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Abstract

Following the dramatic rise and the devastating, yet inevitable, correction of share-
prices for Technology- and Internet stocks on all international stock markets in the year
2000, investors are returning to value companies in the ‘Old Economy’. However, the
currently weak economic situation world-wide demands careful consideration and
analysis of market places, sectors and positioning of the individual companies. The
United Kingdom, with its traditionally low beta stock market, offers a variety of
comparatively safe investment opportunities. In particular, the UK non-cyclical Health
sector appears attractive in a market place, where falling interest rates and low

inflationary pressure are mirroring an economic slowdown.

The Health sector is usually perceived to have its greatest growth opportunity in an
ageing population. However, there are numerous other external influences, which could
benefit companies in this sector enormously. A growing market size, the government’s
attempt to restore confidence in the NHS and a variety of social trends are potentially

high growth drivers.

The rationale behind the selection of the four companies lies in the diversity of the UK
Health sector. A recruitment company, a hospitals group, an over-the-counter producer
and a biotechnology company were chosen in order to outline the different activities

pursued in this sector.

The purpose of the following chapters is to describe the external and internal
environment of these four diverse representatives of the UK Health sector and to
analyse whether these coﬁpanies are sufficiently well positioned to profit from highly
advantageous external influences. Complementing this fundamental analysis will be a

brief technical analysis for each of the selected companies.
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Chapter 1

Economic Environment

1.1 UK- fundamentally strong considering. ..

Following a sharp slowdown in real GDP growth in Q4, the Bank of England responded
to signs of slower economic growth in the US and Europe by cutting interest rates to

5.75 per cent and again by a cumulative 50 base points in April and May.

With growth of just 0.3 per cent, first-quarter figures of UK GDP growth were
disappointingly weak and 0.1 per cent less than predicted. This slowdown was mainly
caused by a considerable weakness on the industrial side as sectors with strong
international links were adversely influenced by a slowdown in the world economy.
However, the 2001 Budget announcement of cutting net taxes by £3.6bn in 2001/02,
and £4.9bn in 2003/04 is highly promising.

Given the latest updates on GDP growth forecasts, the UK is unlikely to experience a
larger downward revision of the base rate from its current 5.5 per cent level. Growth
forecasts for 2001 and 2002 are ranging between 2.4 per cent for 2001 and 2.75 per cent
for 2002. Considering that the overall world economy was hit hard by the sharp

slowdown in the US economy, the latest UK figures do not appear too gloomy.

Although inflation forecasts for 2002 are at 2.5% considerably higher than the 2001
forecasts of 1.7%, the last 25 base point cut in May 2001 was essential to bring back

momentum on production side.

1.2 US- Bottom reached

Towards the last two quarters of 2000, concerns about a slowing economy were sparked

'Or  Gross Domestic Product by weaker production, employment, wages, and price
| data. As a result, the Fed cut interest rates
unexpectedly and forcefully by 50 base points in
January and in April 2001, leaving the key US lending

rate 2 percentage points lower at 4.5%.




However, evidence suggests that the US economy has started to recover already. As
published by the US Commerce Department on 27™ April, Q1 2001 figures showed that
the US economy is growing to an unexpectedly strong annual rate of 2 per cent. These
figures followed a five-year growth low of 1 per cent in the final three months of 2000
and give reason to believe that the downturn of the most influential economic power has

come to a halt.

In fact, figures also revealed that demand in the US economy is still remarkably strong.
Although growth was adversely affected by falling investments, caused by a sharp run-
down in inventories, growth in consumer spending, which accounts for two-thirds of the
economy, accelerated. Spending on housing, cars and other durable goods was

particularly strong, as consumers were taking advantage of low borrowing costs.

I Avottr g one The Fed cut interest rates by another 50 base points in May

Fed funds target rate, %

2001, leaving the current interest rate level at 4 per cent.
Given the release of figures for the first quarter 2001, the Fed

is unlikely to engage in further sharp interest rate cuts,

especially in the light of evidence that inflation is picking up
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S el e slightly. As a result, Fed funds future prices decreased

significantly, reflecting expectations of stable or marginally falling interest rates.

1.3 Europe- Lack of Confidence in ECB

Unexpectedly sharp price rises in Germany and Italy resulted in an annualised Euro-
zone inflation of 2.8 per cent in April 2001 (2.6% in March 2001). Hence, it is more
than likely that the annual inflation target of 2 per cent will be overshot for the second
consecutive year. Nevertheless, the slowdown in GDP growth in many EU countries

forced the European Central Bank to cut interest rates by 25 base points in May 2001.

The most influential driver of this interest rate dilemma is Germany, where growth
forecast were revised down from 2.75 per cent to about 2 per cent this year. In contrast,
France reported growth forecasts of 2.9 per cent for 2001. This demonstrates that even

the strongest members of the Union are still very much out of sync.

Since the Euro’s introduction in 1999, the strongest inflation drivers have been
relatively high crude oil prices and the weakness of the Euro. Neither of these factors

have released inflationary pressures yet. In fact, though the ECB raised interest rates by
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a cumulative 1.75 percentage points between November 1999 and October 2000, the

Euro's weakness wiped out much of that tightening. The ECB's main interest rate stands

at 4.5 per cent until inflationary pressures are starting to ease.

