Boston Scientific – Capital Restructuring Plan
1

Table of Contents
2Executive Summary


3Background


4Recommendation 1:  Sell Guidant


4Why Sell Guidant?


5Method of Selling


5Private Sale


7Potential Buyer


7Investment of Proceeds


7Recommendation 2:  Repurchase Shares


8Benefits of Share Repurchase


8Signaling


8Decreasing Agency Cost of Free Cash Flow


9What About Wealth Redistribution?


9How it Will Work


11Appendix A:  Overview of Boston Scientific


11Products


11Facilities and Employees


12Suppliers


12Customers


12Industry


13Competitors


13Acquisitions


14Appendix B:  Economic Value Added


14Calculation and Comparison of Economic Value Added


15Appendix C:  Valuation of Boston Scientific’s Abandonment Option


17Appendix D:  Balance Sheet


18Appendix E:  Works Cited




Executive Summary

Boston Scientific Corporation is the world’s largest company that develops and distributes less-evasive medical devices used in surgical procedures.  The firm has been a large player in the industry since its beginnings in the late 1960s.  Boston Scientific’s stock price has declined over the past two years from $44.30 per share in 2004 to $16.23 as of this writing.  The decline can be attributed to a number of factors, mainly the acquisition of Guidant Corporation earlier this year.  This purchase, a result of agency conflicts, increased the financial leverage and interest expense.xix  

In light of these issues, we recommend that Boston Scientific sell Guidant.  Abandonment of the investment in Guidant would allow Boston Scientific to recoup part of the enormous cost that has a stingy grip on the company’s net working capital.  This cash flow should be used more effectively by paying off debt acquired to purchase Guidant and restore shareholder value.  In addition, a sell-off can aid in the resolution of agency conflict by transferring the cash flow from the sell-off to shareholders.ii

Secondly, we recommend that the company announce a buy-back of common stock over a specific period of time in a fixed-price tender offer.  The repurchase of shares will not only aid in managing agency conflict, but it will demonstrate Boston Scientific’s confidence in the sale of Guidant and subsequent reinvestment of capital.  Using a moderate amount of incoming cash flow from the sale of Guidant to repurchase shares will ensure that less cash is available for management to misallocate to projects that forego shareholder value.viii  

In conclusion, Boston Scientific would greatly benefit from selling Guidant and restarting the share repurchase program.  Implementation of these recommendations would allow Boston Scientific to recover from its sinking investment decision concerning Guidant, reallocate funding to areas of greater value to the owners and assist in resolving agency conflicts.
Background

The primary objective of any firm is to maximize shareholder value.  However, this fact is often overlooked in the continual struggle of the firm’s various agents.  Since the announcement of the acquisition of Guidant Corporation, Boston Scientific has seen the value of its equity plummet.  

In March of 2004, Boston Scientific’s common stock price was $44.30 with a market cap of approximately $36.99b.  Boston Scientific’s stock price defied the gravitational pull of the early 2000s economic slump and was considered an aggressive growth stock with high potential.  In 2005, Boston Scientific entered a bidding war with Johnson & Johnson to acquire Guidant, a promising young company.  As is typical of a firm seeking to purchase another firm, the stock price began to decline.

As of this writing, Boston Scientific’s common stock price is a paltry $16.23 per share with a market cap of approximately $23.9b, a drop of $13.09b.  The price-to-book ratio is also a disappointing 1.60 compared to an industry average of 4.71.

There are many accusations by analysts and experts that say Boston Scientific paid too much for Guidant.  In addition, Boston Scientific has discovered many problems in the newly acquired company.  
Boston Scientific’s situation presents a classic—and nearly textbook— example of agency conflict.  Perhaps the managers of Boston Scientific purchased Guidant for the pay, power, and prestige it may provide them in the future; or perhaps they saw this as an opportunity to increase the size of the firm for similar reasons.  Either way, the market value of the firm’s equity has suffered the consequences, and it is management’s responsibility to address this issue and restore value to the owners.
Recommendation 1:  Sell Guidant

After examining the facts, it becomes very evident that Boston Scientific should sell Guidant.  The management at Boston Scientific was not prepared to deal with the problems that came with its purchase of the company.  Selling would allow Boston Scientific to abandon the decision to invest in Guidant and recoup a portion of the enormous cost that has a stingy grip on the company’s net working capital.

