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Executive Summary
Boston Scientific Corporation (BSX) is a supplier of medical instruments and supplies on the international level. Formed in 1979, BSX currently has over 28,000 employees and sells over 15,000 products. They have been an extremely profitable company with revenues of over seven billion dollars. However, they have recently encountered a few problems that have caused their stock price to plummet from its high of over $45 in early 2004 down to its current trading price of just $16.23 (Yahoo Finance). Being in the medical industry leaves a company exposed to much scrutiny and more potential problems than most other industries, not to mention the extreme competition between other companies such as Johnson & Johnson. They have encountered numerous lawsuits due to faulty products, as well as making some poor choices by acquiring certain companies, such as Guidant (10-K 2005, 2). Boston Scientific still has a good chance to improve their performance and increase the shareholder wealth to what is once was. Thus, Boston Scientific needs to make some important changes. 

The first of our recommendations to increasing shareholder wealth is for Boston Scientific to build an EVA-based compensation plan. This will help motivate executives, management and employees to make decisions that focus on the company’s long-term growth as well as eliminating any management/shareholder conflicts. As EVA considers the time value of money and the timing of cash flows, it shows a more accurate measure of residual income rather than net income. Basing executive compensation on EVA is a more appropriate tool to use in determining whether management is adding value to the company, and whether they are contributing to an increase in shareholder wealth (Rich – EVA 2). 
Additionally, management must follow certain strategies that focus on the most efficient use of funding for operations. EVA assigns an effectual charge for employing capital, and the goal of management is to increase the difference between the profits generated by operations and the capital charge as much as possible (Stewart, 225). The EVA approach will guide management towards practices that produce greater value for the company. 
The second recommendation focuses on the capital structure of Boston Scientific. As the company is heavily invested in intangible assets (10-K 2005, 64) and is already highly leveraged, it is unwise to issue more debt. Boston Scientific should instead focus on internal funding, for it is the most cost-effective method to financing the company’s operations (Rich – Capital Structure, 19). Though an increase in leverage could result in an upward move of the stock price, Boston Scientific would less likely be able to cover additional interest payments with future cash flows. And if the company did enter financial distress, the value of their intangible assets would quickly drop (Rich – Capital Structure, 21). This would result in a drop of the overall value of the firm. For these reasons, internal financing is a good solution to funding Boston Scientific’s future projects. Furthermore, the company has a strong level of retained earnings, and the only risk involved in internal financing would be the risk of the cash flows generated.   

Recommendation 1: EVA Compensation Plan

Under the current compensation plan, Boston Scientific uses a performance-based deferred stock method for rewarding management. It follows that management receives a specified amount of shares depending on the price of the stock on the date of issuance. There are two measurement dates for issuance: December 31, 2008, and December 31, 2009 (10-K 2005, 128). The amounts of compensation are based on the different price categories (See Appendix 2). For example, if the price of BSX stock on December 31, 2008 is $40, management will receive 400,000 shares from the company.

The problem with this plan is that the performance measure and the price categories are arbitrarily set.  This motivates Boston Scientifics’ management to use whatever means necessary to increase the stock price per share to receive the bonus.  Such a plan can lead to stockholder-management conflict, because management’s attempt to drive the stock price up may inadvertently destroy stockholder value. This may increase the company’s value in the short-term but actually decrease the company’s value in the long-term (Rich – Agency, 1-2).  Management has tried to increase the price per share in several ways. One method was to repurchase stock; a second method involved the acquisition of Guidant, for management believed that its high stock price would add value to Boston Scientific (10-K 2005, 109). The problem with such methods is that management is not acting in the best interest of the company.  With the recent acquisitions Boston Scientifics’ management has tried to grow the company beyond optimal size to receive more power, pay, perks and prestige from its stockholders.  In turn, this increase in growth has not helped Boston Scientific, and has led the company into more debt to cover the increased costs of purchasing Guidant – paying Johnson & Johnson to terminate its merger with Guidant (10-K 2005, 109-110).   

