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Executive Summary

Boston Scientific, worldwide developer and manufacturer of medical devices, offers extensive product categories used by physicians for diagnostic and therapeutic procedures.  Despite success that led to Boston becoming one of the New York Stock Exchange's fastest growing companies of the millennium, it has recently fallen on hard times.  With increasing regulation in the pharmaceutical industry and a rising consumer fear of defective products, Boston has seen its stock price plummet over the last two years.  Boston has gone to great lengths to turn the tide, but no action has been larger than the acquisition of pharmaceutical giant Guidant.  This acquisition and the release of potentially superior products are the future of Boston Scientific, but thus far have only led to more financial strain. 

Even with these probable successes there is a prevalent need for fundamental change throughout the organization.  Boston can begin this change by implementing two actions.  We recommend these two actions because they most directly reach the needs of the company.  Our first of the two recommendations is to adopt an economic value added incentive plan for its managers.  EVA is an alternative to the accounting treatment of income.  The benefits of EVA are its consistency with cash flow and time value of money, which results in a better performance measure.  This performance measure aligns the goals of managers and stockholders by giving management an increased incentive to act in the firm's best interest.  Implementing EVA is a proven benefit and will provide Boston Scientific with the foundation it needs to move in the right direction.

Our second recommendation is for Boston Scientific to issue hybrid debt.  There are many advantages to issuing hybrid debt, all of which can help Boston with its current financial situation.  Hybrid debt is way to raise short-term capital without diluting shareholder wealth or creating a greater burden on its credit rating (Simensen 42). This particular type of debt gets its name because it has characteristics of both debt and equity. Hybrid debt allows firms to make incremental fixed interest payments like those of a bond’s. It also has traits of equity through perpetual maturities and deferred payments. The equity characteristics are the reason firm's can raise capital without causing a downgrade to its credit rating. The benefits of hybrid debt will allow Boston the sustaining cushion it needs to focus on getting its products to market.  These recommendations will not only improve Boston Scientific's current condition but are also necessary for establishing an organizational culture focused on improvement and growth, rather than managers fighting to avoid chapter 11.  

By using Hybrid debt to alleviate some of Boston Scientifics bankruptcy fears that gives shareholders added assurance that management has their shareholders best interests in mind. Also the Hybrid debt allows earlier management decisions, and other projects to improve the position of the company. Implementing EVA incentive plans aligns management decisions more with the shareholder interests, improving management decision-making. With our improved debt structure and EVA incentive plan, management will be given time to align their goals with shareholders and at the same time increase shareholder wealth.
Introduction

As a worldwide manufacturer, developer, and marketer of medical tools, Boston Scientific is present in many industries and creates products used in a range of interventional medical specialties, from cardiology to oncology. With hopes of increasing profit two-fold, Boston acquired Guidant in April 2005. The acquisition was supposed to be a follow-up act to their immensely profitable drug-coated stint by TAXUS which accounted for more that 60 percent of growth. During the bid-war for Guidant, the two bidders (Boston, and Johnson & Johnson) were used against each other to increase the price per share bid. In the end, Boston paid roughly $80 a share for Guidant (far more than market value). Unfortunately, winning the bidding war did not leave Boston Scientific in the position that they had hoped. Since 2004, Boston Scientific stock price has experienced a steady decline and management’s recent efforts with the acquisition of Guidant has only continued to cripple the stock price (Tully).
Recommendation: Applying an EVA incentive plan for managers and employees

As it stands now, Boston Scientific has seen its stock price fall dramatically in the last year. Even with the recent acquisition of Guidant, an essentially broken company, they did not realize the increase in stock price that they had hoped for. Currently, most of the incentives for management to succeed are tied up in stock options. V.K. Bhalla points out that “handing out boatloads of stock options is unlikely to be the best solution.” He goes on to say that it gives managers (especially those on the line) little sense of their influence on the stock price. Boston Scientific is slated to hand out even more options with their acquisition of Guidant. A large problem that they face is that fact that Guidant seems to have taken a page out of Boston Scientific’s playbook when it comes to incentives. They are scheduled to give out almost twice as many options as Boston Scientific. To make matters worse, Boston Scientific is planning to honor the compensation plan of Guidant.

What really seems to hurt this incentive system is that it fails to motivate managers in a way that they would want to also maximize shareholder value. In other words, “the incentive is too remote and too abstract to motivate individual managers and employees who have little influence over the aggregate results” (Bhalla 27). In short, bonus plans such as these only really reward the heads of the company who have a huge effect on what happens to the stock price. Employees and lower-level managers will be better off with a system that lets them experience bonuses more like that of ownership.


