Managing Director’s Report

Thank you for the opportunity to address you all again.

We have come a long way from our first AGM in November 2000 when we announced our plans to enter into the healthcare and medical services market.  At that time it was a broad statement and we had to ask shareholders to be patient while we addressed the necessary structural changes and explored acquisition growth opportunities.

The company at that time had core revenues of under $20 million, core-operating profits at EBITDA of $3.8 million and a balance sheet that had over $40 million in debt financing that rose to over $52 million a few months later as committed asset purchases settled. 

Today, it is a very different organisation and Abano has once again made good progress over the last 12 months.

The total number of potential shares on issue was reduced by over 49 million during the year.  In addition, we have identified a number of opportunities to take us forward again and as Jim said, we are in the middle of looking at our funding needs.

Core Earnings Per Share

Our progress can clearly be seen at core EBITDA per share and at core NPAT per share, since our entry in 1999/2000 into the healthcare and medical services market to the core result as posted for the year ended 31 May 2003.

Pleasingly we made great progress in the financial year under review with a significant boost to EBITDA operating profits over the result posted for the year ended 31 May 2002. However, we have experienced a softening performance in the first five months of the new financial year, especially in the Aged Care and Rehabilitation sectors.  However; we believe our first half performance will be up at EBITDA but down at NPAT in comparison with last years first half.

Guidance

We do remain confident that the softening experienced in the first few months will firm through completed action, committed contracts, agreed price increases and the opening of new facilities and so we believe that we are tracking on target to meet our full year guidance as announced on 10 October this year that our consolidated NPAT is projected to be 60 to 100 percent higher than the core result achieved in the year in review, and EBITDA 10 to 20 percent above the past year’s core result.

Acquisitions
Geddes Dental Group was acquired in the past financial year and opened the way for Abano to enter the dental market sector. We announced this acquisition at our last AGM and discussed the sector opportunities then. 

As often happens with new acquisitions we were not happy with the existing infrastructure and we elected to improve the businesses resources so we used the period from November 2002 to May 2003 strengthening the foundations. We are now happy with Geddes progress in the last five months and it is contributing improving operating profits and we remain very positive about the overall opportunities offered in the sector.  

Since year-end we have acquired two new businesses in the Rehabilitation sector – Burtons Healthcare and Health Partners – which join Ranworth Healthcare and reinforce our position as the leading provider of brain injury rehabilitation services in New Zealand.  Both brands and identities will continue to be used independently and back office synergies will be realised over time.  Both businesses are trading positively and to their acquisition plans.

Operational Performance

I would now like to take you through the operational performance of the company at both a micro and macro level.  

Firstly, a detailed review of our operational performance and current tracking with a look at the progress of our core operations and secondly, a look at the New Zealand healthcare market, our position within the market and how the Group has been impacted by changes in the past year.

To simplify sector reporting this year, and after receiving and listening to analyst and shareholder comment, we have used a consolidated EBITDA result - after Abano corporate costs and before non-core and unusual items – for each sector. In addition, we again provided a detailed narrative and financial breakout data on the four sectors’ operating performances and markets in the annual report.

Consolidated EBITDA

The consolidated result for the 2002/03 financial year included one off gains which were realised following the sale and settlement of our last significant non-core asset – the Regents Park Retirement Village development.   This lifted our consolidated EBITDA performance by $930,000, from $8.5 million to $9.4 million.   We also allowed for the recognition of the Group’s deferred tax position following our return to profit, and, when combined with the Regents Park sale above, the reported consolidated NPAT was lifted from a core performance of $700,000 to a consolidated result of $2.0 million.

Group debt was maintained at $32.4 million, after investing $6 million in new business activities, technology upgrades, capital projects and the retirement of convertible notes. 

Shareholder equity in the Group now represents 52 percent of total assets.

Core Revenue Growth

Revenue progress since 2000 has been substantial at a core level (as can been seen in slide 22) and significant growth progress was made during the financial year in review, with revenues up 44 percent on the previous year. This was due to expansion into our fourth healthcare sector – Dental and their revenue contribution – and the organic growth of two percent in Aged Care and 16 percent in Rehabilitation, as well as a full year’s contribution from the Diagnostic sector.

