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Executive Summary

The market value of Boston Scientific has been under constant assault in the last fiscal year. The primary force behind these negative pressures is our acquisition of Guidant Corp. Many investors and analysts see this move as an unnecessary additional risk. As financial managers of Boston Scientific, we respectfully disagree. We believe that our base stock price, and therefore market value, is approximately $ 16.00 a share. Our currently traded value represents a price not significantly greater than our estimated base value. This illustrates two significant points: the market has little to no confidence in our current direction; there is significant opportunity for growth in the near future. 

Many forces currently impact our business. We operate with customers whose bargaining power is only limited by self imposed legal restrictions (Medicare), specific, technical suppliers, skeptical partners (Doctors), a stringent regulatory environment and a long and arduous product development cycle. All these factors we must consider before implementing any action. 

We do not claim to be marketing, management or product development experts. What we recommend is improved financial management. Our recommendations:  Use a portion of our current cash surplus to retire existing debt, repurchase stock with the proceeds of a subordinated note acquired during the Guidant purchase and a significant, renewed commitment to Research and Development. 

Introduction

The medical equipment industry is an explosive industry where technology and information rapidly change.  The products manufactured by these companies represent a vast array of medical devices: from simple syringes and clamps, to complex pacemakers and defibrillators.  Boston Scientific, hereafter referenced as BSX, is one of the largest companies in this industry.
   In the past 3 years the medical equipment sector has grown 13-15% annually and is currently valued at over $165 billion worldwide.  The industry is expected to continue growing at a rapid rate due to an aging population, longer life spans, higher rates of obesity and injury and direct consumer marketing (Business & Company Resource Center).
We need to first identify our primary goal: the maximization of shareholder wealth. The truest measure of this is the stock price. The stock for Boston Scientific has been on a steady decline since mid 2004 (see Appendix B).  Clearly we have a tremendous opportunity for improvement; what is not clear is how we improve. BSX is struggling to increase their stock price and investors are tremendously concerned with the volatility and downward trend of the stock.  Many analysts and investors believe the decline in stock price is due to the Guidant Corp. acquisition. We maintain the acquisition will be beneficial to the corporation in the future.  This comprehensive proposal seeks to reduce shareholder tensions by demonstrating an alignment of management and shareholder goals while generating new revenue. 

These two methods address the underlying sources that determine the stock price, or market value, of a company. This does not account for another factor that determines the current stock price, momentum. Momentum is the markets overall attitude towards the stock and more specifically the corporation and the prospects of future cash flows and growth. 

BSX has been, and still is, facing numerous litigations, which are mostly related to product malfunction.   Numerous recalls on products are causing costs and expenses to increase tremendously.  Malfunctioning devices are even more serious in the medical industry because when one of the products is defective a human life is at risk. Another significant factor is the potentially large litigation expense and the secondary impact of a negative perception of the company’s devices.
The recent decline in stock price clearly shows a negative perception of our company by the market and this requires immediate attention.  To improve the market’s perspective of the company we plan to use excess cash to retire debt, repurchase stock and increase Research and Development expenditures.
Black-Scholes Option Pricing Model (For Recommendations 1 and 2)
The Black-Scholes Option Pricing Model (BSOPM) (see Appendix D) is a model that was developed in 1973 by Fischer Black and Myron Scholes (Wikipedia – Black-Scholes).  The model is used to help produce option values for call options.  The stock of a corporation is essentially considered a call on the firm’s assets.  When a corporation has debt, the payoff to the stockholders is basically the same as the payoff from purchasing a stock (Options Lecture).  We used the BSOPM to help value how our recommendations in changing the capital structure will effect stock price.
Recommendation 1: Use Excess Cash to Retire Debt

After thorough analysis of the long-term financial standing of Boston Scientific, we propose to use excess cash to retire a portion of long-term debt.  Currently, the long-term debt ratio (long-term debt divided by equity) for BSX is 0.59 which is almost double the industry average of 0.31 (Financial Ratios from Reuters).  After the merger and acquisition of Guidant, the total amount of debt BSX has accumulated totals to $8.893 billion (Quarterly Balance Sheet from Reuters).  By retiring a portion of long-term debt, the debt ratio will decrease and send a signal to investors about an increasing financial strength.