Our suggestion is that Boston Scientific enacts an Economic Valued Added (EVA)-based bonus plan to replace the current performance-based deferred stock plan. This would benefit the company by setting an exceptional standard by which to measure the company’s worth. EVA is a better measure since this plan takes into account the time value of money and the creation of cash flows over time (Rich – EVA, 2). It would be a better system for paying out bonuses, because stockholders will be able to determine whether management is creating or destroying value through their decisions. The amounts of the bonuses are determined directly by EVA, since the calculation measures how much wealth is created every year (Rich – EVA, 19).  This cash bonus plan can be used to stimulate long term improvement, which would increase the company’s value in the long-term.
One main issue is the actual implementation of the EVA plan. Even though EVA is expensive, it is a change that focuses on the long-term, since EVA is a better measurement of company value produced. Additionally, Guidant, the newest acquisition, currently uses EVA (eva.com), so a change will have to be made since the two companies do not compensate in the same manner. The managers for Guidant, who have already used EVA, can help in the conversion process for Boston Scientific.  
Briggs & Stratton, a small-engine manufacturer for outdoor equipment, has been using EVA for years. BSX can follow three strategies that Briggs & Stratton have developed to create value (Rich – EVA, 18). These three strategies involve a build phase, an operating phase, and a harvest phase. Building requires the firm to invest in projects that will provide a greater return than the cost of the funding for those projects. Operating involves maximizing the return of the project while avoiding the need for additional funding, while harvesting consists of canceling projects that are not contributing to wealth generation. Since Boston Scientific is involved in product extensions, manufacturing process improvements, product redesign and the acquisition of Guidant, we believe that BSX management must apply these tactics if they are to create economic value (Rich – EVA, 18).
Since there are changes to be made with the recent acquisition, the company needs to create an EVA plan that focuses on the goals set for the company and for each division.  For the EVA plan to work effectively, timeless effort and dedication needs to be put into the goal setting and design planning. Although the EVA bonus plan is expensive to implement, the benefits outweigh the costs. Evidence shows that most companies that use Stewart’s method of EVA have shown positive results. In Measuring Executive Accountability, Stefan Reichelstein, Professor of Accounting at the Stanford Graduate School, says, “The number of firms that have chosen to adopt value-based performance measures in recent years has shot up dramatically." Reichelstein also notes, "According to some estimates, around 200 of the Fortune 1000 firms are now using some value-based metric to measure the performance of their top-level managers," (Zich).  

In The Quest for Value, G. Bennett Stewart discusses an approach to evaluating management through an EVA performance measure. He compares the different business units as debtors who are given a certain amount of funds by the company to invest in a project. The EVA result is the amount of profit (generated from the project) subtracted by the capital charge of using the lent funds. Based on how great the difference between profits and the charge is, management can be compensated accordingly (Stewart, 224). Additionally, the EVA measure directs management to follow certain guidelines that work towards producing optimal results. Stewart’s suggestions bear certain similarities to what Briggs & Stratton practice, but there are minor differences. According to Stewart, management should maximize returns in projects without using additional funds; if any extra capital is needed, profits need to increase enough to cover the additional costs. Finally, if capital can be used elsewhere than in the current project, management must show that the funds saved surpass the amount in lost profits from canceling the current project (Stewart, 225).
If Boston Scientific had used an EVA based compensation plan within the last three years, the measure would paint a less attractive picture of management’s performance than if a valuation tool such as net income were used. For BSX, the figures for net income were $628,000, $1,062,000, and $472,000 (all numbers in thousands) for the years ending 2005, 2004, and 2003, respectively (Yahoo Finance – Income Statements). If EVA were used, the figures would be $584,000, $948,000, and $370,000 (all numbers in thousands) for the respective years (See Appendix 3).
The EVA bonus plan can help motivate Boston Scientifics’ management to work toward repeated positive performance, while at the same time reducing the large bonuses paid out to executives who destroy shareholder value. As the company focuses on the three main divisions of Cardiovascular, Endosurgery, and Neuromodulation, and the recent acquisition with Guidant, more practical measures of performance are needed.  The EVA plan will accurately evaluate and compensate its managers based on this new, more focused, vision. 
Recommendation 2: Internal Financing

One of the most obvious methods Boston Scientific (BSX) can use to maximize shareholder wealth is to alter its capital structure by repurchasing stock and issuing more debt, thus potentially resulting in the appreciation of its stock price in the market. But because Boston Scientific has been heavily invested in intangible assets for the last several years, it may be too risky to increase leverage at this time. Boston Scientific should instead take an alternative approach, and begin to use internal funding for its operations (Rich – Capital Structure, 19-21). 

