples are sessional providers.

5.4 Premises Costs
Premises costs represent the next largest cost to providers – someway behind in importance at 9% of total costs. The highest individual providers premises cost, as a proportion of total cost is 23%, and the lowest 0.5%; both full day care providers.

There are many reasons why premises costs might vary. This is particularly the case for mortgage payments, where the amount paid (and the division between interest and principal) will depend on the size of the loan compared to the purchase price and the term remaining. In such cases we have tried to estimate the interest element only as the ‘cost’ as there is a residual ‘capital’ value at the end of any accounting period. In the event that the business premises and the private residence of a provider are shared and funded through a single mortgage we have made the appropriate separation in costs, charging only that part of the mortgage payment relevant to the childcare activity to the business.
5.5 Breakdown of cost types by type of provision
The table below provides a breakdown by cost type, and by type of childcare provision. These are expressed as a proportion (or percentage) of total costs to maintain a like-for-like relationship for the purposes of achieving a meaningful comparison. For example, premises costs of £100,000 may seem like a very large sum of money (indeed it is), but it may only be 10% of total expenditure of £1,000,000 – whereas a smaller amount of £10,000 in premises costs, may represent 20% of settings expenditure where total costs are just £50,000.
	Proportion of 'total' cost
	Sessional
	EDC
	FDC (All)
	CC's
	FDC (other than CC's)

	Staff 
	76%
	77%
	75%
	78%
	73%

	Premises
	9%
	7%
	10%
	8%
	12%

	Consumables
	5%
	5%
	6%
	6%
	6%

	Admin/mktg
	2%
	2%
	2%
	1%
	3%

	Other
	2%
	4%
	1%
	0%
	1%

	Capital equip
	1%
	2%
	1%
	0%
	1%

	Mgmt/audit/legal/banking
	2%
	3%
	3%
	6%
	2%

	Profit/surplus
	3%
	1%
	2%
	0%
	3%


Table. 5.5 Cost breakdown by provider type

Staff costs (as a proportion of total costs) are highest in children’s centres, but the lowest cost element in full day care settings (other than children’s centres). 
Conversely, children’s centres have one of the lowest premises cost levels (as a proportion of total costs), whilst other full day care (excluding children’s centres) has the highest.

Profits or surpluses have been expressed as ‘gross’ profit. Just 13 providers, or one third of the sample, declared making any profit or surplus in their last full trading year. Over the last couple of years there have been a number of reports on the childcare sector (including those from the DCSF and industry specialists Laing & Buisson) indicating that something more than half of all providers are operating in deficit. 

The highest level of ‘gross’ profit or surplus recorded in this sample is 13%, one of only five providers recording surpluses above 5%. 

Individual provider surpluses have been included as normal costs in the numbers reported and have produced an average surplus of 2% overall. The numbers do not take account of provider deficits - they merely reflect actual expenditure incurred.   

The following table sets out a comparison of providers in the ‘lower quartile’ (10 providers with the lowest unit costs, making up 25% of the sample), and the ‘upper quartile’ (a further 10 providers with the highest unit costs).

	Comparing the highest and
	Lower
	Upper

	lowest cost providers
	quartile
	quartile

	Average Unit Cost
	£3.09
	£5.74

	Staff 
	71%
	76%

	Premises
	8%
	8%

	Consumables
	7%
	5%

	Admin/mktg
	2%
	2%

	Other
	3%
	1%

	Capital equip
	1%
	2%

	Mgmt/audit/legal/banking
	2%
	3%

	Profit/surplus
	4%
	2%


Table 5.6 Significance of high and low cost elements in overall cost

The average unit cost (at £5.74) of the 10 highest ‘cost per unit’ providers is some 86% higher than the 10 providers with the lowest ‘unit costs’ (at £ £3.09). However;

· Staff costs – the single largest cost element in childcare provision - represent a significantly lower proportion of the total costs of low cost providers when compared to those at the higher end of cost

· Premises costs at 8%, represent the same overall proportion of a provider’s costs at both the high and low ends of the cost spectrum. This is the second largest cost element in the provision of childcare, but it appears not to be a big factor in determining the level of unit cost.

· Slightly above average profits / surpluses (4%) are recorded on average from the lowest cost providers. Slightly below average profits / surpluses (2%) are recorded on average from the highest cost providers.
6. An alternative calculation in respect of childcare delivered in ‘one room’ settings

We have identified that 96% of sessional and extended day care settings were found to operate from just one room only (see chapter 5 – 5.2.6), whilst accommodating groups of both ‘two year olds’ and ‘three and four year olds’.
By allocating staff (and their associated costs) pro-rata by age group of the children - rather than just taking a number of children up to the combined ratio required in a ‘mixed age’ group - it is possible to arrive at different unit costs for the two year olds and then the three and four year olds. 

