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Executive Summary

Boston Scientific Corporation was founded in 1979 for the purpose of researching and developing alternatives to traditional surgery. Their products are used in a variety of interventional medical specialties including interventional cardiology, peripheral interventions, vascular surgery, electrophysiology, neurovascular intervention, oncology, endoscopy, and neuromodulation. 

BSX is composed of many subsidiaries and acquired companies. In April 2006, they made their most expensive purchase, acquiring Guidant Corporation for $27 billion (Financial Information, 10Q).  Along with their increasing long-term debt, Boston Scientific has been burdened by recalls on their cardiovascular products and FDA warning letters concerning quality control at several locations. Boston Scientific overpaid for Guidant Corp. and the resulting debt added to the financial distress of the company.
In order to increase the firm’s value, we recommend EVA compensation for management and issuing tracking stocks on the Endosurgery and Neuromodulation divisions. 

Our recommendation to compensate based on EVA provides motivation for the managers to maximize shareholder wealth. The current stock-based system serves as a reasonable incentive for management and an EVA system could greatly compliment the existing program. EVA is a more efficient performance measure because it takes into account time value of money and risk and return. With an EVA system, when a manager makes a decision that is beneficial to stockholders, the results are better reflected in an EVA system.  The manager is also better rewarded with an EVA compensation program. While you can never completely avoid the agency problem, an EVA system can help reduce the effects of the problem. Ultimately, this system will improve both stock price and the value of Boston Scientific.

Our second recommendation is to issue tracking stock on the Endosurgery and Neuromodulation divisions.  By divesting a portion of the firm’s assets, a high growth subsidiary can be separated from its slow-growing parent.  With the recent announcement of the European approval of Boston Scientific’s “Precision Spinal Cord Stimulation System”, the Neuromodulation division is primed for high growth.  The Endosurgery group is projected to grow 12.4% in 2007 and is on the verge of releasing several innovative products (see Appendix C).  Tracking stocks would unlock the value of these divisions which are burdened by the financial distress of the corporation. 
One of the greatest benefits of a tracking stock is the recognition the parent company gets for its high growth subsidiaries while maintaining its ownership rights. As for the subsidiary, they will be able to take advantage of economies of scale of the parent, numerous tax benefits, retain interest, segment dividends, and provide the parent with financing currency.  All these benefits will increase the value of the firm in the long-run.
The income received from the tracking stocks will help pay off the long-term debt, and the new compensation system will motivate the managers to create a more efficient Boston Scientific. By applying the EVA system and issuing tracking stock, Boston Scientific will be able to increase the efficiency and value of the firm.  
Introduction


Saving a life is probably one of the most memorable actions that anybody can make happen.  Boston Scientific is a leading company in the production and innovation of medical products that save lives.  The $27 billion acquisition of Guidant Corporation turned Boston Scientific into a worldwide leader in the production of cardiovascular medical products. 


Good things don’t always come for free.  Boston Scientific incurred in an exorbitant amount of debt to pay for the transaction of Guidant.  The company also saw stock prices go down, a negative trend that has been going on for a while now.  The production of new devices or the FDA approval of the TAXUS® stent could combine with an increase in sales forecasted for 2007 to bring about an increase in the stock prices. The case is more complicated than this at Boston Scientific because of product failure and recalls, in 2005, for both Boston Scientific and Guidant.  A thorough analysis of the financials of Boston Scientific led us to the conclusion of recommending that Boston Scientific issue tracking stock, in order to obtain cash to reduce debt. They should also implement an EVA bonus compensation program in combination with the actual stock-based compensation program that the company already has in effect., which will motivate managers to increase their performance         

Recommendation 1: Issue Tracking Stock
Boston Scientific has a tremendous amount of debt from acquiring Guidant Corporation, and additional value needs to be established within the firm.  