Whenever a company seeks to change its capital structure, the market often reacts in ways that reflect those changes, despite the fact that capital structure does not affect the amount of future cash flows generated by the company, nor does it influence the risks of those flows (Rich – Capital Structure, 2). The assets held by a company are the main determinant of what cash flows are generated in the future. Despite the many problems Boston Scientific has experienced, there is still an opportunity for long-term growth. The company’s intangible assets has increased dramatically in the last three years – $3.735 billion out of $8.196 in total assets (10-K 2005, 64) – evidence of recent acquisitions and attempts to gain a competitive advantage in the interventional medical devices market. New issuances of debt, coupled with a reduction in the number of shares outstanding, may push stock prices upward in the short-term (Rich – Capital Structure, 20), but such methods are shortsighted and do not focus on a longer term maximization of shareholder wealth. They merely create the appearance that the company’s stock price is undervalued, while such numbers may not be reflective of the earnings potential of the company.


Companies that seek to increase their leverage do so knowing that they are less likely to be able to pay off the additional interest. When a business has a large amount of holdings in intangible assets, increasing the amount of debt becomes a very dangerous game. Items such as goodwill and patents or technological rights may lose value very quickly if a company enters financial distress. Boston Scientific would face a great challenge if it entered bankruptcy, or worse, Chapter 7 liquidation. The company would be hard pressed in paying off its debt if it tried to sell intangibles that could be worth only a fraction of their previous value (Rich – Capital Structure, 16-21). 


Within the year, Boston Scientific’s stock price has lost nearly 40 percent of its value. A year ago this day (November 19, 2006), the price per share was $26.10 (Wharton Research Data Services, WRDS), while today, the price is $16.23 (Yahoo Finance). The statement of cash flows in Boston Scientific’s 10-K statement for the fiscal year ended December 31, 2005, shows that the company repurchased $734 million worth of stock (Form 10-K, 67). Yet the BSX price depreciated from $35.55 at the end of 2004 to $24.49 at the end of 2005 (WRDS). Clearly, the repurchase strategy did nothing to help push the stock price up. If Boston Scientific were to once again attempt to alter its capital structure by repurchasing stock, there is no guarantee that the same result would not happen again. 


With this level of uncertainty, Boston Scientific would benefit from following the Pecking Order Theory, which, according to Donald H. Chew in The New Corporate Finance, recommends that when a company invests in projects, they do so using the “cheapest available source of funds,” (Chew, 202). Internal financing is cheaper than issuing debt or equity, because there are no issuance costs, and it is easier to use money made from operations than dealing with investment banks or the brokerage houses (Rich – Capital Structure, 19). In 2005, Boston Scientific had $3.41 billion in retained earnings, a $620 million increase from 2004, (From 10-K, 65). Clearly, there is room for internal financing.

However, suppose management may believe the stock is currently undervalued, and so they would want to issue debt to send a signal to the markets that BSX will be producing higher cash flows in the future (Chew, 201). Through its new debt issuance, BSX would be declaring its ability to meet additional interest payments with future cash flows because they have taken on the risk of more debt. However, such tactics may be shortsighted and costly, for if BSX invested these inflows of cash into projects that do not return substantial cash flows, it would be faced with interest payments it cannot make. Granted, issuing debt would increase the tax shield, and hence the value of the overall firm, but would it be enough to offset the costs of financial distress if such an event occurred? (Chew, 199). In the case of bankruptcy, direct costs are miniscule (1-3 percent), but the indirect costs can be a great burden – up to 20% of firm value – especially for firms that have a large amount of intangible assets, like BSX, (Rich – Capital Structure, 21). The quick reduction in firm value (from intangible assets) would be detrimental to the company, and could potentially lead to an underinvestment in future projects, simply because there is no funding available. For these reasons, increasing leverage is not a wise option.