1.4 Asia(ex Japan)- Fragile Economic Situation

As the US accounted for Y4 of Asia’s growth in 2000, it is no surprise that Asian

I High-tech response
Forecast decrease in GDP growth in 2001
from Lower export growth, percentage points
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Source: Asia Recovery Information Centre, ADS

exports, and hence Asian GDP growth slowed as US
economy went into recession. In addition to the export
slowdown, weak domestic demand endangers the
region’s recovery prospects. Adding to the problems
are the region’s banks, which are still confronted with
bad loans and are reluctant to lend to local companies.
GDP growth rates are expected to halve this year,
which will ultimately hinder political and economic

restructuring. The Philippines, Indonesia, Malaysia

and Thailand will grow by 2.7% on average in 2001 while the four ‘Tiger’ economies

(HK, Taiwan, Korea, Singapo‘fé) will grow by about 4% on average.



Chapter 2
The External Healthcare Environment In the U.K.

The total value of the UK healthcare market is currently standing at GBP 72bn and is
estimated to grow by 21% over the next three years to approximately GBP 87bn. This is
illustrated in the following graph, which shows the nominal share of individual
institutions or interest groups of the total UK Health market in 2000 and 2003. At an

increase of 25% over the next

£bn ‘ UK Health and €

three years, the NHS will have

caused most of this value

increase, followed by

Independent Hospitals (+17%),

Social Services (+14%) and

111 0.70.8

Private Patients (+14.3%).

Independent industry and Privats
~ Hospitals Institutions Patlents

2.1 General Economic Statistics
2.1.1 Statistics of the Individual Markets

NHS Market:

established in 1948

provides a service available to the entire population, free at the point of delivery

589 primary care structures, 123 Health Authorities, 404 NHS Trusts

NHS Agenda 1 till 2004: Budget increase by 25%

NHS Agenda 2 till 2004: Increase staff by 7,500 consultants, 2000 GPs and 20,000 nurses
NHS Agenda 3 till 2004: Better Service Quality and Shorter Waiting Lists

VVVVVYVY

Social Service Market:

205 Social Service Departments

GBP11bn UK total allocations

Market size of elderly community care GBP2.4bn

GBP520m worth of market size purchased by government from independent sector
140m Homecare hours provided in England every year

424,000 households served

Between 1992-1999 hours provided by independent sector increased from 2% to 51%
Trend towards joint health and social care (Government White Paper 1998)

VVVVYVVVYYVY

Care Homes Market:

» Residential and Nursing Homes

> Total UK market value: GBP8.5bn of which GBP5.4bn is covered by the private sector
»> 28,500 homes across all sectors

» 540,000 places across all sectors




Independent Hospitals Market:

Total UK market value is GBP3bn

105% growth in acute medical treatment spending between 1990 and 2000
225 Independent acute hospitals

bed capacity around 10,000

86 NHS private patient trusts with 1,400 beds

Beds and Hospitals quantity increased by 50% over the last 20 years

VVVVVY

Private Patient Market:

» GBP 462m spent on Private Homecare

» GBP 222m were spent on Home Adaptations
» 3,000 Private Domiciliary Care Providers

» 500 Registered Nursing Care Agencies

2.1.2 Members of the FTSE All Share Health Sector

for explanation, <MENU> for similar functions.
Cancel: Screen nnt saved

Member UWUeightings
ASX HEALTH INDEX
Members

At about 30 per cent the sector’s greatest weight in terms of market capitalisation is

represented by Nycomed Amersham. This comes as no surprise as this company is also

a member of the FTSE 100. The other three companies are somewhat less important in

terms of sector and therefore deserve a smaller weight. SSL International occupies the

200™ position in the FTSE Mid 250 and is therefore more important to the All Share

Health Sector than Community Hospitals Group and Nestor Healthcare, which are

included in the FTSE SmallCap.
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2.2 Political Factors

As Britain is currently preparing for General Election, it comes as no surprise that
political parties throw in their last resources in order to gain voters’ support. Education,
Social Welfare but also the provision of medical services is high up on the political
agenda. Although it is recognised as one of the best health services in
the world by the World Health Organisation, improvements to cope with the demands
of the 21st century are desperately needed. Long waiting lists, an overworked and
ageing nurse-population and a perceived lack of competence all contribute to a
continuing downfall of operational performance and consumer confidence. Having
realised aids and grants alone are not able to reverse this trend, the government is now
approaching the problem by closely co-operating with the private sector. This concordat
between the public and private sector works both ways. The public sector gains through
the reduction of the patient-overload, allowing time for re-construction and
improvements of working conditions. At the same time, patient activity and turnover
increases in the private sector as former NHS patients are now treated in private

institutions.

The effects of this mutually beneficial agreement are enhanced through a generous
consideration of the NHS in the Budget 2001. Here the Treasury allocated an extra £1
billion to the NHS over the next five years in an attempt to restore treatment quality and
confidence. The total budget increase will then amount to £6.7bn in 2003/4. This money
is used to build an additional one hundred hospitals with an estimated total of 7000
beds; to employ some 30,000 extra nurses, consultants and GPs; and to shorten waiting
times for hospital and doctor appointments. Around £450m are allocated for extra

equipment, such as scanners and X-rays.