A way to unlock value for Boston Scientific is to divest a portion of their assets.  A divestiture can often create multiple benefits for the parent company or the subsidiary.  It can separate a high-growth business from its more mature parent, free a parent from regulatory or legal burdens, and allow awards, stock options, and other equity incentives (McKenna 64).  In the case of Boston Scientific, some of its divisions are benefiting from high growth while others are not growing at all.  The growth of a divested division would not be burdened as much by the slow growth of the established divisions.   At the same time, if the company divested one of their business units, that unit will be free from the regulations of the FDA warning letters.  

Among the different types of divestitures, an issuance of tracking stock would be the most beneficial way for the company to divest their assets.  One of the greatest benefits of a tracking stock is that the parent corporation gets credit for its high growth subsidiaries while maintaining the benefits of ownership (U.S. Proxy…).  This is especially true if the parent company is in a mature state of growth.  
A tracking stock will also create a host of other benefits.  It will allow the subsidiary to take advantage of economies of scale of the parent, provide numerous tax benefits, create employee incentives, retain interest, segment dividends, and will provide the parent with financing currency (U.S. Proxy…).  
The subsidiary will benefit from being a part of a large corporation and will be able to keep its costs low according to the economies of scale theory (U.S. Proxy…).  Boston Scientific has a market capital of $24 billion, and a corporation of this size will allow for its subsidiaries to minimize administrative expenses such as payroll and purchasing (Boston Scientific Co.).  The subsidiary will also favor from the name and brand recognition of the parent company (U.S. Proxy…).   
A tracking stock will provide the parent company and the subsidiary with tax benefits. One of the biggest tax benefits is the ability of the parent company to use its own operating losses to offset the earnings of the subsidiary or vise versa.  Tracking stock can provide another tax benefit when it is issued, because it can be established without becoming taxable income to the corporation or its shareholders (U.S. Proxy…).      


Outside of an EVA compensation system, tracking stock price can be used as a better performance measure to determine employee bonuses than the stock of the parent company (U.S. Proxy…).  Positive decisions made by managers of the subsidiary will be reflected more efficiently in the stock price of the subsidiary rather than the parent, so a bonus based on the price of the subsidiary should be used to reward management.  Managers will be more motivated,            because they know the decisions they make that directly benefit the company will be more easily noticeable in the stock price of the subsidiary.

If Boston Scientific were to issue tracking stock on a subsidiary, they would likely retain at least 80 percent interest in the tracked business.  This retained interest allows the parent to receive a pro-rata portion of the dividends paid out by the tracked division.

When a parent company sells tracking stock on a subsidiary, they have the ability to vary its dividend policy by business line.  Investors will then have the opportunity to select an income-producing stock or a growth-oriented stock.

The Endosurgery (Endo) and Neuromodulation (Neuro) business units of Boston Scientific are lucrative subsidiaries whose value has become hidden due to the acquisition of Guidant Corporation. Endosurgery has projected revenues of $ 1.517 billion for 2007, which is a 12.4% increase from current revenues in this sector (See Appendix C). Neuromodulation has expected revenues of $282 million with an even larger growth rate of 22.7%, due to a launch of the Precision Spinal Cord Stimulation System.  Despite these optimistic figures, the stock price of Boston Scientific has continued to plunge since they implemented a 2 for 1 stock split in November 2003 (Appendix B). Most analysts see this fall in price as a reaction to several recalls and the enormous purchase price of Guidant, which has left the company with $8.8 billion of long-term debt (BSX 10Q).  The decrease in stock price is not accurately assigning value to the individual divisions, and issuing a tracking stock on the two highest growing divisions will unlock this value. In addition to increasing the stock price, the pool of investors will become larger as they have the opportunity to take advantage of growth-oriented stock. The launch of the first rechargeable spinal cord stimulation system, which is under BSX’S Neuro division, has been well received as a medical innovation throughout the United States. As of November 3, 2006, BSX got the CE European approval to sell their Stimulation System in European markets (Boston Scientific gets…). This announcement combined with a tracking stock on the Neuro division will attract investors wanting to take advantage of this market opportunity. Due to the high growth rate of the Endo division, along with BSX’s continued funding of the research behind the Endovations Endoscopy Platform, the Endo division would be a good contender for a tracking stock (BostonScientific.com).   
When BSX bought Guidant they took control of their Cardiac Rhythm devices which will generate an expected $2.054 billion with an estimated 14.4% growth rate (Appendix C).  This sector has been hurt by numerous recalls and lawsuits, which would make this division less appealing to investors (Problem device…).  The cardio sector expects to earn revenues of $4.88 billion next year but has a negative expected growth rate; therefore, it is not optimal for the firm to divest this particular division. 

