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Executive Summary


Boston Scientific is the world’s largest medical device company with over 15,000 products delivered to over 45 different countries.  Established in 1969, Boston Scientific has grown its’ revenues to over $6.3 billion (Boston Scientific.com).  Their mission has been to develop less-invasive products that reduce risk, trauma, cost and recovery for patients.  Lately Boston Scientific has been in the spotlight of business news and subject to criticism.  Since reaching its stock height of 46.10 in May of 2004, their stock price has declined dramatically and ranged from $14 to $28 in the last year.  Also, with the recent acquisition of Guidant, a market leader in cardiovascular products, difficulties have not gone away and the business needs to discover its problems and implement plans to bring the company back to its prime.


Our recommendation is to implement an EVA based incentive program.  By moving to a system based on EVA, key management decisions will be better modeled, monitored, communicated and rewarded in relation to the increase in value they provide to the shareholders (Chew 142).  This will align the management’s and shareholders’ interests to increase the value of the firm and reduce friction between both sides.  


Boston Scientific’s assets have grown from over $8 billion in 2005 to nearly $31 billion in September 2006.  This has greatly reduced their return on assets and decreased contribution margins.  With numerous acquisitions since 2004, and the largest one to date of Guidant, Boston Scientific might have grown too large to keep a strong focus within their core competencies.  


To bring return on assets back to industry standard levels and bring the stock price back to where it was in 2004, we suggest that Boston Scientific sells off some of the assets not linked to their core competencies.  This will help increase their return on assets, decrease losses in non-core business products that do not increase returns, and allow more funding to core product research and development.

Even with the negative financial effects of the acquisition of Guidant, the acquisition can greatly strengthen Boston Scientific’s position in the industry. If managed correctly, this acquisition can prove very beneficial to the company and add great value to the firm.  With the future of the stent market unclear, the new market Guidant’s products will reach for Boston Scientific will help lower the risk of the business and increase its’ profits overall.

Using and EVA based incentive program and resolving current agency problems, Boston Scientific should be able to revive their stock price, improve their return on assets, and increase the value of the company.

Introduction
Over the years Boston Scientific has been among the leaders in distributing and producing less-invasive medical procedures; saving the lives of thousands of people around the world (Boston Scientific.com).  Boston Scientific started out with two men buying a small research and development company and grew into what they are today (Boston Scientific.com).

  Their key to success appeared to be their ability to see a good deal, calculate the risk involved and have the confidence to act on it.   With this confidence and a historical record of success, few if any restrictions were in place regulating their decision making.  With some acquisitions and mergers today, companies are growing themselves over the optimal size for stockholders.  With Boston Scientific’s stock price decreasing from a high of 46.10 in April 2004 to a low 14.43 in September 2006 (Yahoo! Finance), the company has recently acquired Guidant in an attempt to reverse their downward spiral.

 The company needs a way to maintain profits and provide the managers with more incentive to grow the company towards an optimal level for stockholders. To do so they need to tie manager incentives to an Economic Value Added (EVA) program, eliminating some conflicts between managers and shareholders.  

The past performance of the company and their traditional strategy of aggressive acquisitions have led us to believe that there are agency problems contributing to the decline in stock prices over the past couple of years. Gambling with some mergers and acquisitions has led to growing the company past optimal level for the stockholders. To fix this problem of overexpansion we propose that Boston Scientific sell off some of its non-core competency business and reduce the amount of debt in the company. This will allow the company to focus on more profitable products and will help return the company to the level of profitability that they expect. In addition to that, placing restrictive covenants on specific criteria for acquiring new companies will make it harder for the company to grow past the optimal level for the stockholders and help return the company to an optimal size.  

Recommendation 1: Tie Management Compensation to EVA
How managers are compensated is integral to how managers operate a business.  While there are many ways to construct incentive packages, the EVA management system proves to be the most effective in aligning management and stockholder interests.  EVA better portrays the market value of the firm by integrating all aspects of financial management (Chew 133).  Since the EVA system shows how all financial decisions of the firm are used to create stockholder wealth, stock price will trend upward.  This increase in stock value is attributed to an increased return from existing assets, additional capital investment giving a greater return, and releasing capital from substandard activities (140).