There is a correlation between a company’s stock price and their EVA performance. EVA is a better measure of how earnings and profits really help the shareholder because it forces the company to measure profits more like shareholders do. By applying a capital charge to the use of capital, the firm must, in essence, pay to use the capital. This also means that if the return that the firm expects does not exceed their cost to use the capital, then the investment does not truly help the firm or the shareholder (sternstewart.com). As a result, we see that as the EVA of a company increases so will the market value of the company itself.

EVA = NOPAT – [capital x cost of capital]

What will need to be made clear to employees and managers is how they can do their part to raise EVA. There are only three ways that a firm can increase EVA: One, increase the returns from existing assets by managing them more efficiently. Two, invest new capital in the company to produce growth in a way that return exceed the cost of capital. Three, release capital from operations either by selling assets for profit or increasing the efficiency of capital that is in use (sternstewart.com). These will be three things that any manager at any level in the company can do to help both themselves and shareholders. In the case of Boston Scientific, an EVA incentive plan is especially important for a company that is in trouble. When faced with adversity, it would be advantageous for the managers to take actions that only benefit themselves. They will try to only minimize their losses and could possibly leave the shareholders empty handed. The EVA incentive plan will keep this from happening.

What we suggest is an uncapped EVA bonus system that rewards on two different levels. One will be company-wide and resemble the stock-option system of old. The other will be based on the specific business units within the company. This way, the gains that managers and employees experience is two-fold. The latter of the two ways is intended to give employees a true feel of how their contributions to the company affect the creation of shareholder wealth (Bhalla 27). It is important to note that EVA is also relatively easy to understand at its core and will cause managers to now think of the use of assets in a manner that diverges from traditional thinking. EVA starts with the profits and just takes away a charge for the capital used (Stewart). Stern Stewart stresses that it is important to note that managers will learn how to “properly asses the tradeoffs between” managing assets and income. 

During the agency discussion, we showed how the old bonus system relies on managers setting a budget and then working just hard enough to achieve it. What hurts the shareholders in this case is that the managers have a capped bonus where they only can earn so much money. This is a clear stockholder/manager conflict that is expressed through management effort. Managers will work far below the level that is optimal for the stockholder because they are not compensated properly for it (Agency discussion). 

The other stipulation that we put on the bonus system is that it would be uncapped. The goal here is to maximize the effort from management in a manner that benefits them as well as the shareholder. Making the bonuses uncapped does beg the question: why won’t managers try to take advantage of the system to inflate their bonus as much as possible? Our solution will be to implement what we call a bonus bank. Each year, employees will have their bonus paid into an account, and have a portion of the balance of the account paid back to them (Agency Lecture). This amount will usually be less than their bonus and allow for hard times fell upon by the company to be “absorbed” by the account payouts. It will provide for a steadier bonus that is wholly based off of EVA. Likewise, in good times the bank system will encourage good employees to stay because they will end up forfeiting their remaining bank balances if they leave (Bhalla 28). The amount of stored up bonus money will also be subject to changes in EVA to further provide incentive to raise it as high as possible. The wonderful thing about this system is that more bonuses that are paid out, the better off everybody is.

Recommendation 2: Hybrid Debt


Our second recommendation is to convert a portion of our long-term debt into hybrid debt. Our primary objective is to manage our current expenses but not at the share value. What hybrid debt allows us to do is “strengthen the company’s capital structure and equity base without a dilution of shareholders’ stakes” (Corporate 3). Hybrid debt usually used behaves more like common equity when a company is experiencing financial stress and the longer the company can defer payments the better. Basically it is an open-ended ability to defer expenses until financial health is restored (Corporate 3). 


Furthermore hybrid debt aids with the alignment of bondholder and shareholder interests, they reduce current interest rates, shifting debt service payments to periods when firms are better able to pay, stabilizing cash flow, and thereby reducing the likelihood of financial distress. In so doing, they also raise the price of the corporate debt to investors and lower the overall corporate cost of capital (Hybrid Debt). Although the hybrid debt instrument dates back to 1850, the new feature is that it is becoming easier for companies to receive a higher equity treatment by the rating agencies (Simensen).


From a bondholder standpoint, hybrids provide investors with an added level of comfort. The bondholder now has the option of converting their interest to securities (or receives the full interest payment, similar to a convertible bond). Shareholders benefit from this by avoiding bankruptcy without diluting the shareholder value. If we were to issue shares to repay debt then the stock price would decline. For Boston Scientific this is most beneficial because of the 

decline in stock price per share. It protects what value is left for shareholders since the stock has done so poorly in the last few years. 


