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Executive Summary 

This report, prepared by RBB Economics LLP (“RBB”), provides an assessment of the 

profitability analysis for private hospital groups (or facilities) that was performed by KPMG and 

is contained in The Private Healthcare Market Inquiry’s (“PHMI”) Provisional Findings and 

Recommendations Report (“the PF”), released on 5 July 2018.  This analysis is presented in 

Chapter 6 of the PF. 

Based on this analysis, the PF finds that the “profits of all three hospital groups are not 

excessive per se”. 1 As we discuss in sub-section 4.3, we agree with this overall conclusion.  

However, we disagree with the PF’s suggestion that, notwithstanding this, there are sustained 

levels of profitability that have not been competed away as would have been the case if there 

was effective competition.   

In particular, the PF notes that “the analyses also show consistently and increasingly high 

profits … [with] [n]o indication … that these profits are likely to be seriously challenged in the 

foreseeable future”. 2  However, as we explain in sub-section 4.3, this finding inherently 

contradicts the overall conclusion that profits are not excessive.  [CONFIDENTIAL]. 

In addition and as we set out in sub-section 4.2, if the KPMG analysis is extended to include 

2016 and 2017, the results show [CONFIDENTIAL].  Not only does this contradict the PHMI’s 

claim that hospital profits, in general, have been sustained/increasing, but it also shows that 

the specific conclusions in the PF that “Life Healthcare appears to gain traction over the 

observation period” and has had “noteworthy financial success over the most recent years” 

are inappropriate.3 

[CONFIDENTIAL]. 

Therefore, even on their own terms, the results produced by KPMG do not support either a 

finding that LHC’s profits are excessive, [CONFIDENTIAL].  On the contrary, KPMG’s results 

are entirely consistent with LHC having been (and continuing to be) subject to effective 

competitive constraints. 

Nevertheless, as we discuss in Section 2, there are a number of methodological issues with 

the KPMG profitability analysis that give rise to misleading results.  These issues cause the 

profitability of LHC, and in some cases the other major hospital groups as well, to be materially 

overstated.   

The most significant of these concerns the treatment of revaluation gains/losses, i.e. changes 

in the value of LHC’s existing assets in any given year due to inflation/deflation while 

abstracting from depreciation.  In this regard, despite several RBB reports raising concerns 

with the approach, the KPMG analysis includes revaluation gains/losses in its calculation of 

the ROCE for the private hospital groups.  This is inappropriate for purposes of the PHMI’s 

                                                                                                                                                
1  The PF, paragraph 463, page 252. 
2  The PF, paragraph 463, page 252. 
3  The PF, paragraphs 458 and 459, page 251. 
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assessment because these are unrealised (unless assets are sold), out of the control of the 

management of a private hospital group and unrelated to the provision of private healthcare 

services.   

Accordingly, the inclusion of revaluation gains/losses in the profitability calculations does not 

allow for any reliable inferences to be drawn regarding the effectiveness of competition.  

Further, should the PHMI continue to seek to include revaluation/gains losses in its 

calculations, it should at the very least also present its results excluding revaluation 

gains/losses, as was done by the Competition and Markets Authority (“CMA”) in its 

investigation into private healthcare in the United Kingdom.4 

Within the context of KPMG’s calculation of the TIRR for LHC, there is a further methodological 

inconsistency.  As we explain in sub-section 2.4, [CONFIDENTIAL].   

In addition to these methodological issues, the KPMG analysis that is presented in the PF 

contains a fundamental error in the calculation of LHC’s revaluation gains/losses.  This error 

arises because KPMG has failed to tailor its methodology for analysing the various inputs 

provided to it by the hospital groups according to how these inputs (most notably the data 

series for the value of LHC’s asset base in each year) have been constructed. 

Specifically, in order compute revaluation gains/losses KPMG starts by calculating the change 

in the value of LHC’s overall asset base from year to year, abstracting from depreciation.  It 

then seeks to control for the addition or disposal of assets using LHC’s cash flow statements.  

However, this approach ignores the fact that the data series from which KPMG obtains the 

value of LHC’s asset base in every year is constructed on a fundamentally different basis to 

LHC’s cash flow statements.5   

As a consequence, KPMG confuses increases in the value of LHC’s asset base due to 

assumed asset replacements (which are required for reasons of internal consistency) with 

increases in the value of LHC’s existing assets (i.e. revaluation gains).  Notably, this error 

would not have arisen had KMPG sought to compute revaluation gains/losses on a “bottom-

up” basis using the underlying data from which the value of LHC’s asset base (that KPMG 

itself uses) is derived.  

The impact of this error on KPMG’s part is that LHC’s revaluation gains are substantially 

overstated, particularly in 2013 (since this is where the value of LHC’s asset base grows 

significantly due to the assumed replacement of equipment assets and hence there is scope 

for KPMG’s error to have a material impact). 

In this regard, sub-section 3.3 sets out several pieces of evidence that clearly illustrate this 

error and the significant effect that it has on LHC’s ROCE. 

                                                                                                                                                
4  CMA, “Private healthcare market investigation”, Final Report, 2 April 2014, Appendix 6.13, paragraph 182. 
5  An equivalent error is also made by KPMG in its TIRR calculation, where it uses figures from LHC’s cash flow 

statements to reflect cash outflows associated with the purchase of additional assets, which are not consistent with the 
asset base that is used by KPMG in the calculation. 
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 Revaluation gains/losses that are correctly calculated using a bottom-up approach are 

broadly similar to revaluation gains/losses to KPMG in most years, except 2013. 

 While KPMG’s revaluation gains/losses should mirror the indices used to inflate/deflate 

the values of LHC’s assets (precisely because revaluation gains/losses are changes in 

the value of existing assets due to inflation/deflation), this is not the case in 2013 by a 

substantial margin.  [CONFIDENTIAL]. 

 When “unsmoothed” revaluation gains/losses are included in the computation of ROCE 

(i.e. when the revaluation gain/loss specific to each year is included in the annual ROCE 

for that year, rather than the simple average revaluation gains over the period), there is 

an enormous spike in LHC’s ROCE in 2013 ([CONFIDENTIAL]).  This is more than double 

the next highest ROCE over the period analysed, and is highly implausible given that there 

does not appear to have been any factors that would have led LHC to more than double 

its profitability. 

 [CONFIDENTIAL]. 

 When the useful lives of LHC’s short lived assets are extended to 10 years, such that no 

assumed replacements of assets takes place over the period assessed, thereby removing 

the scope for the KPMG error, KPMG’s ROCE figures for LHC decrease.  This outcome, 

absent KPMG’s error, would be counterintuitive since, all else equal, the profitability of a 

firm should increase if the useful lives of its assets are extended. 

[CONFIDENTIAL].   

This serves as further evidence that what has occurred is an error, rather than a difference in 

methodology (in which case one would expect the effect to be similar for all hospitals) as has 

been suggested.  It also demonstrates why KPMG should have sought to tailor its approach 

to analysing the various inputs provided to it on the basis of how these inputs were constructed 

(which differ across hospital groups). 

Notwithstanding that we do not consider it to be appropriate to include revaluation gains/losses 

in the ROCE calculation, were the abovementioned error to be corrected for, as well as for 

“unsmoothed” rather than “smoothed” revaluation gains/losses be included (which we consider 

to be more appropriate for the reasons set out in sub-section 2.2.2), this would lower the simple 

average ROCE for LHC from 22.0% to [CONFIDENTIAL]. 

In short therefore, the results of the KPMG profitability analysis that are presented in the PF 

do not provide a sound basis to conclude that the profits earned by the private hospital groups 

are excessive, nor that private hospital groups possess any material degree of market power. 

The remainder of this note is structured as follows: 

 Section 1 provides background to this report, including details of the previous submissions 

that have been made to the PHMI explaining the error made by KPMG in the calculation 

of LHC’s revaluation gains/losses; 
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 Section 2 highlights several issues with the methodology applied by KPMG, which limit 

the applicability of the results to the PHMI’s broader assessment, as well as limit any 

comparability between the results of the three private hospital groups; 

 Section 3 explains and presents evidence of KPMG’s error in its calculation of revaluation 

gains/losses; and 

 Section 4 assess the results of the KPMG analysis that are presented in the PF and 

discusses their implications for the PHMI’s broader assessment of competition. 
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1 Background to the Profitability Analysis in the PF 

The PHMI’s first draft profitability analysis was released on 1 March 2017 (the PHMI’s “first 

profitability analysis”) and presented a ROCE for LHC of [CONFIDENTIAL] over the period 

2007 to 2015 ([CONFIDENTIAL] if revaluation gains/losses were not smoothed) and a TIRR 

of [CONFIDENTIAL].  Following on from this, on 18 April 2017 LHC submitted a report that 

RBB compiled, which pointed out certain errors that had been made by the PHMI’s advisors, 

KPMG, in the PHMI’s first profitability analysis. 

The PHMI responded in a letter on 22 May 2017, acknowledging a number of these errors and 

undertaking to update its analysis accordingly.6  However, the letter did not address issues 

that were raised in our report of 18 April 2017 concerning to the computation of revaluation 

gains, or whether revaluation gains/losses should be included in the analysis at all.  The letter 

also did not address the treatment of asset additions and replacements in the calculation of 

TIRR.   