The increase in patient activity in the private sector associated with this transitional
stage of NHS-restoration is more than just a short- or medium term phenomenon. The
2001 budget considerations are merely sufficient to accommodate for current problems.
However, demographic developments in the UK signal a far greater demand for
Healthcare services in the next 10 years and beyond. With an ageing and increasingly
unhealthy population, the private sector will not only be faced with a genuine increase

in their own patient activity but will also have to continue clearing NHS-backlogs.
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2.3 Social Factors

The analysis of social factors influencing the Health sector reveals the main external
driver for growth, namely the increase in patient volume. As the British population is
undergoing change in terms of both demographics and lifestyle, the sector will benefit

from a bigger, older, less healthy and more disease-prone population.

Source: Statbase source: Statbase

2.3.1 Ageing Population
There can be no doubt about the British population becoming older. The population-age
development of both females and males over the last thirty years is characterised by a

steady increase in

the age groups ‘35-
44’, ‘45-64° and ‘65
and over’ since the

early 1990s. At the

same time the

younger age groups
of ’20-24’ and ’25-

29’ are experiencing

a fall in numbers. Population projections for the next fifty years show that the group 60
and over’ will explode from its current level of 12,000,000 to nearly 19,000,000 by
2051. What does this development indicate for the Health sector?

First, the older the population becomes, the higher the quantity of patients demanding
treatment will be. The proportion of people with at least one long standing illness was
up from 40% to 44% between 1993 and 1999 for both men and women. Age-related
illnesses, such as Alzheimer’s disease, are contributing towards this volume increase
just as much as psychological problems of ageing. Depression, loneliness and confusion

among the elderly are enhanced further by a break—up of their micro-environment. The
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closure of rural post offices and bank branches more often leaves the GP as the only
port of call if an old person just needs to talk to someone. Clearly, alternatives must be
and are being found in order to take weight of the strained organisational and
operational structure of the National Health Service. These patients are now being

channelled to more appropriate, highly specialised institutions.

Secondly, technological advances are synonymous with a higher rate of patients
revisiting their GPs. In other words, as the quality and effectiveness of treatment
improves, life expectancy is increasing. As a result, the population will be represented
by a growing number of older people, demanding more intensive physical and
psychological care for a longer period of time. This trend was realised by the private
sector some time ago and facilities such as home care, nursing homes and remote

monitoring are being put in place in order to take advantage of this development.

Thirdly, cost for health provision is rising. The 85+ age group is estimated to increase
from 1.1 million to 3 million by 2056. The cost per capita of providing health services
to the 85+ group is more than four times higher than the cost of providing services to
45-64 year olds. Hence, highly specialised healthcare institutions are required to profit
from this trend through the exploitation of economies of scale and synergy effects

thereby keeping costs to a minimum.

The rise in proportion of people over 65 associated with changing population
demographics, results in a higher population proportion suffering debilitating chronic
disease. Here, earlier diagnosis will have substantial economic benefits to healthcare

providers while at the same time the patient’s quality of life is significantly improved.

2.3.2 Change in Lifestyle

Adding to the problems caused by an ageing population is the change in lifestyle, which
is resulting in a generally unhealthy core-population. Our more career, less family-
oriented society has two broad implications on the development of health service
provision. On one hand, the highly competitive job market demands permanent top
performance on behalf of the employee. In order to compensate for the stress
experienced at the workplace, more convenience in private life is demanded. Fast-food,

lack of physical exercise and the abuse of alcohol and drugs are notorious companions

13



of this professional workload increase. Between 1994 and 1999, obesity increased from

58% to 63% for men and from 49% to 54% for women.

On the other hand, this career-orientation is preventing the start of families. Not only are
there more singles than forty years ago, but also couples are dragging out pregnancies in
fear of losing their jobs. Other problems associated with the lower willingness to be tied
up in a relationship is the rise in sexually transmitted diseases. Contradicting the general
belief that HIV infections are falling, national statistics show that a false sense of
security caused by the medical advances (the break-out of AIDS can be delayed
significantly by a cocktail of drugs) has led to a higher HIV infection rate among the
heterosexual community over the last two years. Other, rapidly spreading and
potentially sterilising STDs, such as Gonorrhoea and Chlamydia, are also associated

with the reluctance to use condoms and are adversely influencing family plans.

The emphasis on careers also means that individuals are left with higher disposable
incomes, enabling them to take advantage of private medical treatment. Thus, while the
outlined health issues are disadvantageous for society as a whole, they are very
welcomed by the private medical sector. In other words, the sector has enormous

growth potential as the population becomes older, unhealthier and wealthier.

2.4 Technological Factors

Technological advances in the past decade have re-shaped the health sector
tremendously. These advances are ranging from improvements in the way illnesses are
diagnosed, treated, and managed to the immunisation of the human body against

diseases through genetic modification.