When AT&T and Sprint issued tracking stocks just months apart from one another in 1999, they saw an immediate increase in stock price for both the parent company and the subsidiary (Quinton). Like Boston Scientific’s recent acquisition of Guidant, Sprint had recently taken over a division of MCI WorldCom before issuing their tracking stock. By retaining complete ownership of the subsidiary, Sprint was able to capitalize on their cutting-edge and growing wireless division by tracking the division separately from the other divisions within the firm (Nelson). Just how the wireless industry was taking off in the late 1990’s, the Endo and Neuro divisions of BSX have a similar growth trajectory.   This demonstrates how divisions with potential growth can add value to the firm with the issuance of tracking stocks. The increase in capital as a result of issuing the stock will be an inflow of cash that the firm can use to start paying off its debt. For example, if BSX issues 100 million shares of tracking stock of its subsidiaries at $10 per share, then the firm will incur a $1 billion pre-tax capital gain. 
Any decision concerning the issue of debt or equity will have both advantages and disadvantages.  The most significant problem associated with tracking stock is the agency problem.  Issuing tracking stock doesn’t help this problem, but rather in many cases makes it worse.  Usually, the board of directors of the parent company remains as the board for the tracked division.  In this case, the board is answering to two separate groups of stockholders (U.S. Proxy...).  Not only will the board and management have problems satisfying one group, but they will have to try and make decisions benefiting two different groups of stockholders. Boston Scientific is susceptible to this, and the most logical remedy is the implementation of an EVA bonus system to try and curb the agency problem as much as possible.


One significant problem, that has certainly manifested itself because of Boston Scientific’s warning letters, is the legal relationship between the tracked company and the corporation.  The tracked division is still part of the corporate entity, and the regulations will still burden the tracked division (U.S. Proxy…).  In reality, this is not a change from the way things were before the stock was issued.  It certainly isn’t a good thing, but it does not necessarily make things any worse.  It is just more of the same.

Problems also arise when the directors distribute assets among the different classes of stockholders.  At the same time, there is often unequal treatment among the classes of stock during certain circumstances like voting and mergers.  Only during these special occasions do these problems bear significance (U.S. Proxy…).  

Stock price will decrease immediately in the short-run for both the parent and subsidiary, but the streamline effects of the issuance of tracking stocks will increase the overall efficiency leading to value appreciation in the long-run. 
Recommendation 2: EVA Compensation for Management

Boston Scientific management is currently being rewarded by a stock-based compensation program (BSX 10k Note C). In this program, the company offers stock to its officers for outstanding performance. Even though this program can prove to be efficient, Boston Scientific is going through a time of change and this method may not provide managers with proper incentives. This is the reason why we believe that an EVA bonus should be established (not replacing the actual stock-based program) at Boston Scientific, in order to encourage greater performance from its top management core.
EVA compensation provides for a structure that will hold managers accountable for maximizing shareholders’ wealth, as well as increasing the value of the company. Alfred Jackson, Director, Director of Global Equity Research, Credit Suisse First Boston said:
What do I see as advantages of using EVA? It measures the required economic return on all invested capital. It makes you invest in positive spread projects, and it gets you to eliminate operations where returns are negative. It gets management to think about how you manage the capital in the business. It's tied to cash flow, not earnings per share (SternStewart.com). 