We understand that LHC therefore sent a letter to the PHMI on 21 June 2017, in which it 

reiterated these concerns.  This focussed in particular on how KPMG had erred in its 

calculation of revaluation gains/losses by failing to take into account asset replacements that 

occur as a result of the assumptions underlying the model of profitability that was presented 

to it, irrespective of the conceptual merits of including revaluation gains/losses at all. 

The PHMI subsequently sent a letter to LHC on 26 September 2017 in which it included a 

series of amended tables from its analysis of LHC’s profitability.  These tables indicated a 

ROCE for LHC of 22.0% over the period 2007 to 2015 on the basis of “smoothed” revaluation 

gains/losses ([CONFIDENTIAL] if revaluation gains/losses are not smoothed), and a TIRR of 

20.6%.  On review of these tables we found that, while those errors that the PHMI 

acknowledged and undertook to correct in its letter of 22 May 2017, it continued to make 

significant errors in its calculation of revaluation gains/losses, as well as in its treatment of the 

replacement of assets in its TIRR calculation.   

LHC therefore requested that RBB compile a further report, which was entitled “Response to 

the PHMI’s Amended Profitability Analysis”, which LHC submitted on 12 October 2017.  In this 

report we provided further evidence in support of our view that there had been errors made by 

the PHMI in its calculation of LHC’s ROCE and TIRR, and that their impact was substantial.  

In addition, on 12 October 2017 we understand that LHC also submitted a report compiled by 

[CONFIDENTIAL], which interrogated KPMG’s calculation of revaluation gains/losses and 

reached the same conclusions as RBB concerning the error in the calculation of revaluation 

gains/losses. 

In response, the PHMI arranged for a meeting to take place on 14 November 2017 between 

KPMG and LHC and LHC’s advisors, namely [CONFIDENTIAL] and RBB.  During this 

meeting, [CONFIDENTIAL] made a presentation that explained the error that was made by 

KPMG in the calculation of revaluation gains/losses. 

                                                                                                                                                
6  [CONFIDENTIAL]. 
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However, when the PHMI released its second draft profitability analysis on 20 December 2017 

(entitled “Profitability Analysis of Healthcare Facilities”) (the PHMI’s “second profitability 

analysis”), it became apparent that KPMG had not sought to update the analysis since the 

tables that it released on 26 September 2017.  LHC therefore requested that RBB compile a 

response to this report, which was entitled “Response to the PHMI’s Draft Profitability 

Analysis”, which LHC submitted on 26 March 2018.  The primary focus of this note was on the 

error made by KPMG in its calculation of revaluation gains/losses, and point to further 

evidence of this error and its significant impact on the ROCE calculated by KPMG. 

The PHMI then released a third draft profitability report on 19 April 2018, entitled “Chapter 

Title: Profitability Analysis of Healthcare Facilities” (the PHMI’s “third profitability analysis”), 

which we understood to be the redacted draft chapter that was intended to be included in the 

PFs.  Once again, the results presented were the same as those released on 26 September 

2017.   

We understand that LHC then requested a meeting with the Panel members of the PHMI in 

order to reiterate its concerns with the analysis.  This meeting was held on 9 May 2018 and 

was attended by LHC, as well as BDO and RBB.  During this meeting, LHC explained to the 

Panel, inter alia, why KPMG had made an error in its calculation of revaluation gains/losses 

and how KPMG’s treatment of LHC’s interests in associates was internally inconsistent, and 

requested that the analysis be amended to address these issues.7  

One of the pieces of evidence presented to the Panel in order to illustrate the error in the 

calculation of revaluation gains/losses was the results of an analysis in which the useful lives 

of “short-lived” assets (assets with useful lives of less than 10 years) were extended to be 10 

years, such that they are not replaced over the period analysed.  The motivation for doing this 

was to remove the assumed need to replace these assets over the analysis period, and hence 

eliminate the scope for these replacements to be confused with revaluation gains, as KPMG 

had done. 

Rather than resulting in an increase in the ROCE, as would be expected (see sub-section 

3.3.3), this was shown to give rise to a lower ROCE than KPMG calculated.  The PHMI 

therefore requested that the output from this alternative model be provided.8 

Notwithstanding these interactions, we note that the simple average ROCE figure (over the 

period 2007 to 2015 and including smoothed revaluation gains) that has been included in the 

PF for LHC is unchanged from the simple average ROCE that was contained in the PHMI’s 

profitability tables of 26 September 2017.9 

                                                                                                                                                
7  See Bowmans presentation entitled “Life healthcare group presentation to PHMI panel”, dated 9 May 2018. 
8  See the letter from the PHMI to LHC dated 15 May 2018, the letter from LHC to the PHMI dated 17 May 2018 and the 

accompanying RBB note entitled “LHC Profitability Analysis, Extending the Assumed Useful Economic Lives of Short-

lived Assets”, dated 17 May 2018. 
9  The PF, Table 6.16, page 250 and PHMI letter to LHC, dated 26 September 2017. 
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2 KPMG’s Methodology 

2.1 Overview 

As discussed in Section 1 above, the ROCE and TIRR results for LHC that are set out in the 

PF are unchanged from the PHMI’s second profitability analysis, was released on 20 

December 2017.  This means that there remain a number of methodological aspects of the 

approach that give rise to misleading results.  

In particular, the results in the PF continue to include revaluation gains/losses in the calculation 

of ROCE, which means that hospital profitability is artificially inflated.  They also continue to 

treat LHC’s historical shareholding in associates, [CONFIDENTIAL], in an inconsistent way.  

This again causes LHC’s profitability to be inflated, but by a smaller amount. 

In addition, while in the data room, we were provided with access to the calculations underlying 

the analyses presented in the PF for the other private hospital groups.  This revealed a number 

of important methodological differences between the hospital groups concerning the way in 

which assets are valued and their depreciated replacement cost established.  This is important 

since KPMG has not sought to tailor its methodology in order to take into account these 

differences, nor has the PHMI sought to take these differences into account when drawing 

conclusions from the results. 

In the remainder of this section we first discuss KPMG’s inclusion of revaluation gains/losses 

at a conceptual level, i.e. whether it is conceptually appropriate to include them when 

evaluating firm profitability.  We then describe the differences in methodologies applied in the 

profitability analyses for each of the private hospital groups and their implications.  Finally, we 

briefly discuss the KPMG’s treatment of LHC’s interests in associates. 

We discuss the KPMG’s error in the calculation of revaluation gains/losses in Section 3.2 

below, as we will demonstrate, this is a calculation error, rather than a difference in 

methodology. 

2.2 Methodological approach to revaluation gains/losses 

2.2.1 The inclusion of revaluation gains/losses 

The PF notes that both LHC and Mediclinic contested the inclusion of revaluation gains/losses 

in the calculation of ROCE, but that Netcare accepted that it was “the correct approach in the 

context of the Inquiry’s methodology paper”.10  In addition to citing Netcare’s acceptance and 

the relevant paragraph of the methodology, no new arguments are raised and the PF defends 

the inclusion of revaluation gains/losses on the basis that: 

 the model needs to be “fully articulated”, in the sense that if the value of an asset increases 

(decreases), the denominator of the ROCE equation will increase (decrease), as well as 

the annual depreciation in the numerator, both of which will have the effect of lowering 

                                                                                                                                                
10  The PF, paragraph 444, page 248. 
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(increasing) the firm’s ROCE.  It is therefore necessary, according to the PF, to take 

account of the increase (decrease) in the value of the assets in the numerator by including 

the revaluation gains/losses in order to offset the higher (lower) depreciation and asset 

base; and11 

 the inclusion of revaluation gains/losses moderates, for comparison purposes, the 

differences in approaches to revaluation by the relevant firms.12 

In relation to the first of these two motivations, as explained in the RBB report dated 26 March 

2018, this is simply not a valid justification within the context of the PHMI’s assessment.  If one 

were seeking to cap future returns in order to ensure that returns only allow for the recovery 

of historical investment costs (as might be the aim in a regulatory accounting setting), it may 

be correct to include revaluation gains in the calculation.  However, such a regulatory 

accounting approach is not appropriate in the context of the PHMI’s profitability analysis.13 

This is because the PHMI’s investigation is aimed at evaluating the effectiveness of 

competition in the private healthcare market on an ongoing basis.14  As such, the relevant 

enquiry is whether firms are earning sufficient returns in order to recapitalise, not whether they 

have been able to recover historical costs incurred.15  In this context, the inclusion of 

revaluation gains/losses in the calculation of profitability is inappropriate for the following 

reasons. 

 Revaluation gains reflect unrealised “income” (or expenditure in the case of revaluation 

losses) that is attributable to the mere holding of assets, rather than income generated 

from the provision of private hospital services.  As such, they are unrelated to the state of 

competition amongst private hospitals. 

 While the PF asserts that revaluation gains are merely the converse of depreciation, and 

hence both should be included if one of them is to be included, this line of reasoning is 

misguided.  In particular, a revaluation gain is an increase in the underlying value of an 

asset abstracting from the change its remaining useful economic life, and, as such, the 

converse of a revaluation gain is a revaluation loss, not depreciation.   

 In contrast, depreciation reflects the cost associated with the reduction in the useful life of 

the asset (which, although not an actual expense that is immediately incurred by a firm, is 

nevertheless something that a firm must take into account if it is to be able to recapitalise 

and continue its operations).  Accordingly, the converse of depreciation would be an 

increase in the value of the asset due to its useful economic life increasing (unlike a 

revaluation gain – which is an increase in the assets value holding its useful economic life 

constant). 