Why Sell Guidant?

Prem Jain, professor of finance at the Wharton School of Business, indicates that companies perform corporate sell-offs for one or more of four major reasons.  First, firms may sell off a portion of the company due to unforeseen circumstances that include cash flows or earnings that are worse than expected.  Second, a sell-off may be seen as a “partial-merger” where the assets being sold are more valuable to the acquirer than to the initial company.  Because of this, Jain indicates that the stock of the selling firm reacts much like the stock of a firm in merger-related activities where the target firm’s securities increase on news of the sale.  Third, Jain states that a sell-off separates the portion of the firm being sold from the existing management, which positively affects shareholder value.  Finally, Jain states that a sell-off can aid in the resolution of agency conflict by transferring the cash flow from the sell-off to shareholders.

To some degree, all four reasons apply to Boston Scientific’s situation regarding Guidant.  An analysis of the economic value added for the purchase of Guidant reveals that EVA for Boston Scientific from 2005 to 2006 could have been 163% higher if Guidant had never been purchased (refer to Appendix B).  Guidant’s net income for the year ending 2005 (prior to acquisition) was $443.6m.  If earnings of the Guidant portion of the company grow at approximately 18%, it will take 25 years to earn a mere 5% return on its $27b investment.  Analysts, however, are not as optimistic.  For example, Morningstar reports a 12% projected revenue growth for Boston Scientific over the next five years.
  This projection clearly indicates a less than sufficient realizable cash flow and evidence of a detrimental agency problem.
There is no doubt that Guidant has the future potential to become profitable; however, given the high price it paid, Boston Scientific may want to opt for the abandonment route in this investment decision.  The abandonment option over a five-year horizon is valued at $382m today based upon an assumed sale price of $22b (refer to Appendix C).  Though this pales in comparison to Guidant’s purchase price of $27b, it demonstrates that abandonment today is worth nearly as much as Guidant’s net income last year. Boston Scientific paid over 50 times Guidant’s earnings, abandoning soon would allow Boston Scientific to recover its cash outflow and invest in projects with higher net present value. 

Method of Selling

The decision concerning the type of sale—public or private—is based upon the most effective method in the minds of management.  Maximizing the value for management, shareholders, and other invested parties is the goal of the Boston Scientific.  A private sale of Guidant best suits Boston Scientific because it gives its parent company the most flexibility in timing of the sale combined with the greater probability in maximizing the purchasing price of Guidant.  In any given sale, whether public or private, the major issues include disclosure, the investment story, liquidity and valuation.  
Private Sale

This method grants the investors 100% of the company, rather than a public offering, which offers majority and minority ownership to potential buyers.  The acquiring company will want total control of the Guidant to make important decisions more efficiently and effectively.  

Boston Scientific can explore three different avenues in the private sale of Guidant:  a bilateral negotiation, the discrete serial approach, or an auction.  To make this decision, the company must identify the most interested buyers and determine how to approach them and how to maximize the value to both firms.

An auction, which gives investors advanced notice of the offering, maximizes the value by increasing competition and the speed of the sale.  However, this huge undertaking consumes much of the time of top management and can threaten the confidentiality of the acquisition process.  Confidentiality was a problem that Boston Scientific encountered through the initial process of purchasing Guidant.  This issue brought about a lawsuit from Johnson and Johnson, a rival of Boston Scientific in the current U.S. stent market, for $5.5 billion dollars.  Although Boston Scientific and Abbott Laboratories are requesting the lawsuit be dropped, the threat of a loss has forced the companies to learn the proper techniques and precautions they should take in the selling process.  This lawsuit will act as a deterrent for confidentiality breaches in future sales for Boston Scientific.
The key to maximizing the firm’s value in the sale is to ensure the understanding of the company’s strengths and weaknesses.  Disclosure of the problems and benefits in the initial stages of the sale will allow the company to highlight competitive advantages and address demanding issues.  In addition, acknowledgement of potential and current problems will prevent complications in the completion of the sale.