By retiring a portion of the long-term debt, the firm becomes less risky for the stockholders.  The decrease in risk will also result in a decrease in the required rate of return and expected return for the stockholders (Capital Structure Lecture).  

The BSOPM can be used to calculate effects of retiring outstanding debt (see Appendix D).  We analyzed the actual returns from the previous four years to calculate the standard deviation for Boston Scientific stock.  Stock is essentially a call on the company’s assets, therefore by using the actual returns on the company’s stock we are calculating an average return on company assets and hence the standard deviation for the company’s assets. Though this is not exact, it provides a representation of the current volatility in the company stock and the company’s assets which is adequate to approximate patterns within our calculations. Furthermore, we believe that the recent past has accounted for historically high levels of volatility and general market uncertainty in regards to our stock.
By using these calculated scenarios we can see that as we increase the amount of debt retired the potential value of our company stock increases proportionately.  This accomplishes the goal of increasing shareholder wealth.

As of the 3rd quarter of 2006, BSX has a total of $1.541 billion in cash on hand (Quarterly Cash Flows Statement from Reuters).  The corporation does not need all this cash for operations so a portion can be used to retire debt along with the scenario proposed in Recommendation 2.
Recommendation 2: Repurchase Stock


After analyzing Boston Scientific’s financial background one observation becomes clear: common shareholders paid a significant cost in the acquisitions of Guidant due to a dilution of ownership. We intend to correct this problem by repurchasing company stock.  As of right now, BSX has approximately 1.5 billion shares outstanding up from 844 million shares in 2005 (Boston Scientific 2005 Financial Report).  These shares were issued to finance the acquisition of Guidant Corp.  BSX sent a negative signal by issuing shares of common stock to primarily finance most of the purchase cost of Guidant.  


We could use the income stream from a subordinated note receivable to repurchase stock.  We intend to do this in a graduated plan with a larger portion of share repurchase coming in the final phase in 2008.  This plan would entail a moderate, gradual purchase of stock in 2007 followed by a much larger one-time repurchase in 2008. This year is unique for two reasons: 1) there is no capital gains tax in 2008 for investors in the 10-15% tax bracket and 2) shareholders will definitely see earnings growth from their current increase of risk.  By letting our intentions known, investors will see the opportunity and potential in Boston Scientific equity, and have an acceptable time horizon to act. 

This strategy is a diversion from prior activities.  Past financial statements show that the funds used to repurchase shares of common stock came from the typical issue of additional debt.  As we found in the company’s current long-term debt to equity ratio, issuing additional long-term debt to repurchase shares of common stock will increase the ratio. We believe the short-term benefit to our equity partners that this provides comes at a cost that is too substantial.  As of 2006, the ratio is 0.59 compared to the industry average of 0.31 (Financial Ratios from Reuters).


To implement the repurchase of stock we propose writing options, specifically puts, on Boston Scientific common stock.  We would place these with a third party broker and fully disclose all activities with the public.  This satisfies any legal requirement and also demonstrates a belief in our stock value.  By selling puts on our own stock we are sending a message to investors that we have a positive outlook for our company’s stock, which should help with market momentum and investor sentiment.
 Using our proposed method we could reduce the repurchase amount by the value we receive from the sale of the derivative.  If the stock price does happen to fall to the strike price of the derivative instrument, we can reduce this cost from the derivative proceeds while accomplishing a stock repurchase at the same time.  This benefit does come with the cost of increased volatility. We believe this detriment is accounted for by the price of the option.


Another added benefit to using this method is that we can use proceeds of selling puts to repurchase stock which will reduce our own out of pocket costs.  This is possible because by using the BSOPM we can calculate several scenarios (See Appendix D).  