                                                                                                                                                
11  For a further discussion, see PHMI, “Profitability analysis of Healthcare Facilities”, 20 December 2017, page 8. 
12  The PF, paragraph 445, page 248. 
13  While the CMA included revaluation gains in its profitability analysis in the UK healthcare market investigation, as 

noted in the RBB report submitted on 18 April 2017, the CMA conducted a sensitivity test and found that its results 
were not sensitive to the inclusion of revaluation gains (see RBB, “Response to the PHMI’s Profitability Analysis”, 18 
April 2017, page 28). 

14  RBB, “Response to the PHMI’s Amended Profitability Analysis”, 12 October 2017, Section 4 and RBB, “Response to 
the PHMI’s Draft Profitability Analysis”, 26 Match 2018, Section 6. 

15  RBB, “Response to the PHMI’s Profitability Analysis”, 18 April 2017, Section 4.3.2. 
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 Any revaluation gains (or losses) obtained by private hospital operators active in the 

relevant market over the long-term would never be realised or made available to be 

passed on to shareholders. 

 If ROCE is calculated including revaluation gains then firms earning a competitive 

level of returns (i.e. such that ROCE is equal to WACC) will not have earned 

sufficient returns in order to recapitalise.16 17 

In relation to the second motivation, while the rationale underpinning this is presumably that if 

a firm has overstated its asset base, this will be offset by the higher revaluation gains that are 

attributed to it.  As such, this is evidently not a satisfactory motivation for the inclusion for 

revaluation gains/losses, nor does it mitigate the fact that the inclusion of revaluation gains in 

the calculation of ROCE remains conceptually inappropriate if any reliable conclusions are to 

be drawn regarding the effectiveness of competition.  Instead, shortcomings regarding 

inconsistent (or incorrect) approaches to valuing assets by the different hospital groups should 

be addressed directly through adjusting figures or tailoring the methodology applied to each 

group’s figures (as we discuss in sub-section 2.3 below). 

[CONFIDENTIAL]. 

[CONFIDENTIAL].18  

[CONFIDENTIAL].19 20 

[CONFIDENTIAL]. 

2.2.2 The smoothing of revaluation gains/losses 

As a separate point to the inclusion of revaluation gains/losses in the calculation of ROCE, the 

PF also focuses on results constructed by “smoothing” revaluation gains/losses over time.  In 

short, this means that total revaluation gains/losses across the period are averaged, with the 

simple annual average revaluation gain/loss of each hospital group over the period added to 

the EBIT of that group in each year in order to calculate ROCE.21   

The PF does not put forward a motivation for their preference for the use of “smoothed” 

revaluation gains/losses over “unsmoothed” revaluation gains/losses (i.e. the gains/losses 

computed for each individual year).  However, as set out in the RBB report dated 26 March 

2018, we consider the use of smoothed revaluation gains/losses to be inappropriate and 

misleading. 

                                                                                                                                                
16  RBB, “Response to the PHMI’s Amended Profitability Analysis, 12 October 2017, Section 4. 
17  It should be noted that the same concerns arise in respect of the TIRR calculation, in which revaluation gains are 

implicitly included through the assumption that all of LHC’s assets are sold off and reflected as cash inflows at the end 
of the final period.  This calculation is subject to the same conceptual deficiencies regarding its ability to yield reliable 
inferences concerning the effectiveness of competition in the provision   of private hospital services as a ROCE 
calculation in which revaluation gains are included.  For a further discussion, see Section 4 of RBB, “Response to the 
PHMI’s Amended Profitability Analysis”, 12 October 2017. 

18  [CONFIDENTIAL]. 
19  [CONFIDENTIAL]. 
20  [CONFIDENTIAL].  
21  The PF, paragraph 445, page 248. 
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Specifically, in this report it was explained that the smoothing of revaluation gains/losses is 

not a requirement, and only serves to mask any computational errors in the calculation of 

revaluation gains/losses by spreading them across the entire period.22  As we set out in more 

detail in sub-section 4.2 below, it also has the impact of distorting any trends in profitability 

over time because it means that the stated ROCE of a given hospital group in a given year is 

no longer solely determined by what occurred during that year.  [CONFIDENTIAL].23 

2.3 Comparability of methodologies across hospital groups 

The PHMI places great emphasis on its desire to apply a consistent methodology to its analysis 

of the data inputs provided to it/KPMG by the various hospital groups.24 25  It is this desire that 

appears to have motivated the use of cash flow statement figures to control for asset 

additions/replacements when calculating revaluation gains/losses.26 

However, in order for it be appropriate to take an identical approach to computing ROCE and 

TIRR using the inputs provided by each of the major hospital groups, these inputs would 

logically need to have been constructed according to the same methodology.  This would also 

need to be true in order for the ROCE and TIRR results to be comparable across hospital 

groups.   

In contrast, our review of the calculations and assumptions underlying the profitability analyses 

presented in the PF for Mediclinic and Netcare indicates that there are a number of significant 

differences in the way that these firms have constructed their inputs as compared to LHC.  

Indeed, it is acknowledged by the PHMI that the revaluations performed by each of the hospital 

groups in order to obtain a modern equivalent asset (“MEA”) for their respective asset bases, 

“were not performed using uniform assumptions” and that there are “differences in 

approaches”.27  These differences are most notable in respect of the valuation of assets and 

the calculation of the undepreciated replacement cost (as we discuss below). 

The PHMI has not sought to conduct any sensitivity checks in an attempt to determine the 

impact of these differences on the final ROCE and TIRR results for each hospital group.  Had 

it done so, it would have readily identified that such differences do have a material effect on 

the results for each hospital group, requiring the approach to analysing the profitability of each 

group to be tailored to that group.  

Moreover, contrary to the assertion made in the PF to this effect, there is simply no basis to 

conclude that these differences would be mitigated by the inclusion of revaluation 

gains/losses.  Indeed, this would presume, with no grounds to do so, that any effect of these 

differences would be precisely cancelled out once revaluation gains/losses are included (in 

fact such differences may also affect how revaluation gains have been calculated).  Hence, 

the inclusion of revaluation gains/losses is evidently no substitute to a proper engagement with 

                                                                                                                                                
22  RBB, “Response to the PHMI’s Draft Profitability Analysis”, 26 Match 2018, page 12. 
23  [CONFIDENTIAL] 
24  The PF, paragraph 442, page 247. 
25  See for example, PHMI, “Chapter Title: Profitability Analysis of Healthcare Facilities”, Sections 2.4.1, 2.4.2, 2.5 and 

3.2.6. 
26  See transcript of the meeting held with LHC, the PHMI and KPMG on 14 November 2017, pages 22, 44, 46 and 47. 
27  PHMI Draft Profitability Report, 20 December 2017, pages 7 and 8.  
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the differing approaches taken by the hospital groups and tailoring the approach to analysing 

their inputs accordingly. 

Accordingly, differences in the approaches of the various hospital groups, and the PHMI’s 

failure to control for them, mean that not only should extreme caution be applied when seeking 

to draw conclusions from comparisons of profitability across hospital groups be made with 

extreme caution, but extreme caution should also be applied when examining absolute levels 

of profitability (given the PHMI’s application of a common analysis methodology to inputs 

constructed on different bases). 

2.3.1 Approach to calculating the undepreciated replacement values 

[CONFIDENTIAL].   

 [CONFIDENTIAL].   

 [CONFIDENTIAL].   

 [CONFIDENTIAL].28 29 

 [CONFIDENTIAL].30 

[CONFIDENTIAL].31 

[CONFIDENTIAL]. 

[CONFIDENTIAL]. 

These differences in approach mean that, across each of the three hospital groups, an 

equivalent asset could be attributed with a significantly different MEA value in the analysis.  In 

turn, this has the potential to materially affect the final ROCE and TIRR figures that are 

calculated and limit any comparability between the results. 

2.3.2 Approach to calculating depreciated replacement cost 

[CONFIDENTIAL].   

[CONFIDENTIAL].   

[CONFIDENTIAL].32 

[CONFIDENTIAL]. 

[CONFIDENTIAL]. 

[CONFIDENTIAL].   

                                                                                                                                                
28  [CONFIDENTIAL]. 
29  [CONFIDENTIAL]. 
30  [CONFIDENTIAL]. 
31  [CONFIDENTIAL]. 
32  [CONFIDENTIAL]. 
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[CONFIDENTIAL]. 

[CONFIDENTIAL]. 

These differences in approach mean that equivalent classes of assets are depreciated 

differently in the analyses of each of the three hospital groups.  In turn, this has the potential 

to materially affect the final ROCE and TIRR figures that are calculated and further limit any 

comparability between the results.  It also has potential implications for KPMG’s approach to 

calculating revaluation gains, as we set out in more detail in sub-section 3.3.2. 

2.4 The treatment of associates 

The TIRR for LHC that is presented in the PF includes a [CONFIDENTIAL] cash inflow in 

[CONFIDENTIAL], which reflects [CONFIDENTIAL].  However, the KPMG analysis that is 

currently presented in the PF does not include any portion of [CONFIDENTIAL] in the capital 

employed nor does it include any revenue that LHC earned from [CONFIDENTIAL] in the 

EBIT.   