In order to maximize the value of sale, Boston Scientific should promote the benefits of owning Guidant.  Assessment of these advantages can be accomplished through the valuation of technological advances and expected future cash flows from Guidant including cash flows from investments in positive net present value projects.

Potential Buyer

Abbot Laboratories, a growing player in the medical device industry, is a potential buyer of Guidant.  Currently Abbott is trying to update company image and expand its business.
  While they have taken steps to accomplish these tasks, the purchase of the remaining business units of Guidant would bring them closer to meeting these goals.  Abbott acquired the vascular intervention and endovascular business units of Guidant earlier this year.  In addition, Abbott issued Boston Scientific a 900 million dollar interest bearing loan to acquire Guidant.
  If Abbott buys Guidant, repayment of this loan could be included in the sale price.  

Investment of Proceeds

Proceeds from the sale of Guidant will go to accomplishing two main goals.  First, some of the cash flow will be used to retire a portion of the debt acquired to purchase Guidant in order to achieve optimal capital structure.  With the purchase of Guidant, Boston Scientific’s intangible assets jumped approximately 20 billion dollars (refer to Appendix D).  Theoretically, the more assets the company has that lose value quickly, i.e., intangible assets, the less debt that company should have.
  Therefore, having such a large portion of assets in intangibles is dangerous for the company in the event of possible financial distress.  Paying off this debt would be greatly beneficial.  Second, cash flow will be used to restart its stock repurchase program.

Recommendation 2:  Repurchase Shares

Perhaps the next best action Boston Scientific could take at this time is to announce a buy-back of common stock over a specific period of time in a fixed-price tender offer.  Boston Scientific has recently abandoned its share repurchase program in order to use revenue to pay its interest obligations.
  The reason for a stock repurchase is two-fold:  it will aid in managing agency conflict, and it will demonstrate Boston Scientific’s confidence in the sale of Guidant and subsequent reinvestment of capital.

Benefits of Share Repurchase

Signaling

A buy-back acts as a type of signaling by management that indicates two things.  First, it indicates that cash flows are expected to increase; a repurchase puts this cash into the hands of shareholders early. 
  Second, it signals that management believes the stock is undervalued, thus the buy-back is a bargain considering the future expected cash flows.
  Currently, Boston Scientific’s stock is trading at a bargain price.  Announcing a repurchase would send a clear signal to the market that the share-price is undervalued because of the expected returns on its investments with cash flows from selling Guidant.  Upon the sale of Guidant, a share repurchase is an ideal way to show the market the expected potential growth.
A study by David Ikenberry, Josef Lakonishok and Theo Vermaelen examined the returns on shares of stock relative to book-to-market ratios of firms announcing fixed tender offer repurchases.  It showed that value of firms announcing tender-offerings had, on average, a 9.1% increase in annual returns.

Decreasing Agency Cost of Free Cash Flow

In addition to the signaling benefits, Boston Scientific should repurchase stock in order to better manage the agency cost of free cash flows.  One of the major concerns shareholders have is the large amount of capital spent by management to fund projects that increase the size of the firm while compromising value and profitability.
  Managing the agency cost of free cash flows is difficult since shareholders cannot necessarily act as a collective and decisive unit.  

Using a portion of the incoming cash flow from the sale of Guidant to repurchase shares will ensure that less cash is available for management to misallocate to projects that forego shareholder value.
  Studies show that when the market reacts negatively to agency conflicts, as is the case with Boston Scientific, a tender-offer share repurchase tends to have a positive effect on the market value of outstanding shares.
  Thus, a share repurchase would move available cash out of the hands of management and into the hands of the owners.  Putting cash back into shareholder’s hands provides them with the opportunity to allocate the funds more appropriately and profitably.  More importantly, it does not allow management to use free resources to fund huge undertakings, such as purchasing a firm like Guidant.
What About Wealth Redistribution?