Consolidated Revenue Growth

The impact of one off adjustments has affected the consolidated and reported results in that time but as said, our progress since 1999/2000 has been significant with reported revenue increasing from $25 million to over $58 million in that time.

Revenue Mix

With the Group now operating in four healthcare sectors, our reliance on one source of income is greatly reduced.   

In 1999/2000, Aged Care revenues made up 100 percent of the core business.  They have now been reduced to 40 percent in 2002/2003 and we expect them to decrease to approximately 30 percent as revenues from the other sectors continue to grow organically.

Core EBITDA Progress

Core EBITDA before non-core and unusual items was $8.5 million for the 2002/2003 year, up from $5.5 million from the previous year.

There has been steady progress in core EBITDA every year and that progress is expected to continue … with the results above the line being the operating contribution of the businesses and the corporate overhead shown below the line.

Reported EBITDA

The reported EBITDA has been affected through one off write-downs and/or gains over that time as can be seen by this next graph.

Current Performance
We continue to expect to see the EBITDA performance by sector steadily improving over time with an improving NPAT.

Aged Care has come under some cost pressure as we adjust to the new and more demanding environment of older and more dependent clients and occupancy was adversely affected for the first few months of this year.  To improve occupancy, we have focused on upgrading and expanding our facilities, with 37 new rooms coming on stream at Whitianga and Takanini in the second half of this year, and renovations and refurbishments at Eldon Lodge, Riverview, Gracelands and Elmswood, completed committed to, or substantially underway.

Rehabilitation has had to adjust to new contract parameters with ACC that have depressed referrals in the first half.  However, following resolution of the contract terms, we believe we will see an improving performance into the second half.  In addition, there are increasing referrals from the MOH and, when combined with the new Burtons and Health Partners acquisitions, an overall lift is expected on the last year’s results.

Diagnostic have recently agreed a new contract with the Wellington DHB that includes a fee increase and negotiations are underway with the Nelson-Marlborough DHB with respect to the Nelson laboratory’s contract, where a number of alternatives to work with the DHB are being explored.   This should lead to a stable performance during the financial year with a full year result that is in line with the results achieved last year.

Dental has now produced a steady month by month positive operating profit for the last five months and the business is settling in with a new dental and financial IT platform being installed and expanded branches and operations, including new management.  We are expecting the sector to make a good positive contribution in its first full year, while taking advantage of identified expansion opportunities.

As said previously, the first half of the financial year ended 30 November will be up on last year at EBITDA but below at NPAT. However, because of the initiatives above, we expect the full year to see the benefits of a stronger second half performance.
Market and Sector Analysis

Market and Sector Analysis 
What are the opportunities ahead?   Where are we positioned? And what are the implications for our future?

The fundamental building blocks that were identified in 2000 remain the same; however, we now know more about the changing nature of Government policy in the funding of healthcare and medical services. 

Michael Cullen Quotes

A little reported interview given by Dr Michael Cullen in NBR on the 23 June 2003 summed up the opportunity and the problem facing all OECD Governments in trying to keep up with the demand for healthcare and medical services.

I quote from Dr Cullen’s interview …

“In 1993, health took 15.6 percent of Government spending; this year it will be about 18.4 percent.   This is not a minor fiscal realignment.   It is a massive structural shift”. …. He goes on to say: “Projections are that by 2006 …(that is in under three years time) …. health will be receiving 19.7 percent of total Government spending”. Dr Cullen concluded by saying, … and I quote again: “These are mind-boggling numbers and I offer my sympathies in advance to the Minister of Finance in 2051”.

Why 2051? ……

This is when the cost and demand for healthcare is expected to hit its peak, as the baby boomers move into their 80’s and 90’s – the period Dr Cullen is talking about from 2006 is only the start of that bubble.

Population

Slide 34 projects the growth of New Zealand’s population in the next 50 years. As you can see, it is expected to grow to nearly 5 million people by 2051.  Slide 35 shows the number of over 65, 75 and 85 year olds as a percentage of the overall population. 