In other words, while KPMG effectively treats [CONFIDENTIAL] like the disposal of a 

productive asset, the value of that asset is not included in LHC’s asset base in previous years, 

nor are any revenues LHC earned from [CONFIDENTIAL] included in LHC’s income.  This is 

evidently inconsistent. 

Subsequent to the release of the second profitability analysis, the PHMI requested that LHC 

update its ROCE calculation (which the PHMI uses as an input into its TIRR calculation) so as 

to include [CONFIDENTIAL].  [CONFIDENTIAL].  As a consequence of these limitations, the 

PHMI elected to leave the calculations unchanged.33 

However, the PHMI’s decision to leave the calculation unchanged means that it remains 

internally inconsistent.  Moreover, this internal inconsistency means that LHC’s calculated 

TIRR is overstated, since only the TIRR-increasing impact of [CONFIDENTIAL] is included.  

Notably, if the cash inflow reflecting the proceeds from [CONFIDENTIAL] were excluded from 

the TIRR calculation then LHC’s TIRR would be reduced by [CONFIDENTIAL] percentage 

points, from 20.6% to [CONFIDENTIAL]. 

  

                                                                                                                                                
33  PHMI’s letter to LHC, dated 19 June 2018. 
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3 KPMG’s Revaluation Gains/Losses Calculations 

3.1 Overview 

This section is focussed on the way in which KPMG has calculated LHC’s revaluation 

gains/losses, and in particular the error that has been made when doing so.  It first explains 

how the error arises, before then providing a range of evidence that indicates that it is indeed 

an error, and not simply an issue of differing methodologies. 

3.2 Explanation of KPMG’s error 

As explained in the RBB report dated 26 March 2018, the asset base that is used in the 

analysis of LHC’s profitability is constructed based on a number of modelling assumptions, 

including the age of assets, their useful lives and, by implication, when they are replaced.  

These modelling assumptions were necessary, given the information that LHC has at its 

disposal, to produce an analysis that both adheres to the methodology required by the PHMI 

(including that assets be depreciated on a straight line basis) and is suitable for the purposes 

of assessing whether competition in the provision of private hospital services is effective. 

The value of each of LHC’s assets in a given year, as relied upon by KPMG for its calculations, 

is therefore a function of these assumptions.  [CONFIDENTIAL].34  

With this in mind, the internally consistent approach to calculating revaluation gains/losses, 

which are of course changes in the replacement value of existing assets abstracting from 

depreciation, would be to compute the effect of asset inflation on the value each of LHC’s pre-

existing assets at the start of any given year, and sum these effects (i.e. to calculate 

revaluation gains on a “bottom-up basis”).  This approach would be consistent with the relevant 

modelling assumptions. 

However, KPMG does not follow such an approach.  Rather, when calculating revaluation 

gains/losses, KPMG simply seeks to compare the total value of LHC’s asset base from one 

year to the next, abstracting from depreciation.  Acknowledging that this value may then also 

be affected by asset additions (including replacements) and disposals, it seeks to control for 

these using LHC’s cash flow statements, which reflect actual historical asset purchases and 

disposals made by LHC.35 

The implication of this is that the cash flow statement figures used by KPMG in the calculation 

of revaluation gains/losses are simply not consistent or comparable with the figures that KPMG 

uses to value LHC’s asset base.  In particular, the cash flow statement figures do not reflect 

the additions/replacements of assets that are required to take place due to the modelling 

assumptions necessary to generate the data inputs upon which KPMG itself relies (as 

discussed in sub-section 2.3.2 above).  Rather, they reflect the replacements of assets that 

                                                                                                                                                
34  [CONFIDENTIAL]. 
35  PHMI, “Profitability analysis of Healthcare Facilities”, 20 December 2017, page 15. 
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took place in reality, which can reasonably be expected to differ from those required under the 

modelling assumptions.36    

Most obviously, under the relevant modelling assumptions, it is assumed that, since all assets 

other than buildings are assumed to be new at the start of the period under analysis, any 

groups of assets that have useful economic lives of less than the duration of the period will 

require replacement all at the same time (e.g. all equipment requires replacement after seven 

years under the modelling assumptions).  However, in reality, since not all assets within the 

same asset group are new at the start of the period, and not all assets have exactly the same 

useful economic life this will not occur, and rather replacements will be spread over time.37  

Particular decisions to defer the replacement of assets in reality will also cause a misalignment 

with LHC’s cash flow statements.38 

Of course, it is also possible that the assumed useful economic lives of certain classes of 

assets are also shorter than is the case in reality.  However, as shown in sub-section 3.3.3, 

even if the useful lives of short lived assets (which are those that are assumed to be replaced 

during the period analysed) are extended, the resulting ROCE figures are still significantly 

lower than those calculated by KPMG and presented in the PF.  

As discussed above, KPMG and the PHMI appear to justify its approach to the calculation of 

revaluation gains/losses on the basis of following a consistent approach across all hospital 

groups.39 40    However, this motivation is illogical since, by the PHMI’s own admission, the 

assumptions and methodologies employed by the hospital groups in valuing their assets differ, 

an observation which would logically require the approach to calculating revaluation gains to 

be tailored to the case of each private hospital group.41 42  

[CONFIDENTIAL].   

The impact of KPMG’s failure to tailor its approach to the calculation of revaluation 

gains/losses in order to reflect the differences in approach of the different hospital groups is 

that, in the case of LHC, the revaluation gains calculated by the KPMG are significantly 

overstated in those years in which assets are assumed to be replaced.  This is because the 

increase in the value of the asset base attributable to the addition of new undepreciated assets 

is incorrectly treated as a revaluation gain.   

This is explicitly confirmed in the PF, which states that, “in applying the Inquiry’s request to 

use a straight-line approach to depreciation, equipment had a zero value at the end of year 

                                                                                                                                                
36  In addition, it is important to note that the cash flow statement figures are not only inconsistent with the asset base 

figures used by the KPMG as a result of the replacement of assets that take place under the assumptions of the 
profitability model, but also due to the fact that the cash flow statement figures reflect the historical cost of the assets, 
which may be expected to differ to at least some extent from the modern equivalent asset replacement value.  As such, 
when new assets are added to LHC’s asset base, the historical cost recorded in the cash flow statement figures will not 
necessarily be consistent with the modern equivalent asset value used to calculate the value in LHC’s asset base. 

37  See RBB report entitled “Response to the PHMI’s Profitability Analysis”, dated 18 April 2017, sub-section 3.4 and RBB 
report entitled “Response to the PHMI’s Amended Profitability Analysis”, dated 12 October 2017, page 4. 

38  RBB report entitled “Response to the PHMI’s Amended Profitability Analysis”, dated 12 October 2017, page 4. 
39  PHMI, “Profitability analysis of Healthcare Facilities”, 20 December 2017, page 15. 
40  [CONFIDENTIAL]. 
41  PHMI, “Profitability analysis of Healthcare Facilities”, 20 December 2017, pages 7, 10, 21 and 45. 
42  [CONFIDENTIAL]. 
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seven which was then increased to the value of new assets in year eight” and that “[s]ince Life 

Healthcare did not in fact replace all of its short term assets at the end of year seven, this was 

reflected as a revaluation gain in the Inquiry’s calculation”.43 44 45 

This statement, even on its own terms, highlights the fundamental inconsistency of the 

approach in respect of LHC.  [CONFIDENTIAL]. 

3.3 Evidence of the KPMG’s error 

3.3.1 Previously submitted evidence 

There exist a range of pieces of evidence that demonstrate that following KPMG’s approach 

to calculating revaluation gains/losses gives rise to results that are either inconsistent with the 

broader set of available evidence or, in some cases, simply implausible.  This evidence was 

summarised in the RBB report submitted to the PHMI on 26 March 2018.46  The most 

significant amongst these pieces of evidence are as follows.   

First, the KPMG approach to calculating revaluation gains/losses and the bottom-up approach 

described in sub-section 3.2 above (which is derived directly from the underlying data upon 

which KPMG also relies) give rise to broadly similar levels of revaluation gains/losses in most 

years (or at least are not so different as to give rise to materially different results).  The only 

year in which the two approaches give rise to substantively very different results is 2013, which 

is notably the year in which the underlying inputs reflect the assumed replacement of 

equipment assets.47   

This is evident from Table 1 below, which presents revaluation gains/losses calculated using 

KPMG’s approach (correcting for its omission of amortisation from the calculation) and a 

bottom-up approach (labelled RBB) for each year of the period under analysis.  As the table 

shows, the year in which the difference between the two figures is by far the largest in absolute 

terms is in 2013, where the difference is in approximately [CONFIDENTIAL] (with the next 

largest difference being less than [CONFIDENTIAL]).  Moreover, this difference accounts for 

almost [CONFIDENTIAL] of the difference between the total revaluation gains/losses 

calculated across the period.  

                                                                                                                                                
43  The PF, paragraph 446, page 248. 
44  It should be noted that the PF does not explain that the same concern has also been raised within the context of the 

TIRR calculation that the PHMI has presented for LHC.  As explained in the RBB Report of 21 June 2017, KPMG’s 
TIRR calculation uses the actual cash flow figures from LHC’s cash flow statements.  This is incorrect because the 
cash flow statement figures are not consistent with the asset replacements that take place in accordance with the 
underlying assumptions of the model upon which the analysis of LHC’s profitability is based.  The result is that the cash 
outflows used by KPMG (reflecting additions/replacements of assets) are understated, which incorrectly inflates the 
TIRR that the KPMG calculates for LHC.   For a more detailed explanation of why it is not appropriate to use the cash 
flow statement figures in the TIRR calculation, please refer to sub-section 2.2 of Annexure B of the letter sent by LHC 
to the PHMI on 21 June 2017.  As explained in the RBB report of 18 March 2017, were this error to be corrected for, it 
would lower the KPMG’s TIRR from 20.6% to [CONFIDENTIAL] (see page 48).   