It is commonly understood that a fixed price tender offer redistributes wealth to departing shareholders at the expense of the shareholders with remaining investments.  This redistribution of wealth is due to the fact that those who choose to sell back their shares profit and those who do not see a decrease in value.  However, upon the announcement of the sale of Guidant and the share repurchase, investors should soon see the value of their stock regain lost ground.  As stated earlier, studies show that stock prices increase upon the announcement of both types of transactions.  The buyback could be structured such that the value lost to departing shareholders is more than offset by the increase in share price. 

How it Will Work

Boston Scientific would have to follow a specific procedure and abide by existing laws for instituting its share repurchase.  Initially, it must be decided how many shares should be repurchased and at what price.  For effective signaling purposes, firms must announce a repurchase large enough to indicate to the market that they are sure of the future profitability of cash flow projects.
 

Boston Scientific already has a share repurchase program in place, but it has been discontinued due to the acquisition of Guidant.  There are four rules Boston must abide by for instituting the share repurchase.  First, all share repurchase transactions must be done through a single broker dealer.  Historically, Boston Scientific has used JPMorgan Chase & Company for such transactions.
  Share repurchases may not be conducted at opening or within the final thirty minutes of trading. In addition, the share repurchase must be completed at a price exceeding the highest current independent bid price or the last independent sale price, whichever is higher.  Finally, Boston Scientific may not let the buyback exceed 25% of the trading volume for that day.

The agency problem affecting Boston Scientific is so great that it requires immediate and decisive action.  A drastic change in the company’s capital structure is the only thing that may keep the company from collapsing under the burden created by poor financial decision-making.  It is imperative that the company escape the financial stress that Guidant has brought upon the firm and sell Guidant to a company that is better equipped to capitalize on Guidant’s future profitability.  Correcting the agency problem involves restoring value to the shareholders before they decide Boston Scientific is no longer worth their investment.

Appendix A:  Overview of Boston Scientific

Boston Scientific Corporation is the world’s largest company that develops and distributes less-evasive medical devices used in surgical procedures.  The focus of Boston Scientific has not changed since its beginning as Medi-tech, Inc., a research and development company that looked into alternatives to traditional surgical methods, in the 1960s.  Since then, Boston Scientific has developed and grown into a multinational corporation, serving over 45 countries with an extensive patent portfolio – a total of 4,106 patents as of 2005. 
 The company’s rate of investment is larger than most competitors in the industry.

Products

Boston Scientific develops, produces, and places the company’s 15,000 products, which include diagnostics, therapeutics, devises and device-drug therapy combinations.xx
Facilities and Employees

While Boston Scientific’s main headquarters and executive offices are located in Natick, Massachusetts, the company has regional headquarters in Singapore, France (Paris), and Japan (Tokyo).vi  In addition, the company has 21 technology centers located in the United States (16), Ireland (4) and Japan (1).vi  Its 26 manufacturing, distribution and technology centers are staffed with more than 19,800 employees.
The United States comprised 61% of the company’s sales in 2005, while Europe accounted for 48% of international sales.xix  Japan made up 24% of international sales with $579 million.xix  The increase in sales internationally can be attributed to the growth of the TAXUS stent system with sales of this system increasing 38%.xix  In the United States, the TAXUS stent system caused sales to decline due to a reduction in market share.xix
The corporation divides itself into four core business groups - cardiovascular group, endoscopy group, neuromodulation group, and cardiac rhythm management group.xx  The cardiovascular group brings in 78% of total sales with $4.91 billion in 2005.xix  Approximately half of cardiovascular group’s sales can be contributed to coronary stent system sales of $2.69 billion, a 15 percent increase from 2004.  The endosurgery group launched several new products in 2004 and brought in $1.23 billion in sales in 2005, up 13% from 2004.xix  This group is the world leader in less-invasive endoscopic technologies.xx
Suppliers

Boston Scientific’s suppliers vary based upon location.
Customers

Customers of Boston Scientific include federal governments, medical and health services, doctors and dentists, hospitals, individual consumers and drug companies.