As a result, internal funding is the key to a long-term maximization of Boston Scientific’s stock value. As mentioned earlier, BSX has experienced an increase in retained earnings. The company could use this value and invest it in new projects for the firm, without incurring any new risks (from debt or equity issuances) other than the risk inherent in generating future cash flows. This signal of future growth may take longer to reach the market than a more visible adjustment to the capital structure, but Boston Scientific will be making a move towards more stability and higher profits in the long run.

Conclusion


Boston Scientific must reach several objectives to improve its shareholder wealth. The current deferred stock plan for management is not benefiting the company’s ultimate goal. Instead, creating an EVA based compensation plan will drive management to implement practices that add value to the company. Rather than focusing on the short-term appreciation of a stock price, management will be shown another direction; they will assign themselves costs for using capital, so that they will be fully aware of the earnings they will need to produce. Furthermore, Boston Scientific is limited in its use of capital structure, for it holds a large position in intangible assets. Logic follows that the more intangibles a company holds, the less debt it should have. Finally, the past year’s stock performance for BSX has shown how little changing capital structure has helped. Therefore, Boston Scientific should pursue internal financing, as the only risk incurred would be the generation of future cash flows.     
Appendix 1: Business Overview

Boston Scientific Corporation (BSX) is a supplier of medical instruments and supplies on the international level. Formed in 1979, the company manufactures products that are used in interventional medical specialties, such as facilitating the functions of human organs when they would otherwise not function on their own. Boston Scientific has a large amount of intangible assets, about 45.57 percent of their total assets due to the amount of goodwill, patents, core and developed technology since they are in the business of developing medical devices.  Boston Scientific (BSX) specializes in three different areas: Cardiovascular, Endosurgery, and Neuromodulation (Yahoo Finance). 

The Cardiovascular division focuses on products such as coronary stents that serve to open blocked arteries. Endosurgery is comprised of a broad range of products to diagnose, treat, and palliate a variety of gastrointestinal diseases and conditions.  Endosurgery typically involves the esophagus, stomach and colon. The Neuromodulation division’s purpose is to restore hearing.  

The leading division in sales is the Cardiovascular division, with sales of $4,907 million, while Endosurgery has sales of $1,228 million, and the Neuromodulation division totals $148 million.  The Neuromodulation division has increased sales by $102 million since 2004.  Currently, Boston Scientific’s Neuromodulation division had the lowest sales; as a remedy, the company attempted to increase market share by acquiring Guidant in 2006. Although the Neuromodulation division profited from this venture, the Cardiovascular division did not experience similar results (10-K 2005, 37).  

Before Guidant began proceedings with Boston Scientific, the company was involved in a merger contract with Johnson & Johnson.  Boston Scientific paid Johnson & Johnson to break up its contract; BSX also paid $27 billion to acquire Guidant. Guidant is a company that develops, manufactures and markets products that focus on the treatment of cardiac arrhythmias, heart failure and coronary and peripheral disease.  Boston Scientific believes that this acquisition of Guidant will increase its market share by allowing BSX to become a major provider in the high-growth cardiac rhythm management business (10-K 2005).  However, Boston Scientific was not aware of the numerous lawsuits in which Guidant was involved before acquiring. To pay for the additional costs of acquiring Guidant, Boston Scientific had to enter into a transaction agreement with Abbott to buy the cardiovascular and endovascular segments of Guidant.  Abbott loaned Boston Scientific $900 million to cover the Guidant acquisition costs, and has also purchased $1.4 billion shares as additional collateral (10-K 2005).  

As Boston Scientific is a company that focuses its products on complex medical instruments, a high percentage of the assets are intangible. BSX has made a move towards increasing their intangible assets, as when they purchased Guidant. Boston Scientific seems to follow a strategy that whenever one division (such as Neuromodulation) starts to show a reduction in sales, the next action is to acquire another company to strengthen the parent’s market share in that division. 