45  [CONFIDENTIAL]. 
46  RBB “Response to the PHMI’s Draft Profitability Analysis”, 26 March 2018, section 5.2. 
47  [CONFIDENTIAL]. 
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Table 1: Annual revaluation gains/losses (unsmoothed), R’millions, 2007 to 2015 
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Source: RBB analysis of LHC data and KPMG results. 

That the two approaches give rise to broadly similar results in all but one year indicates that 

the difference observed in that particular year (i.e. 2013) is highly unlikely to arise purely from 

a difference in two methodologies that are nevertheless correct.  Rather, it serves as a strong 

basis to conclude that the difference in 2013 is as a consequence of a calculation error. 

Indeed, the revaluation gain/loss calculated by KPMG in 2013 is more than [CONFIDENTIAL] 

times the revaluation gain calculated by RBB.  It also significantly exceeds the revaluation 

gain/loss calculated in any other year over the period 2007 to 2015, being more than 

[CONFIDENTIAL] the value of the next highest revaluation gain calculated 

([CONFIDENTIAL]).48  The fact that this arises only when a major asset class is replaced 

under the modelling assumptions, and when there is no other explanation for it (as we explain 

below) is no coincidence, and serves as clear evidence of the calculation errors that KPMG 

has made.49 

Second, since revaluation gains/losses arise from increases in the replacement value of 

existing assets, one would expect the revaluation gains to mirror closely the asset price indices 

that are used to inflate/deflate the replacement costs of LHC’s major assets in two respects: 

1. those years in which asset inflation (amongst major classes of assets) is highest should 

logically be the years in which the highest revaluation gains are calculated; and 

2. revaluation gains/losses expressed as a percentage of average capital employed should 

mirror percentage changes in the relevant inflation indices for major asset classes since 

revaluation gains/losses are, by definition, the value of the change in the firm’s asset base 

(as given by its capital employed) as a consequence of asset inflation/deflation.    

However, as is evident from Table 6 in the RBB report entitled “Response to the PHMI’s 

Profitability Analysis”, dated 18 April 2017, which sets out the various asset inflation indices 

used to adjust the replacement value of LHC’s assets over time, [CONFIDENTIAL].  Logically, 

if revaluation gains are calculated correctly, the greatest revaluation gains should be 

experienced in [CONFIDENTIAL], as is the case under the RBB calculation in Table 1, and 

not 2013, as is the case under KPMG’s calculations. 

In addition, in 2013 the KPMG revaluation gains/losses as a percentage of the average capital 

employed is [CONFIDENTIAL].  This would imply that LHC’s asset base increased in value in 

2013, as a consequence of revaluation gains, by [CONFIDENTIAL].  However, this is simply 

                                                                                                                                                
48  [CONFIDENTIAL]. 
49  [CONFIDENTIAL].  
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implausible, particularly since the highest percentage increase in the relevant asset inflation 

indices (i.e. the most that an individual asset’s value could have increased by) is 

[CONFIDENTIAL] in the same year.50 51   

Third, although this effect is masked as a consequence of KPMG’s approach to smoothing 

revaluation gains/losses, when revaluation gains/losses remain unsmoothed and are 

incorporated into the calculation of ROCE in those years in which they occur this reveals an 

enormous apparent increase in LHC’s profitability in 2013.  This is evident from Table 2 below, 

which sets out KPMG’s ROCE calculation (correcting for its incorrect omission of amortisation 

when calculating revaluation gains/losses) for each year, and on average, as well as similar 

figures based on RBB’s revaluation gains/losses calculations. 

As the table indicates, KPMG’s figure for ROCE (if its small error regarding amortisation is 

corrected) in 2013 is [CONFIDENTIAL], which is more than double the next highest ROCE 

figure for the period (which occurs in the previous year).  This is a highly implausible result 

given that there do not appear to have been any factors that would have led to LHC more than 

doubling its profitability from the previous year (and notably the PHMI does not put forward 

any).52  The absence of such factors is also consistent with the fact that the increase in 

profitability from 2012 to 2013 in the second row of the table is much more modest, 

notwithstanding that the only material differences in the approach to calculating the two sets 

of ROCE figures is how revaluation gains/losses are calculated. 

Table 2: Annual and simple average LHC ROCE, including revaluation gains/losses (unsmoothed), 2007 
to 2015  
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Source: RBB analysis of LHC data and KPMG results 

Finally, since the TIRR places less weight on the cash flows in later years, it will be less 

distorted by KPMG’s errors in the calculation of revaluation gains/losses.  This is because the 

cash inflow associated with the “revaluation gain” (when the asset base is effectively sold off 

in the final year of the analysis) is given less weight than in the ROCE calculation (in which 

revaluation gains in each year have equal weighting).53 

In this regard, while the PHMI correctly notes that the TIRR will not equal the ROCE exactly 

due to, inter alia, the timing of cash flows, such differences can typically be expected to be 

small.54  However, the difference between KPMG’s computed ROCE and TIRR figures are not 

                                                                                                                                                
50  See PHMI, “Profitability analysis of Healthcare Facilities”, 20 December 2017, Table 10. 
51  RBB, “Response to the PHMI’s Amended Profitability Analysis, 12 October 2017, pages 6 and 7. 
52  The implausible spike in ROCE can clearly be seen in Figure 2 on page 43 of PHMI, “Profitability analysis of 

Healthcare Facilities”, 20 December 2017. 
53  For a more detailed explanation of why it is not appropriate to use the cash flow statement figures in the TIRR 

calculation and in turn why KPMG’s TIRR calculation is also internally inconsistent and incorrect, please refer to sub-

section 2.2 of Annexure B of the letter sent by LHC to the PHMI on 21 June 2017. 
54  PHMI, “Profitability analysis of Healthcare Facilities”, 20 December 2017, page 12. 
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immaterial.  Specifically, KPMG’s simple average unsmoothed ROCE figure is 

[CONFIDENTIAL], while its TIRR, after excluding [CONFIDENTIAL], would be 

[CONFIDENTIAL], i.e. difference of [CONFIDENTIAL] percentage points. 

3.3.2 Additional evidence from the other private hospital groups 

3.3.2.1 [CONFIDENTIAL] revaluation gains/losses 

[CONFIDENTIAL]. 
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[CONFIDENTIAL].55 

[CONFIDENTIAL]. 

                                                                                                                                                
55  [CONFIDENTIAL]. 
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Table 3: [CONFIDENTIAL] 
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3.3.2.2 Comparison of revaluation gains/losses across hospital groups 
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Table 4: [CONFIDENTIAL] 
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3.3.3 An alternative assumption regarding asset’s useful lives 

In the RBB report of 26 March 2018, it was explained that all else equal, a firm will be found 

to be more profitable if the useful lives of its assets are longer.57  The intuition behind this is 

that the firm will be found to earn the same returns on a capital base that is, on average, 

smaller.  This means, in effect, that the firm has earned the same returns, while spending less 

on assets, over the period. 

Within this context, reference was made to the results of two analyses of LHC’s profitability 

that adopted alternative assumptions regarding the useful lives of certain of LHC’s assets.  

First, we assumed that equipment had a useful life of 10 years, such that it would not be 

replaced during the period analysed.  Second, we assumed that all short lived assets (i.e. 

assets with useful lives of less than 10 years) also had useful lives of 10 years.  

As explained in sub-section 3.2 above, the purpose of this analysis was to remove any scope 

for the replacement of short lived assets, as per the modelling assumptions, to be incorrectly 

identified as revaluation gains.  This possibility is removed since the assets in question no 

longer require replacement (according to the modelling assumptions) during the period under 

analysis.  

In this regard, Table 6 below sets out the revaluation gains/losses calculated, for each year, 

under the second of these two approaches.  Specifically, the first row of the table presents 

correctly calculated revaluation gains (labelled RBB), i.e. following a bottom-up approach, 

while the second row of the table presents the revaluation gains that would have been 

calculated if the approach undertaken by KPMG were followed.   

As is evident from the table, while the two data series cannot be expected to be equivalent in 

each year (for the reasons set out in sub-section 3.2 above), the two sets of revaluation 

gains/losses figures that are calculated, when summed across the period, are within 

[CONFIDENTIAL] of one another.  There is also no significant spike in revaluation gains in 

2013 under either approach.  