When implementing an EVA compensation program in Boston Scientific, management will be motivated to create wealth, because it will also grant them with rewards. Furthermore, Boston Scientific can incorporate some of the techniques used at Guidant Corporation, who already implements EVA as both a compensation and measurement device. James M. Cornelius, Chairman, Guidant Corp. said:

From day one at Guidant, we linked management bonuses to Stern Stewart EVA 
performance targets and delivered stock ownership thorough our options program for all management. If a target acquisition isn't EVA positive here, we don't do it. We pay EVA performance bonuses to Guidant technologists who develop new products within specified time frames, and we are seeing product innovation here that we've never seen before. All of our employees are Guidant shareowners today, and as a group, they are performing at levels we've never before experienced (SternStewart.com).

 
EVA provides for a better and more structured way to look at the value of the company. This method takes into account important concepts such as the time value of money, which is based on cash flows and incorporates risk and return (Rich “EVA”). Other kinds of compensation programs, such as those based on accounting principles, often fail to address these critical components of wealth valuation and tend to discourage management to perform at the best interest of stockholders, also known as Agency Problem (Rich “EVA”). What can EVA do to eliminate this problem? First of all, EVA compensation will make managers side with stockholder’s interests. Subsequently, managers will have a higher incentive, because they will be getting a stock compensation along with a cash bonus from increased EVA. In conclusion, there are more potential advantages to applying an EVA incentive program than downturns represented by the elimination of the Agency Problem and the reduction of accounting based techniques among others.  

Additionally the greatest fact about EVA is its basic nature. “Put most simply, EVA is net operating profit minus an appropriate charge for the opportunity cost of all capital invested in an enterprise,” said Bennett Stewart. This simple definition is vital for the success of the program because it will be easier for all of the members in the company to understand the standards set for them in order to evaluate their performance. In the case of Boston Scientific, this is very important because the company’s performance is evaluated periodically, and EVA can help examine the performance of management during this time. This is critical because Boston Scientific has certain obligations, whose realization will increase the value of the company, regarding the acquisition of Guidant Corporation, which are due every year. However, a big challenge can occur here. Managers may only look at setting up short-term goals, and they will only try to obtain bonuses in the short run. EVA does provide basis for this process to occur, nevertheless, the board of directors can put into practice creative ways to prevent this problem from happening, such as given extra bonuses for performance over a period of more than a year, avoiding Boston Scientific to ever have a negative EVA, or even put into action the “Eli Lilly’s bonus bank program,” (Rich “Agency”). Using this method, every year the bonus is paid to a bank, and then certain part of the balance (a third in Eli Lilly’s) is paid to the managers. These kinds of program can reduce the likelihood of managers focusing on a short term basis, and motivate them to make decisions that will increase the long-term value of Boston Scientific.      

In order to start implementing an EVA bonus program at Boston Scientific, we need to take a look first at EVA for past periods. This is a good place to start, because we may be able to identify potential problems that the company had in the past. After knowing these values, we need to follow three basic steps: We need to target an EVA bonus, set a target EVA for the period, and determine the actual EVA bonus (Rich “EVA”). In order to set the target EVA bonus, we would set it up as a percent of salaries, having in mind that hierarchy in the organization would produce a bigger bonus. For example, a CEO or CFO would have a greater bonus percentage than a Regional Vice President. Next, we need to set up a target EVA. A leverage factor needs to be included at this moment because we want to determine how far actual EVA can fall below the target before the bonus goes to zero (Rich “EVA”). Also, we must to look at past financial analysis in order to proceed on this step; however, this is not the only place that we need to look when making this decision. We also need to pay close attention to future expectations and obligations of the company. The final step is to determine the actual EVA bonus. We use the following formula to determine this amount: 
Bonus = Base Salary x Bonus % x [1 + (Actual EVA—Target EVA)/Leverage Factor].

This would be the preferred amount of compensation for the employees of Boston Scientific. We have to keep in mind that the stock-compensation program is still in place which means we are only encouraging an increase in performance by adding this EVA bonus program.