Boston Scientific currently uses an earnings based incentive system (Form 10K).  Simply put, when earnings have increased for the year, management compensation increases as well.  Using accounting earnings does not just consider the actual cash expenses (depreciation and amortization) the company has for a specified period.  It also does not consider the time value of money.  As a result, it does not reflect the true dollar amount that the assets generate.  EVA, however, gives a more accurate cash flow that better discerns stockholder wealth than accounting profit. As apparent in Appendix B, the EVA for Boston Scientific dropped between 2004 and 2005. In order for management to receive a good bonus, they will have to undertake more activities that truly create shareholder wealth.
One of the main advantages of EVA is that it makes managers behave as owners in the company (Chew 143).  The components of EVA allow for the adjustments of accounting numbers to derive a number that is more consistent with the actual cash flows of a company and the time value of money (EVA Lecture).  In doing so, manager’s decisions are reflected in a truer light than in an accounting based system; thus, when management decisions are good, EVA reflects that, and both management compensation and stockholder wealth is increased.  This virtually eliminates the agency problem that is created by other incentive systems.

Using an EVA system also seeks to simplify how the company measures performance.  Unlike other performance measures, which are numerous in nature and never encompass enough information to truly be company wide, EVA uses a vast majority of data and criteria to include most of a company’s operations and decisions, whether they be financial or strategic.  Most management decisions can be traced to EVA, which in turn, keeps “management’s feet to the fire” and forces them to make sound decisions for the stockholders (Agency Lecture).  

In order to implement an EVA incentive system, it is necessary to understand that management is rewarded when EVA improves.  Even if EVA is negative from one period to the next, if there is improvement, management is rewarded (Chew 143).  This incremental system of rewarding directly affects how management makes decisions.  Since they are only rewarded on an incremental basis, there is a never-ending incentive to constantly make improvements for the company. 

In order to set an EVA bonus target, it is necessary to have an EVA for previous years, the base salary of management, a bonus percentage, a leverage factor, and a target EVA.  A bonus percentage is the amount of EVA that is allotted to management bonus.  The leverage factor tells how low the target EVA can be before the bonus is zero.  With these variables, the bonus for management is determined.  In order to protect against management making short term decisions, a bonus bank will be implemented.  Bonuses will go into the bonus bank each year, and a percentage of the bank will be drawn each year there is improvement (Agency Lecture).  If Boston Scientific implements this, it will increase the chances that management will make sound, long-term decisions to increase the value of the firm, which will benefit stockholders with an increased stock price.

Guidant, the company that Boston Scientific recently acquired, has implemented the EVA incentive system and has seen great results. James Cornelius, Chairman of Guidant Corp., talked about the good results by saying that “we've added almost $10 billion of market value in four years and almost $200 million in EVA profit improvement by basing bonuses on EVA” (Stern Stewart.com). Guidant made the necessary moves to improve company valuation and Boston Scientific could follow. It is apparent that an EVA incentive program can work in a medical device manufacturer and can work very well.
Using EVA to calculate management bonus will accomplish important things. EVA valuation results in a more accurate, higher value than using accounting earnings.  This increases stock price.  Since management’s bonuses will be tied to EVA, there will be a much greater incentive for management to make decisions that will benefit both management and stockholders.

Recommendation 2: Return Company to Optimal Size
Over the past couple of years Boston Scientific has grown more than what is optimal in creating stockholder value. Because of this the stock price for Boston Scientific has been decreasing over the past couple of years as seen in Graph 2 of Appendix C. This indicates an agency problem manifested in the form of a stockholder/manager conflict; more specifically the managers have grown the firm beyond what is optimal for the stockholders interests. (Agency Lecture)  Evidence of this includes assets increasing after the acquisition of Guidant from $8.196 billion up to $30.952 billion (Form 10K). Stockholders equity increased from $4.282 billion up to $14.886 billion (Form 10Q). The return on assets fell from 7.66% (Mergent Online) to about 1% (Forecasted using numbers from Form 10Q for third quarter of 06). The severe changes in these numbers are a result of management’s acquisition of Guidant. In order to solve these problems we suggest that Boston Scientific divest and reduce debt as well as place some restrictions on management until the return on assets for the firm have risen back to pre-merger levels. By performing these actions the company should return to a size that is manageable and optimal for the wealth of stockholders.
Our first suggestion to fix the agency problem that the firm has and create more wealth for the stockholders of Boston Scientific is to divest some of its smaller, non-core businesses and reduce its level of debt. As to the specific divestments that Boston Scientific should undertake, we cannot attempt to guess what assets or divisions would be sold without insider information. The reason for this is best supported by Baruch Lev who says that “only scant information on R&D and other innovative activities is publicly disclosed by firms” (Lev 52). Without knowing what amount of research and development is being undertaken in each division we cannot suggest that one division be sold over another because the possibility exists that a division is on the brink of a new technological development. Only managers and insiders would know those facts and could therefore make a better decision about what to divest. Nonetheless, we still feel it is important to divest and lower the amount of debt in the company.