2.4.1 The Disclosure of the Human Genome

In February 2001, the disclosure and publication of the ‘book of life’, the human
genome, revealed that fewer genes than expected make up the genetic code. The DNA
from two unrelated individuals is on average 99.9% identical and that human DNA is
insignificantly different to that of other mammals, such as mice. These key findings
have dramatic consequences for medicine and health. Theoretically, disease- resistant
genes can be extracted from a mouse, replicated in test-tubes and inserted into any
human being, who will then not only be able to carry this resistance-characteristic, but

will also be able to pass it on to future generations. While at present ethical reasons do
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not allow the modification of the human genetic code on a broad, commercial scale, the
information which is now being accumulated will provide scientists with the ability to

apply existing medicines better and to develop new cures.

2.4.2 Outsourcing

The remedy for adverse demographic developments is to outsource long-stay, chronic
patients in order to make way for acute treatments. Innovative technology allows to
shorten the duration of operations as well as the subsequent hospital stay. Keyhole-
surgery is widely used in the medical sector. However, its full advantage can only be
witnessed in the private sector. Unlike the NHS, where hospitals tend to maximise costs
so that their budget share will not be cut in subsequent years, the private sector has to
act as efficiently as possible in order to make medical treatment affordable. For
example, a straightforward Arthroscopy takes four hours (including recovery) in a
private environment and costs approximately £1,700. The patient is able to leave the
operating facilities on the same day and recover at home. In contrast, the NHS keeps
patients for several days under medial supervision. This unnecessary procedure cost the

patient up to three times as much as identical private treatment.

As an alternative to the unsupervised post-operational recovery, technology allows, in
form of remote medical treatment, overworked GPs to check up on their patients via the
Internet. Here, the patient’s biodata are permanently monitored while he is recovering at

home.

15



Chapter 3
Stock Market Conditions

The world stock market situation is heavily influenced by the developments in the

United States. After a dismal performance of the NASDAQ in 2000, the upward

revision of US GDP growth in the first quarter of 2001
caused the return of confidence in the US stock market
and indeed in the NASDAQ, too. The recovery of the
US has had knock-on effects on the rest of the world.
Consequently, all European Stock Markets including
the FTSE have gained momentum over the past five

weeks.

The development in the world’s most significant
market places also had spillover effects on the
individual sectors. The UK Health sector was able to
gain around 9 per cent, or 500 points (rebased), over
the past weeks, a similar rate to that of the FT'SE 100.
In the short- and medium term, this growth rate of the
recovery phase may, however, not be sustainable and a
sideways trend is more than likely for the next six

months.

The development of the Euro vis-a-vis the US Dollar
in the past six months was characterised by a steep
recovery, which was followed by a sharp decline. The
current Euro level of around USDO0.88 is not expected
to change drastically, as worries over the transparency
of policy making at the European Central Bank cause
confidence to in the common European currency to

fall.
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| 17th May 2001

COMMUNITY HOSPITALS GROUP PLC

(Bloomberg: CHP; Datastream: CHG)

HOLD

UK Equity Analysis | Current Price: 657.5p 52 week high : 677.5p
Healthcare Sector 52 week low 487.5p

Market Capitalisation : £234.1m
Index : FTSE SmallCap

» Government influence ensures higher patient
volume

» Strong underlying business performance, with
EPS of 44.2p by 2002

» Acquisition in the final stage with current
price approximately equal to price paid by
Capio

» Rather than buying shares in CHG, buy shares
in strong Swedish Hospitals Group, Capio.
Their fundamentals are strong and earnings
forecasts would have to be revised upwards,
given CHG's contribution.

Key Data

2000 2001
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T T A T T T T ™ T
12 19 20 § 12 19 26 2 ° 1% 13
FEB MAR APR

FRICE

__ PRICE REL TO FTSE ALL SHARE - PRICE INDEX 17
HIGH 062.50 8201, LOW 815.00 20/3/01, LAST 667.80 27/4Bource: DATASTREAM



Chapter 4
Investment Analysis
Community Hospitals Group Plc

COMMUNITY
HOSPITALS GROUP

4.1 General

Community Hospitals Group Plc is the fourth largest UK private hospital group,
providing independent healthcare services to a number of communities in England.
After the sale of Company Health Limited in 1996, which provided on-site health
services to the business community, CHG's primary strategic target is acute care
service. Currently, the group is operating 21 hospitals with 24-hour Medical Officer
cover and a full range of modern diagnostic equipment. The healthcare services it offers
include home-care, funding and healthcare management, with 48 operating theatres, 21
fully equipped X-ray suites and 862 hospital beds ensuring a smooth running of the

group’s day-to-day operations.

4.2 Cyclicality

CHG is included in the non- cyclical UK Health Sector. This categorisation is justifiable
to the extent that people require medical care no matter whether the economy is in an
up- or downturn. However, an increasing part of CHG’s turnover growth has come from
self- paying private patients. For consumers like these, healthcare is a luxury product,
whose demand is greatly dependent upon economic cycles. Thus, a company like CHG
with a rising proportion of ‘cyclical’ consumers will suffer proportionally more from an

economic slowdown than a purely insurance-based hospital.