Table 6: Comparison of annual revaluation gains/losses (unsmoothed), R’millions, 2007 to 2015, 

assuming all short lived assets have useful lives of 10 years58 

[CONFIDEN
TIAL] 

[CONFID
ENTIAL] 

[CONFIDE
NTIAL] 

[CONFIDE
NTIAL] 

[CONFIDE
NTIAL] 

[CONFIDE
NTIAL] 

[CONFIDE
NTIAL] 

[CONFIDE
NTIAL] 

[CONFIDE
NTIAL] 

[CONFIDE
NTIAL] 

[CONFIDE
NTIAL] 

[CONFIDEN
TIAL] 

[CONFID
ENTIAL] 

[CONFIDE
NTIAL] 

[CONFIDE
NTIAL] 

[CONFIDE
NTIAL] 

[CONFIDE
NTIAL] 

[CONFIDE
NTIAL] 

[CONFIDE
NTIAL] 

[CONFIDE
NTIAL] 

[CONFIDE
NTIAL] 

[CONFIDE
NTIAL] 

[CONFIDEN
TIAL] 

[CONFID
ENTIAL] 

[CONFIDE
NTIAL] 

[CONFIDE
NTIAL] 

[CONFIDE
NTIAL] 

[CONFIDE
NTIAL] 

[CONFIDE
NTIAL] 

[CONFIDE
NTIAL] 

[CONFIDE
NTIAL] 

[CONFIDE
NTIAL] 

[CONFIDE
NTIAL] 

Source: RBB analysis of LHC data and KPMG results 

The results of the table emphasise that, provided there is no scope to erroneously identify 

asset replacements as revaluation gains/losses, the two approaches yield similar results.  This 

                                                                                                                                                
57  RBB, “Response to the PHMI’s Draft Profitability Analysis”, 26 March 2018, page 12. 
58  Note that the revaluation gains presented under the KPMG approach have also been corrected to take account of the 

amortisation attributable to intangible assets.  As discussed in sub-section 3.2, this was incorrectly excluded from the 
revaluation gains calculation by KPMG. 
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indicates that the differences observed in the revaluation gains/losses calculated under the 

original asset life assumptions are not as a consequence of differences in methodology, but 

due to the fact that the KPMG approach incorrectly treats asset replacements as increases in 

the value of existing assets. 

In addition, we found that when correctly calculated (i.e. on a bottom-up basis) revaluation 

gains/losses are included in the calculation of ROCE, LHC’s simple average ROCE was 

[CONFIDENTIAL] when the useful life of equipment was extended to 10 years and 

[CONFIDENTIAL] when the useful life of all short lived assets was extended to 10 years.   

These figures are notably higher than the ROCE figure we computed using correctly calculated 

revaluation gains under the original asset life assumptions (which was [CONFIDENTIAL]), 

which is to be expected given that, all else equal, the longer a firm can use the same assets, 

the higher its ROCE should be.  However, they are still more than [CONFIDENTIAL] 

percentage points lower than the simple average ROCE of 22.0% for LHC that is included in 

the PF.  This serves as further evidence of the error that KPMG has made in the calculation 

of LHC’s revaluation gains. 

In response to this submission, the PHMI subsequently requested the output in respect of 

these analyses in which the useful lives were extended, which were submitted to the PHMI on 

17 May 2018.  However, despite having received the submission explaining how the results of 

these analyses illustrate the error made by KPMG in the calculation of LHC’s revaluation gains, 

as well as receiving the underlying output from the profitability model, the PF does not reflect 

the relevance of these results.  Indeed, the only reference that is made to them is the following: 

“Life Healthcare submitted two additional scenarios which included an extension 

of the useful lives of its short-term assets so as to eliminate the inclusion of a 

hypothetical acquisition of assets as a revaluation gain.  The first scenario 

included the useful life of equipment being extended from seven to 10 years and 

the second scenario included the useful life of all short-term assets being 

extended from seven to 10 years, which resulted in a marginal reduction of the 

average ROCE”.59 

As such, the PF ignores the key implication of the analysis.  In particular, as explained above, 

if revaluation gains/losses are correctly calculated, extending the useful economic lives of 

LHC’s short lived assets should give rise to a higher ROCE, not a lower one, and that it is this 

that proves that KPMG has erred in the way that it has calculated revaluation gains under the 

original asset life assumptions.   

In addition, while the PF describes the extension of the useful lives of all short-lived assets 

resulting in a “marginal reduction of the average ROCE”, as noted above, it results in a 

                                                                                                                                                
59  The PF, paragraph 446, page 248. 
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reduction of more than [CONFIDENTIAL] percentage points.60  This is clearly not marginal 

and serves to illustrate that the extent by which LHC’s ROCE is inflated due to KPMG’s 

incorrect approach to calculating revaluation gains under the original asset life assumptions. 

3.4 Summary 

In summary, there is a host of evidence that points to KPMG having made an error by 

incorrectly treating asset replacements (as per the modelling assumptions used to generate 

the inputs that KPMG has itself used) as revaluation gains.  Moreover, this evidently does not 

merely reflect differences in methodology, but rather that KPMG has not effectively engaged 

with the way in which the underlying data that it has used have been constructed. 

Notably, if KPMG’s error is corrected then the simple average ROCE for LHC, with revaluation 

gains/losses still included, is [CONFIDENTIAL], while the correct TIRR figure is 

[CONFIDENTIAL].  We are of the view that these are the figures that should be presented in 

the PHMI’s final findings, either instead of, or at the very least in addition to, KPMG’s ROCE 

and TIRR results. 

 

  

  

                                                                                                                                                
60  Notably, KPMG (following its approach to calculating revaluation gains) found the reductions to be even greater.  

Specifically, while in the data room we found that KPMG had calculated the simple average ROCE to be 
[CONFIDENTIAL] when the useful life of equipment is extended to 10 years and [CONFIDENTIAL] when the useful 
life of all assets is extended. While KPMG made a number of errors in these calculations (excluding depreciation 
attributable to intangible assets from its calculation of revaluation gains and not updating the depreciation figures in the 
numerator of the ROCE calculation to reflect the change in the useful lives of all short lived assets), we note that even 
if these errors were to be corrected for it would yield a simple average ROCE of [CONFIDENTIAL] when the useful life 
of equipment is extended to 10 years and [CONFIDENTIAL] when the useful lives of all short lived assets are 

extended to 10 years.  This is therefore still significantly lower than the simple average ROCE that is presented in the 
PFs. 



 

RBB Economics 25 
 

4 Assessment of Results and their Implications 

In this section we discuss the profitability results as set out in the PF.  We start by briefly 

discussing particular issues that have previously been identified regarding the presentation of 

the results, but have not been addressed in the PF.  We then present an analysis of LHC’s 

profitability subsequent to the period analysed in the PF.  Finally, we discuss the implications 

of the PHMI’s results, if accepted on their own terms, as well as the results of our more recent 

analysis. 

4.1 The results presented in the PF 

In addition to the issues discussed in the sections above, there are a number of issues with 

the results that are presented in the PF that either create a misleading picture or do not allow 

for a proper interpretation. 

First, the PF only presents the results of KMPG’s ROCE calculation in which “smoothed” 

revaluation gains are included.  However, all that this smoothing serves to do is to mask (by 

smoothing out) trends that would otherwise be observable, as well as to mask clear outliers in 

the annual ROCE figures.   

Indeed, were the ROCE results for LHC to be presented when KPMG’s “unsmoothed” 

revaluation gains are included, 2013 would appear as a clear outlier, with LHC’s ROCE being 

significantly lower in all other years.  As we explain in more detail in sub-section 4.3 below, 

this has important implications for how the results presented in the PF should be interpreted. 

Second, the approach in the PF of segmenting the overall analysis period into two separate 

periods means that certain relevant trends in profitability in the second period are ignored.  

[CONFIDENTIAL]. 

This is evident from Figure 1 below, which replicates Table 2 above in graphical form.  The 

figure presents LHC’s annual ROCE, as calculated by KPMG, as well as ROCE calculated on 

the same basis but with revaluation gains/losses calculated correctly using a bottom-up 

approach (labelled “RBB”).61  [CONFIDENTIAL]. 

Figure 1: Annual and simple average LHC ROCE, including revaluation gains/losses (unsmoothed), 2007 
to 2015 

[CONFIDENTIAL] 

Source: RBB analysis of LHC data and KPMG results 

Third, in the case of the TIRR, it is not informative to present the results segmented over two 

shorter periods.  This is because shortening the period serves to place greater weight on the 

cash inflows at the end of the period.  This is particularly relevant for the second period of 

2011 to 2015, where the asset base is effectively sold off in 2015 and it is assumed that all the 

                                                                                                                                                
61  In both cases, we have corrected for KPMG’s incorrect omission of amortisation when calculating revaluation 

gains/losses. 
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revaluation gains are realised.  This is why the TIRR is higher for all of the hospital groups in 

the second period. 

Fourth, evaluating profitability of long living assets such as buildings (which make up a large 

proportion of LHC’s asset base) over short periods can be misleading because only a part of 

the asset’s life cycle is being analysed.  As these kinds of assets become older, the profits 

generated from them will increase because their depreciated replacement value has fallen but 

their potential to generate revenue has not (or at least not by the same extent).  

This means that any year-on-year trends observed in the analysis must be interpreted with 

care.  It also means that the value to the PF presenting the ROCE and TIRR results segmented 

between two shorter periods is even more limited. 