Industry

While barriers to entry are noteworthy, the medical and surgical products industry continues to grow quickly and is one of the United States’ leading export industries.xxi  Healthcare spending is expected to grow seven percent in the next ten years.i  Experts say that while outlook for this industry is positive, robust growth is not expected due to the industry’s maturity.xxi  They also expect that revenues will primarily be generated by mergers and consolidations.xxi
By law, businesses within this industry must have their products approved by the Food and Drug Administration (FDA) to ensure that the products are in accordance with federal safety standards.  Boston Scientific has recently received warning letters from the FDA citing serious regulatory problems that were not adequately addressed in the corrective action plan.  Remedying these problems to the satisfaction of the FDA may necessitate significant external and internal resources.  If unsatisfied, the FDA may take further, more severe actions against the corporation.xix
Competitors

Major competitors of Boston Scientific include Johnson & Johnson, Medtronic and St. Jude Medical.  Johnson & Johnson has three operating sections:  consumer products, skin care products and medical devices and diagnostics, which includes surgical equipment and monitoring devises.  Medtronic, Inc. is the leading producer of implantable biomedical devices.  St. Jude Medical, Inc. treats cardiovascular disease by manufacturing mechanical heart valves.xviii
Acquisitions

Boston Scientific is focusing on the acquisition of companies.  In 2005, the corporation acquired TriVascular, Inc., CryoVascular Systems, Inc. and Rubicon Medical Corporation for $178 million in cash.  Advanced Stent Technologies, Inc. was acquired with $120 million shares of Boston Scientific’s common stock.  Guidant Corporation was acquired for $27 billion after a long struggle with Johnson & Johnson in 2006.  Guidant’s products focus on treating cardiac arrhythmias, heart failure, and coronary and peripheral disease.  Boston Scientific acquired this company with the intention of diversifying its revenue stream into the high-growth cardiac rhythm management business.xix

Appendix B:  Economic Value Added

Calculation and Comparison of Economic Value Added
	Beta Coefficient
	0.6300
	

	Risk Free Rate
	4.6400%
	

	Market Risk Premium
	6.0000%
	

	Cost of Equity
	8.4200%
	

	Short-term Debt Rate
	4.8000%
	

	Long-term Debt Rate
	25.0000%
	

	Short-term Debt Amount
	$156,000,000.00
	

	Long-term Debt Amount
	$1,864,000,000.00
	

	Tax Rate
	35.0000%
	

	Average Rate on Debt
	23.4400%
	

	After-tax Cost of Debt
	15.2360%
	

	Market Value of Common Stock
	$16.23
	

	Number of Outstanding Shares of Stock
	1,500,000,000
	

	Less Treasury Stock
	24,215,559
	

	Minority Interests
	$0.00
	

	Total Equity
	$23,951,981,477.43
	

	
	
	

	Cost of Capital
	8.95%
	

	
	
	

	Net Income
	$1,395,655,404.00
	79,871,845.61

	Interest Expense
	$128,000,000.00
	572,000,000.00

	Net Operating Profit After Tax
	$1,523,655,404.00
	651,871,845.61

	
	
	

	Assets
	$2,631,000,000.00
	$2,631,000,000.00

	Non-interest Bearing Current Liabilities
	$1,323,000,000.00
	$1,323,000,000.00

	Capital
	$1,308,000,000.00
	$1,308,000,000.00

	
	
	

	Economic Value Added
	$1,406,587,807.62
	$534,804,249.23

	
	
	

	
	Percent Difference
	163.01%


Appendix C:  Valuation of Boston Scientific’s Abandonment Option
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Real option valuation using binomial tree over five year horizon.










	Binomial Tree
	
	
	
	

	
	
	
	
	

	Inputs
	
	
	
	

	Initial
	27000000000
	
	
	

	Volatility
	0.1003
	Rate
	0.05
	

	Strike
	22000000000
	Time
	1
	

	
	
	
	
	

	U
	1.1003
	
	
	

	D
	0.8997
	
	
	

	pu
	0.5025075
	
	
	

	pd
	0.4974925
	
	
	

	
	
	
	
	

	Underlying
	
	
	
	$39,573,842,045.01

	
	
	
	$35,966,411,019.73
	

	
	
	$32,687,822,430.00
	
	$32,358,979,994.45

	
	$29,708,100,000.00
	
	$29,409,233,840.27
	

	$27,000,000,000.00
	
	$26,728,377,570.00
	
	$26,459,487,686.09

	
	$24,291,900,000.00
	
	$24,047,521,299.73
	

	
	