4.3 Acquisition Talks
Numerous attempts have been made to acquire the majority of issued ordinary shares of

CHG in the last 12 months.
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In April 2000, British United Provident Association (BUPA) made a 620 pence per
CHG share all-cash offer, which was equivalent to a 111% premium on the share price.
However, the UK Secretary of State for Trade and Industry referred the proposed
purchase to antitrust regulators and BUPA’s offer lapsed. The proposed acquisition of
CHG by BUPA raised competition concerns in respect of both the private medical

insurance and private medical services markets in the UK.

In January 2001, General Healthcare Group (GHG), the UK’s largest private hospital
owner, was seeking clearance to make an offer for CHG. Similarly to BUPA’s attempt,
this has also been referred to UK regulators because of concerns that the group would

control too much of the country’s private health care.

CHG’s board is continuing to evaluate several approaches and strategic options,
stressing that the prospects of an independent CHG are highly encouraging. Potential
suitors are believed to include the US groups HCA Columbia and the United Surgical
Partners. However, the most promising offer for CHG has been made by Capio, a
Swedish hospitals provider. Their latest offer from 26™ April 2001 values Community
Hospitals at £244m and is currently being evaluated by the board and the UK

competition commission.

4.4 Competitors

Although there are numerous smaller hospitals and a few bigger ones, CHG is not
subject to major competitive pressure, especially with the concordat between NHS and
private sector. On the contrary, growth constraints led the company to put itself up for
sale since April 2000. Another British Hospital group, Health Clinic, is also represented
in the UK Health Sector.

4.5 Strategy

The company’s objective is the based around creating long-term shareholder value
through organic growth. Focussing on quality-healthcare, while at the same time taking
advantage of synergies and economies of scale, fulfils this. In other words, every
hospital is sufficiently flexible to take advantage of local opportunities while at the

same time exploiting the buying power the group possesses on an overall level.
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The quality focus is reflected and ensured by the recruitment and training of high-
quality staff. CHG’s retention rate is greater than the industry average, as offering
higher than average wages ensures staff-loyalty. The group is also able to pride itself
with a management team, which is on the constant lookout for enhancing in-group
efficiency as well as taking advantage of new opportunities. Creating alliances with
NHS and private insurers and investing in growth markets such as outpatient activities

are just two examples how management puts these growth ideas into practice.
CHG is currently looking for a strong partner in the health sector, who will either

provide the company with patient volume (BUPA) or put it in a position with even more

buying power (GHG).

4.6 Turnover and Profit Analysis

in £m Jun-96  Jun-97 Jun-98  Jun-99 Jun-00 Interim-00 Interim-01
517 66.9
Change n/a 8.47% 13.31% 33.11% 8.78% nla 15.94%
PBIT 13.3 16.6 17.5 21.6 22.5 8.9 10.7
Change n/a 2481 % 542% 2343% 4.63% nla 20.2%

Source: Datastream

Over the last five years, turnover has seen an increase of more than 60% caused by

strong growth in the number of

Rates of Chang
s —&— Turnover change% self-pay patients in addition to
30 —#— PBIT change % i s .
growth in private medical

7= _ |
ey A A TN insurance patients.
B &

Patient activity and subsequent

1999 2000 turnover growth is expected to

become even stronger over the
foreseeable future due to a variety of reasons. First, CHG will continue positive
dialogue with private medical insurers, such as BUPA, PPP and Standard Life
Healthcare (SLH). Here, fundamental issues concerning pricing, pre-authorisation of
claims, electronic data interchange and payment terms are being discussed, in order to
reduce administration cost and speed up the average time of treatment per patient. This

will enable CHG to deal with more patients, per annum, given capacity constraints.
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Secondly, following an attempt by the government to channel patients from the NHS to
the private sector, patient activity from the public sector has risen to 5.1% in 2000. This
Concordat between the NHS and private sector is expected to make up a double-digit

percentage in CHG’s patient portfolio in 2001.

Thirdly, Outpatients and Day case activities continue to be the fastest growing services

with revenues accounting for 43.8% of total revenues.

Turnover is also set to increase as the group is investing £5.8m in the expansion of
hospitals and in the provision of services to the elderly. Gardens Nursing Homes are
designed to provide care for the physically disabled, chronically sick and frail elderly.
The strategy of targeting this age group seems particularly promising given the

demographic changes in British society as illustrated in the introductory chapters.

CHG was able to increase profits by roughly 57% from 1996 to 2000, achieving almost
simultaneous turnover and profit growth over the last five years. The main factors
responsible for this enormous achievement are CHG’s management teams, who are
renowned for taking advantage of opportunities in their local hospital environments
while at the same time exploiting economies of scale arising from membership of
group. Moreover, the company’s performance has been supplemented by its three
subsidiaries, which, according to the Directors, are material in achieving the group’s

objectives and strategy.

Interim Results for 2001 confirm continuous growth across all areas of the Group’s

business with turnover and profit rising by 16% and 20%, respectively.

4.7 Ratio Analysis

Performance Ratios

PROFITABILITY Jun-96 Jun-97 Jun-98 Jun-99 Jun-00 Mean

ROCE (%)
Sector

Margin (%)

Tax Ratio (%)
Sector

ROE (%)

Sector 45.03 32.90

Source: Datastream
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E Margin CHG

Due to the diversity of companies included in the UK Health Sector the performance of

individual companies may differ greatly from the sector benchmark.