Fifth, while the PF only presents results including revaluation gains/losses, given that there 

remains conceptual debate over whether they should be included, a balanced approach would 

be to also include results excluding revaluation gains.  Notably, this would be consistent with 

the UK Healthcare Market Inquiry presenting results both including and excluding revaluation 

gains/losses as sensitivities.62 

Finally, as an aside, we also note that the PHMI continues to refer to the profitability analysis 

that was submitted by LHC on 16 September 2016 as LHC’s “base case”.  This is despite LHC 

having clarified its “base case” scenario to be [CONFIDENTIAL].  This is equivalent to the 

methodology and assumptions employed in the analysis relied upon by the PHMI, which gives 

rise to a simple average ROCE of [CONFIDENTIAL] when revaluation gains are excluded and 

a simple average ROCE of [CONFIDENTIAL] when correctly calculated revaluation gains (i.e. 

following a bottom-up approach) are included.63 

4.2 Extended profitability analysis for LHC 

Given that it is currently 2018 and the profitability results that are presented in the PF only 

cover the period up until the end of 2015, obtaining results for the profitability of LHC is likely 

to be informative regarding any more recent trends in profitability that are not captured by the 

PFs.  This is particularly relevant given that the PF seeks to draw inferences regarding the 

trends in the profitability of the hospital groups over time, and seeks to make recommendations 

that will affect the relevant market going forward.64  

We have therefore sought, using an equivalent methodology, to extend the profitability 

analysis that was submitted to the PHMI for LHC so as to include 2016 and 2017.  Specifically, 

we have sought to apply the same methodology to updated data provided by LHC as was 

used in the analysis submitted to the PHMI on 26 March 2018 (the “submitted analysis”).  This 

means that: 

 [CONFIDENTIAL]; 

                                                                                                                                                
62  CMA, “Private healthcare market investigation”, Final Report, 2 April 2014, Appendix 6.13, paragraph 182. 
63  Letter from the PHMI to LHC dated 20 December 2017 and letter from LHC to the PHMI dated 15 January 2018. 
64  The PF, paragraph 79 on page 75, paragraph 433 on page 246, paragraph 436 on page 247, paragraph 454 and 456 

to 458 on page 251, and paragraph 461 on page 252. 
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 [CONFIDENTIAL]; 

 [CONFIDENTIAL]; and 

 [CONFIDENTIAL]. 

Full details of the approach taken and data used are set out in Annexure A.1. 

While more detailed results of this extended analysis are contained in Annexure A.1, ROCE 

figures, for each of KPMG’s ROCE calculation and the RBB ROCE calculation (including 

correctly calculated revaluation gains), over the period 2007-2017, are shown in Table 7 

below.  The results are also presented on the basis of both smoothed and unsmoothed 

revaluation gains, and given that the PF has sought to segment the results over the period 

2006 to 2015 as between 2006 to 2010 and 2011 to 2015, we have similarly sought to segment 

these results into shorter periods, namely, 2007 to 2010, 2011 to 2014 and 2015 to 2017.   

[CONFIDENTIAL]. 

In addition, if the ROCE results are presented on the basis of unsmoothed revaluation gains, 

and are segmented between three periods (2007 to 2010, 2011 to 2014 and 2015 to 2017) 

then it is only during the second period that the ROCE that is calculated is materially above 

the PHMI’s computed WACC, even based on KPMG’s approach to calculating revaluation 

gains.  Specifically, while the PHMI’s WACC was 16.8% on average over the period, LHC’s 

simple average ROCE, as per KPMG’s approach to calculating revaluation gains, was only 

[CONFIDENTIAL] during the first period (i.e. [CONFIDENTIAL] percentage points lower), and 

was [CONFIDENTIAL] during the third period (i.e. only [CONFIDENTIAL] percentage points 

higher).  If revaluation gains are calculated correctly then these figures are even lower, with a 

ROCE of only [CONFIDENTIAL] during the third period (i.e. only [CONFIDENTIAL] 

percentage points higher than the PHMI’s WACC).  

In addition, segmenting the time period in this way, and presenting results where revaluation 

gains/losses have not been smoothed, renders the KPMG error in calculating revaluation 

gains/losses even more obvious.  Specifically, the ROCE in the second period is calculated to 

be [CONFIDENTIAL], which is [CONFIDENTIAL] percentage points higher than the simple 

average ROCE in the third period and [CONFIDENTIAL] percentage points higher than the 

simple average ROCE in the first period.  However, there is no other evidence that suggests 

why one would expect LHC to be particularly profitable over this period. 

 Table 7: Simple average ROCE results for LHC, segmented over three period  

[CONFIDENTIAL] [CONFIDENTIAL] [CONFIDENTIAL] [CONFIDENTIAL] 

[CONFIDENTIAL] [CONFIDENTIAL] [CONFIDENTIAL] [CONFIDENTIAL] 

[CONFIDENTIAL] [CONFIDENTIAL] [CONFIDENTIAL] [CONFIDENTIAL] 

[CONFIDENTIAL] [CONFIDENTIAL] [CONFIDENTIAL] [CONFIDENTIAL] 

[CONFIDENTIAL] [CONFIDENTIAL] [CONFIDENTIAL] [CONFIDENTIAL] 

Source: RBB analysis and LHC data 
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4.3 Interpretation of results 

We agree with the PF’s overall conclusion that the “profits of all three hospital groups are not 

excessive per se”. 65 However, certain of the inferences that the PF seeks to draw from 

KPMG’s profitability results are, in our view, incorrect. 

In particular, the PF notes that “the analyses also show consistently and increasingly high 

profits … [with] [n]o indication … that these profits are likely to be seriously challenged in the 

foreseeable future”. 66  It also notes, in the case of LHC specifically, that, “Life Healthcare 

appears to gain traction over the observation period, with ROCE of 19.2% on average over 

the first four years to a noteworthy 24.2%” and that LHC has had “noteworthy financial success 

over the most recent years”.67 

Starting with the first of these inferences, it evidently contradicts the PF’s overall conclusion 

that profits are not excessive.  Either the major hospital groups are earning excessive profits, 

as a consequence of there being insufficient competition to compete such excessive profits 

away, or they are not.68   

Indeed, the PF acknowledges that, for a variety of reasons, the results of the profitability 

analysis should be viewed with “a reasonable sufficient degree of tolerance”.69  As such, the 

PF itself confirms that simply because profits are found to exceed WACC by some amount 

does not in any way imply that competition is not effective.  In any case, if profits have already 

been competed away to levels at which they are not excessive, then whether or not they may 

be competed away still further is an irrelevant consideration for the assessment of whether 

hospitals possess market power. 

Moreover, the results presented in the PF simply do not support the claim that the major 

hospital groups, or LHC in particular, have been earning increasingly high profits.  

[CONFIDENTIAL].   

[CONFIDENTIAL].  

[CONFIDENTIAL].   

Finally, there is also no basis to claim that LHC’s ROCE has consistently exceeded WACC by 

a material extent.  In this regard, even if the PHMI were still to conclude that LHC’s high ROCE 

in 2013 (of in excess of [CONFIDENTIAL]) is not the product of a calculation error on the part 

of KPMG, it is at the very least a significant outlier, and not representative of LHC’s profitability 

on a more sustained basis. 

                                                                                                                                                
65  The PF, paragraph 463, page 252. 
66  The PF, paragraph 463, page 252. 
67  The PF, paragraphs 458 and 459, page 251. 
68  For a discussion of the interpretation of profitability results and the requirements for a finding of excessive profitability 

see, for example, Office of Fair Trading, “Assessing profitability in competition policy analysis, Economic Discussion 
Paper 6”, July 2003; and Competition Commission, “Guidelines for market investigations: Their role, procedures, 

assessment and remedies”, April 2013, pages 28 and 29. 
69  The PF, paragraph 449, page 248. 
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Notably, excluding this year from the calculation of LHC’s simple average ROCE over the 

period 2007 to 2015 would give rise to a simple average ROCE, using unsmoothed revaluation 

gains, of only [CONFIDENTIAL] ([CONFIDENTIAL] if KPMG’s other error regarding the 

treatment of amortisation is corrected), i.e. less than [CONFIDENTIAL] percentage point 

above the PHMI’s WACC of 16.8%.  This provides even more reason to conclude that 

competition amongst private hospitals is effective. 
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A Annexures 

A.1 Extended profitability results for LHC 

This Annexure presents the results of our ROCE analysis for LHC if it is extended to include 

2016 and 2017.  [CONFIDENTIAL]. 

We first explain the approach taken to updating the results, before then discussing the results 

under each of the RBB approach to correctly calculating revaluation gains and the KPMG 

approach to calculating revaluation gains that uses the cash flow statements. 

A.1.1 Approach to updating analysis 

In order to update the analysis we sought to apply the same methodology to updated data 

provided by LHC as was used in the analysis submitted to the PHMI on 26 March 2018 (the 

“submitted analysis”).  This means that: 

 [CONFIDENTIAL]; 

 [CONFIDENTIAL]; 

 [CONFIDENTIAL]; and 

 [CONFIDENTIAL]. 

[CONFIDENTIAL]: 

 [CONFIDENTIAL]; and 

 [CONFIDENTIAL].   

[CONFIDENTIAL]. 

 [CONFIDENTIAL]. 

 [CONFIDENTIAL]. 