The hybrid debt market has established itself as an attractive financing tool offering companies access to cost effective capital without diluting shareholder wealth or putting the company credit ratings at risk (Hybrid Debt). Hybrid debt pays creditors interest at fixed intervals like a bond but at the same time it carries some of the characteristics of shares such as a perpetual maturity and the opportunity to defer coupon payments (Standard & Poor’s). These features give the bonds a high equity treatment by the rating agencies, meaning companies can raise capital without facing a downgrade in their credit rating.   The debt subordination makes highbred bonds more expensive to issues than regular senior bonds, but it’s less expensive than issuing equity which is unpopular with shareholders because obviously it dilutes shareholder wealth.  “This is one of the most efficient and flexible financial tools available to corporations” (Standard & Poor’s).

In the last five years, we noticed that there has been a steady decline in Boston Scientific’s debt management ratios (for instance, debt-to-equity). Reports show that the reason for this has a lot to do with the recent purchasing Guidant by paying for it mostly with stock. This large increase in equity without taking on any debt has hurt them in more than one way. The low debt-to-equity ratio can make is seem like the company has too much equity and a diluted stock price. We feel that this is an effective way for the company to raise additional capital without hurting their chance of getting additional loans while they try to sort out the failure of their recent merger to increase shareholder wealth. 


As of late, Boston Scientific has implemented a system called the “Latitude Patient Management System,” which is going to be used in all the company’s implanted deliberators (ICDS) and cardiac resynchronization therapy defibulators (CRT-DsCRTD). This approval increases the number of patients eligible to receive home monitoring by more than 150,000 people in the U.S. The Latitude Patient Management System is the industry’s first and most broadly adopted wireless remote patient management system. Also, the TAXUS coronary stent (an anticipated product currently in the late testing stage) will hopefully generate new cash flows in a market that is predicted to grow 25% by 2008.   


Issuing hybrid debt allows us to renegotiate the terms of Boston Scientifics current debt to their benefit, without cheating their investors in any way. Allowing the manager’s time to improve the company and add shareholder value without having to focus on avoiding bankruptcy. Furthermore by freeing up cash we allow the company operations not only to continue operations, but to continue investing in projects with positive NPV’s. Those positive NPV projects, like TAXUS mentioned earlier, are what are going to put Boston Scientific back on top as an industry leader in medical technology.

Conclusion

            Boston Scientific has attempted to make positive steps towards the future, but they may have over extended themselves too quickly with the acquisition of Guidant. For now the only thing they can do is position the company to weather the storm of a harsh market. With pending lawsuits on the horizon and recent product recalls the immediate future is not that bright for the company. But enduring through this period, with numerous promising products on the horizon, could return the company back to their financial potential. So using hybrid debt to protect the company in the short run allows Boston Scientifics management time to see their products through. This is essential to the steps they have to take in this tumultuous time. By using the EVA incentive program we align management and shareholder interests to ensure that decision-making is corrected. With the management’s extra time for to maneuver and their motivation being increasing EVA, shareholders should see their wealth return and perhaps even exceed expectations within the next few years.

Appendix A: Company Overview

Boston Scientific is the world’s largest medical company who specializes in devices that are used in minimally invasive surgeries and is serving the population world wide with over 15,000 products in 45 countries.  It was founded in 1979 by two fathers, John Abele and Peter Nicholas, over a children’s soccer game.  During the 1990’s, Boston Scientific went on a buying spree and acquired multiple companies with its latest being Guidant.  Sales and inventories doubled in size due to the purchase of these companies, and caused the stock price to increase.  Unfortunately along with the acquisition of Guidant also came the multiple lawsuits the company was facing, which have led the company into a period of re-growth to once again regain its status as one of the best.  

Facilities and Employees:

With 28,000 employees in over 45 countries, Boston Scientific focuses heavily on its research and development aspect of the company to do further research and expand Boston Scientific’s product line.  Boston Scientific has essentially broken down the company into four main areas of business:  cardiovascular, endoscopy, neuromodulation, and cardiac rhythm management.  The company has products to treat almost each system of the human body. There are new innovative devices being introduced by Boston Scientific to enhance the medical community as a whole.  Boston Scientific stands behind its mission statement and statement of values 100% in that they strive to improve the quality of patient care through less invasive products.  