In Summary, the acquisition of Guidant Corporation by Boston Scientific brought with it an exceptional incentive/monitoring program. EVA based bonuses in conjunction with the stock-based compensation program will make managers work harder towards the one and only objective of maximization of shareholders wealth. Also, the Board of Directors of the company can be more confident in managers since they will stay focused on long-term goals, and the manager’s decisions will likely produce positive results for both stock price and the value of Boston Scientific.   

Appendix A: Overview of Boston Scientific

John Abele and Peter Nicholas founded Boston Scientific in 1979 for the purpose of acquiring Medi-Tech, a research and development company focused on developing alternatives to traditional surgery.  The company grew from revenues of $2 million in 1979 to more than $2.6 billion in 2000.  They operate on a global basis, maintaining overseas manufacturing operations in Ireland and Costa Rica.  Their first product included catheters for gall bladder surgery, and now they have grown to be a leading producer of a wide array of medical technologies.  Their medical devices are used in a variety of interventional medical specialties, including interventional cardiology, peripheral interventions, vascular surgery, electrophysiology, neurovascular intervention, oncology, endoscopy, urology, gynecology, and neuromodulation.  

Products and Services

Boston Scientific is composed of four different product offering groups, which include cardiovascular, endoscopy, neuromodulation, and cardiac rhythm management. Sales in the cardiovascular sector, which includes the sale of the new TAXUS Liberate’ heart stent in international markets, totaled $4.91 billion make it the primary source of revenue for Boston (Boston Scientific). Physicians are praising the new TAXUS heart stent and sales are expected to climb even higher for the product since Boston has submitted it to the FDA to hopefully enable a U.S launch of the product next year.  Boston’s endosugery sector had sales of $1.23 billion in 2005 by offering products that help patients with such conditions as renal disease, gastrointestinal cancers, and malignant and benign tumors (Boston Scientific). Neuromodualation products have only been offered for a year and created sales of $148 million.  Products in this sector include treating auditory problems such as permanent deafness with cochlear implants and products that deal with managing chronic pain (Boston Scientific). Boston also released the a new spinal cord stimulation device which masks pain as it travels up the spine to the brain called the Precision Spinal Cord Stimulation System.

Facilities and Employees

Boston Scientific does business in more than 45 countries while housing more than 26 manufacturing facilities in the United States, Ireland and Costa Rica. Over 28,000 people are employed by the company, including 8,000 recently employed due to the acquisition of Guidant in April 2006 (Boston Scientific).

Industry and Competitors

According to Standard & Poor’s, demographics, new technologies, increased investment in research and development, and opportunities overseas are driving growth in the medical products industry.  Demographics show that the number of people aged 60 or older is expected to grow 30% by 2050.  This will stimulate demand for medical goods and services.  It was estimated that the size of the US medical industry reached $80.3 billion for 2005, and they are expected to grow 14% annually through 2009 (Boston Scientific).

Competitors of Boston Scientific include the following:  Baxter International Incorporated, Becton, Dickinson and Company, and Stryker Corporation.  Baxter International is currently leading the industry with total revenue in 2005 of 9.8 billion and has three segments which include medication delivery, bioscience, and renal.  Becton, Dickinson and Company’s operations consist of three worldwide business segments:  BD Medical, BD Diagnostics, and BD Biosciences.  Stryker Corporation has two business segments:  Orthopedic Implants and MedSurg Equipment (Boston Scientific Corp).      
Subsidiaries and Acquisitions

Boston Scientific is composed of over 100 wholly owned subsidiaries (Boston Scientific Corp).  In April of 2006, Boston Scientific made their biggest purchase, acquiring Guidant Corporation for over $27 billion (Heuser). This deal gave Boston Scientific the title of biggest heart-device maker in the world, but they also inherited Guidant’s warning letters from the FDA concerning quality problems with their implantable devices (Heuser).  These problems only added to the FDA warnings Boston Scientific has received concerning their own factories.
Customers


Boston Scientific sells its products in a small market.  They primarily deal with hospitals and medical parts suppliers. 
Appendix B: Boston Scientific Stock Price