A.1.2 Results with correctly calculated revaluation gains/losses 

[CONFIDENTIAL]. 
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Table 8: Summary of ROCE results, 2007 to 2017 

[CONFIDENTIAL] [CONFIDENTIAL] [CONFIDENTIAL] [CONFIDENTIAL] 

[CONFIDENTIAL] [CONFIDENTIAL] [CONFIDENTIAL] [CONFIDENTIAL] 

[CONFIDENTIAL] [CONFIDENTIAL] [CONFIDENTIAL] [CONFIDENTIAL] 

[CONFIDENTIAL] [CONFIDENTIAL] [CONFIDENTIAL] [CONFIDENTIAL] 

[CONFIDENTIAL] [CONFIDENTIAL] [CONFIDENTIAL] [CONFIDENTIAL] 

[CONFIDENTIAL] [CONFIDENTIAL] [CONFIDENTIAL] [CONFIDENTIAL] 

[CONFIDENTIAL] [CONFIDENTIAL] [CONFIDENTIAL] [CONFIDENTIAL] 

[CONFIDENTIAL] [CONFIDENTIAL] [CONFIDENTIAL] [CONFIDENTIAL] 

[CONFIDENTIAL] [CONFIDENTIAL] [CONFIDENTIAL] [CONFIDENTIAL] 

[CONFIDENTIAL] [CONFIDENTIAL] [CONFIDENTIAL] [CONFIDENTIAL] 

[CONFIDENTIAL] [CONFIDENTIAL] [CONFIDENTIAL] [CONFIDENTIAL] 

[CONFIDENTIAL] [CONFIDENTIAL] [CONFIDENTIAL] [CONFIDENTIAL] 

[CONFIDENTIAL] [CONFIDENTIAL] [CONFIDENTIAL] [CONFIDENTIAL] 

Source: RBB analysis and LHC data 

That the simple average ROCE for the whole period does not change is not particularly 

surprising given that the extension of the analysis adds only two years to an analysis that 

already lasted nine years.  [CONFIDENTIAL].   

[CONFIDENTIAL].   

[CONFIDENTIAL].  

[CONFIDENTIAL]. 

A.1.3 Results following KPMG’s approach 

In this sub-section, we have sought to update the analysis that the PHMI has presented for 

LHC in the PF, using the approach followed by KPMG to calculate the revaluation gains (i.e. 

the incorrect approach in which the figures in the cash flow statement are used to control for 

asset additions).  Specifically, we have calculated revaluation gains/losses on the following 

basis: 

 [CONFIDENTIAL]; 

 [CONFIDENTIAL]; and 

 [CONFIDENTIAL]. 

[CONFIDENTIAL]. 
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[CONFIDENTIAL]. 

In the sub-sections that follow, we present two variations of the updated PHMI results: 

 first, we present the annual ROCE in each year over the full period 2007 to 2017, along 

with the simple average ROCE over the entire period (using both the “smoothed” and 

“unsmoothed” revaluation gains); and 

 second, we present the results of the PHMI’s segmented analysis, where the simple 

average ROCE is calculated over shorter time periods, namely 2007 to 2010 and 2011 to 

2015 (with the PHMI’s results suggesting that LHC’s simple average ROCE increased in 

the second period).  In this case, since we are extending the analysis by adding a further 

two years, as well as segmenting the results into two periods as the PHMI has done (2007 

to 2011 and 2012 to 2017), we have also segmented them into three time periods (2007 

to 2010, 2011 to 2014 and 2015 to 2017). 

A.1.3.1 Results across the full period 

Table 9 below presents the ROCE figures using both the smoothed and unsmoothed 

revaluation gains for (i) the PHMI’s analysis over the period 2007 to 2015 and (ii) our replication 

of the PHMI’s analysis over the period 2007 to 2017 ([CONFIDENTIAL]).  The table below 

shows that: 

 when looking at the ROCE using the unsmoothed revaluation gains there is a clear spike 

in 2013, which is evidence of KPMG’s error in the calculation of revaluation gains; 

 [CONFIDENTIAL]; and 

 as in the case of the correctly calculated revaluation gains/losses, extending the analysis 

does not have any material impact on LHC’s simple average ROCE across the whole 

period. 
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Table 9: [CONFIDENTIAL] 

[CONFIDENTIAL] [CONFIDENTIAL] [CONFIDENTIAL] [CONFIDENTIAL] [CONFIDENTIAL] 

[CONFIDENTIAL] [CONFIDENTIAL] [CONFIDENTIAL] [CONFIDENTIAL] [CONFIDENTIAL] 

[CONFIDENTIAL] [CONFIDENTIAL] [CONFIDENTIAL] [CONFIDENTIAL] [CONFIDENTIAL] 

[CONFIDENTIAL] [CONFIDENTIAL] [CONFIDENTIAL] [CONFIDENTIAL] [CONFIDENTIAL] 

[CONFIDENTIAL] [CONFIDENTIAL] [CONFIDENTIAL] [CONFIDENTIAL] [CONFIDENTIAL] 

[CONFIDENTIAL] [CONFIDENTIAL] [CONFIDENTIAL] [CONFIDENTIAL] [CONFIDENTIAL] 

[CONFIDENTIAL] [CONFIDENTIAL] [CONFIDENTIAL] [CONFIDENTIAL] [CONFIDENTIAL] 

[CONFIDENTIAL] [CONFIDENTIAL] [CONFIDENTIAL] [CONFIDENTIAL] [CONFIDENTIAL] 

[CONFIDENTIAL] [CONFIDENTIAL] [CONFIDENTIAL] [CONFIDENTIAL] [CONFIDENTIAL] 

[CONFIDENTIAL] [CONFIDENTIAL] [CONFIDENTIAL] [CONFIDENTIAL] [CONFIDENTIAL] 

[CONFIDENTIAL] [CONFIDENTIAL] [CONFIDENTIAL] [CONFIDENTIAL] [CONFIDENTIAL] 

[CONFIDENTIAL] [CONFIDENTIAL] [CONFIDENTIAL] [CONFIDENTIAL] [CONFIDENTIAL] 

[CONFIDENTIAL] [CONFIDENTIAL] [CONFIDENTIAL] [CONFIDENTIAL] [CONFIDENTIAL] 

Source: RBB analysis and LHC data 

[CONFIDENTIAL]. 

A.1.3.2 Results across segmented periods 

As noted above, the PF breaks down the private hospital groups’ ROCE into two five year 

periods, 2006 to 2010 (2007 to 2010 in the case of LHC) and 2011 to 2015.70  In doing so, it 

shows LHC to have a simple average ROCE of 19.2% in the first period and 24.2% in the 

second period (including smoothed revaluation gains/losses).  The increase experienced 

between these periods is specifically highlighted by the PHMI. 

In Table 10 below we have sought to update these results so as to include 2016 and 2017 

([CONFIDENTIAL]), segmenting the results between the period 2006 to 2011 and the period 

2012 to 2017.  In addition, we have also included the results of our analysis, in which the 

correctly calculated revaluation gains/losses are included in the ROCE.  Note that in both 

cases, notwithstanding that we do not consider the smoothing of revaluation gains/losses to 

be appropriate, we have presented the results in which revaluation gains/losses are smoothed, 

as well as unsmoothed.  In the case of the results using smoothed revaluation gains/losses, 

we have smoothed revaluation gains/losses across the full period, in order to be consistent 

with KPMG’s approach.   

[CONFIDENTIAL]. 

                                                                                                                                                
70  Note, however, that revaluation gains are still “smoothed” across the full period. 
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Notably, in both cases our results using the correctly calculated revaluation gains are 

significantly lower than those of KPMG, which is due to the error made by KPMG in the 

calculation of its revaluation gains, which has the most notable impact in 2013. 

Table 10: [CONFIDENTIAL] 

[CONFIDENTIAL] [CONFIDENTIAL] [CONFIDENTIAL] 

[CONFIDENTIAL] [CONFIDENTIAL] [CONFIDENTIAL] 

[CONFIDENTIAL] [CONFIDENTIAL] [CONFIDENTIAL] 

[CONFIDENTIAL] [CONFIDENTIAL] [CONFIDENTIAL] 

[CONFIDENTIAL] [CONFIDENTIAL] [CONFIDENTIAL] 

Source: RBB analysis and LHC data 

In addition, we have also segmented the above ROCE results into three periods.  Specifically, 

we calculate the simple average ROCE across each of 2007 to 2010, 2011 to 2014 and 2015 

to 2017.   

These results are shown in Table 11 below.  [CONFIDENTIAL]. 

Notably, the PHMI’s error becomes more pronounced in the case of KPMG’s ROCE including 

the unsmoothed revaluation gains.  In this case, the simple average ROCE is more than 

[CONFIDENTIAL] percentage points lower in the third period than in the second period.  In 

addition, the simple average ROCE over the first period is [CONFIDENTIAL] percentage 

points below the PHMI’s WACC of 16.8%, while the simple average ROCE in the third period 

is only [CONFIDENTIAL] percentage points above the simple average WACC.  This shows 

that, even on the basis of the PHMI’s incorrect revaluation gains calculation, LHC has not been 

able to sustain ROCE above the PHMI’s WACC over a prolonged period of time. 

Table 11: [CONFIDENTIAL] 

[CONFIDENTIAL] [CONFIDENTIAL] [CONFIDENTIAL] [CONFIDENTIAL] 

[CONFIDENTIAL] [CONFIDENTIAL] [CONFIDENTIAL] [CONFIDENTIAL] 

[CONFIDENTIAL] [CONFIDENTIAL] [CONFIDENTIAL] [CONFIDENTIAL] 

[CONFIDENTIAL] [CONFIDENTIAL] [CONFIDENTIAL] [CONFIDENTIAL] 

[CONFIDENTIAL] [CONFIDENTIAL] [CONFIDENTIAL] [CONFIDENTIAL] 

Source: RBB analysis and LHC data 

 