CHG’s ROCE has a five-year average of 11.9%, nearly half that of the sector.
Responsible for this deviation is the nature of the group’s business. CHG requires
expensive medical equipment. For example, a fully equipped X-ray suite costs in excess
of £1m with substantial maintenance costs per annum. Since depreciation reduces the
book value of these assets and is charged against the income of CHG in their Profit and

Loss Account, the subsequent profit figures are

bound to be lower.

At the same time, the tax burden is reduced as a

lower profit before interest and tax is reported.
This is reflected in a relatively low tax ratio,

19992000 hich has been 10% less for CHG over the last

five years compared to the sector average.

The low ROCE in 2000 is attributable to a substantial increase in value of hospitals. The
latest five-year revaluation carried out on 30™ June 2000 strengthened the denominator
(capital employed figure) of the ROCE ratio and reduced the numerator (profit figure)
due to higher depreciation. As a result, ROCE fell from 12.77% in 1999 to 9.21% in
2000.

At £14.69m, Profit after tax is more than 20% higher than the reported 1999 figure.
Hence, one would expect ROE to have improved as well. However, the increase in
CHG’s revaluation reserve from £15.6m in 1999 to £90.7m in 2000 caused the Total
Shareholders’ Funds position in the firm’s Balance Sheet to double. As a result ROE
was reported to be 6.79% in 2000, significantly lower than the five-year average of 9%.
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Although CHG’s profit margin seems strong, especially when compared to the sector,
creeping margin pressure over the past two years is evident. This is mainly attributable

to industry-wide rising labour costs, over which the company has no control.

ACTIVITY Jun-96 Jun-97 Jun-98 Jun-99 Jun-00 Mean
Activity (%)

Stock Days
Sector

Debtor Days

Sector
Creditor Days
Sector 66.53  82.36

Source: Datastream

With a relatively stable profit margin, the fall in ROCE is attributable to the fall of the

activity ratio. Again, this is due to the revaluation of the firm’s capital employed, rather
than the result of the inability to utilise assets effectively. In fact, historical figures
highlight the trend of a continuous underperformance with respect to the sector.
However, this comes as no surprise as CHG’s business nature is characterised by using
capital intensive equipment to operate on human beings. Not only does this require time
and care but also a relatively high capital employed position to generate sales. For
example, a patient is receiving key-hole surgery. The medical equipment necessary is an
endoscope, three nurses, one surgeon and one fully equipped operating theatre. It takes
about three hours for the operation to be finished, in which time nobody else is able to
use this equipment. The patient only pays about £1,500 for this operation. In other
words, £500,000 worth of operating facilities produce on average only six units per day.

Hence, the low activity ratio.

Since CHG’s is a pure service provider, the only items remaining in stock for nine days
on average are the inputs required to provide these services. Hence, the subsequent
stock figure is rather low. It is also encouraging to see that the management was able to
reduce the number of stock days in 2000, when the amount held in stock increased by

nearly £100m. With asset management like this, liquidity problems are less likely.

Similarly, the company takes less time collecting outstanding debts than repaying its
short-term liabilities. However, in order to maintain good supplier relationships, creditor
days have been reduced by seven days in 2000. Since debtor days have fallen by

roughly the same amount, liquidity problems are being avoided.
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Corporate Finance Ratios

SOLVENCY Jun-96  Jun-97 Jun-98 Jun-99 Jun-00 Mean
Interest Cover CHG

Sector

Borrowing Ratio CHG
Sector 1.95 1.25

Source: Datastream

Similar to profitability, the revaluation of the group has had its impact on solvency as

well. The borrowing ratio is at 0.27 well below that of the sector. Again, this is not
attributable to a real increase in equity capital/ reserves or decrease in debt. Rather, it is
the accounting adjustment that caused the borrowing ratio to be off course. However,

even when ignoring the 2000 deviation, it is evident that this ratio has been considerably

® Interest Cover CHl
16

14 +
12 -
10 -
8

| 1999 2000
lower than the sector. This is attributable to the mostly debt-financed pharmaceutical

and biotechnology companies, which push up the mean.

At an almost unchanged long-term loan requirement in 2000, the rise in interest cover is
due to the five per cent increase in Profit before Interest and Taxation. As a result, the
firm is reverting back to its medium term average interest cover figure of 6.45. Over the
last five years, the sector has been experiencing a downward trend. At the same time
CHG has been following an upward trend in interest cover, indicating that the group

will be able to meet loan-maintenance charges more comfortably than the sector.

LIQUIDITY Jun-00
Working Capital CHG

Quick Ratio

Sector 0.94 1.1

Source: Datastream

In terms of liquidity, Community Hospitals do not appear well positioned in comparison

with the sector. Total current liabilities are greater than total current assets, resulting in a

working capital ratio lower than one. However, active management of stocks, creditors
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and debtors has improved these ratios and the threat of insolvency seems unlikely. The

increasing trend of these liquidity ratios over the last two years confirms this.