The main reason for this divestment is the fact that it will lower the large interest expense that the company is realizing from its acquisition of Guidant. The interest expense for Boston Scientific before the merger was $90 million as stated in their 10K for 2005 (Form 10K). It is projected that Boston Scientific’s interest expense will increase by $300 million as a result of issuing $6.5 billion of debt in order to buy Guidant (Tully 119). This large amount of interest expense makes it very difficult for the company to be profitable and for stockholders to gain wealth. With a lower interest expense, Boston Scientific will quickly regain its positive growth numbers and net income, both of which stockholders like to see and will cause the value of the stock to increase.
In addition to the reduction in interest expense, the resulting structure should allow management to focus more on the operating inefficiencies that are plaguing the company since the Guidant merger. The result should be a leaner, more cost-efficient company that will have the potential for good growth moving forward. By focusing on the core businesses that have driven Boston Scientific in the past they will be able to cut out the inefficiencies that are destroying the company’s profit margin. Getting rid of non-core related assets will make the firm less diversified, but this is more likely to provide wealth for the stockholders. There is evidence in many studies that there are not many benefits of corporate diversification (Nail 545). Instead, companies that are focused on core operations trade at a higher value than diversified companies (545). Therefore, Boston Scientific should divest and focus on its core competencies and operations to bring back value to the company. 
In addition to the divestments and reduction of debt, we propose to restrict management from making any more acquisitions by creating contracts that impose such restrictions on them. We realize that management has made profitable acquisitions in the past so we do not want to impose restrictions on management for an indefinite period of time. The contract would only restrict management until the return on assets for the company reaches 6.4% and then the restrictions would be relaxed so that management could again seek out profitable acquisitions as they see fit. The return on assets number of 6.4% is the industry average for the years from ’02 to ’05 which was prior to the acquisition of Guidant. This number is lower than the company’s average of 9.35%, but given the changing industry and market trends and the fact that the company has changed, 6.4% provides a more reasonable target.  We also reserve the right to change our ROA benchmark as we deem necessary do to fluctuations in the market, competitor’s practices, and any unforeseen changes.  
By divesting and reducing the amount of debt as well as putting the restrictions on management, we feel that Boston Scientific can return to a size that is optimal for stockholders. In turn, Boston Scientific will be able to return to the level of income and growth that they have prided themselves on in the past. 
Conclusion
Boston Scientific can reach its height again that they were at in 2004 by implementing an EVA based incentive program for management, and selling off some of their non-core business assets. This will allow the company to focus more on their core competencies and raise return on assets.  The new proposed EVA system will align management’s decisions with the stockholder’s interests, and help raise the value of the business and stockholder’s wealth.  The sale of assets will directly increase Boston Scientific’s return on assets which has fallen drastically since 2004, and also help increase returns on core assets by allowing more focus and funding towards the core competencies.  Boston Scientific can follow these recommendations to strengthen their position in the industry and keep increasing revenues.
Appendix A: Company Overview

Boston Scientific Corporation was officially formed in 1979 when John Abele and Pete Nicholas partnered together to buy a research and development company called Medi-tech. Since 1979 the company has grown from revenues of $2 million to more than $6.3 billion in 2005. The company went public in 1992 and has grown with an aggressive acquisition strategy since then.

Company Organization

Boston Scientific is organized into four core business groups that focus on different aspects of health care. The four groups that Boston Scientific operates out of include cardiovascular, endoscopy, neuromodulation, and cardiac rhythm management. Within those four core business groups the company operates twelve specific businesses including electrophysiology, cardiac rhythm management, cardiac surgery, endoscopy, gynecology, interventional cardiology, neuromodulation, neurovascular, oncology, peripheral interventions, urology, and vascular surgery. Through these four core groups and twelve businesses the company delivers more than 15,000 products to clinicians in over 45 countries.

Facilities and Employees


Boston Scientific employs approximately 28,000 people worldwide and operates twenty six manufacturing, distribution, and technology centers. The company’s corporate headquarters are located in Natick, Massachusetts.

Competitors


The main competitors for Boston Scientific include Johnson & Johnson, Medtronic, St. Jude Medical, Inc. and a wide range of companies which sell a small number of competitive products (Form 10K). As part of the merger with Guidant, Abbott Laboratories will be a primary competitor in the interventional cardiology market because Abbott will acquire Guidant’s vascular intervention and endovascular businesses. Also, Conor Medsystems is making a strong entrance into the stent market with a new stent technology that releases a drug from the inside rather than being coated (Kamp). 

Industry Trends

There are many movements throughout the medical device industry. Medical equipment stocks are experiencing trouble due to Medicare reimbursements, and stock valuation issues regarding mergers and acquisitions (Heuser). Revenues have flattened in 2006 because of recalls, pricing pressures and a few new product introductions (Herper). This includes a slowdown in prices for stents, which is the main section of the interventional cardiology division of most companies (Herper). Also, constraints on federal and state budgets have led to hospitals and customers of health care products to search for products that cut costs (Heuser). In addition to revenue pressures, FDA reporting issues have beset the industry, resulting in lawsuits and increased scrutiny from the government (Herper). 