As this is not usually the way it works in practice the division of staff between the different age groups is subjective, and a number of differing results could be achieved utilising the same data. The significance of this approach is, however, that it raises the level of costs for two year old childcare, whilst reducing the cost of three and four year old provision when compared to the figures set out in chapter 5. Only those settings operating from a single room are affected; settings with different age group children in different rooms are not affected.

Results from this revised calculation are as follows:
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Fig. 6.1
	 
	FDC
	EDC
	Sessional
	Childminders
	CC

	0-2 's
	£4.69
	n/a
	n/a
	£3.34
	4.64

	2 year olds
	£4.71
	£4.36
	£5.61
	£3.34
	3.55

	3 & 4 year olds
	£3.77
	£3.78
	£4.07
	£3.34
	3.05


Table 6.1
In this scenario, the average unit cost sessional three and four year old care falls from £4.27 to £4.07, whilst the average unit cost for two year olds rises from £4.55 to £5.61.

Extended day care three and four year old average cost falls from £4.04 to £3.78, and two year olds rises from £4.04 to £4.36.

The application of this methodology has a number of potential drawbacks:

· Fluctuations in the mix of two year olds and three / four year olds will invalidate the calculation very quickly

· Allocating costs in this way would mean that providers would almost certainly have to raise fees applicable to two year olds in line with these ‘subjective’ cost levels. What would be the impact of increasing fees significantly to two year olds? 

· Should the number of two year olds start to fall due to cost, falling occupancy may increase unit costs placing pressure on nursery education funding. 
7. ‘Free’ resources 

The DCSF has raised the following question in its guidance to local authorities on the ‘single funding formula’:

“Should the model attribute a cost to the ‘free’ resource that many voluntary providers enjoy, for example volunteer staff? It is recommended that LAs should cost ‘free’ resource of this kind at the appropriate market rate as otherwise the level of funding delivered through the formula will be insufficient in the event that the free resource ever becomes unavailable.” 
This investigation has tracked ‘free’ resources and attempted to cost these at market rates. However, these costs have not been included in the findings and cost data in chapter 5, but are set out here so that they are transparent and can be included or excluded as appropriate.

This can be a difficult area. There are voluntary sector providers who rely on the work of volunteers to manage the affairs of the setting, to supply volunteer helpers in the setting, provide fundraisers and who benefit from donated materials and resources.  All of these would have real costs and incur real expenditure should they be withdrawn.

A number of providers thought they were in receipt of discounted rent and / or other premises costs, but it was not always possible to evidence this as no hourly rent levels were published, or there were no other real users of the hall in question.

There are a number of private providers who are benefiting from reductions in rent, utility and service charges but quite often these were ‘traded’ in return for other services. Some costs, particularly premises costs are ‘reduced’ due to the nature of the activity - i.e. childcare, so are not particularly vulnerable should a different provider come along and take over the service delivery.

We have, therefore, only included the costs avoided by the usage of ‘free resources’ in the voluntary sector. This may need to be reviewed in the light of further experience - and where data is available.

· There are 15 voluntary providers taking part in this investigation

· Of these, just six declared that they were benefiting directly from ‘free’ resources on behalf of the setting.

· The range of services enjoyed on a voluntary basis is from just a few hours of time volunteered through to the ‘waiving’ of all property charges and payment of a mortgage by a benefactor.    

· There is £8,630 of volunteer management and staff help, and £9,277 of premises related costs avoided amounting to £17,907 of free resources in this sample in the voluntary sector. This equates to an additional £0.09p per hour on the average unit cost of voluntary providers. 

8. Other issues arising relating to the costs of providing childcare

8.1 Special Educational Needs (SEN)

At the outset, KCC were very keen to find out from providers what the issues might be in providing an inclusive service for children with special educational needs. This was discussed at both the ‘focus group’ sessions and individual provider interviews and can be summarised as follows:

· Children with low-level SEN can usually be accommodated within settings without the need for more staff or resources. This starts to make sense in the light of the adult:child ratio operating at about 1:5 in practice in most settings.

· Most providers reported having a number of children with SEN in their settings currently.
· Occasionally a child will have more complex needs and support – usually in the form of a helper with specific skills – is made available to the setting. However, this can take some time to arrange.

· Often, of course, it is the childcare provider that is the first to identify a child with SEN – any support required comes later.
8.2 Extension to the ‘free entitlement’

All providers were asked the following question:

	What impact do you expect the 'extended' Free Entitlement (i.e. to 15 hours per week) to have on your business? Particularly with regards to:


1. The effect on costs of operation?

2. The reduced opportunity to raise additional fees?

3. Offering the free entitlement flexibly?

Some typical answers:

· “I broadly welcome the initiative. Provided it can be applied throughout the day, it will help parents find time to work and help us ‘smooth out’ the flow of our operation”. 
              Full (‘extended’) day care provider. 