These scenarios show how repurchasing different amounts of company stock all help to increase the stock price.  Essentially the more cash we are able to use towards repurchasing stock the greater ability to increase stock price.  By using the put proceeds to increase the stock price the puts will never be exercised thus the company keeps the put proceeds while reducing company cash used to repurchase stock essentially repurchasing our own shares at a discount.
Recommendation 3: Increase R&D

After extensive analysis of Boston Scientific, we have come to the conclusion that increasing Research and Development (R&D) will be highly beneficial to the corporation.  In 2005, BSX spent 11% of net sales on R&D, in 2004 they spent 10.1%, 13% in 2003 and 11.8% in 2002 (Annual 10-K Report).  We believe the company would see the most significant long term benefits by increasing R&D substantially.

Currently, for the 2006 fiscal year, R&D is expected to be about 12.9% of total revenue (calculated by current R&D expense divided by current total revenue).  We propose to increase the 5 year running average of 11.76% (current) to 14%-16%.  By doing this we believe the company will only experiences benefits with the only drawback being lower net income.

By increasing R&D in this highly changing industry, the benefits can grow exponentially.  With acquisition of new minds, information, and technology from Guidant Corp, it would be detrimental not to continue and expand the potential for future discoveries.  We also believe the increase in R&D would decrease the chance of future litigation costs.

In 2005, litigation costs amounted to a total of $780 million (Annual Income Statement from Reuters).  The total number of pending litigation law suits are increasing every year for the corporation.  The majority of these lawsuits are due to malfunctioning products.  By increasing R&D, the corporation will have researched and tested their products more thoroughly which would result in better functioning products and less money used towards litigation.

It would be best for BSX to use the increase in R&D for uses that can be capitalized rather than expensed.  An expensed use of R&D would not be as profitable and effect income more.  The Financial Accounting Standards Board allows capitalization of certain R&D expenses when R&D provides technological or economic feasibility. BSX should be take advantage of this where possible. If the R&D is capitalized rather than expensed, it will provide a more accurate representation of the value of company assets.
With the acquisition of new personnel and technologies from Guidant, BSX has a high potential for future advancements in technologies and products.  One of the main goals of Boston Scientific is to make a break through in the field of medical devices.  By making advancements in a technology, the benefits would outweigh the cost of increasing R&D.

One drawback to increasing R&D is it would result in lower income.  The increase in R&D would cause a decrease in earnings.  The increase should be reduced by the savings in litigation expense and any capitalization of R&D.  The benefits of increasing R&D are likely to be greater than the costs.

Conclusion
Boston Scientific must take the necessary steps to maximize shareholder wealth which includes the retiring of debt, the repurchasing shares of common stock, and increasing R&D expense.  Retiring long-term debt with excess cash will lower the debt to equity ratio telling investors that the company is increasing its financial strength.  BSX also has the option to repurchase stock which in turn increases stock price.  The Black-Scholes Option Pricing Model indicates that a combination of repurchasing stock and retiring debt gives BSX maximum stockholder wealth (see Appendix D). The analysis shows that using 100% of funds to retire debt or a combination of 50% debt retirement and 50% stock repurchase provides the greatest increase in stock price.

We can add further value to the firm by selling puts to repurchase shares of common stock.  The proceeds from the puts will be used towards repurchasing stock which in turn raises the stock price and decreases the chance that the put options will ever reach their strike price.  The last step recommended is to increase R&D expense. This should reduce future litigation costs, increase quality of future products, and reduce any regulatory actions that may restrict the release of new products. These steps will show BSX’s commitment to producing quality products.
Appendix A: Company Overview

About the Company

Boston Scientific is the world’s largest producer and distributor of medical devices.   BSX’s mission is “to improve the quality of patient care and the productivity of healthcare delivery through the development and advocacy of less-invasive medical devices and procedures.”

BSX is home to over 28,000 employees and delivers over 15,000 products in 45 different countries.  The corporation owns 26 manufacturing, distribution, and technology centers throughout the world.