Research and Development:


Boston Scientific devotes a large portion of both time and money to further the development of new products that can receive patents to help better the patient care of the medical community.  Through the continuously changing technology to improving relationships with clinicians, Boston Scientific seeks to improve knowledge and performance of its team members.
Products and Services:

The company acquired its first company purchase of Medi-Tech and their profitable product which was a steerable catheter to help aid in gallstone operations.  Boston Scientific took the original product and expanded it to other medical procedures to help boost sales up into the 1980’s.  Boston Scientific also continues to emerge in their research and development with an increasing number of patents. Employees are driven by the concept of “Delivering what’s next” to help expand product lines and other areas of incentives for the company.  More recently the company has developed a coronary stent, TAXUS which is drug coated and is not only safer than a metal stent, but also more effective.  This has amounted to 40% of Boston Scientific’s revenues and has played a key role in increasing the company’s revenues the past two years.  Boston Scientific continues to do research and studies to fully develop a prominent theory that stands behind these products. 
Industry Trends and Competitors:

Boston Scientific is among the top 5 leading competitors in the medical device industry with their strongest competitor being Johnson and Johnson Co., and others being Medtronic and St. Jude Medical.  Boston Scientific must continually be fighting for a top spot amongst this grouping, as each company fights for market share.  Johnson and Johnson has the largest amount of sales and the most market share, but the three other main competitors are equally ranked within a reasonable range.

Customers and Suppliers:

Boston Scientific, in partnership with the newly acquired company Guidant supplies consumers with all the necessary information in regards to its products and services it provides through medical professionals. Though the company does not often deal directly with individual customers, the company has taken extreme measures to ensure that customers are happy and are receiving full benefit of their Boston Scientific products and services by providing details regarding the their devices used in surgeries and brief details of the procedures and recovery..  Boston Scientific also helps customers with information regarding surgeons and/or medical facilities that used Boston Scientific products.  Boston Scientific receives their products from various suppliers dependent upon the country and region.
Appendix B
Competitive Landscape

key: Best of Group. Companies listed are Top Competitors.
	Key Numbers
	Boston Scientific
	Johnson & Johnson
	Medtronic
	St. Jude Medical
	
	

	Annual Sales ($ mil.)
	6,283.0
	50,514.0
	11,292.0
	2,915.3
	
	

	Employees
	19,800
	115,600
	36,000
	10,000
	
	

	Market Cap ($ mil.)
	23,912.2
	195,286.7
	55,984.5
	12,678.1
	
	

	Profitability
	Boston Scientific
	Johnson & Johnson
	Medtronic
	St. Jude Medical
	Industry
Median
	Market
Median2

	Gross Profit Margin
	72.30%
	71.90%
	74.80%
	72.70%
	47.90%
	51.50%

	Pre-Tax Profit Margin
	(44.80%)
	27.80%
	30.30%
	18.20%
	1.90%
	6.40%

	Net Profit Margin
	(48.20%)
	21.20%
	24.60%
	12.30%
	1.90%
	4.90%

	Return on Equity
	(37.2%)
	28.6%
	27.6%
	14.3%
	8.5%
	9.4%

	Return on Assets
	(18.1%)
	18.8%
	15.2%
	9.5%
	1.6%
	1.5%

	Return on Invested Capital
	(19.9%)
	23.5%
	17.2%
	11.2%
	5.1%
	4.2%

	Valuation
	Boston Scientific
	Johnson & Johnson
	Medtronic
	St. Jude Medical
	Industry
Median
	Market
Median2

	Price/Sales Ratio
	3.28
	3.73
	4.87
	3.93
	2.67
	2.22

	Price/Earnings Ratio
	--
	17.98
	20.55
	32.62
	24.52
	19.18

	Price/Book Ratio
	1.59
	4.80
	5.66
	4.59
	3.02
	2.14

	Price/Cash Flow Ratio
	12.02
	14.83
	20.00
	19.46
	21.35
	13.49

	Operations
	Boston Scientific
	Johnson & Johnson
	Medtronic
	St. Jude Medical
	Industry
Median
	Market
Median2

	Days of Sales Outstanding
	99.86
	69.71
	84.75
	110.35
	71.99
	57.77

	Inventory Turnover
	3.4
	3.5
	2.5
	2.3
	3.1
	5.6

	Days Cost of Goods Sold in Inventory
	107
	105
	147
	162
	118
	66

	Asset Turnover
	0.4
	0.9
	0.6
	0.8
	0.8
	0.6

	Net Receivables Turnover Flow
	4.5
	5.5
	4.5
	3.6
	5.3
	6.5

	Effective Tax Rate
	(7.8%)
	23.8%
	18.9%
	32.2%
	22.7%
	30.3%

	Financial
	Boston Scientific
	Johnson & Johnson
	Medtronic
	St. Jude Medical
	Industry
Median
	Market
Median2 