· “We will be able to accommodate the extension – even flexibly – within existing hours, with opportunities to increase our business.”

Full (‘extended’) day care provider 
· “I have to think carefully about numbers of children I accept taking only the ‘free entitlement, otherwise I am left with ‘chunks’ of the day either side of that session I cannot sell. If the extended hours can be used ‘flexibly’,  this may help.
Full day care provider
·  “I only have three hours to offer per session. I currently charge a fee for the final 30 mins of each session – equivalent to the shortfall I would experience from the NEF alone. If I have to offer the full three hours as ‘free entitlement’ – I’m out of business!” Sessional provider  
9. A look at the relationship between quality, staff qualifications, Ofsted inspection outcomes, staff rates of pay and provider costs
The DCSF issued document entitled “Implementation of a single funding formula for early years” – interim guidance for local authorities, issued July 2008 – has set out the case for the introduction of one (or more) flat rate basic payments of nursery education funding to providers, to be ‘topped-up’ with a supplement for meeting a particular local need or as a ‘quality supplement’.
This investigation into childcare costs has gathered data to see to what extent quality, staff qualifications, Ofsted inspection outcomes, staff rates of pay and provider costs might be rationalised into some form of ‘model’ to inform the introduction of a ‘single funding formula’ in Kent. 
The bar chart below looks at the number of qualified staff (levels 2 to 6) at early years settings against the setting’s Ofsted inspection outcome.
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Fig. 9.1 Percentage of qualified staff  (levels 2 to 6) on average at early years settings set against the settings Ofsted inspection outcome 
The chart shows that on average, even those settings obtaining ‘satisfactory’ have 78% of their staff qualified. However, those settings achieving an ‘outstanding’ have 100% qualified staff between levels 2 and 6. There is a tapering of staff qualifications as ‘scores’ drop to ‘satisfactory.

However, qualified staff levels move back up to around 95% in those settings deemed ‘inadequate’. One explanation could be that following an ‘unsatisfactory’ inspection, more qualified staff are recruited to turn the setting around.

We were then interested to see whether those settings achieving higher Ofsted ratings not only had a greater proportion of qualified staff, but whether those qualified were enjoying higher rates of pay, and whether – if this were the case  - this was impacting on the ‘unit cost’ of childcare provision.
At interviews with providers we recorded staff rates of pay. The results are shown below:
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Fig. 9.2  Relationship between rates of pay and Ofsted inspection outcomes 
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Fig. 9.3 Showing 3 & 4 y/old childcare ‘unit cost’ set against Ofsted Inspection outcomes

Fig.9.2 above shows a correlation between the pay rates of staff employed in early years settings and their Ofsted inspection outcomes. There appears to be a clear link between ‘outstanding’ and ‘good’ Ofsted outcomes and better paid staff.
However, Fig.9.3 suggests that there might be a price to be paid in terms of the costs attaching to delivering quality childcare. Unit costs at the ‘outstanding’ and ‘good’ outcome levels are higher than the ‘satisfactory’ level, and considerably higher than at the inadequate level.
When constructing a funding formula in this way, it raises the question whether a higher payment of NEF should be paid as a ‘reward’ for attaining higher quality, or whether money is more productively spent as an incentive to providers to engage with a quality agenda making the process affordable for the provider?      

10. Conclusions and Recommendations

The following table summarises the main hourly cost variables for three and four year old places that have been detailed in the previous sections:
	