There are also issues particularly in the stent industry which is Boston Scientific’s main source of revenue. Studies have shown that drug coated stents can cause a disease called thrombosis, even while helping prevent against restenosis (Westphal and Winslow). As a result, bare metal stents are becoming more popular than their drug-coated counterparts because of the concern for problems with the drug-coated stents causing disease (Westphal).

Acquisitions/divestitures


Since going public in 1992, Boston Scientific has used an aggressive acquisition strategy to grow to the status it has today. The most recent and most well-known of its acquisitions was completed in April of 2006 when Boston Scientific bought Guidant for $27.3 billion. Boston Scientific was in a fierce bidding war with its main competitor, Johnson & Johnson, and finally out-bidded J & J. Many industry experts agree that Boston Scientific paid too much for Guidant. Shawn Tully of Fortune even said that “the deal is arguably the second-worst ever, trailing only the spectacular AOL Time Warner debacle” (Tully 104). Since the deal took place Boston Scientific’s stock has dropped 46% and shareholder value has decreased by approximately $18 million (104). This merger is one of the prime reasons that the company finds itself in the position it is in today.

Executives


Jim Tobin serves as President and CEO of Boston Scientific and has served in that position since 1999. Before joining Boston Scientific, Tobin was President and CEO of Biogen, Inc. Paul LaViolette is the Chief Operating Office and is responsible for all business units except Cardiac Rhythm Management and has been with the company since 1994. Larry Best is the EVP for Finance and Administration and CFO. Best has been with the company since 1992 and was one of the architects of the Guidant merger. 
Appendix B: Boston Scientific EVA
	Boston Scientific EVA Analysis

	(all numbers in $US millions)

	 
	2005
	2004

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

	Operating Profit
	 $                   968.00 
	 $             1,574.00 

	Plus: Interest on Cash Balances
	 $                          -   
	 $                       -   

	         Goodwill Amortization
	 $                          -   
	 $                       -   

	         R&D Expense
	 $                   680.00 
	 $                569.00 

	         Change in LIFO Provision
	 $                          -   
	 $                       -   

	Less: Cash Taxes
	 $                   350.00 
	 $                  72.00 

	         Amortization of Capitalized R&D
	 $                   463.00 
	 $                382.00 

	NOPAT (t)
	 $                   835.00 
	 $             1,689.00 

	Cost of Capital, k(t-1)
	 
	 

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

	r(f)
	4.85%
	5.15%

	Beta
	0.75
	0.7

	MRP
	6%
	6%

	r(e)
	9.35%
	9.35%

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

	r(b)
	4.99%
	4.77%

	Tc
	35%
	35%

	(1-Tc)
	65%
	65%

	r(BAT)
	3.24%
	3.10%

	Total Market Value of Equity and Debt
	 
	 

	Value of equity
	29696.47294
	30373.39024

	Value of debt
	1139
	1172

	Weight of Equity
	96.3%
	96.3%

	Weight of Debt
	3.7%
	3.7%

	Cost of Capital = [(Xe)(r(e))+(Xd)(r(BAT))]
	9.12%
	9.12%

	Capital (t-1)
	 
	 

	Operating Cash
	 $                1,296.00 
	 $                671.00 

	Plus: Receivables
	 $                   900.00 
	 $                542.00 

	         Inventory
	 $                   360.00 
	 $                281.00 

	         Other Current Assets
	 $                   492.00 
	 $                141.00 

	         Plant and Equipment
	 $                   870.00 
	 $                744.00 

	         Intangible Assets
	 $                3,340.00 
	 $             2,461.00 

	         Capitalized R&D
	 $                1,598.60 
	 $             1,301.40 

	         Other Assets
	 $                   671.00 
	 $                614.00 

	Less: Current Liabilities
	 $                2,605.00 
	 $             1,393.00 

	Capital (t-1)
	 $                6,922.00 
	 $             5,362.00 

	Capital Charge
	 $                   631.29 
	 $                489.01 

	EVA=NOPAT(t) - k(t-1) * Capital(t-1)
	 $                   203.71 
	 $             1,199.99 

	
	
	

	Sources of numbers used in calculations:
	
	

	2003 and 2004 Value Line Investment Surveys
	Yahoo! Finance Website

	2003 and 2004 Boston Scientific 10-K Filings
	Wharton Data Research Service


Appendix C: Historical Performance of Boston Scientific
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Graph 1: Historical Performance of Boston Scientific vs. Johnson & Johnson
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Graph 2: Historical Performance of Boston Scientific Stock
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