	Current Ratio
	1.94
	2.59
	2.35
	1.29
	2.70
	1.69

	Quick Ratio
	1.6
	2.2
	2.1
	0.9
	1.9
	1.2

	Leverage Ratio
	0.29
	0.04
	0.39
	0.22
	0.18
	0.24

	Total Debt/Equity
	0.59
	0.06
	0.80
	0.37
	0.24
	0.62

	Interest Coverage
	--
	330.93
	21.50
	23.90
	13.52
	5.43

	Per Share Data ($)
	Boston Scientific
	Johnson & Johnson
	Medtronic
	St. Jude Medical
	Industry
Median
	Market
Median2

	Revenue Per Share
	4.95
	18.02
	10.00
	9.13
	3.09
	5.56

	Dividends Per Share
	--
	1.41
	0.41
	--
	0.30
	0.64

	Cash Flow Per Share
	1.35
	4.54
	2.44
	1.84
	0.03
	0.46

	Working Capital Per Share
	1.56
	6.63
	5.21
	1.04
	1.18
	0.64

	Long-Term Debt Per Share
	6.03
	0.69
	4.77
	1.01
	0.19
	2.51

	Book Value Per Share
	10.19
	13.99
	8.60
	7.81
	2.10
	5.16

	Total Assets Per Share
	20.86
	21.12
	17.55
	13.23
	3.16
	10.57


Appendix C

BoSTON sCIENTIFIC

Annual Balance Sheet

Top of Form

	Assets
	Dec 05
	Dec 04
	Dec 03

	Current Assets
	
	
	

	Cash
	848.0
	1,640.0
	671.0

	Net Receivables
	1,084.0
	1,141.0
	787.0

	Inventories
	418.0
	360.0
	281.0

	Other Current Assets
	281.0
	148.0
	141.0

	Total Current Assets
	2,631.0
	3,289.0
	1,880.0

	Net Fixed Assets
	1,011.0
	870.0
	744.0

	Other Noncurrent Assets
	4,554.0
	4,011.0
	3,075.0

	Total Assets
	8,196.0
	8,170.0
	5,699.0

	Liabilities and Shareholder's Equity
	Dec 05
	Dec 04
	Dec 03

	Current Liabilities

	Accounts Payable
	1,246.0
	1,265.0
	760.0

	Short-Term Debt
	156.0
	1,228.0
	553.0

	Other Current Liabilities
	77.0
	112.0
	80.0

	Total Current Liabilities
	1,479.0
	2,605.0
	1,393.0

	Long-Term Debt
	1,864.0
	1,139.0
	1,172.0

	Other Noncurrent Liabilities
	571.0
	401.0
	272.0

	Total Liabilities
	3,914.0
	4,145.0
	2,837.0

	
Shareholder's Equity

	Preferred Stock Equity
	--
	--
	--

	Common Stock Equity
	4,282.0
	4,025.0
	2,862.0

	Total Equity
	4,282.0
	4,025.0
	2,862.0

	Shares Outstanding (mil.)
	820.3
	835.3
	826.3


Appendix D
boston Scientific 

Annual Income Statement

Top of Form

Bottom of Form

	
	Dec 05
	Dec 04
	Dec 03

	Revenue
	6,283.0
	5,624.0
	3,476.0

	Cost of Goods Sold
	1,386.0
	1,292.0
	961.0

	Gross Profit
	4,897.0
	4,332.0
	2,515.0

	Gross Profit Margin
	77.9%
	77.0%
	72.4%

	SG&A Expense
	3,615.0
	2,483.0
	1,622.0

	Depreciation & Amortization
	314.0
	275.0
	196.0

	Operating Income
	968.0
	1,574.0
	697.0

	Operating Margin
	15.4%
	28.0%
	20.1%

	Nonoperating Income
	13.0
	(16.0)
	(8.0)

	Nonoperating Expenses
	90.0
	64.0
	46.0

	Income Before Taxes
	891.0
	1,494.0
	643.0

	Income Taxes
	263.0
	432.0
	171.0

	Net Income After Taxes
	628.0
	1,062.0
	472.0

	

	Continuing Operations
	628.0
	1,062.0
	472.0

	Discontinued Operations
	--
	--
	--

	Total Operations
	628.0
	1,062.0
	472.0

	Total Net Income
	628.0
	1,062.0
	472.0

	Net Profit Margin
	10.0%
	18.9%
	13.6%

	

	Diluted EPS from Total Net Income ($) 
	0.75
	1.24
	0.56

	Dividends per Share
	--
	--
	--
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