Financial Background

BSX’s stock price reached an all time high of $46.10 per share in April 2004 at which point it has steadily declined at approximately 20% per year (Appendix B / C).  However, net sales in 2005 increased to $6.283 billion from $5.624 billion in 2004, a 12% increase.  This increase in sales was not enough to overcome the additional expenses in 2005 which caused net income to drop to $628 million from $1.062 billion in 2004.  The additional expense in 2005 was due to litigation settlement totaling $780 million (Annual Income Statement from Reuters).  In November 2005, BSX issued public debt to help repay short-term debt obligations. These funds were used to repurchase shares of common stock and to fund strategic alliances ($594 million in 2005) and acquisitions (Boston Scientific 2005 Financial Report).  In the second quarter of 2006, BSX wrote off $4.117 billion of purchased R&D from the acquisition of Guidant in 2005 (Quarterly Income Statement from Reuters).  Acquiring Guidant Corp. for $27 billion caused total debt to rise to roughly $9 billion.  This resulted in a net loss of $4.262 billion for the second quarter.  Even after issuing debt to repurchase shares of common stock and writing off R&D, the company’s beta still remains below industry average at 0.53.  However, BSX’s long-term debt to equity ratio of 0.59 is roughly double that of the industry’s 0.31 (Financial Ratios from Reuters).  The reason for this increase is from the issuance of long-term debt combined with the repurchase of shares of common stock.  After the first three quarters of 2006, EPS for BSX is -$2.76, and return on assets and return on equity are negative 18.13 and 37.22 respectively (Financial Ratios from Reuters).  
The primary reason for ratios below the industry average is the extremely low net income reported each quarter.  The $4.117 billion expense in the second quarter caused the average of the three quarters net income to be negative.  The debt right now is overwhelming because the interest coverage ratio is -8.57 (Financial Rations from Reuters).  This means that BSX is paying way too much in interest expense relative to the company’s low EBIT (Earnings before Interest & Taxes) as compared to the industry average of 15.91.  
Overall this shows that BSX should stop issuing long-term debt and increase R&D expense to prevent extra litigation cost because these two things drive down earnings, which is needed to pay interest and principal on the debt.

Competitors
A few of the direct competitors to BSX are Johnson & Johnson, Medtronic, and GE Healthcare. Medtronic has grown immensely in the past five years. Revenues for 2005 were $10 billion which nearly doubles their 2001 revenue of $5.5 billion (Business & Company Resource Center). This company sells products in over 120 countries and employs 31,000 people worldwide (BSX Website). 
Johnson & Johnson is another company who competed with BSX during the Guidant acquisition (Business and Company Resource Center). After Boston Scientific acquired Guidant, the company had to pay Johnson & Johnson $700 million for breaking the contract that Johnson & Johnson already had to purchase Guidant. 
GE healthcare is another competitor which has one the highest revenues in the industry with sales totaling $14 billion in 2004. GE employs 42,500 people in over 100 countries worldwide (Business and Company Resource Center).
Appendix B: Historical Graph of BSX Stock Price (from Yahoo! Finance)
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Appendix C: BSX vs. S&P 500 Health Care Equipment Index
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From: <http://www.bloomberg.com/apps/cbuilder?ticker1=S5HCEP:IND>
Appendix D: Black-Scholes Option Pricing Model
Taken from Options Lecture Notes:
S0 = V0[N(d1)] - Dt * 

 [N(d2)]

d1 = 


d2 = d1 - 


where:

S0 = value of stock today

V0= market value of firm's assets today

Dt = promised payment to bondholders at maturity

rf = risk-free rate on Treasury strip with same maturity as firm’s debt
2 = variance of returns on firm's assets

t = maturity of bonds (in years)

e = exponential function  2.7183

N(d1); N(d2) = value of the cumulative normal distribution of d1 & d2 respectively
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	$33,243,000,000
	d1
	1.9479
	Pre-Tax Stock Value
	$26,744,188,359.96

	Total Debt
	$8,898,000,000
	d2
	0.8357
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	(retire $500 million)
	$8,398,000,000
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	0.8221
	d2
	      1,469,192,852.74 
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	           46,210,720.89 
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	New stock price
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