Appendix 2: Compensation Table*
	Share Performance Price
	 
	% of Restrictions
that Lapse
	 
	12/31/08 Measurement
Date
	 
	12/31/09 Measurement
Date
	 
	Total Shares
Earned

	


	$75 and above
	 
	100
	%
	1,000,000
	 
	1,000,000
	 
	2,000,000

	$60
	 
	80
	%
	800,000
	 
	800,000
	 
	1,600,000

	$50
	 
	60
	%
	600,000
	 
	600,000
	 
	1,200,000

	$40
	 
	40
	%
	400,000
	 
	400,000
	 
	800,000

	$35
	 
	20
	%
	200,000
	 
	200,000
	 
	400,000

	Below $35
	 
	0
	%
	0
	 
	0
	 
	0


*Chart taken from Item 11: Executive Compensation p. 128 of the 10-K form for the year ended December 31, 2005.
Appendix 3: EVA Analysis*
Boston Scientific EVA Analysis

	
	2005
	2004
	2003

	EVA=NOPAT(T) - k(T-1) * Capital(T-1)
	
	
	

	Operating Profit
	$968,000,000
	$1,574,000,000
	$697,000,000

	plus:  Interest on Cash Balances
	$17,208,000
	$11,960,000
	$3,073,200

	          Goodwill Amortization/Impairment
	$0
	$0
	$0

	          R&D Expense
	$680,000,000
	$569,000,000
	$452,000,000

	          Change in LIFO Provision
	$0
	$0
	$0

	less:  Cash Taxes
	$263,000,000
	$432,000,000
	$171,000,000

	           Amortization of Capitalized R&D
	$367,600,000
	$293,200,000
	$242,800,000

	NOPAT (T)
	$1,034,608,000
	$1,429,760,000
	$738,273,200

	
	
	
	

	Cost of equity is r(e) = r(f) + Beta * MRP
	
	
	

	r(f) 
	1.93%
	5.15%
	4.91%

	Beta
	0.75
	0.75
	0.7

	MRP
	6%
	6%
	6%

	r(e)
	6.43%
	9.65%
	9.11%

	Cost of debt is r(BAT) = r (B) (1-Tc)
	
	
	

	r(B)
	5.43%
	5.63%
	7.31%

	Tc
	28.9%
	26.6%
	32.1%

	(1-Tc)
	71.1%
	73.4%
	67.9%

	r(BAT)
	3.86%
	4.13%
	4.96%

	Total Market Value of Equity and Debt
	
	
	

	Value of equity
	$29,696,472,940
	$30,373,390,240
	$17,492,386,220

	Value of debt
	$2,367,000,000
	$1,725,000,000
	$935,000,000

	Weight of equity
	92.62%
	94.63%
	94.93%

	Weight of debt
	7.38%
	5.37%
	5.07%

	Cost of Capital = [(We)(r(e))*(Wd)(r(bat))]
	6.24%
	9.35%
	8.90%

	Capital(t-1)
	
	
	

	Operating Cash
	$1,296,000,000
	$671,000,000
	$260,000,000

	Plus:  Receivables
	$900,000,000
	$542,000,000
	$435,000,000

	          Inventory 
	$360,000,000
	$281,000,000
	$243,000,000

	          Other Current Assets
	$148,000,000
	$141,000,000
	$102,000,000

	          Plant and Equipment
	$870,000,000
	$744,000,000
	$636,000,000

	          Intangible Assets
	$3,340,000,000
	$2,461,000,000
	$2,367,000,000

	          Capitalized R&D
	$1,286,200,000
	$1,010,400,000
	$801,200,000

	          Other Assets
	$142,000,000
	$56,000,000
	$29,000,000

	Less:  Current Liabilities
	$1,122,000,000
	$755,000,000
	$733,000,000

	Capital(T-1)
	$7,220,200,000 
	$5,151,400,000 
	$4,140,200,000 

	k(T-1) * Capital(T-1)
	$450,568,485.28 
	$481,846,808.51 
	$368,468,357.98 

	EVA=NOPAT(T) - k(T-1) * Capital(T-1)
	$584,039,514.72 
	$947,913,191.49 
	$369,804,842.02 


*Spreadsheet compiled from balance sheet values found in 10-K forms for years ending 2005, 2004, and 2003, and from the Wharton Research Data Services database.
Appendix 4: Stock Price Trends

Boston Scientific Stock Trends Over the Last 5 Years
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BSX Stock Compared to S&P 500 and Johnson & Johnson Over Past 2 Years
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Appendix 5: Sales spread across International Regions*
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*Chart compiled from international net sales figures listed on p. 37 of the 10-K statement for the fiscal year ended December 31, 2005. 
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