	$21,855,422,430.00
	
	$21,635,554,913.37

	
	
	
	$19,663,323,560.27
	

	
	
	
	
	$17,691,092,207.18

	2005
	2006
	2007
	2008
	2009

	Put/Abandonment Option
	
	
	
	$0.00

	
	
	
	$0.00
	

	
	
	$0.00
	
	$0.00

	
	$46,404,317.86
	
	$0.00
	

	$382,198,571.95
	
	$92,239,363.01
	
	$0.00

	
	$712,836,360.13
	
	$183,347,164.27
	

	
	
	$1,323,758,694.50
	
	$364,445,086.63

	
	
	
	$2,446,082,553.34
	

	
	
	
	
	$4,308,907,792.82


Appendix D:  Balance Sheet

	In Millions of USD (except for per share items)
	
	
	

	
	As of 2006-09-30
	As of 2006-06-3
	As of 2006-03-31

	 Cash & Equivalents  
	1,541.00
	1,157.00
	1,083.00

	 Short Term Investments  
	 -  
	0
	0

	 Cash and Short Term Investments  
	1,541.00
	1,157.00
	1,083.00

	 Accounts Receivable - Trade, Net  
	1,460.00
	1,519.00
	978

	 Receivables - Other  
	 -  
	 -  
	 -  

	 Total Receivables, Net  
	1,460.00
	1,519.00
	978

	 Total Inventory  
	759
	797
	407

	 Prepaid Expenses  
	 -  
	419
	217

	 Other Current Assets, Total  
	989
	513
	188

	 Total Current Assets  
	4,749.00
	4,405.00
	2,873.00

	 Property/Plant/Equipment, Total - Gross  
	 -  
	2,588.00
	1,907.00

	 Goodwill, Net  
	 -  
	 -  
	 -  

	 Intangibles, Net  
	23,743.00
	23,748.00
	3,741.00

	 Long Term Investments  
	568
	573
	550

	 Other Long Term Assets, Total  
	220
	229
	921

	 Total Assets  
	30,952.00
	30,611.00
	9,109.00

	 Accounts Payable  
	 -  
	 -  
	 -  

	 Accrued Expenses  
	 -  
	 -  
	 -  

	 Notes Payable/Short Term Debt  
	5
	6
	806

	 Current Port. of LT Debt/Capital Leases  
	 -  
	 -  
	 -  

	 Other Current liabilities, Total  
	830
	658
	189

	 Total Current Liabilities  
	2,650.00
	2,173.00
	2,035.00

	 Long Term Debt  
	8,893.00
	8,892.00
	1,836.00

	 Capital Lease Obligations  
	 -  
	 -  
	 -  

	 Total Long Term Debt  
	8,893.00
	8,892.00
	1,836.00

	 Total Debt  
	8,898.00
	8,898.00
	2,642.00

	 Deferred Income Tax  
	 -  
	3,092.00
	259

	 Minority Interest  
	 -  
	 -  
	 -  

	 Other Liabilities, Total  
	4,393.00
	1,568.00
	308

	 Total Liabilities  
	15,936.00
	15,725.00
	4,438.00

	 Redeemable Preferred Stock, Total  
	 -  
	 -  
	 -  

	 Preferred Stock - Non Redeemable, Net  
	 -  
	 -  
	 -  

	 Common Stock, Total  
	 -  
	15
	8

	 Additional Paid-In Capital  
	 -  
	 -  
	 -  

	 Retained Earnings (Accumulated Deficit)  
	 -  
	 -  
	 -  

	 Treasury Stock - Common  
	 -  
	-455
	-673

	 Other Equity, Total  
	15,016.00
	15,326.00
	5,336.00

	 Total Equity  
	15,016.00
	14,886.00
	4,671.00

	 Total Liabilities & Shareholders' Equity  
	30,952.00
	30,611.00
	9,109.00

	 Shares Outs - Common Stock Primary Issue  
	 -  
	 -  
	 -  

	 Total Common Shares Outstanding  
	1,486.70
	1,470.96
	821.82
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