	Sessional
	EDC
	FDC
	
	
	Total
	Total
	Total

	
	PVI
	Mtd
	PVI
	Mtd
	PVI
	CC’s
	CM’s
	PVI
	Mtd
	All

	AUC1
	£4.20
	£4.65
	£3.95
	£9.69
	£3.77
	£3.05
	£3.34
	£3.84
	£6.33
	£4.04

	AUC2
	£3.98
	n\a
	£3.78
	n\a
	n\a
	n\a
	n\a
	£3.75
	n\a
	£3.95


Key:
 EDC = extended day care, FDC = full day care, CC’s = children’s centres, CM’s = childminders, MTD = maintained, AUC 1 = Average unit cost (unadjusted), AUC 2 = Average Unit Cost (taking out 2 yr olds from a shared room) 
What this data suggests is that the current ‘single value nursery education payment’ to all PVI providers (£3.76 per hour) falls short of meeting the costs of a number of providers, but at the same time exceeds the costs of a number of others. It is not necessarily representative of the actual unit cost of any of the main provider types – it being an historically arrived at figure which has undergone inflationary revisions over the years. Nonetheless, it is remarkably close to the overall average of all PVI providers examined through this exercise. However, two-thirds of the PVI sample (which includes the total sample of children’s centre providers) have been unable to generate financial surpluses, or even cover their costs in 2008/9.
Some of the findings have been a little surprising. For example, sessional setting’s costs being higher than full day care. This may be due to the fact that in the main children taking the ‘free entitlement’ at day care settings are taking it as part of a bigger or ‘whole day’ offering, and therefore more of the ‘fixed costs’ are spread over more hours, bringing down the overall cost per hour. Should there be any reduction in the number of hours taken by children overall in day care settings then the hourly unit cost can be expected to rise. 
The £4.04 overall average hourly unit cost calculated in this report for the financial year 2009/10 is some 7.5% above the single value sum (£3.76 per hour) notified  by KCC to PVI providers this month. However it must be remembered that the £4.04 average includes high cost maintained providers. Maintained settings currently receive a higher rate than PVI settings. 
Clearly not all of the providers’ costs in delivering the ‘free entitlement’ are being met. The current single hourly rate appears to be underpaying some and overpaying others. It should therefore be no surprise if some providers are reporting financial deficits on current operations, if everyone if paid on an average rate. This current approach places significant strain on the NEF system, and a new formula must aim to re-balance the funding rates to more closely match the higher cost settings and the lower cost settings.

The evidence from this report has identified some key factors affecting provider’s cost:

1. Capacity – the larger the number of childcare places (of all ages) in a setting, the greater the potential to achieve economies of scale

2. Occupancy – the greater the occupancy of the places available, the lower the unit cost

3. Staff:child  ratio’s in practice are a lot higher than the 1:8 minimum allowed within DCSF guidelines. Actual ratios calculated in this research average 1:4.8

4.  The ability to optimise capacity and occupancy levels such that staff to child ratios are maximised is key keeping down the hourly unit cost. Ensuring that the regulations regarding staff supervision of children at all times whilst facilitating ‘free-flow’ access to both indoor and outdoor space as required under the ‘Early Years Foundation Stage’ for example, or supervising children’s visits to the lavatory often requires employing more than one adult to every eight children for it to be workable.

5. Staff costs are by far the largest element (75%) of operational costs on average for all childcare settings. The maintained sector has the highest rates of pay in the sector

Ranking provision by cost – the highest cost first – we see the following:

· Maintained sector provision – ‘sessional’ in nature, with added sessions sometimes. Usually only 26 places. Has the highest staff rates of pay in the sector – and often the most highly qualified staff.

· Sessional PVI provision – short ‘pre-school’ session(s) of care. Usually limited to about 24 places. Often higher staff numbers to manage the sessions in places (and spaces) not designed with childcare delivery in mind – e.g. village/church hall rented by the hour. Staff often low paid.

· Extended day care – short ‘pre-school’ sessions with wrap-around care. Often limited to about 24 places.  Usually an extension to sessional pre-school offering ‘wrap-around sessions’, and as a consequence exhibits many of the same characteristics. Some economies of scale

· Day care – childcare on offer to 0-5 years age groups; usually significantly larger settings – the largest in this sample has over 100 childcare places; able to achieve economies of scale. 

· Children’s centre nurseries – built on a day care ‘model’ for the provision of childcare in areas where there had previously been little or no full day care for working parents. From the evidence collected in this research, children’s centres have the lowest operational unit cost for 3 & 4 year olds. These are, however, relatively young businesses - often yet to establish themselves as self-sustaining concerns. Once firmly established operationally, cost structures may be subject to review; currently, teaching staff and premises costs may be below market rate.

· Childminders – caution needs to be exercised when using the childminder data in this report due to the exceptionally small sample.

With the wide range in cost profiles, this report recommends that the ‘modelling’ of some basic provision types is undertaken with the prime aim of achieving sustainability across as many settings as possible as a first priority. In order to achieve the fairest representation across the board, the types of provision set out above could provide six base models. These models will – as a minimum - need to make some basic assumptions about capacity, occupancy utilisation, numbers of staff and the associated costs

The changes to the ‘free entitlement’ – the extension to 15 hours, introducing ‘flexibility’ into its delivery – together with the aspiration to make higher qualifications and graduate leaders mandatory in settings, for example, will likely change the cost base of most, if not all provision.  

The development of a ‘single funding formula’ should be able to accommodate the application of funding supplements to the simple provision models in support of achieving these changes. Of course, there will have to be a balance between the flexibility required in meeting actual provider costs, and the cost of administering the scheme. 
An impact assessment should be carried-out to assess the likely outcomes of the ‘single funding formula’, prior to implementation. However, when comparing actual costs with what a new funding model would deliver, it has to be recognised that the funding system is unlikely to cover excess costs caused by very low occupancy or very high staff costs that result from poor organisation or planning. At the same time, it may be necessary for the ‘formula’ to take account of the higher costs of delivering childcare in locations where child populations are so small that without enhanced levels of funding being made available the childcare would be unsustainable. 
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