People aged over 65 years, while initially declining in the mid 1960’s due to a population boom from young immigrants and post war births of the “Baby Boomer Generation”, have steadily increased as a percentage of the population.

From 2001 onwards that increase accelerates as the baby boomers of the 1950’s and 1960’s in turn near retirement, jumping the over 65 year olds from 13 percent to over 25 percent of the population. Of more concern to the Government is that the over 85 year olds will increase in numbers from about 1.5 percent to just over 5 percent by 2040, a increase from 55,000 to almost 90,000.

The implications of this … as noted by Dr Cullen … “are enormous” …  

Differential Expenditure

Because the older we get the more healthcare we need and consume.  As the table on slide 36 shows, a person over the age of 65 years uses 7x more health dollars than an under 50 year old and an 85+ year old uses 14x more health dollars.  

Estimated Annual Public Funding

The correlation with health spending and age is clearly shown in the graph on slide 37 from the Ministry of Health, with a sharp acceleration in spend, the older a person becomes. The older population sector is of particular interest to Abano, and has strong implications for all our operating sectors, in particular aged care.
Our ElderCare business focuses on providing quality residential care, primarily to those aged over 85 years. The Ministry of Health reported in 2001 that two percent of 65 to 74 year olds used a nursing home. This increased to six percent for 75 to 84 year olds before jumping considerably to 27 percent for those aged over 85 years. 

NZ Healthcare and Medical Market

In a surprising move and one that I am sure Dr Cullen is looking closely at, the Government announced the removal of asset testing for older people accessing nursing home care. This initiative means the Government has committed to provide free access to the elderly regardless of asset wealth … to be phased in from 2005 onwards.

By 2010 we know that the number of people needing aged care, live-in services … if the current prevalence (usage or need) rates continues … will increase by over 50 percent … and the Government has promised to fund that fully … 

The base line at 2001 costs the Government $600 million a year to fund … and so based on their own statistics the cost of funding those people will almost increase by over 50 percent in the next three years …. quite a remarkable policy.

The balancing equation is therefore likely to be that access to rest home care will become harder for the able bodied older person who will be further encouraged to stay at home and age in place accessing support services there.

We must also remember that this population will be demanding more diagnostic services … more dental services and more medical specialist services in general. So overall, the aging population’s impact means the mix of current funding must change … as private fee payment increases to meet the increasing demand for and the quality of professional medical and healthcare services.   

Implications for Us

The Government’s expenditure in healthcare as a percentage of GDP is currently at 10 percent (or 19 percent of total Government spending as pointed out by Michael Cullen) and this is projected to grow by some analysts to over 30 percent of GDP by 2030 if the Government continues to try and fund its existing contribution of healthcare expenditure … 

Put another way, at 30 percent of GDP healthcare expenditure will be 5X the size of total Government spending … so to fund it all is a clear impossibility … and that is why Dr Cullen is offering his sympathies to the future ministers of finance for New Zealand.

Due to limited funds, the Government will have to selectively target healthcare expenditure, raising barriers to other areas. This will lead to an inevitable move to other sources of private payment for healthcare and medical services.

So what does this mean for us? 

A key initiative in our aged care sector is our virtual retirement village concept where a community nursing home will provide services such as meals, laundry, housekeeping, selected nursing, gardening and personal alarm services to elderly clients in the immediate vicinity.  This is positioned to act as a community support initiative and a natural feeder into the nursing home when inevitably independence is lost.  A pilot scheme has been underway for some time in Whitianga and we will roll this out to other communities over time.  

Nursing home access will move to be primarily for those who require the intensive care of an advanced geriatric hospital environment … if they are to gain access to the “free Government subsidy service”

The implication for providers like us will be a move to more hospital based facilities … requiring higher levels of trained and skilled staff … shorter average lengths of stays … more demanding and challenging clients in terms of the care required … and so more specialised facilities with the consequence of increased capital and operating costs …

Demand for our other healthcare and medical services will also increase and we are investing in higher volume equipment, identifying opportunities to expand or introduce services and diversifying into new population sectors.

Our Future

We have made good progress and we operate in a market that has increasing demands for our services.  