4.8 Technical Analysis

The technical analysis reveals a crossover of short term and very short term moving
averages. At 570p, the upward sloping five-day moving average crossed the twenty-day

average. This was a clear purchasing sign. Since then, the twenty-average has changed
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its slope and is currently in a steep upward trend. However, given relatively low interest
in the CHG and subsequent low liquidity in the stock compared with larger cap

companies, a technical analysis of the share price may not be conclusive and is of

limited use.
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4.9 Investors Ratios and Financial Forecast

Year to norm Pre-tax EPS (p) CFPS DPS DIV. DIV. EV/EBITDA
end Dec Profit () 1Y) ® C(::’}ER Yield (%) x)
1999 52.2 2.24 n/a 29.03
2000 64 2.51 2.67 30.66
2001E n/a 2.26 2.92 n/a
2002E n/a 2.27 3.21 n/a

Source: Datastream
The development of earnings per share has been somewhat bumpy over the last five

years. After steady increases of 16 to

19 per cent per annum from 1996 to

1998, a more substantial increase of

roughly 25 per cent was achieved in

2000. However, this growth rate does

jth % —#—DPS Growth%l not seem sustainable and investors

will have to be satisfied with an
expected negative growth rate for 2001. Nevertheless, the magnitude of EPS and DPS
should compensate for this growth outlook. At an expected 44.2p for 2002, Community
Hospitals will be able to offer a 60 per cent higher EPS and a 160 per cent higher DPS
than the Healthcare sectors flagship, Nycomed Amersham.
The relatively high and increasing dividend yield classifies CHG as a value company,
which, at a dividend cover of more than two, should be able to meet liabilities towards

its shareholders comfortably.

4.10 Conclusive Remark

The results demonstrate that CHG have a strong future as an independent group making
a sale a strategic option rather than a strategic imperative. The health of the hospital
sector has improved sharply since the BUPA bid of 650p per share in April 2000. Since
then, more investors have re-discovered the steady-growth health sector and found this

an ideal place to recover from the shock of the burst internet-bubble.

The future is looking bright for CHG, with more patient activity coming from the NHS.
In fact, there is no apparent need to sell the group and even if it is sold, a substantial
premium can be demanded. However, the government ordered the sale of BUPA’s
26.7% stake in the company. Since the group has not got the resources to buy this stake
back themselves, bidding for CHG is likely to continue with short-term price

fluctuations to be expected.
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Chapter 5
Investment Analysis of Nestor Healthcare Group Plc

Nestor
Healthcare
Group pic

5.1 General
Nestor Healthcare Group Plc is a UK holding company for a group of companies in the

healthcare and specialist personnel sectors. The group’s services include the provision
of nurses, therapists, medical technicians and doctors. They also supply services to
prisons and secure units, in addition to offering Forensic care services. Nestor plc is

organised into two divisions: Healthcare Personnel and Healthcare Services.

With a turnover of £245m, the Healthcare Personnel Division contributes nearly five
times more than the Healthcare Services Division towards total Group turnover. The
rationale behind this strong contribution is due to a number of factors. First, there is a
shortage of nurses and paramedics due to bad working conditions and inappropriate pay
in the UK health sector, particularly in the NHS. BNA, the group’s core nursing agency,
is the largest provider of flexible staffing to Trust hospitals and to the private healthcare
sector. The channelling of staff to vacancies will remain a lucrative business until the

NHS has fully recovered and confidence in it is restored.

Secondly, the nursing population in the UK is ageing. This indicates, that insufficient
junior staff is recruited or retained in the health sector, narrowing down the pool of
nurses to select from. As a result, companies operating in this sector may have to settle
for second-best staff given their current availability. However, as gross expenditure in
the 2001 budget considers the NHS substantially, industry-wide wage will be revised
upward. This monetary incentive scheme will ensure that sufficient employees are
attracted to this industry. More nurses, paramedics and support staff attracted to the
sector directly translates into quantitatively more staff on Nestor’s Database, increasing

the chances of matching labour supply and demand.
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5.2 Recent Events
In 1999, Nestor sold its stake in their US healthcare associate marking the launch of the
re-positioning programme. Since then, it has solely been concentrating on the UK health

market and is currently taking advantage of any occurring profit opportunity.

In the following year, the group made a total of three acquisitions costing some £11m.
LPNS, Bankvalve, and Hertford Medical International are a nursing agency, a home-
care unit and a cardiac monitoring specialist, respectively. These supplementary

businesses are expected to generate operating profits of £1.5m in 2001.

In July 2000, the government took major steps to strengthen the position of the NHS. Its
budget is set to rise by 7% (to about £70m) by 2004 in order to reduce waiting time and

improve levels of treatment. As these targets will require the recruitment of desperately

needed quality staff, Nestor will be able to take substantial advantage in the next few

years.

In 2000, the group has made substantial management changes in both personnel and
reporting lines, reflecting the need to re-organise their operational structure as the newly
acquired businesses have to be incorporated and integrated. These changes also reflect

the need for separate strategic focus on Nestor’s two operating divisions.

5.3 Cyclicality

Nestor Group Plc’s main turnover pillar is the Healthcare Personnel Division, with the
British Nursing Association and Grosevenor Group accounting for around 70% of total
group turnover. Owing to the ailing situation of the main client, the NHS, Nestor find
themselves in a position of ‘cyclical immunity’. Over the next three to four years, the
government will be investing money to an extent where it does not matter to the group’s

turnover whether the economy on the whole is in an up- or downturn.