Yahoo! Finance
Boston Scientific Stock Price – Last Five Years to Present
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Appendix D: Boston Scientific EVA

	BOSTON SCIENTIFIC EVA FOR 2005

	(all numbers in US$ millions)

	
	
	2005*
	2004
	2003

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

	
	
	
	
	

	NOPAT = Net Income + Interest Expense
	
	
	
	

	Net Income
	
	$628.00
	$1,062.00
	$472.00

	Interest Expense
	
	$90.00
	$64.00
	$46.00

	NOPAT
	
	$718.00
	$1,126.00
	$518.00

	
	
	
	
	

	CAPITAL = Assets - NIBCL's
	
	
	
	

	
	
	
	
	

	Assets
	
	$8,196.00
	$8,170.00
	$5,699.00

	NIBCL's
	
	
	
	

	Accrued Expenses
	
	$1,124.00
	$902.00
	$597.00

	Bank Obligations
	
	$6.00
	$446.00
	$5.00

	Accounts Payable
	
	$105.00
	$108.00
	$78.00

	Income Taxes Payable
	
	$17.00
	$255.00
	$85.00

	Other Current Liabilities
	
	$77.00
	$112.00
	$80.00

	NIBCL's
	
	$1,329.00
	$1,823.00
	$845.00

	
	
	
	
	

	CAPITAL
	
	$6,867.00
	$6,347.00
	$4,854.00

	
	
	
	
	

	COST of CAPITAL (end of 2004)
	
	
	
	

	Cost of Equity
	
	
	
	

	BSX Beta
	0.85
	
	
	

	
	
	
	
	

	Cost of Equity
	7.08%
	
	
	

	
	
	
	
	

	Cost of Debt
	
	
	
	

	Short Term Debt
	3.38%
	
	
	

	Long Term Debt
	5.43%
	
	
	

	
	
	
	
	

	Amount of Short & Long Term Debt
	
	
	
	

	Short Term Debt
	
	$150.00
	$782.00
	$548.00

	Long Term Debt
	
	$1,864.00
	$1,139.00
	$1,172.00

	
	
	
	
	

	Total Debt
	
	$2,014.00
	$1,921.00
	$1,720.00

	
	
	
	
	

	Average Rate on Debt
	4.60%
	
	
	

	After Tax Cost of Debt
	2.99%
	
	
	

	
	
	
	
	

	WEIGHTS
	
	
	
	

	Market Value of Equity
	
	
	
	

	Market Price per Share
	$35.55
	
	
	

	Number Shares Outstanding
	835,340,824
	
	
	

	
	
	
	
	

	Market Value of Common Stock
	$29,696,366,293.20
	
	
	

	
	
	
	
	

	Total Equity
	$29,696,366,293.20
	
	
	

	
	
	
	
	

	Market Value of Debt
	
	
	
	

	Total Debt
	$1,921,000.00
	
	
	

	
	
	
	
	

	Total of Market Value of Equity and Debt
	
	
	
	

	
	$29,698,287,293.20
	
	
	

	
	
	
	
	

	Weight of Equity
	99.99%
	
	
	

	Weight of Debt
	0.01%
	
	
	

	
	
	
	
	

	COST OF CAPITAL
	7.08%
	
	
	

	
	
	
	
	

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

	$268,000,000.65
	
	
	
	

	
	
	
	
	

	MVA = Market Value - Capital
	
	
	
	

	
	
	
	
	

	$29,698,280,946.20
	
	
	
	

	
	
	
	
	

	sources:


	
	
	
	

	· Value Line Investment Survey
	
	
	
	

	· Boston Scientific: 10k SEC Filing
	
	
	
	

	· Note F
	
	
	
	

	· Note I
	
	
	
	

	· Financial Statements
	
	
	
	

	· Wharton Data Research Service
	
	
	
	


Notes:

Treasury Long Term Average on 10yr notes, not data available for 25 or 30yr notes.
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