There will be opportunities and structural changes to absorb as the funding implications of health with an aging population sink in and we will have to adjust our operations to match changes in demand.  

The opportunities are significant and the Abano Healthcare Group is well positioned to meet the market’s forecast demands.

We expect to see a number of opportunities to expand our operations in all four sectors with an aim to continue and improve our established trend of profitable growth in our core operations.

We will also look at other compatible areas of the healthcare and medical services economy to identify attractive areas for additional investment.

Our return to profitability, although small, was a good start and I look forward to working with the Group in the years ahead, increasing the return to our shareholders and turning our dreams into reality.

Thank you

Resolutions

The details of the proxies received are as follows:









With the

Resolution


For

Against

Chairman
Total

1. Auditor Remuneration

19,801,234
6,700

164,283

19,972,217

2. Re-elect Alison Paterson

19,702,268
105,666

164,283

19,972,217

3. Re-elect Clinton Teague

19,807,934


164,283

19,972,217

4. Issue 53,000 shares

19,146,424
677,944

147,849

19,972,217

5. Amend company constitution
18,479,883
347,623

1,144,711
19,972,217
Financial Statements and Annual Report

That the report be taken as read and that the financial statements and the auditors’ report for ElderCare New Zealand Limited for the year ended 31 May 2003 be accepted as true.

Moved and carried.

Resolution One

The motion is to record the reappointment of PriceWaterhouseCoopers as auditors of the company and to authorise the directors to fix the auditors’ remuneration.

Moved and carried.

Resolution Two

The motion is to re-elect Mrs Alison Paterson as a director of the company in accordance with the company’s constitution.

Alison was appointed to the board in October 2002 following our last AGM and as such she retires and being eligible, offers herself for re-election.

Moved and carried.

Resolution Three

The motion to re-elect Dr Clinton Teague as a director of the company in accordance with the company’s constitution.

Clint, who although re-elected last year, retires again by rotation, to fill our constitutional requirement to have a third of the directors available for re-election, and being eligible offers himself for re-election.

Moved and carried.

Resolution Four 

To authorise and approve the issue and allotment by the company of up to 53,000,000 fully paid ordinary shares in the company on the terms and conditions set out in the explanatory notes, to one or more habitual or institutional investors by way of a placement.
As shareholders will be aware, your board has provided additional assurances with respect to Resolution 4 over the last two weeks.  The board appreciates and recognises the loyalty and patience of all our base shareholders.   Our primary focus is to improve the earnings per share for existing shareholders with every decision we make and to provide existing shareholders with a priority in raising new capital.

The board of Abano have a policy that our first priority is to raise capital from our existing shareholders wherever possible.  But from time to time we may want to introduce new shareholders to the pool, or issue shares to people who wish to sell their businesses to us, or access a larger amount of capital quickly to take advantage of an opportunity that will benefit all shareholders.  I stress again that the test we make is that the new capital must improve the position of all our shareholders first and foremost in the long term.

We are very conscious of the dilutionary effect of new shares being issued and we are fully focused on improving the returns to all shareholders with any decision we make.  Therefore, the board has made an additional commitment as follows.  In the next six months, under the terms of Resolution 4, the board undertakes that if we do place more than 15% of the shares with new investors, that we will make all shareholders an offer to participate on the same terms and conditions as that or those investors received above the 15% level.

The threshold of 15% is that set by the Stock Exchange for all listed companies.  The Exchange changed the level on 29th October 2003, when they increased the amount a company can place without going to shareholders for approval from 10% to 15%.

We do not anticipate any opportunity arising prior to the completion of our funding review.   

Moved and carried.

Resolution Five 

That the company constitution be amended by deleting clause 19.4.1(b).

Clause 19.4.1(b) of the company’s constitution provides for compulsory retirement of directors once they reach 72 years of age.  The board considers that this provision is no longer appropriate and is not consistent with the Human Rights Act 1993.  Accordingly, the board considers that the clause should be deleted from the constitution.

A special resolution requires the approval of 75 percent of shareholders present at the meeting in person or by proxy and voting on the resolution.  

Moved and carried.

On behalf of the board, I thank you for your attendance and now invite you to join us for refreshments. 

Thank you