Similarly, the Concordat between government and private health sector ensures
momentum in Nestor’s Healthcare Services Division. The group has positioned itself to
take full advantage of the collaboration with the NHS and is expected to benefit

enormously, despite the general economic slowdown in the UK.
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5.4 Competitors

Although a member of the UK Health sector, Nestor resembles more a recruitment
company rather than a genuine healthcare company. Due to high specialisation in the
provision of flexible staff to the NHS, the company has virtually no competitors. The
only competitive pressure stems from other, more generally oriented recruitment

companies, such as EMDS or Michael Page.

The groups direct engagement in the provision of genuine Health-service is also
meeting an environment characterised by low competition. The reason for this is the
sheer size and value of the Heathcare market rather than the lack of competitors. At an
estimated growth rate of 21% per annum, the transaction volume of this market will
reach GBP87bn over the next three years. Positioning in niches (particularly niches
which seem unattractive to other market players) ensures the capture of many small

scale chunks of this total volume.

5.5 Strategy

After the sale of their American Personnel arm, Nestor started to re-focussed on
strategic objectives in the UK. Its basic principle is to take advantage of niches
wherever they occur and where there is little competition. A classic example is Nestor
Prison Healthcare, where the level of need is high and competition is practically non-

existent.

Nestor’s vision is to be the number one private sector provider of health and social care
personnel in UK, which is achieved on three levels; organic growth, growth through
acquisitions and the continuous development of new businesses. The management’s
focus on operating profit and working capital has already had positive effects on
operating margin, profit and cashflow in the Personnel Division. However, even with
the concordat between the private and public health sector, the total growth rate of this
division was slowing to single digits. Diversification in the lucrative Healthcare

Division ensures that the group growth rate continues its impressive four year history.
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5.6 Turnover and Profit Analysis

in£m 1996 1997 1998 1999 2000

Turnover 1300 1443 2214 2734 2928

Change n/a 11.0% 534% 235%  7.1%
-1.5 9.9 13.4 7.8

Change n/a 1050% 354% -41.8% 110%

Source: Datastream

After turnover increases of 53.4% and 23.5% in 1998 and 1999 respectively, the 7.1%
improvement in 2000 appears disappointing. However, the year 2000 was the first full
year of the UK operation focus

Rates of Change 1997-2000
and Healthcare provider. Note

150
5 that the 1997 rate of change in
50 PBIT is excluded in order to

0 provide a sensible
-50

representation of the group’s

|+Turnover change% —&— PBIT change %

performance.

Whilst BNA’s turnover development was flat in 2000, its underlying turnover growth
excluding the effect of low-margin contracts was in double digits. These contracts
terminated last year, putting BNA back in the position of the most important turnover
growth contributor for 2001. The 2000 growth rate was heavily influenced by
performance of the Grosevenor Group, with turnover growth of 10.2%. With the
assistance of three newly opened branches, the current share of 17% of the total

Personnel Division turnover is expected to be increased in 2001.

Turnover in Healthcare Service Division increased by 1%, a development which was
mainly driven by the acquisition of FMS. Allowing some time for the full effects of this
and other acquisitions in the Healthcare Service Division to develop, this arm of Nestor

is becoming increasingly important as a turnover driver and as risk diversification.

Although turnover growth and growth prospects appear impressive, the group does not
seem able to translate turnover into profit. In other words, the management have only
been able to extract Profit after Tax of only GBP11.4. This is due to strategic
repositioning and associated acquisitions, which are now fully operational and should

contribute towards continuing the 2000 PBIT growth trend.
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5.7 Divisional Analysis

Nestor Healthcare Group plc is divided into Healthcare Personnel and Healthcare

Services. Healthcare Personnel comprises the following:

,Bf;;l BNA: The provider of temporary nurses and care assistants continues
- to be the organisational core-pillar with an annual turnover of £190.7m
in 2000 (190.8m in 1999). BNA continues to be largest provider of
flexible staff to NHS with an underlying double digit growth rate,

excluding the effect of low margin contracts.

rosvenor Grosvenor Group: The three subdivisions of the Grosvenor Group are
& g * e Grosvenor, Medico and LPNS and specialise in the provision of
specialist nurses, temporary nurses and care assistants, respectively.
This sub-groups turnover contribution was up 68% in 2000, amounting

to £42.7m.

Other Personnel Businesses: This least important branch of Nestor in
terms of both past growth performance and future prospects comprises

Medic International, Carewatch and Country Cousins.

The Healthcare Services Division is made up of NMDS (provision of Doctors’
deputising services), NDA (responsible for Servicing the Benefits Agency contract),
FMS (provision of healthcare and related services in a secure environment), Primecare

(Disease Management), and the new Healthwatch business (Remote Health monitoring).

The turnover from the UK

UK Turnover by Division

Healthcare Services was
up 1% in 2000, with

magnificent individual

growth performance of
233% (Forensic Medical
Services) and 175%

(Primecare). This proves

that Nestor are taking advantage of the growing opportunities in the primary care sector.
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